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EMPLOYEE STOCK OWNERSHIP PLANS (ESOP's)

THURSDAY, DECEMBER 11, 1975

CONGRESS OF THE UNITED STATES,
JOINT ECONOMIC COMMITTEE,

Washington, D.C.
The committee met, pursuant to notice, at 10:30 a.m., in room 1202,

the Dirksen Senate Office Building, Hon. Hubert H. Humphrey
(chairman of the committee) presiding.

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

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

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

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

I have a brief opening statement.

OPENING STATEMENT OF CHAIRMAN HUMPHREY

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

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

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

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

(1)
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As I said in the press release announcing these hearings, these plans
have been heralded as the basic solution for many of our economic
ills. Specifically, one of our chief proponents who will be testifying
today, has said that widespread adoption of ESOP's will accomplish
the following objectives: The restoration and acceleration of economic
growth to unprecedented levels; create legitimate full employment
for two or three decades; and lay the foundation for arresting inflation.

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

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

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

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

I believe, Senator Long, that was your child, is that not right?
Senator LONG. Yes.
Chairman HUMPHREY. This bill was actually the fourth one in the

past 2 years in which Congress has included an incentive for institut-
ing what we call ESOP's.

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

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

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

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

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

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

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

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

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

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

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

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

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

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

Chairman HUMPHREY. Yes.

OPENING STATEMENT OF SENATOR JAVITS,

Senator JAVITS. We are here today to investigate the practical
economic viability of the employee stock ownership concept for the
mutual benefit of American labor and management and the ultimate
benefit of the domestic economy. For some time now it has been my
belief that the employee stock ownership concept, if properly de-
veloped, provides a mechanism to improve the financial condition of
working Americans and at the same time improve the productivity
of American industry. It is my firm belief, and I believe with Senator
Humphrey, that these laudable goals can and must be achieved by
providing the opportunity for American workers to share in the
fruits of our economic system by way of employee stock ownership.
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To the extent that the Joint Economic Committee favorably assesses
the concept of employee stock ownership, Congress should be in the
position to encourage, by way of legislative initiatives, an appropriate
ESOP model. While I note that the Joint Economic Committee
hearing schedule contains a number of extremely knowledgeable
economists and government representatives it is my hope that these
hearings will lead to legislative hearings before the Senate Labor
and Public Welfare Committee, of which I am a member, for a
practical assessment of the legislative program which I am formulating.
I am drafting legislation which will provide a mechanism for encourage-
ment of the ESOP concept for the benefit of labor and management.
I would expect that we would receive substantial input from the
American labor movement before the Labor Committee. I expect that
the Senate Labor and Public Welfare Committee will conduct ex-
tensive hearings in order to review this concept in comprehensive
fashion for the benefit of labor and management, who win bear the
major responsibility for the successful adoption and administration
of ESOP's.

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

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

Tirst and foremost, the Kelso type plans fail to provide adequate
safeguards for affected employees. Although workers are assigned
the role of detached "bystanders" who receive stock for which they
pay nothing, there is no assurance that they will not have to pay for
the stock with lost wages. In this regard it should be recognized that
Congress saw fit to pass the Employee Retirement Income Security
Act which imposes many specific and far-reaching safeguards for
vesting, funding, participation, and reporting and disclosure which
are applicable to pension plans. I suggest that comprehensive safe-

guards will need to be appled to ESOP's as well in order to protect
future participants in employee stock ownership plans from being
the recipients of illusory benefits.
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My apprehensions with regard to employee safeguards were com-
pounded significantly when I read the following in a New York
Times article of October 5, 1975, on ESOP's and I quote verbatim:

Some investment bankers are advising companies that in exchange for the valueof the stock that they are putting into the ESOP they should try to get something
back from other fringe benefits. They recommend, for example, reducing hospitalbenefits or vacation, or holding back on salary increases.

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

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

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

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

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

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

In conclusion, I ask unanimous consent to place in the permanent
record of this hearing, the prepared statement of Professor Musgrave
on ESOP's; the Congressional Research Service's publication entitled
"Employee Stock Ownership Plans: Current Status and Proposed
Legislation"; "A Technical Review, of the Employee Stock Ownership
Trust," by the consulting firm of Towers, Perrin, Forster, and Crosby;
"The Hidden Costs of ESOP's," by Triad Financial Reports; "Evalua-
tion of the Use of an Employee Stock Ownership Plan as a Method
of Capital Formation for ConRail," by the E. F. Hutton Co.; an
analysis of the Kelso plan by Julius Allen of the Congressional
Research Service; and a background report on ESOP's by Don
Sullivan of the firm of Towers, Perrin, Forster, and Crosby.
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I should like to direct special attention to the prepared statement
on ESOP's written especially for the record of this hearing by the
distinguished professor of economics at Harvard University, Richard
Musgrave. Professor Musgrave -responded to my personal request

to study this question and has provided us with a lucid and enlighten-
ing economic analysis. I believe that these articles raise those areas
of concern which need to be considered by the committee and by the
legislative committees concerned.

Thank you, Mr. Chairman.
Chairman HUMPHREY. Thank you, Senator Javits. Without objec-

tion, the material referred to by you for the hearing record will be
included at this point.

[The material follows:]

PREPARED STATEMENT OF RICHARD A. MUSGRAVE, H. H. BURBANK PROFESSOR

OF POLITICAL ECONOMY, HARVARD UNIVERSITY, ON EMPLOYEE STOCK OWNER-
SHIP PLANS

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

Kelso Plan and Alternatives
For this purpose, let me compare four procedures, all of which cost the same to

the company in trust fund contributions and involve the same expansion of real
assets.

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

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

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

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

All these procedures can be followed under present law. How do they differ?
Alternatives I and II are equivalent for all parties concerned. The company
finds its real assets expanded, the debt has been paid off and the trust is in the
possession of additional shares. Employees clearly have gained through ownership
of these shares if the company's contribution was in addition to normal wages.
But even if the contribution is in lieu of wages, they have obtained some gain
because their tax is deferred and may be payable in the future at a lower bracket
rate. The treasury has incurred a corresponding loss. In short, the outcome of the
Kelso procedure is precisely the same as for direct borrowing, provided that trust-
fund receipts are reinvested in the company. Under alternatives III and IV the
position of wage earners remains the same as under I and II, except that their
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equity investment is outside the company. The position of the company differs
in that the financing is by debt under III and the shares are held by outside
investors under IV. Finally, how is the position of the "old" shareholders affected?
If we assume that the company's contribution to the trust is in lieu of wages,
there is no effect at all; but the value of their equity is reduced if the contribution
is additional. Such is the case under all four plans, the Kelso approach being noexception.
Evaluation of Kelso Procedure

Viewing the Kelso procedure on this comparative basis, what are its advantagesand disadvantages?
1. It is argued that the Kelso approach results in a gain to the company because

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

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

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

Moreover, even if a net expansion occurs, this is a once and for all increase only,as the debt comes to be paid off later on.
4. But is not alternative I superior from the company's point of view to alter-

native II because, by channelling its borrowing through the trust, it is able to
deduct for purposes of the corporation tax not only interest (as under II) but also
debt retirement? This seems a powerful advantage at first sight, but at closer
consideration the argument proves spurious. Assume that $100 are raised at 10
percent and, to simplify, consider the loan to be repaid in one year. Under the
Kelso plan, the company pays $100 to the trust, with a net cost of $52+$5.20=
$57.20. Under alternative II, the payment to the bank equals $100, at a net cost
of $100+$5.20=$105.20. In addition, a $100 contribution to the trust is made at a
net cost of $52, making for total payments of $157.20. At the same time, the
company's equity is increased as the debt is repaid (real assets are added and the
liability is liquidated) by $100, leaving a net cost of $57.20, the same as under I.
Poicy Is8ues

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

L. Should additional tax support be given to pension plans in general?
2. Should special support be given to reinvestment?
3. Should special support be given to contributions to the trust fund if

these are used to amortize trust fund debt incurred on behalf of the company?
The first objective might be implemented by increasing the present limit of

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

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

Introduction

The concept of employee stock ownership has long been debated as

a method of achieving greater productivity for the employing firm and

greater income for the employee. It is one of several proposals,

including profit-sharing, labor-management productivity committees,

and productivity-sharing arrangements, that have been adopted in vari-
1/

ous situations to provide greater worker participation in business.

Many different types of employee stock ownership plans (ESOP's)

can be found today throughout American industry. One traditional type

is the stock purchase plan designed to encourage employees to utilize

their own funds to acquire company stock while remaining an employee.

Typically, the company concerned contributes to the plan in various

ways including establishing a system of payroll deduction for employee

stcck purchase, arranging for reduced or no brokerage fees in stock

purchase, or making a company contribution Often 20-25 cents for

each dollar contributed by the employee) to supplement employee funds.

Sometimes stock purchase plans are part of a more general employee

retirement or savings plan.

1/ For a broader discussion of employee stock ownership plans
as well as other methods of achieving greater worker participation andownership in business, see "Worker Participation and Ownership in
American Business" by Peter Henle, Congressional Research Service
Multilith No. 74-192E, Nov. 1, 1974.



12

CRS-2

For a number of leading American industrial firms, including

American Telephone and Telegraph, an employee stock-purchase plan

dates back to the early, 1900's. These plans became more popular

during the 1920's, although some of these did not survive the depres-

sion of the 1930's. A 1966 survey indicated that one-fifth of the firms

whose securities were listed on the New York Stock Exchange had an

employee stock purchase plan. In addition such plans were also well
2/

represented among banks and insurance companies. However,

the practice is far more prevalent among the larger than the smaller

size firms.

In addition to such stock purchase plans for all employees, many

firms as part of their executive compensation program have adopted

stock option plans for higher levels of management under which the

employee is offered an option to purchase company stock at the current

market price without actually making payment until sometime in the

future. Later, if the price of the company's stock should rise, the

employee can exercise his option to purchase the stock and thus bene-

fit from the appreciation in value. Moreover, for a qualified option

the gain in the value of the stock is not taxed until the stock is sold,

and gain will be taxed at capital gains rates (typically half the usual

rate) when sold if certain conditions are met. (The difference bet-

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

2/ Mitchell Meyer and Harland Fox, "Employee Stock Purchase

Planls", National Industrial Conference Board, Studies in Personnel

Policy, no. 206, 1967.
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may, however, be subject to the minimum tax). The rationale behind

such stock option plans is that this type of favorable treatment is neces-

sary to assure the firm of retaining the valued experience of individ-

uals with high managerial ability.

More recently an increasing number of firms have been adopting a

somewhat different type of stock ownership plan, in the nature of a

stock bonus plan, one in which a separate trust is created to receive

contributions from the employer in the form of shares of stock to be

held and allocated among the individual employees. Stock allocated

to an employee accumulates over a period of years, to be distributed

whenever employment is terminated, normally upon retirement. In

this form, the stock ownership plan is a form of compensation to the

employee having somewhat similar characteristics as an employee pen-

sion or deferred profit-sharing retirement plan. (Corporations are

allowed to deduct the fair market value of contributed stock, just as

they are allowed to deduct contributions to pension and profit sharing

plans.)

In fact, no clear demarcation exists between a deferred profit-

sharing plan and an employee stock ownership plan. Both types of plans

utilize the device of a fund or trust to receive employer contributions

and both represent a form of supplementary compensation to the em-

ployee, aimed primarily at providing a source of income at retirement.

The central characteristic of a deferred profit-sharing plan is that the

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

69-174 0 - 76 - 2
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contribution. The central characteristic of an ESOP is that the in-

dividual employee can acquire title to shares of stock in the firm for

which he works. Thus, one plan (profit-sharing) focuses on the formula

for the employer's contribution while the other (ESOP) focuses on the

granting of ownership rights to the employee. However, the difficulty

of classifying plans is illustrated by the plans which relate the em-

ployer's contribution to profits and also provide a fund to purchase

shares of the firm's stock to be allocated to individual employees.

One variant of this type of stock ownership that has gained special

attention in recent years represents the work of Louis 0. Kelso, San

Francisco lawyer-economist. The "Kelso Plan" is a broad proposal

to improve economic performance by giving employees a share in owner-

ship of their firms. The key element in a Kelso Plan is a method of

utilizing an employee stockownership planto help the employer borrow

money from the capital market.

Here is the way the plan operates. The company establishes a

qualified tax-exempt trust under the Internal Revenue Code. When

the corporation requires funds for expansion, instead of going directly

to the money market, the trust borrows the necessary funds which in

turn are invested in shares of stock of the corporation, the shares

being sold at their fair market price. The corporation has the use

of the borrowed funds and guarantees to the lenders that it will make

sufficient annual payments into the trust to meet principal and interest

payments on the loan. The stock is owned by the trust on behalf
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of participating employees and as the principal and interest payments

are made, the shares of stock become free of. any lien and are alloca-

ted to each employee's individual account. An important question is

whether the stock is to have voting privileges and, if so, who will

exercise those voting rights.

Dividends may be treated a variety of ways depending on the plan.

Under some plans, the dividend payments on stock are used to reduce

the amount the corporation must pay into the fund. In other cases

dividends on allocated stock are additional payments into the trust or

paid directly to the employees. As will be seen later, the level of

dividends paid and the use of these dividends has a significant impact

on the tax benefits and the net cost of the plan to the corporation.

A vesting requirement is typically included under which the em-

ployee becomes entitled to his allocated stock only as he meets certain

service requirements. Most employees are fully vested by the time

they have completed ten years of service.

Typically the employee receives his vested allocated shares of

stock or cash equivalent only at retirement or upon termination of

employment, although in some cases certain types of emergency dis-

tributions are permitted. In case of death, the employee's stock passes

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

thesis can be summarized as a belief that (1) increased output depends

primarily on increasing inputs of capital and (2) that greater owner-

ship of such capital by a firm's employees will provide a second income

to workers enablingthemto share more directly in the increased output

resulting from the increments of capital input and giving them greater

incentives to increase their productivity and their interest in the

profitability of the firm. As Kelso has said, "All we're doing is

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

tion regarding Mr. Kelso's economic views can be obtained from a
4/

recent analysis by a Congressional Research Service economist.

Although these newer types of employee stock ownership plans have

attracted greater interest in recent years, they have not yet been

widely adopted. Employee stock purchase plans continue to operate

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

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

3/ Louis 0. Kelso and Mortimer J. Adler. The Capitalist Mani-
festo. New York, Random House [1958] 265 p.; Louis a. Kelsoand
Paricia Hetter. "Corporate Social Responsibility Without Corporate
Suicide. " Challenge, July/August 1973: pp. 52-57; Louis 0. Kelso

and Norman G. Kurland. "Financing Economic Growth and Environ-
mental Protection to Strengthen the Market Power of Consumers. "
Testimony to the Subcommittee on the Environment of the House
Committee on Interior and Insular Affairs, January 31, 1974; Louis
0. Kelso and Mortimer J. Adler. The New Capitalists, a Proposal
to Free Economic Growth from the Slavery of Savings. New York,
Random House [19611 109 p.; Louis 0. Kelso and Patricia Hetter.
Two-Factor Theory: the Economics of Reality: How to Turn Eighty
Million Workers into Capitalists on Borrowed Money and Other Pro-
posals. New York, Vintage Books [L1681 202 p.

4/ "Kelso Plan" by, Julius W. Allen, Senior Specialist in Price

Economics. Economics Division, Congressional Research Service,

October 24, 1974.
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diversified portfolio have recently switched investment philosophies

to concentrate their funds' investments in the stock of their own com-

pany, thus in a sense adding to the ranks of firms with employee stock

ownership plans. However, these plans have generally retained their

profit-sharing character since employer contributions continue to be

related to profits.

There are perhaps 100 Kelso-type stock ownership plans. The

first of these in 1957 involved the Peninsula Newspapers, Inc.. Palo

Alto, Cal. ,which utilized an ESOP to avoid a takeover by another news-

paper chain. Since Mr. Kelso is based in San Francisco, it is not

surprising that a large proportion of plans are located in California,

including the Brooks Camera Co., a chain of retail photographic stores.

Many Kelso plans have developed in special financial situations such as

cases where a large firm wishes to divest itself of a subsidiary cor-

poration, where the owners of a closely-held corporation wish to sell

their stock,' or where the firm is threatened by a takeover action from

another company. Although most firms with Kelso-type plans are rela-

tively small, the group does include some larger firms, including

E-Systems, Inc., a Dallas electronics and aircraft systems concern

with 7, 000 employees.

Present Tax Treatment

Employee stock ownership plans receive certain special treatment

under the present tax laws, but this treatment is essentially the same
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as other benefit programs designed to supplement employee Iompensa-

tion through employer contributions to a trust, such as a funded pension

program or profit-sharing plan.

If such an employee stock ownership plan meets the test set forth

in Section 401(a) of the Internal Revenue Code, it would benefit from

special tax treatment (generally applicable to qualified pension, profit

sharing and stock bonus plans), as follows:

1) Contributions to such trusts are deductible by the employer,
5'

but not taxable to the employee until actually received. In the case

of a Kelso-type financing, employer payments to the trust would be

deductible. Since these contributions are used to pay principal and

interest, the effect is to allow a deduction for repayment of the loan,

which is not allowed in conventional financing.

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

taxed currently.

3) Dividends paid to the trust in a Kelso-type plan are not subject

to taxation until actually paid out to the employee. While in the trust,

they may accumulate earnings tax-free. Any dividends paid to employ-

ees are taxable to the recipient; howeverthe tax law allows an exemp-

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

5/ The general rule for taxation of an annuity is as follows: if
the employee contributed to the plan, he is taxed on the part of the
annuity representing the employer's contribution, based on life expec-
tancy. However, if he will recover his contribution within three years,
payments are exempt from taxation until his contribution is recovered,
and taxable thereafter. If he did not contribute, the annuity is taxable
in full.
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4) Distributions to employees are eligible for special tax treatment

under certain circumstances, including capital gains treatment or av-

eraging for certain lump sum disbributions. and in the case of the

death of an employee, certain exemptions of payments from income and

estate taxes.

The special rules for taxing distributions do not constitute a feature

of major importance. Rather, the benefits from the treatment of

pension plans result primarily from two features:

1) Because deductions for contributions are taken before such con-

tributions are taxed to employees, taxes on this income are deferred.

A deferral of taxes is like an interest-free loan, with the benefits

equal to earnings on the deferred taxes.

2) In the case of retirement plans, an employee is likely to be

paying tax at a lower rate when he begins to receive his annuity since

his income subject to tax is likely to be lower, not only because he

is no longer at work but also because he may benefit from such pro-

visions as the exemption of social security benefits, the retirement

income credit, and the additional personal exemption for the elderly.

It has been estimated that this treatment of pension contributions

and earnings will cost the Treasury about $5. 7 billion in tax receipts

in FY 1974, assuming the same level of employer contributions would

continue without the special treatment. However, only a small pro-

portion of this sum canbe attributed to the limited number of employee

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

A number of legislators have expressed strong support for employee

stock ownership, including in some cases a specific interest in the Kelso

Plan. At least in part because of the support of these legislators, the

following four recent enactments have made special reference to em-

ployee stock ownership plans:

Rail Reorganization: The Regional Rail Reorganization Act of 1973

(P. L. 93-236) includes a provision that could lead to adoption of some

type of employee stock ownership plan in the final reorganization of

the bankrupt railroads of the Northeast and Midwest. Under the Act.

a non-profit Government corporation, the U. S. Railway Association

(USRA) will plan the financial and physical structure of a new private

business enterprise, the Consolidated Rail Corporation, which will take

over the operating assets of the bankrupt railroads. The USRA is re-

sponsible for performing certain emergency functions regarding the

bankrupt railroads, but the association is also assigned the responsibil-

ity of developing a "final system plan" for the new private corporation

that will be subject to ultimate review and approval by Congress.

The final system plan, according to the Act, is required to set

forth among other things,

" the manner in which employee stock ownership plans may, to

the extent practicable, be utilized for meeting the capitalization
requirements of the Corporation, taking into account (A) the relative
cost savings compared to conventional methods of corporate finance;

(B) the labor cost savings; (C) the potential for minimizing strikes
and producing more harmonious relations between labor organizations
and railway management; (D) the projected employee dividend incomes;
(E) the impact on quality of service and prices to railway users; and

(F) the promotion of the objectives of this Act of creating a finan-
cially self-sustaining railway system in the region which also meets
the service needs of the region and the Nation. (Section 206(e][31."
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Thus, Congress ,has indicated its interest in utilizing some type of

employee stock ownership plan for meeting the capitalization require-

ments of the new Consolidated Rail Corporation.

Pension Reform: The pension reform legislation (Employee Re-

tirement Income Security Act of 1974; P.L. 93-406) sets standards

and regulates activities of all private pension plans in such different

areas as vesting (circumstances under which the employee becomes

entitled to a pension at retirement), funding, fiduciary standards for

administering pension funds, reporting and disclosure to participants

and public authorities.

With reference to employee stock ownership plans, the new law

provides certain special treatment in the sections setting forth stand-

ards of conduct for plan trustees and administrators. Employee stock

ownership plans (defined in Sec. 407) are exempted from the following:

1) the requirement for diversification of plan investments (Sec. 404);

2) the requirement that not more than 10 percent of plan assets be

invested in employer securities and employer real property (Sec. 407);

and 3) the prohibition of party-in-interest transactions as applied to a

loan to an employee stock ownership plan providing the loan is primarily

for the benefit of participants and beneficiaries and does not carry an

excessive rate of interest (Sec. 408). These provisions were designed

to permit employee stock ownership plans to continue generally accept-

ed methods of operation.
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Trade Act: Title II of the Trade Act of 1974 (P. L. 93-618) es-

tablishes various types of Federal programs to alleviate economic

hardship caused by import competition. A new feature of the law is

provision for adjustment assistance for communities (Title II, Ch. 4).

supplementing assistance previously available to workers and firms.

The aim of the new community adjustment assistance program is to

create new job opportunities in areas adversely affected by increased

imports. Communities meeting specified criteria, as administered

by the Secretary of Commerce, will be eligible for a variety of assis-

tance programs, including technical assistance and direct grants for

land acquisition and development, public worker, and public services.

As one method of attracting new investment to eligible areas, the

Secretary of Commerce is authorized to make loan guarantees to ac-

quire, construct, or modernize plant facilities. In reviewing applica-

tions for loan guarantees under the Act, the Secretary is required to

give preference to corporations which agree to place 25 percent of the

principal amount of the loan into a qualified trust under an employee

stock ownershipplan providingthe plan meets certain criteria set forth

in the Act.

1975 Tax Law: The Tax Reduction Act of 1975 (P.L. 94-12) contains

a provision to encourage contributions to employee stock ownership

plans. The Act increased the investment tax credit from 7% to 10%

for 1975 and 1976. However, a corporation may take an 11% credit

for the first year if it invests the additional 1% credit in an employee

stock ownership trust. Because the investment tax credit reduces the
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company's tax liability dollar for dollar, the cost of these contributions

will be borne entirely by the Government, i. e. there will be no sharing

by the corporation of the costs. There are some special restrictions

accompanying this provision, including a requirement that the partici-

pants be immediately vested.

The Corporation's View of the Employee Stock Ownership Plan

A number of benefits can accrue to the corporation that initiates

an employee stock ownership plan, but at the same time, certain risks

can be involved.

The basic benefit claimed by proponents of employee stock owner-

ship plans is improved productivity and greater efficiency as employees

gain a greater financial stake in the enterprise. Whether or not an

employee stock ownership plan would have this result is difficult to

gauge. Probably there is no general rule that can be applied. For

large corporations concerned about morale of rank and file production

workers, it seems doubtful that dispensing what would have to be a

relatively few shares of stock to each employee would mean greater

employee loyalty and higher productivity. More important would be

the corporation's record over the years in dealing with its employees.

On the other hand, if the corporation's workforce is limited and in-

cludes a high proportion of white collar or technical employees, the

opposite may be true and the distribution of stock through the ESOP

may prove to be a meaningful incentive that will enhance employee

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

than large corporations.

Certain very real advantages of utilizing an ESOP do occur as a

result of tax law. An ESOP carries with it the special tax treatment

accorded all pension, profit-sharing, and stock bonus plans. In ad-

dition, if the ESOP is utilized as a Kelso-type plan, any corporate

financing through the trust permits the corporation to deduct as a

taxable expense payments of both interest and principal on the total

amount borrowed (although there are limits on the amount of deductible

contributions). With conventional borrowing through a bank loan,only

the payment of interest would be deductible.

In addition to this general tax advantage, the ESOP might appear

attractive for several other reasons. Poor example, if the ESOP served

as the corporation's major retirement plan, it would have many of the

advantages of a profit-sharing retirement plan, but in addition, greater

flexibility in that the company's contributions need not be profits in

each year. Moreover, similar to profit-sharing, an ESOP plan would

not be subject to certain restrictions regarding investments recently

enacted in the Employee Retirement Income Security Act of 1974.

Of course, corporations already heavily committed to supplementary

compensation programs would find an ESOP less attractive unless it

were willing to drop or modify its existing programs. It should also

be noted that the Internal Revenue Code places a ceiling of 15% of com-

pensation (as well as specific individual ceilings) on the amount that

a corporation can contributeto qualified trusts andstill receive special

tax treatment.
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Another advantage of the ESOP system for a corporation might be

its use as an executive compensation plan or as supplement to an exist-

ing such plan. It should be noted that benefits under an ESOP are

allocated in proportion to individual compensation. Thus, the plan,

like most deferred compensation plans, will tend to favor the more

highly compensated employees, or as one proponent of ESOP indicated,

"Since the ESOT (Employee Stock Ownership Trust) enables employees

to acquire stock ownership with pre-tax funds, 'requires no employee

contributions, avoids the necessity for employees to use accumulated

savings or individually borrowed funds in order to purchase stock, and

enables the corporation to deduct the full cost of the benefits, the

ESOP is frequently superior as an executive compensation device to

stock option plans, stock purchase plans, restricted stock purchas e
6/plans and other similar plans which reduce employees' take home pay. "

Finally, for closely held corporations, the ESOP can be utilized to

provide a buyer for the purchase of company stock from controlling

shareholders, minority shareholders or outside investors, thus elimina-

ting one of the possible reasons why a company might be forced to "go

public" and issue publicly available shares of stock.

Despite these clearcut financial advantages, certain costs or risks

accompany any ESOP. To begin with, when a corporation takes the

step of involving its employees in a stock ownership arrangement, it

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

6/ JohnD. Menke. "The Employee Stock Ownership Trust: A New
Treind in Employee Benefits and Corporate Finance. " Chartered Life
Underwriter's Journal, v. 29, Jan. 1975: 31-36.
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some confidence that in the future the price of the stock will rise.

Otherwise, the gains to the employees are likely to be quite limited

(see next section). If this does not occur, the adverse employee reac-

tion is likely to more than offset the benefits that may have followed

adoption of the plan.

Moreover, the special tax advantages under a Kelso-type plan of

financing required new capital through the ESOP trust also involves

a certain cost. That cost occurs because this method of financing

establishes a continuing obligation for a company, the issuance of ad-

ditional shares of stock which will have a continuing claim on any

dividends long after the particular capital venture for which the funds

will be raised has been fully repaid.

Under an ESOP the tax deduction for principal acts to offset the

additional cost of dividends during the term of the loan. Depending

on the level of dividends paid and the way the plan is set up, the tax

saving may or may not completely offset the additional costs incurred

in paying dividends on outstanding stock. The following are ways in

which dividends might be treated:

(1) Dividends could be used to reduce the corporation's payments

to the trust until the loan is paid off.

(2) Dividends on unallocated stock could be used to substitute for

principal and interest payments with dividends on allocated stock paid

to employees.

(3) Dividends paid on the stock could be paid over to the trust or

passed through to employees, with the dividends in addition to payments

for principal and interest.
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The level and treatment of dividends affect cost to the corporation

for two reasons. First, any dividends paid in addition to principal

and interest represent an additional cost. Second, even when dividends

are substituted for principal and interest, they are not deductible to

the corporation and tend to offset the benefit to the corporation of deduc-

ting payments of principal.

Thus, the least advantageous arrangement for the corporation is a

plan where high levels of dividends are paid in addition to principal

and interest while the most advantageous situation is one in which no

dividends are paid.

These features can be illustrated by an example from corporate

finance chosen to exemplify the type of borrowing for which a Kelso-

type ESOP could have been utilized. One such example involves the

Santa Fe Railway Company (part of Santa Fe Industries) which reg-

larly borrows funds from the capital market to finance the purchase

of new equipment. In March 1975 it offered $15 million worth of equip-

ment trust certificates to mature over the next 15 years at the rate

of $1 million a year, with interest rates ranging between 6.25% and

8.20%.

Let us assume that instead of asking for competitive bids on this

offering, the Santa Fe had set up an ESOP trust which in turn would

have borrowed the $15 million and purchased $15 million in Santa Fe

stock with the Santa Fe agreeing to place into the ESOP trust each

year the funds necessary to pay all interest charges plus redemption

of $1 million annually in principal.
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Table 1 compares the net (after tax) cost to the corporation under

four alternative financing situations and illustrates the impact of the

plan set-up and the level of dividends. Alternative 1 is a conventional

borrowing arrangement. Alternative 2 is a plan where dividends sub-

stitute for principal and interest (using the 6.77% dividend rate being

paid by Santa Fe at the time). Alternative 3 is a plan where dividends

on unallocated stock are used to substitute for principal and interest,

while dividends on allocated stock are additional payments to employ-

ees. Alternative 4 shows net costs if no dividends were paid.

This table suggests the following:

1) The tax benefits for ESOP under present law would not have been

sufficient to make ESOP attractive from a corporate financing stand-

point forSanta Fe if net costs alone were considered. The same would

be true of other publicly-held corporations where dividend levels are

relatively high.

2) The tax benefits make ESOP attractive as a corporate financing

plan where a very low level or no dividends are being paid.

3) One can easily establish the break-even points for dividend levels

under certain alternative plan set-ups (for the loan repayment period).

In this example, if all dividends are paid in addition to principal and

interest, the break-even point would be where annual dividends do not

exceed the annual tax savings from deducting principal ($.48 million)

or 3. 2%. If dividends are substituted for payments, they cannot exceed

the amount of the principal repayment ($1 million) or 6 2/3%. It

would also be possible to determine the break-even point for sub-

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

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

Basic Information

Amount Borrowed - $15 million

Term of Borrowing - 15 years, $1 million to mature at the
end of each year, with each issue
carrying a separate interest rate
ranging from 6. 25% (for a one-year
issue) to 8. 20% (for a fifteen year
issue).

(In Millions)

Net (After Tax) Costs

Kelso Plan-
6.7%

Total Kelso Plan Dividends
Principal Conventional 6. 7% Dividends Paid to
and Interest Borrowing Paid to Trust, Employees
Payments Without Substitute for When Kelso Plan-
Before Using Principal and Stock is NoYear Taxes ESOP Interest Allocated Dividends

(11* r2)* (3e r,-
I $2.130 $1.5876 $1.590 $1.590 $1. 10762 2.0675 1.5551 1.5575 1.59234 1.0751
3 2.0025 1.5213 1.5237 1.59338 1.04134 1.9335 1.48542 1.48782 1.59234 1.00542
5 1.862 1.44824 1.45064 1.59 .96824

6 1.788 1.40976 1.41216 1.58636 . 929767 1.713 1.37076 1.37316 1.5822 .89076
8 1.637 1.33124 1.33364 1.57752 .851249 1.560 1.2912 1.2934 1.57232 .8112

10 1.4825 1.2509 1.2,533 1.56686 .7709

11 1.404 1.21008 1.21248 1.56088 .7300812 1.325 1.169 1.1714 1.55464 .68913 1.245 1.1274 1.1298 1.54788 .647414 1.164 1.08528 1.08768 1.5406 .6052815 1.082 1.04264 1.04504 1.5328 .56264

Total
Years 1-15 $24.396 $19.8859 $19. 92172 $23.58012 $12.68592

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

69-174 0 -76 - 3
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Explanation of Columns (1)-(4)

(1) Net after tax cost is equal to principal plus interest minus 48%

(the corporate tax rate) of the interest payment.

(2) Net after tax cost is equal to principal and interest payments

reduced by 48% of the sum of these payments minus total dividends.

For example in the first year the net cost equals $2.130 minus

.48 ($2. 130 minus .067 [$15]); in the second year $2. 0675 minus

.48 ($2. 0675 minus .067 [$151).

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

on allocated stock (equal to the amount of principal repaid) are

paid directly to employees and are in addition to principal and

interest payments. The effect is to increase the before tax cost

each year. At the same time, the tax savings are increased each

year because more of the principal and interest is deductible since

the amount of dividends substituting for principal and interest pay-

ments becomes smaller with each succeeding year. However,

the additional tax savings are not sufficient to offset the increase

in gross costs. Under this alternative, the net cost would be

the same as Alternative 2 in the first year since all stock is

unallocated. In the second year the cost would be $2.0675 plus

.067 ($1) minus .48 ($2.0675 minus .067 [$14]). In the third

year, the costwould be $2.0025 plus .067 ($2) minus .48 ($2.0025

minus .067 [$13]).

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

principal and interest payments (.52 times principal and interest

payments).
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paying dividends on allocated stock although a discounted value would

have to be used.

Of course, all these comparisons do not include the cost of divi-

dends paid after the loan is repaid nor do they deal with any cost of dilu-

ting the company's stock. This dilution would be offset in some cases

by additions to equity through the tax savings realized. However,

there is also the question of voting power of the stock held by employ-

ees. Under the ESOP system, there is no requirement that the shares

held by the trust be voted by the individuals to whom the stock has

been allocated. However, if voting rights on vested shares are passed

through to the employees, the company must be prepared to recognize

the employee interest involved.

The Employee's View of the Employee Stock Ownership Plan

Since, under ESOP, the individual employee is not asked or requir-

ed to make any contribution in order to receive his shares of company

stock, it would seem that he cannot possibly lose and therefore should

be a strong supporter of the proposal. In a number of cases,. this has

been true. Some employee stock ownership plans (with or without profit-

sharing) have helped to enhance employee loyalty to the firm and have

yielded participants substantial payments upon retirement. Employees

of Sears Roebuck, for example, are noted for their support to their

profit-sharing, stock ownership plan which has paid out handsomely as

the Sears stock appreciated.

However, the chief beneficiaries under these plans are typically

the longer-service managerial employees whose level of compensation
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entitled them to significant stock accumulations under the plan. Em-

ployees as a group, especially those holding manual jobs, do not seem

very interested in pushing for an ESOP, and a number of union organiza-

tions have declared themselves as strongly opposed to ESOP. Recent-

ly, the labor unions in the railroad industry, including both operating

and non-operating groups, after hearing a detailed presentation of the

"Kelso Plan" in connection with the provisions of the Regional Rail Re-

organization Act adopted a resolution rejecting the proposed ESOP as

"contrary to basic trade union principles and not in the best interest
7'

of railroad workers or the unions which represent them. "

What reasons 'might there be for this employee and union skepticism

regarding ESOP? The following points are suggested:

1) The employee and his representative are naturally suspicious of

getting "something for nothing. " The employee may wonder whether

the employer in fact will be expecting something in return - perhaps

greater effort at the workplace, perhaps reduced employee pressure for

a wage increase or benefit liberalization the next time the company's

bargaining agreement comes up for renewal. Under such circum-

stances, the employee might reason, he is not so certain that he would

prefer ownership of company stock if in return the employees were

denied certain improvements in wages or benefits.

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

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

7/ "Labor" (weekly newspaper of railroad labor unions), March 30,
197r
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for example, are entirely dependent upon employer decisions. There

is no actuarially determined full funding goal to be achieved, nor is the

employer required, as in profit-sharing retirement plans, to provide

a certain portion of each year's profit. Moreover, investments of the

trust are typically confined to one type of security, the employer's

stock. The trust is not subject to the normal fiduciary standard of

diversification that was written into the Employee Retirement Income

SecurityAct of 1974. Consequently, there would be considerably great-

er risk of fluctuations in value for the retirement fund than would be

found in the typical employer-financed and funded retirement plan.

3) The employee may also wonder whether the shares of company

stock that he will receive will actually represent a substantial addition

to his earnings. This of course will depend upon the details of the

particular plan the company has established and corporate action under

the plan. If the ESOP has been instituted as a form of retirement,

the individual employee is credited periodically with his share of the

stock accumulated in the trust. The rate at which the employee ac-

cumulates stock depends on the anmounts that the corporation places in

the ESOT.

If the trust has been established to assist in corporate financing,

the process of accumulating stock in individual employee accounts be-

comes more complicated. If the trust has borrowed funds for corpor-

ate use, the stock deposited in the trust by the corporation remains

the property of the trust and is allocated to individual employees only

as the corporation each year pays into the trust sufficient funds to
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pay off the loan that the trust has obtained from banking sources. In

addition, entitlement to shares may be dependent upon the employee's

completion of required years of service. Under these circumstances,

accumulation of stock by the individual employee can be relatively slow.

This can be illustrated by the Santa Fe Railroad example. The

figures in the attached Table 2 indicate the annual payments which

the Santa Fe would make year-by-year and the value of these payments

to the average employee in terms of company stock.

Several points can be made about these figures:

a) The value allocated tothe average employee interms of company

stock is not impressive. It is hardly likely that an extra $30-$60 a

year can affect the individual worker's attitude toward his job or his

firm.

b) Allocations are typically made under an ESOP according to total

compensation received. Thus each individual employee over the 15

years would be receiving more orless than the average $739 depending

upon his wage or salarylevel. More employees would be receivingless

than the average, some perhaps as low as $500 while others might be

receiving as high as $2,000.

c) Dividend payments would alter these figures to the employee's

advantage. In March 1975, Santa Fe Industries stock was selling at

about $27 and paying $1.80 annually in dividends (6.77%). Typically

under an ESOP, dividends on unallocated stock are paid to the trust,

but once the stock is allocated to the individual employee, dividend

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

Basic Information

Amount Borrowed

Term of Borrowing

Number of Employees

$15 million

15 years, $1 million
to mature at the
end of each year.

33, 000 (Est.)
(34, 192 average during 1973) with
each issue carrying a separate
interest rate ranging from 6. 25%
(for a one-year issue) to 8. 20%
(for a fifteen year issue).

Payments by Santa Fe
(in Millions)

Interest Principal Total

$1.130 $1.0 $2.130
1.0675 1.0 2.0675
1.0025 1.0 2.0025

.9335 1.0 1.9335

.862 1.0 1.862

.788 1.0

.713 1.0

.637 1.0

.560 1.0

.4825 1.0

.404

.325
.245
.164
.082

1.0
1.0
1.0
1.0
1.0

1.788
1.713
1.637
1.560
1.4825

1.404
1.325
1.245
1.164
1. 082

$9.396 $15.0 $24.396

Value to
Average Employee

$64.54
62. 65
60.68
58. 59
56.42

54. 18
51.91
49. 61
47. 27
44. 92

42.55
40. 15
37. 73
35.27
32. 79

$739. 26

Year

I
2
3
4
5

6
7
8
9

10

I1
12
13
14
15

Total
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add to his income although the amounts would be quite slight in the

early years and even after the fifteenth year would average only about

$46.

d) These figures relate only to a single offering of equipment trust

certificates. If the ESOP system were maintained over a series of

years, and similar certificates were offered at frequent intervals, the

employees of course would accumulate stockholdihgs more rapidly

based on all outstanding issues of certificates. Assuming an issue each

year identical to the specific one cited, after 15 years the average

employee would be allocated annually a total of $739 in company stock.

4) The employee may well be concerned about the possible up and

down fluctuations in the price of company stock. Under a number of

successful ESOP arrangements, the price of the company's stock has

risen over the long run, thus adding to the value of the participants'

holdings (on which taxes are deferred). However, stock prices

fall as well as rise, and the 1973-74 drop in the stock market gives

special emphasis to this homespun truth. In many ESOP situations,

the major attraction for the employee is the expected increase in the

value of his shares with the company's continuing success and the con-

sequent rise in the price of each share. An employee less optimistic

about the future may be concerned that the stock that he seems to be

getting as a gift may end up being less valuable after several years

than it was at the time it was originally given to the ESOP trust.

In this connection it is worth noting that under a typical ESOP the

employee does not have the option of withdrawing his stock and selling



37

CRS-2 7

it on the market in order to make a different investment. Normally

a withdrawal of stock cannot be made under an ESOP until the indi-

vidual severs his connection with the firm either by quitting or retiring.

5) Finally it should be noted that labor unions have traditionally

opposedmanagement initiated profit-sharing or stock ownership plans,

particularly if introduced outside the scope of the collective bargain-

ing agreement. While many local unions have cooperated in various

profit-sharing or stock ownership plans, most unions have argued that

such plans benefit only a small minority of employees at the expense

of across-the-board increases in pay or other benefits. Also involved

in union thinking is the belief that such plans represent management

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

mine employee support for union collective bargaining efforts.

Proposed Changes in the Tax Law

Although employee stock ownership plans have been adopted under

current tax law, certain tax incentives have been proposed which are

designed to encourage the adoption of these plans. These tax changes

would be an extension of present taxbenefitsfor pension, profit sharing

and stock ownership plans. As noted earlier these benefits are the

deductibility of employee contributions, the exemption of income earned

by the trust and the delay in taxability to the employee until benefits

are actually received.

Proposals have been made to increase the tax benefits allowed to

ESOP's primarily by liberalizing certain restrictions in present tax



38

CRS-28

law and by increasing allowable deductions for the corporation. Al-

though the proposals take various forms, this discussion will focus on

two bills: S. 1370, introduced by Senator Fannin in the 93d Congress,

and H. R. 462 introduced by Representative Frenzel in the 94th Congress.

No hearings were held on either of these bills.

S. 1370 proposed the following changes:

1) An employee's pension, profit sharing or stock bonus trust would

be considered a charitable organization so contributions made to it as

gifts will be tax deductible.

2) Corporations could deduct any dividends paid on the stock in

the trust which are currently distributed to employees.

3) The current annual limitation on tax-deductible contributions of

15% of compensation would be increased to 30%.

4) An additional special deduction would be provided of one-half of

all contributions to a trust which repay the principal on the loan.

H. R. 462 would make changes similar to those contained in S. 1370.

However, this bill would not allow the extra 50% deduction for pay-

ments of principal and would completely remove the 15% limit on

contributions. Dividends would be deductible if distributed to employees

or used to pay indebtedness. In addition, it would (1) establish a cutoff

on tax deductible contributions when the value of an employee's assets

in the fund exceeds $500, 000, (2) add to the options available to the

corporation for distributing to an employee his allocated share of the

trust, (3) permit a repurchase option for stock wholly owned by em-

ployees, (4) exempt lump sum distributions in an estate from any tax
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unless liquidated and not reinvested, (5) enable advance opinions from

IRS on various features of ESOP plans, and (6) make distributions to

employees exempt from any wage ceilings which may be in force.

Thus a major feature of both bills is allowing a deduction for divi-

dends paid. S. 1370 is more advantageous to the corporation because

it allows the extra 50% deduction for payments of principal. However,

H. R. 462 allows a deduction for dividends used to pay indebtedness,

as well as for dividends distributed to employees.

Both under present law and under the proposed changes, tax bene-

fits reduce the net cost of financing, assuming that the corporation is

profitable enough to pay taxes. Assuming a corporation pays tax at

48%, then for any item which is deductible the Government contributes

48% of the cost. In the case of the principal in S. 1370, the Government

would pay 72% of the cost.

These proposed changes would alter the relative attractiveness of

employee stock ownership plans as a means of corporate financing.

Table 3 illustrates this effect assuming that all dividends are dis-

tributed to employees, beginning with the first year. The table shows

the net cost to the corporation after adjusting for tax benefits over

a 15 year period using the Santa Fe Railroad example. The treatment

of dividends in this example is the one which would be least attractive

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

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

2) Setting up an ESOP under present law;

3) Setting up an ESOP under S. 1370;

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

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

The table compares the yearly net (after-tax) costs for each of

the first 15 years, and the total costs for these years, including the

present value of these costs.

On a long run basis, conventional borrowing would be the least

costly since there are no on-going obligations after the 15-year loan is

repaid. The other long-term alternatives in order of rising costs would

be ESOP financing under S. 1370, ESOP financing under H. R. 462, sel-
8/

ling stock, and ESOP financing under present law. For the first fif-

teen years, however, the least costly alternative is selling stock, fol-

lowed by ESOP financing under S. 1370, conventional borrowing, ESOP

financing under H. R. 462 and ESOP financing under present law.

The treatment of dividends used in this example was chosen to

simplify the example and illustrate the fullest reflection of the tax

benefits under the proposed legislation. In addition, the example illus-

trates the case of a corporation paying a relatively high rate of divi-

dends. The relative cost of the various ESOP plans would be reduced

compared to borrowing and selling stock if the plan concerned used

8/ Over the long run ESOP financing under S. 1370 and H. R. 462
wourd be less costly than selling stock (even though selling stock is
cheaper initially) because of the tax deduction for dividends.
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NET (AFTER-TAX) COST OF CORPORATE BORROWING UNDER EXISTING
AND PROPOSED LEGISLATION

(Based on Financial Data from Recent Borrowing of Santa Fe Railroad
and Assuming Dividends of 6.7%)

Basic Information

Amount Borrowed

Term of Borrowing

Dividend Policy

Conventio
Borrowinj
Without
ESOPYear

nal
6

1 $1. 5876
2 1. 5551
3 1.5213
4 1.48542
5 1.44824

6 1.40976
7 1.37076
8 1.33124
9 1.2912

10 1.2509

11 1. 21008
12 1. 169
13 1. 1274
14 1. 08528
15 1.04264

16+(Ongoing 0
Costs)

Total First
Fifteen Years

Total Pay $19.88592
ments

Present
Value of
Total
Payments $12.8
(8% Discount Rate)

- $15 million

- 15 years, $1 million to mature at the end of
each year. With each issue carrying
a separate interest rate ranging from
6. 25% (for a one-year issue) to 8. 20% (for
a fifteen year issue).

- Distribute 6. 7% dividend payments to share-
holders on the $15 million of stock beginning
with year one.

(In Millions)

ESOP
Present
Law

$2. 1126
2.0801
2.0463
2.01042
1.97324

1.93476
1.89576
1.85424
1.8162
1.7759

1.73508
1.694
1.6524
1.61028
1.56764

1.005

ESOP
S. 1370

$1. 3902
1.3577
1.3239
1.28802
1.25084

1.21236
1.17336
1.13384
1.0938
1.0535

1. 01268
.9716
.93
.88788
.84524

.5226

ESOP
H. R. 462

$1. 6302
1.5977
1.5639
1.52802
1.49084

1.45236
1.41336
1.37384
1.3338
1.2935

1.25268
1.2116
1.17
1.12788
1. 08524

.5226

Selling
$15 million
Stock

$1. 005
1.005
1.005
1.005
1.005

1.005
1.005
1.005
1.005
1.005

1.005
1.005
1.005
i .005

1.005

1.005

$27. 76092 $16. 92492 $20. 52492 $15. 075

$17.6 $10.9 $13. 2 $9. 3
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dividends to substitute for or accelerate payments of principle and

interest, particularly in the latter case where H. R. 462 provides tax

benefits.

Similarly with a lower dividend rate, the relative cost of utilizing

ESOP financing would be reduced when compared to conventional bor-

rowing, but increased when compared to selling stock.

This example also assumes a constant dividend rate based on the

initial value of the stock. If the value of the stock, and the dollar

level of dividends, increases, then ESOP financing would become rela-

tively more costly compared to conventional borrowing (although yielding

a greater benefit to employees).

It might also be noted that the changes in S. 1370 and H. R. 462 which.

allow deductions for dividends distributed to employees may result in

a conflict between the corporation and the employees, since employees

may prefer to have dividends paid to the trust to be accumulated tax

free while the corporation may prefer dividends paid to employees to

qualify for a deduction.

This example is a simplified one and only reflects the quantifiable

costs and benefits of various alternatives. From the corporation's

point of view, if significant increases in productivity are expected to

follow the adoption of ESOP and lead to higher corporate earnings, the

attractiveness of the plans may change. On the other hand, the corpora-

tion may be concerned about the dilution of stock occuring with the

adoption of an ESOP which may weigh against such plans.
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These examples and those presented earlier suggest that without

further changes in the tax law, ESOP is likely to be beneficial to

limited types of corporations. The typical large, publicly owned

corporation paying a relatively high level of dividends would find the tax

advantages substantially outweighed by the additional costs of ESOP

financing. Thus, any ESOP plan adopted under these circumstances

would be expected to substitute partially or completely for other forms

of labor compensation, whether wages or other benefit plans, unless

substantial'gains in productivity are realized.

In evaluating these proposals to provide additional tax incentives

to encourage ESOP's. several questions may be asked. The first is

whether the benefits expected to be gained from encouraging these

plans are sufficient to offset the revenue costs incurred. Any tax sub-

sidy affects the distribution of income, with income shifting from tax-

payers and consumers of Government services to those who benefit

from the specific subsidy. In this case, the benefits may be expected

to accrue to corporations who have adopted or will adopt the plan and

their employees. If the proposed changes in tax law lead to adoption

of additional ESOP's and greater productivity for the economy as a

whole, higher output and income may result. However, depending

on their magnitude, the resulting benefits may still not outweigh the

-costs. Moreover, the distribution of benefits from adopting the pro-

posed changes raises another issue: are these benefits likely to be

confined to those corporations with ESOP's and their employees or will

they be more widely distributed throughout the economy?
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Another question is whether the present tax provisions relating to

deferred compensation, which are relatively neutral as to the type

of employee benefit, should be revised tocreate an advantage forESOP's

compared to such other benefit programs as funded pension plans or

profit sharing programs. While investments in a company stock may

have certain advantages for its employees, concentration of fund assets

in one company's stock as a basis for longterm retirement income

increases the danger that employees would lose benefits if the company

should fail.

Finally, these special tax provisions raise questions of equity in

the general context of the present tax structure. Should ESOP trusts,

for example, be treated as organizations which can receive charitable

contributions or should only dividends paid on this type of stock be

deductible for tax purposes?

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

many of these points in its discussion-of the bill. Among its objec-

tions to the proposal were:

1) ESOP financing decreases the security of funds held by employee

trusts, and the tax laws should at least be neutral with respect to ESOP

financing rather than providing an incentive for its use.

2) Allowing the treatment of an ESOP trust as an organization

which can receive charitable contributions is contrary to the general

purpose of allowing this treatment only for organizations which benefit

the public in general.

9/ Letter from Frederick W. Hickman, Assistant Secretary, Depart-
menr of the Treasury to Russell B. Long, Chairman, Senate Finance
Committee, dated April 30, 1974.
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3) If dividends are to be exempt from the corporate income tax,

this exemption should apply to all dividends.

4) The removal of the current 15% limitation on corporate contribu-

tions is contrary to present trends in pension treatment which are

designed to limit benefits for highly compensated executives.

5) The 150% deduction for principal in the bill would place a sub-

stantial premium on deferred compensation.

The Treasury report also noted that the provisions of the bill would

apply to plans other than ESOP's.

The revenue costs of the bills would depend on the degree to which

eligible plans are adopted. The Treasury has estimated the cost of

S. 1370 at $1. 5 billion annually.

The Treasury report concluded, "In any event, we do not believe

that any advantages that may result from ESOP financing are sufficient

to justify the significant revenue loss that would be incurred under

S. 1370."

A Final Word

Currenteconomic conditions reenforce a continuing interest in em-

ployee stock ownership plans. Productivity in the private non-farm

economy has been declining for two years. the combination of the

major recession through which the country is going as well as continuing

increases in living costs naturally stimulates a search for improvement

in the basic structure of American industry that might help to facili-

tate sustained economic recovery.

69-174 0 - 76 -4
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Employee stock ownership is not a new idea. Stock purchase and

stock option plans have been in existence for over 50 years largely

as an incentive for more effective performance by management and

executive personnel. More recently, employee stock ownership has

been put forward as a method of giving greater stimulus to the job

peformance of a much wider group of employees. It also has the

attraction of being able to serve as a basic employee retirement plan

and as a tax-saving device for obtaining additional capital. The pro-

posal has won considerable support and has been specifically recog-

nized in four major recent congressional enactments.

This paper has attempted to explore some of the implications of

employee stock ownership plans from the viewpoint of both manage-

ment and the employees. From management's viewpoint, the value of

an ESOP in improving productivity may depend on the type of firm

involved: it is likely to prove more successful in a smaller enterprise

with professional and technical employees than in a larger corporation

operating with thousands of production and maintenance workers. As

a retirement plan, an ESOP may be more useful as a supplementary

program than as the firm's basic employee retirement plan since the

concentration of plan investments in the employer's stock may involve

greater risk than adiversifiedportfolio. Finally as a method of raising

outside capital, it would appear that an ESOP provides clearcut advan-

tages only in certain specializedsituations. The savings intaxes avail-

able under an ESOP financing because the corporation can deduct pay-

ments of both principal and interest (rather than interest alone as in



47

CRS-37

conventional borrowing) are often offset by the cost of providing divi-

dent payments on the newly issued shares of stock. These additional

dividend payments, unlike interest and principal payments on a loan,

will continue long after the loan itself has been repaid.

This is perhaps one reason why proponents of ESOP have proposed

additional changes in tax law, the most important of which is the

suggestion that the payment of dividends on stock held by an ESOP

trust would be deductible to. the corporation along with the interest

and principal payments. This step would indeed alter the relative

attractiveness of using ESOP financing rather than conventional methods

of borrowing. Whether such changes should be adopted raises important

policy questions since a significant loss of revenues to. the Treasury

may be involved.

However, this report has not reached any definitive conclusions

regarding the advisability for firms to adopt employee stock owner-

ship plans or for the Congress to enact the proposed changes in tax

law. The reason for this is simple: no definitive studies have yet

been undertaken which evaluate the practical results of adopting ESOP.

A number of firms have adopted it in recent years but no impartial

studies' have been completed to assess, for example, the effect of

ESOP on the firm's costs, output, and productivity or on employee com-

pensation. attitudes, and motivation. Until the results of such studies

are available, it is obviously impossible to evaluate the relative cost and

benefits of adopting ESOP either to an individual firm or to the economy
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as a whole. Furthermore no evaluation of the tax changes is possible

unless there is some basis for estimating the benefits to the economy

from adopting ESOP that could offset the obvious loss of tax revenue.

Until the value of employee stock ownership plans can be more specif-

ically demonstrated, it would seem appropriate to maintain a skeptical

attitude toward the proposed changes in tax law.
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A TECHNICAL REVIEW OF THE EMPLOYEE STOCK OWNERSHIP TRUST

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

I. INTRODUCTION

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

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

II. BASIC DESIGN OF AN EMPLOYEE STOCK OWNERSHIP TRUST

The Employee Stock Ownership Trust (ESOT) has been legally possible for
over thirty years, but has attracted attention only recently largely through
the efforts of Louis 0. Kelso, a San Francisco attorney. While the Internal Revenue
Service does not keep precise figures on ESOT's, estimates of the number cur-
rently in existence range from about 200 to 500.

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

The corporate financing objective is accomplished through a loan negotiated
by the trust with an appropriate lending institution. The trust applies the loan

to the purchase of employer stock and pledges the stock as collateral for the loan.
This places the necessary capital in the hands of the employer, who then amortizes
the loan (through the trust) with his annual contributions to the plan. As the loan
is retired, an amount of stock equal to each year's payment of principal is al-
located to the accounts of all eligible employees. A special amortization schedule

is adopted to avoid the usual imbalance between debt service and principal pay-
ments in the early years.

III. ESTABLISHMENT OF AN EMPLOYEE STOCK OWNERSHIP TRUST

In order to establish an ESOT, the following basic steps must be performed:
1. The employer creates a stock bonus plan and trust (and/or money purchase

pension plan) qualified under Sections 401 (a) and 501 (a) of the Internal Revenue
Code with a fixed formula for determining annual contributions and a fixed formula
for allocating them among employees.

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

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

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

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

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

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

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

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

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

IV. USE OF AN EMPLOYEE STOCK OWNERSHIP TRUST

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

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

2. The company should have a good credit rating.
3. The prospects for future earnings should be well above average.
4. The company should be fairly closely-held, whether publicly or privately

owned.
5. There should be a preference for equity over debt financing.
6. There should be a real desire to place substantial ownership in the hands of

employees.
The size of a company is important because the loan to the trust must be

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

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

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

Finally, the importance of a genuine management commitment to the idea of
employee stock ownership cannot be over-emphasized. While the corporate
financing aspect of the ZSOT approach often commands the most attention,
management must view employee ownership of the firm as a positive goal in itself.
Because of the ongoing nature of a qualified stock bonus plan, employees will
come to expect an opportunity to participate in company ownership beyond the
time when the loan to the trustee is repaid. If this ongoing commitment is not
present, an ESOT may ultimately become a source of employee dissatisfaction.
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Internal Revenue Service requirements are a major factor in the consideration
of an ESOT because the employee stock bonus plan must be "qualified" in orderto ensure that employer contributions (and employee accounts) are exempt fromtaxation. The basic requirements which a stock bonus plan must meet in order toobtain "qualified" status are the following:

1. The plan must be permanent in nature (duration of the plan cannot be linkedto the repayment period of the loan).
2. The plan must not discriminate in favor of officers, shareholders, or highly

compensated employees.
3. The plan must be for the "exclusive benefit" of eligible employees.
4. All distributions from the plan must be in the form of employer stock, al-though dividends can be paid annually in cash on a non-tax-favored basis. (Money

purchase pension plan distributions can be in any form.)
5. Annual employer contributions cannot exceed 15 percent of eligible payroll.

(25 percent if a money purchase pension plan is included.)
The first three of the above requirements are imposed by the Internal RevenueService on all employee benefit plans intended to provide retirement income.

The fourth is directed specifically at stock bonus plans and is the one distinguish-
ing feature of these plans in the IRS' eyes. The fifth is applicable to stock bonus,profit sharing and thrift plans alike. Generally speaking, a stock bonus plan is
viewed by the IRS as a variant of the profit-sharing approach. However, there isno requirement that employer contributions be made from corporate earnings,
and the employer is thus committed to make a contribution even in a loss year.The requirement that the plan be p5ermanent in nature deserves emphasis in
light of the tendency to view an ESOT largely in terms of corporate financing.
While plans of this nature can sometimes be terminated for business reasons
without dire tax consequences, they should nonetheless be viewed as a fixed
commitment. As noted previously, termination of a plan after if has become estab-lished and accepted can have an adverse impact on employee morale.

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

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

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

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

VI. IMPACT OF EMPLOYEE RETIREMENT INCOME SECURITY ACT OF 1974

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

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

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

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

1. 100 percent vesting after 10 years of service
2. 50 percent vesting when age plus service equals 45, with 10 percent additional

each year thereafter
3. 25 percent vesting after 5 years of service, with additional amounts each year

until vesting is 100 percent after 15 years.
While all of these schedules provide more rapid vesting than is currently found

in many pension plans, stock bonus plans have traditionally allowed employees
to gain vested rights at an earlier date in order to reinforce the motivational
aspect of these plans.

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

VII. EMPLOYEE BENEFIT DESIGN CONSIDERATIONS

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

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

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

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

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

VI11. SUMMARY OF ADVANTAGES AND DISADVANTAGES

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

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

2. Preserve management voting rights in newly-issued stock.
3. Provide an alternative to debt financing that allows repayment with pre-tax

dollars.
4. Improve employee motivation through closer identification with the success

of the company.
In addition to the above, there are some advantages to an ESOT which apply

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

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

The primary disadvantages of the ESOT approach are the following:
1. The employer stock may depreciate in value and leave the employees

dissatisfied.
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2. Existing shareholders may react against the dilution of their equity.
3. Bargaining units may reject coverage and view introduction of the plan as

an excuse for increased wage demands.
4. Continuation of the stock bonus plan may become a liability to the firm

once the original loan is repaid.
There are also the technical problems involving IRS requirements and the

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

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

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

IX. POSSIBLE APPLICATION TO CONRAIL

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

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

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

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

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

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

THE HIDDEN COSTS OF ESOP's (EmPLOYEE STOCK OWNERSHIP PLANS)

(Copyright, Triad Financial Reports, Portland, Oreg., September 1975)

INTRODUCTION

In recent months, the business community has been presented with a series ofarticles, books, seminars, newsletters, and consultants, all extolling the virtues ofESOPS-Employee Stock Ownership Plans. This publicity is reminiscent ofprevious "business fads," which served to sell numberless books and conferences,but provided little in the way of hard benefits to business. The publicity on ESOPSdiffers from that of previous fads largely in that it is more extreme and misleading.Although the Internal Revenue Service requires that ESOPS be created forthe "exclusive benefit" of the participants, the publicity on ESOPS concentratesalmost exclusively (and understandably) on the claimed benefits to the company
and the owners. It is claimed, for example, that:

ESOPS improve employee productivity
ESOPS improve cash flow
ESOPS can be used to borrow, with the principal repaid in pre-tax dollars
ESOPS can be used to acquire other companies, and pay for them in pre-

tax dollars
ESOPS are ideal for the closely-held companyThis report examines these major claims and demonstrates that, while theymay be "literally" true in the narrow sense, they create negative side effects whichmore than cancel the claimed benefits. In order to demonstrate what actually

happens in using an ESOP, the same hypothetical company is used as an examplethroughout the report. The methods used in the analyses are readily adaptable
to other real or hypothetical companies.

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

Reduced profits.
Dilution of prior ownership.
Reduced earnings on equity.
Reduced earnings per share.
Reduced stock values, as a potential secondary effect.The proponents of ESOPS contend that these negative effects (if they even

admit to them), are overcome by the operation of three factors:
Improved employee productivity.
Earnings on the additional cash.
Participation of the prior owners in the ESOP.The first two points are dealt with in the body of the report. In regard to thethird, it should be apparent that if the prior owners participate in an ESOP toa degree which substantially offsets the negative effects then there would neces-sarily be very few non-owner participants in the ES6P. IRS qualification insuch a case would be extremely questionable, since the ESOP would be an obvious

tax dodge for the benefit of the owners.
It is assumed throughout that the ESOP is investing in common stock, althoughan ESOP can invest in any class of stock. If preferred stock were used, the nega-tive effects demonstrated in the examples would be reduced somewhere duringyears in which the earnings on equity exceeded the return on the preferred, butthey would be increased in the converse situation. If a class of preferred stockwith an abnormally low return were used, IRS qualification may be questionableas a result, and there would probably be negative effects on employee morale

and productivity.
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CHAPTER I

ESOPS BRIEFLY DEFINED

The following summary is offered for those readers who have not yet had an

an opportunity to become familiar with the general characteristics of ESOPS,

and for those who desire a quick review. As the points below demonstrate, an

ESOP is in many ways similar to a Profit Sharing Plan, but with several very

significant differences.
1. When the ESOP is qualified by the Internal Revenue Service, company

contributions to it are tax deductible.
2. ESOPS are limited to investing in employer stock, unless none is available,

in which case they may make other investments, much like Profit Sharing Plans.

An ESOP may invest in any class of employer stock.
3. The company contribution may be made in stock instead of cash. The fair

value of such stock is deductible.
4. The ESOP may purchase stock from the company or from an existing

shareholder.
5. All stock transactions must be at market value for traded stock, or at

(appraised) fair market value for non-traded stock.
6. Requirements for employee eligibility to participate, vesting, distribution,

etc. are much the same as for Profit Sharing Plans. A major exception is that

distributions must be made in employer stock.
7. Employee contributions are not normally required with ESOPS, to avoid

problems involved in selling stock.
8. The participants' ESOP accounts share in the company's contribution in

proportion to salary for the year. Forfeitures of unvested portions of the accounts

of employees who terminate are similarly allocated.
9. Participants share in ESOP earnings in proportion to the values of their

accounts.
10. The shares held by the ESOP are voted by a committee appointed by the

Board of Directors of the company. Control is thus retained.
11. A participant first develops income tax liability when he receives his

distribution of stock at retirement or termination. At that point, he becomes

liable for ordinary income tax on the cost (to the ESOP) of the stock he receives.

When he sells shares, he becomes liable for capital gains tax on any increase in

value over the cost to the ESOP.
12. ESOPS often include provisions encouraging a participant who has re-

ceived his distribution to sell his stock back to the ESOP, to the company, or to

a major shareholder.
13. ESOPS, unlike Profit Sharing Plans, can borrow (usually with the note

guaranteed by the company and secured by stock), or may purchase shares on

an installment basis.
CHAPTER II

CONVERTING A PROFIT SHARING PLAN TO AN ESOP

One of the advantageous features the proponents of ESOPS frequently point

out is that an existing Profit Sharing Plan may be converted to an ESOP, thus

obtaining more rapidly the "benefits" of an ESOP. However, just as with the

"benefits" discussed in later chapters, the conversion possibility has disadvantages.
Some of these disadvantages have been pointed out in the typical publicity on

ESOPS-the fact that plans which require employee contributions may encounter

problems with the SEC, and the fact that the IRS may permit such conversions

under conditions which may be burdensome, and which may vary from district

to district. But there are more important disadvantages.
To illustrate, we will use the example of a company with a net worth of

$3,000,000, common shares outstanding of 30,000, pre-tax earnings of $635,000
(after contributing to the Profit Sharing Plan), and a 53% tax rate. Assume the

company has a Profit Sharing Plan (not requiring employee contributions), and

that the Plan has assets of $1,000,000. The Plan is one of those fortunate ones-

it has been earning a steady 10% each year. Initially, we will assume that the

Plan's assets are invested in company real estate, which it leases back to the

company.
The conversion of the Profit Sharing Plan to an ESOP conceptually involves

transferring the Plan's assets to the company in exchange for stock in the com-

pany. Assuming that the fair market value of the stock is the same as book value

($100), the ESOP would receive 10,000 shares in exchange for its previous assets.
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The company would become owner of the real estate, and would have a post-conversion equity of $4,000,000. The creditors may consider the increase inequity an improvement, but let's look further.The previous owners have been transformed as a result of the conversion, from100% owners to 75% owners. It is true, as the ESOP proponents point out, that100% of $3,000,000 is the same dollar value as 75% of $4,000,000. But what theytend to ignore, is that the previous owners have given up their rights to 25% of allfuture profits of the company.
But the impact of the conversion goes even further. The $100,000 annual earn-ings of the Profit Sharing Plan were tax-free to the Plan. After conversion, that$100,000 becomes taxable income to the company (since the company must nolonger make rental payments to the Plan), and is subject to the 53% tax rate. Asa result, there are effects on earnings as a percent of equity and on earnings pershare. To summarize:

No
conversion Conversion

Pre-tax earnings -$----------------------------- 
S635, 000 $735, 000Tax (53 percent) (336, 550) (389, 550)

Net income -298, 450 345, 450
Equity ----------------- $-- -------------------------- S3,000 000 $4, 000, 000Earnings on equity (percent)- .95 '.64Shares outstanding -30,000 40, 000Earnings per share -------------------------------------------------------------- 

$9.95 $8.64

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

In order for the previous owners' income position to remain the same, thecompany would need to earn the same pre-tax yield on the additional $1,000,000equity that it was earning previously on the original $3,000,000 equity, or 21.17%.In the above case, the company could not earn that yield (at least initially),because the Profit Sharing Plan's assets consisted of company real estate. Thusthe immediate contribution to company profits was the reduction in rent.If the Profit Sharing Plan in the above example had invested its funds in some-thing other than company real estate, the initial results could be improved. Inthis case, the assets transferred from the Profit Sharing Plan would presumablybe more liquid, and it may be that the company could invest them to obtain thesame pre-tax yield (21.17%) that it had previously been earning, thus protecting
the previous owners' position.

This required yield of 21.17% is dependent, of course, on the effective tax rateand the previous return on equity provided by net income. For example, assuminga 53 % tax rate, a previous net income yield of 12 % would mean that the additional$1,000,000 equity would need to yield 25.3% pre-tax income. Similarly, if theprevious net income yield were 15%, the required pre-tax earnings would be
31.91%.

The above assumes that the stock issued in exchange for the assets of theProfit Sharing Plan was issued at a market value which was equal to book value.If the market value were less than book, then the dilution is increased, and toprotect the position of the previous owners would require a higher yield on theadditional equity than that stated above. The converse, of course, is also true.Therefore, in order for the conversion to avoid working to the immediate
detriment of the previous owners:

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

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

Once the conversion has taken place, however, there will be additional effectsresulting from the subsequent contributions to the ESOP. For example, assumethat sufficient additional income was earned to avoid impairing the previousowners' position, as outlined above. We will compare two alternatives, oneassuming that the company makes a $50,000 contribution to the ESOP during
its first year, and one assuming no contribution.
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Pre-tax earnings (not considering the contribution) would need to be $846,800
(21.17% of the $4,000,000 equity) to protect the previous owners' position. Net

income without the contribution would be $397,996. With the contribution, the

pre-tax income would be reduced by $50,000, and net income would be $374,496.
The contribution would enable the ESOP to purchase 500 shares (assuming

market value equals book value at the year's start). Thus the position of the

previous owners is reduced to 74.07%. The results of the two alternatives are

summarized below:

No
contribution Contribution

Pre-tax income -- 846800 $796,800
Tax - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - (448, 804) (422,304)

Net income -397, 996 374, 496

Contribution-- 
5 000

Start equity 4,000,000-------------------------------- --------- 4 °°°. °° 4. °°.0°°

End equity - -4---,--- ---------- 4,397, 996 4,424, 496

75 -nt share -- 3,298,497-
74.7 percent share - 3,277,224

Thus the contribution of $50,000 would cause a loss to the previous owners of

$21,273. To avoid this loss, an additional $61,107 in pre-tax income would be

required (the loss divided by 74.07% to obtain the net income required, which is

divided by 47% to obtain the pre-tax income required).
The average additional cash available during the year as a result of the con-

tribution would be approximately $13,250. (The $50,000 contribution times the

tax rate of 53% equals the year-end cash increTse as a result of the tax savings.
Average additional cash during the year would be approximately half that, or
$13,250.) Thus, to avoid the loss to the previous owners as a result of the con-

tribution, the company would need to earn $61,107 (pre-tax) on the average
additional cash of $13,250, or a yield of 461%.

Additional contributions in subsequent years would further erode the position

of the previous owners, and in order to avoid financial loss to them, would require
continued high yields from the modest amounts of additional cash.

It should be noted that in some instances, the Internal Revenue Service does

not permit the existing assets of a converted Profit Sharing Plan to be invested
in company stock. In effect, such assets are segregated, and continue to be treated
much as they were under the Profit Sharing Plan, with only the subsequent con-

tributions being invested in company stock. The effects of this are much the

same as in starting a new ESOP (without converting), and are described in the
next chapter.

In summary, conversion of an existing Profit Sharing Plan can improve the

company's cash position (if the existing assets are liquid and can be transferred
to the company in exchange for stock). The balance sheet can be improved by

the increased equity. The cost of conversion to the present owners can be high,
by diluting their claim on future profits. To avoid this, earnings on the transferred
assets must be equal to the previous pre-tax earnings on equity (or higher if the

stock is issued at less than book value). Subsequent contributions to the ESOP
further dilute the previous owners' position and make it increasingly unlikely
that they will escape financial loss as a result of the ESOP. Side effects can impair
earnings on equity, earnings per share, and potentially reduce the value of the

stock.
CHAPTER III

THE NEW EBOP IN OPERATION

The previous chapter discussed the effects of converting an existing Profit

Sharing Plan to an ESOP. Creating and operating a new ESOP (without con-
verting) also have detrimental effects, as outlined below.

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

No ESOP ESOP

Normal pretax earning -$635, 000 $635, 000Contribution to ESOP ----------------------------- 0 (200, 000)Pretax earnings -635,000 435, 000Tax (53 percent) -- ------------------------------------------- (336, 550) (230, 550)
Net income --- , ------------ 298, 450 204, 450Purchase of shares - (200, 000) 0
Net cash effect -,,------ ,-- ,--, 98, 450 204, 450

Start equity -3,000,000 3,000,00--0--------------------------------- 3 000,000 3, 000, 000Purchase of shares -,,,- -- -(200, 000) 0Netincome- - , 298, 450 204,450
Ending equity - 3,098,450 3,204,450
Earnings on start equity (percent) -, - 9.95 6.82Shares outstanding (after purchase) - 28, 000 30 000Remaining previous owner's position (percent) -,, -,-,100 63.3Earnings per share (oafer purchase) -- $10.66 $6.82Book value (year end)----------------------------- $110.66 $106.82

Thus, by purchasing through the ESOP, the company's cash position is betterbut the position of the remaining previous owners, net income, earnings as apercent of equity, earnings per share and book value are all impaired, and marketvalue of the stock would likely be impaired as a secondary effect.
As a second example, assume that the ESOP receives its contribution from thecompany in stock (or in cash which it uses to purchase stock from the company).The company contribution is $50,000, and the stock's market value is the sameas book value at the start of the year ($100). Thus the ESOP would receive 500shares for its $50,000.
Based on these assumptions, net income for the company would be (comparedto $298,450 without an ESOP):

Normal pre-tax income -$635, 000Contribution to ESOP ------- (50, 000)Adjusted pre-tax -585, 000Tax (53 percent) -(310, 050)

Net income - --------------------------------------- 274, 950
The company's equity would be increased, however, not only by the net income,but also by the contribution to the ESOP, since it was used to purchase stockfrom the company. Thus:

Start equity -$3,000,000
Net income -274, 950Shares sold ESOP -50, 000

Year-end equity --------- 3, 324, 950
With the additional shares issued to the ESOP, there would be 30,500 sharesoutstanding at year end, and the book value would be $109.01. With the back-ground of this example, we will look further at dilution (of the previous owners'position), and at cash flow.
Without an ESOP, the year-end equity would be $3,298,450, with an ESOP itwould be $3,324,950. But the previous owners would own 30,000 of the 30,500shares outstanding, or approximately 98.4%. Thus their share of the equity wouldbe $3,271 751, for a loss of $26,699 from their position if an ESOP had not beenformed. Blot a vast amount in comparison to their total equity in the company,but even if the company never makes another contribution to the ESO P, thefirst year of operation has caused the previous owners to lose their rights toapproximately 1.6% of all future earnings.
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If the company does make further contributions to the ESOP in subsequent
years, as is likely, then the previous owners' position continues to erode, the

speed depending on the size of the contributions and the market value of the
stock in relation to book.

What of the claims that this dilution is compensated for by earnings on the
additional cash available and on improved employee productivity? In order .for
the previous owners to maintain the same dollar equity position with the ESOP
as without (at the end of the first year), the company would need to earn an
additional $57,730 (pre-tax) during the year. (Their loss of $26,699 divided by
98.6% to obtain the net income required, which is then divided by 47% to obtain
the pre-tax earnings required.) As shown in the next chapter, very little of this
increase in earnings is likely to be obtained due to increased employee productivity.

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

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

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

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

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

TABLE A.-ESOP APPROACH-DILUTION OF PRIOR OWNERS' EQUITY

Shares Prior Ending
Ending Shares out owners book

Year equity issued year end share value

0- $3, 000, 000 0 30,000 100.0 $100.00

- 3, 324, 950 1 500 30, 500 98.4 109.01

2- 3,649,900 1 459 30,959 96.9 117.89

3- 3,974,850 1 424 31,383 95.6 126.66

4- 4 299 800 1 395 31 778 94.4 135. 31

5- 4,624,750 1 370 32, 148 93.3 143. 86

1 $50,000 worth at book value, prior year end.

TABLE B.-PREVIOUS OWNERS' LOSS OF EQUITY POSITION

Share without Share Cumulative Annual

Year ESOP with ESOP loss ESOP loss

1-$--------------------------------------------- S3,298, 450 $3,271,751 $26,699 $26,699

2- 3,596,900 3,536,753 60, 147 33, 448

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

4-- 4,193, 800 4,059,011 134,7899 39, 396

5- 4,492,250 4, 314, 892 177, 358 42, 569
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TABLE C.-YIELDS REQUIRED ON ADDITIONAL CASH (TO MAINTAIN PRIOR OWNERS' POSITION)

Year-end Average Year's ESOP Pretax income Yield requiredYear cash increase cash increase loss required I (percent)2

I------------------------------------ $26, 500 $13, 250 $26, 699 $57, 730 4362------------------------------------ 53, 000 34,750 33, 448 73, 443 2113---------------------------------- -*79, 500 66,250 35, 246 78,443 1184- . 106, 000 92; 750 39, 396 88, 794 965-132, 500 119, Z50 42, 569 97,076 81

' Pretax income required equals years ESOP loss divided by prior owners' year-end share (table A), the result then beingdivided by 47 percent.
a Field required on average cash increase during year (percent).

TABLE D.-EFFECTS ON EARNINGS PER SHARE

With ESOP
No ESOP,

Earning per Year-end Earnings perYear share shares out Net income share

I--- .- $9. 95 30,500 $274; 950 $9 082- 9.95 30,959 274, 950 8. 873- 9.95 31. 383 274, 950 8. 614--------------------------------------------- -.9.95 31, 778 274, 950 8.659.95 32, 148 274, 950 8. 55

TABLE E.-EARNINGS AS A PERCENT OF EQUITY

No ESOP With ESOP
Year Start equity Earnings Percent Start equity Earnings Percent I

I------------------ - 3, 000, 000 $298, 450 9. 9 $3, 000, 000 $274, 950 9.22-.3, 298, 450 298, 450 9.0 3, 224, 950 274, 950 8.33- 3, 596, 900 298, 450 8. 3 3, 649, 900 274, 950 7. 54--- - -- 3,895, 350 298, 450 7.7 3,974, 850 274, 950 6.95- 4,193,800 298,450 7.1 4,299,800 274, 950 C.4

I Would be slightly increased if earnings on additional cash were considered.

CHAPTER IV

EMPLOYEE PRODUCTIVITY

One of the main arguments against the negative points brought out in the pre-vious chapters is that the ESOP will improve employee productivity sufficientlyto compensate, at least in part. When the Employees own a "piece of the action",it is felt, they will tend to view the company from an ownership position, and theirattitude, morale, and productivity will improve as a result. But will they?Management often tends to look at ownership from the viewpoint of control,because if they can control things, then they can strongly influence earnings(their own, as well as the company's). But the stock held by the ESOP on behalfof the participants affords them no control, since it is voted by a committeeappointed by the Board of Directors. Even after he retires and receives his dis-tribution in stock, the participant has no real control. His tax liability providesstrong pressure to sell the stock, and even if he keeps it, it will be only a veryminor part of the shares outstanding.
In fact, what the participant in the ESOP has, is a vague prospect of economicgain, uncertain in size, (uncertain even if it will continue to exist,) and payableat some far future date. Once the initial public relations effort surrounding the newESOP wears off, the participants will understand exactly what they have. Isthis a motivator toward increased poductivity?
When the participant is gaining economically (or thinks he is), his morale maybe improved and his productivity may be higher. But it is the perceived economicgain which (may) cause increased productivity from the participant, not the otherway around. In other words, with the possible exception of very small companies,the participants are not likely ,to believe that additional exertion on their partswill improve their economic position through the ESOP.

69-174 0 -76 -S
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Further, the volatility of the stock market will at times cause the value of the
participant's ESOP account (even for non-traded companies) to decline. If
anything, there will be a negative impact on productivity at these times, especially
if the participant feels that the "slackers" are sharing more or less equally in the
ESOP.

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

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

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

CHAPTER V

BORROWING THROUGH AN ESOP

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

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

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

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

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

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

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

The lower portion of Table B describes the cash-flow estimate related to the
ESOP approach. The net cash flow effect for each year is summed on line four,
and the cumulative amount shown on line five. The income on the additional cash
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is again assumed to be 10% (line six), and the post-tax effect is calculated at 47%
and shown on line seven. That figure, for each year, is carried up to the upper part
of Table B as an estimated Cash Flow Adjustment, to obtain the Net Income for
each year.

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

TABLE A.-DIRECT BORROWING APPROACH

Year I Year 11 Year II[ Total

Normal pretax - - $635, 000 $635,000 $635) 000
Loan interest -(30, 000) (20, 000) (10,000) .

Adjusted pretax -605, 000 615, 000 625, 000 .
Tax (53 percent) -(320, 650) (325, 950) (331, 250) .

Post-tax - - 284, 350 289, 050 293, 750
Cash flow adjustment - - 8,664 17, 550 26, 656

Net income - -293, 014 306, 600 320, 406 $920, 020

Cash flow effect:
Normal pretax -635, 000 635, 000 635, 000
Tax (as above) -(320, 650) (325,950) 331, 250)
Loan payment -(130,000) (120; 000) (110,000)

Yearly cash increase- 184 350 189, 050 193, 750 567, 150
Cumulative cash increase- 164 350 373, 400 567,150
Earnings at 10 percent -18,435 37, 340 56, 715
Post-tax effect - 8,664 17,550 26, 656

TABLE B.-BORROWING THROUGH AN ESOP

Year I Year 11 Year III Total

Normal pretax -- $635 000 $635 000 $635, 000
Contributed to ESOP -(130, 000) (120, 000) (110,000)

Adjusted pretax -505,000 515,000 525,000
Tax (53 percent) - ----------- - (267,650) (272,950) (278,250) -- ---

Post-tax - - 237, 350 242, 050 246, 750
Cash flow adjustment 11, 155 22, 532 34,129

Net income - ---- 248, 505 264, 582 280,879 $793,966

Cash flow effect:
Normal pretax -635,000 635, 000 635, 000
Tax (as above) -(267,650) (272, 950) (278,250)
Contributed to ESOP -(130, 000) (120,000 (110,000)

Yearly cash increase -237, 350 242, 050 246, 750 .726,150
Cumulative cash increase -237, 350 479, 400 726, 150
Earnings at 10 percent -23, 735 47, 940 72, 615
Post-tax effect - 11,155 22, 532 34,129

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

And, as in previous examples the effects do not stop there. If the $300,000 had
been borrowed through an ES6P, the company would be obliged to issue 3,000
shares of stock to the ESOP (assuming market value equals book value), in re-
turn for the funds contributed. At the outset of the three year loan period the
previous owners' position would thus have been reduced from one of 100ko to
one of 90.9% ownership. These effects, plus the impact on earnings, on earnings
as a percent of equity, and on earnings per share are summarized in Table C at
the end of the chapter.
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Proponents of ESOPS sometimes claim that one advantage of borrowing
through an ESOP is that the loan is easier to obtain. Obviously, that would
depend on the individual lender's evaluation of the situation, but it is doubtful
that many lenders would consider a loan through an ESOP significantly more
desirable than a direct loan. On the positive side the lender would need to consider
the increase in the company's net worth and the slight improvement in liquidity.
On the negative side he would need to consider the reduced net income, reduced
earnings on equity, and reduced earnings per share. He would also need to con-
sider the likely impact these factors would have on the value of the ESOP's stock,
which is serving as collateral for the loan.

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

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

Earnings/
Previous equity Earnings/

Year Net income owner share percent share

No ESOP:
I.$*- *293,014 $293, 014 9.8 $9. 77
2. .306, 600 306, 600 9.3 10.22
3- 320, 406 320, 406 8.9 10.68

Total -920, 020 920, 020.

With ESOP:
I- 248, 505 225,913 7.5 7.53
2 -264, 582 240, 529 7. 5 8.02
3- 280,879 255, 345 7.4 8. 51

Total -793,966 721, 787-

CHAPTER VI

ESOPS AND ACQUISITIONS

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

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

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

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

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

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

Table B describes the results of three years of operations after financing the
acquisition through an ESOP. Comparing the two approaches, it is apparent that
the ESOP approach improves available cash during the three years by $159,000
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as compared with the non-ESOP approach. But, as in the previous example,
this modest improvement is achieved at the expense of a reduction in profits
of $126,054.

And, as in previous examples, the problems created by using an ESOP for
acquisitions do not end there. The ESOP approach would reduce the previous
owners' position from 100% to 90.9%, so that the previous owners would own a
reduced share of the profits for the three year period. In addition, earnings,
earnings as a percent of equity and earnings per share are adversely affected,
with potential effects on market value for the stock. These effects are sum-
marized in Table C.

TABLE A.-FINANCING ACQUISITION DIRECTLY (NO ESOP)

Year I Year 11 Year III Total

Normal pretax
Loan interest

Adjusted pretax
Tax (53 percent)

$715,000 $715,000
(30, 000) (20, 000)

685,000 695, 000
(363, 050) (368,350)

$715,000
(10, 000)

705, 000
(373, 650) --- ----

Posttax -321,950 326 650 331, 350
Cash flow adjustment -10, 431 21, 084 31, 958

Net income- 332, 381 347, 734 363, 308 51,043, 423

Cash flow effect:
Normal pretax -715, 000 715, 000 715, 000
Too (an above)-(363, 050) (368 350) 373,650)
Loan payment -130 000) (120,000) 110,000)

Yearly cash increase -221, 950 226, 650 231, 350 679, 950
Cumulative cash increase -221, 950 448, 600 679, 950
Earnings at 10 percent -22,195 44,860 67, 995
Posttax effect -10, 431 21, 04 31,958

TABLE B.-FINANCING ACQUISITION THROUGH AN ESOP

Year I Year 11 Year i11 Total

Normal pretax -$715, 000 715, 000 $715, 000
Contributed to ESOP -(130, 000) (120, 000) (110,000)

Adjunoted pretax-------------------- 585, 000 595, 000 605, 000 .-------
Tax (53 percent) -(310, 050) (315, 350) (320 650) .

Posttax -274,950 279, 650 284, 350
Cash flow adjustment -12, 922 26, 066 39, 431

Net income -287, 872 305, 716 323, 781 $917, 369

Cash flow effect:
Normal pretax -715, 000 715, 000 715, 000Tao (as abnve)------------------ (310,050) (315,350) (320, 650) -------
Contributed to ESOP --- (130, 000). (120,000) 110,000) -

Yearly cash increase -274, 950 279, 650 284, 350 838, 950
Cumulative cash increase -274, 950 554, 600 838,950
Earnings at 10 percent -27, 495 55, 460 83 895
Posttax effect -12,922 26, 066 39 431 .

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

Year

Acquisition without ESOP:

2
3-

Previous Earnings/
Net owner equity Earnings/

income share (percent) share

$332,381 $332,381 11.1 $11.08
347,734 347,734 10.4 11.59
363,308 363, 308 9.9 12.11

Total -1,043,423 1,043, 423

Acquisition with an ESOP:

2--
3--

287,872 261,676
305, 716 277, 896
323, 781 294, 317

Total -917,369

8. 7
8. 5
8.3

8.72
9.26
9.81

833,889 ----------------------------
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CHAPTER VII

SUMMARY

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

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

EVALUATION OF THE USE OF AN EMPLOYEE STOCK OWNERSHIP PLAN AS A
METHOD OF CAPITAL FORMATION FOR CONRAIL

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

INTRODUCTION

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

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

This report reviews how an ESOP serves to provide capital to a corporation;
examines the financial effects of an ESOP on the sponsoring corporation; and
considers the advantages and disadvantages to a corporation and to its common
shareholders of an ESOP financing as compared with other financing modes.
It then considers the applicability of the ESOP method of financing to ConRail
and gives E. F. Hutton's recommendations on the use of an ESOP at ConRail.

How an ESOP Operates to Provide Capital
Under an ESOP a corporation sets up a Trust established under a stock bonus

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

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

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

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

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

1. An equal amount of money is raised under each of the alternative financings.
2. The proceeds from each of the alternatives are invested to produce an

equivalent amount of revenues.
3. The contributions made by the corporation are equal to the interest and

principal payments on the loan to the Trust.
4. The loan to the Trust is guaranteed by the corporation.
5. The corporation has only common stock in its equity capitalization. There-

fore, the number of shares sold to the ESOP would be equivalent to the number of
shares sold to investors in the equity financing.

6. "t" is the corporation's marginal tax rate.
7. No effect has been given to greater productivity resulting from the plan.

See Dr. Gellerman's report for an analysis of the possibilities of such effects.
8. The corporation can avail itself of any of the three alternatives.
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TABLE I

ESOP financing Debt financing Equity financing

INCOME EFFECTS

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

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

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

CASH FLOW EFFECTS

Cash flow is reduced by the amount of
interest and principal payments
multiplied by (I-t).

Cash flow is reduced by dividend pay-
ments, if any, on the newly issued
stock.

CAPITALIZATION EFFECTS

Initially the corporation would reflect
the full amount of the trust's loan as
a long-term liability. As contribu-
tions are applied to repay the trust's
loan this liability would decrease.

Initially shareholders' equity would
not show an icrease. As the trust's
loan is repaid the decrease in the
principal amount would be reflected
y an increase in shareholders'

equity.
The number of shares outstanding

would be increased by the shares
sold to the ESOP.

Retained earnings would be reduced
by dividend payments if any, on the
shares sold to the EStP.

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

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

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

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

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

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

Cash flow is reduced by dividend pay-
ments, if any, on the newly issued
stock.

The loan would be reflected as a long- Shareholders' equity would be increased
term liability. As the loan is amor- by the proceeds from the sale of the
tized this liability would decrease. stock.

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

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

EFFECT ON EXISTI NG SHAREHOLDERS

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

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

aook value.

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

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

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

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

P
(1-t)

where "P" is the principal amount of the loan and "t" is the marginal tax rate.
P/(l-t) is the pre-tax income which must be generated to repay the conventional
loan compared with an amount P of pre-tax income to repay the ESOP loan.
If the corporation does not pay any taxes this advantage is not present. An offset to
this cash flow advantage (relative to debt financing) is the dividend requirements,
if any, on newly-issued shares.
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The corporation is able to flow pre-tax dollars into its equity account sincea portion of the contributions made to the ESOP go to repay the loan to theTrust which translates into an increase in shareholders' equity. For a tax payingcorporation the fact that the principal amortization becomes a pre-tax chargerather than an after-tax charge to cash flow can improve the cash flow coverageratios of total debt service (principal and interest) and thus increase overall debtcapacity when contrasted with the debt financing.
At the present time, conditions in the equity securities markets are such thatonly major corporations can sell equity securities through the traditional under-writing channels. Under such conditions, for many companies the only practicalequity financing is through an ESOP. As discussed above, the capital raisingadvantages of such a sale are limited. However, for estate planning purposes orfor "going private" transactions an ESOP can be very useful, because in thesecases the shares purchased by the ESOP are previously issued "secondary"shares. The debt capacity of the corporation can thus be used to provide liquidityto an estate or to increase the ownership percentage of inside shareholders.

Disadvantages of ESOP Financing
The principal financial disadvantage of the ESOP method is its impact onincome and the dilution of the interests of existing shareholders. Contributionsmade to the plan are charged directly to income. To the extent that a part of thecontribution represents principal payments on the loan to the Thrust, this is anadditional charge not associated with a debt financing. The reported income of acorporation using ESOP financing will be reduced by the entire contribution to theTrust whereas only interest payments are charged against earnings in a debtfinancing. While this charge is not important to a private corporation, it willreduce the value of any shares to be utilized to raise capital for the corporation.In addition to the earnings impact, the shares in an ESOP will dilute overallearnings per share as they are deemed to be outstanding for computation ofearnings per share. This "dilution" will also lower the per share value which couldbe obtained in a sale of equity to raise capital. Since the shares sold to the ESOPare valued at the same price as shares sold in the equity financing, the samedilution in existing shareholders' interest is created. However, there are noon-going charges to income. Therefore, in the equity financing the offset to thedilution of the newly-issued shares is the additional income which is generatedby investment of the proceeds of the financing. If the after-tax rate of returnearned on the proceeds is greater than the reciprocal of the multiple of earningsat which the common stock is valued, then the equity financing in non-dilutionaryto existing shareholders' proportionate interest in the corporation's earnings.In the case of an ESOP financing the rate of return would have to be propor-tionately higher to compensate for the increased charges to earnings before suchan offering became non-dilutionary.
The earnings generated from the productivity increases stemming from themotivational aspects of the ESOP plan must exceed the contribution costs by thepre-tax rate of return which the corporation could expect on investing the pro-ceeds from the equity financing before the ESOP method would not adverselyimpact the proportionate interest of existing shareholders both in income andcash flow.

Impact on Financing Alternatives
While ESOP financing has numerous attributes of equity financing it is moreproperly considered debt financing for the reasons mentioned earlier in thereport. There is, however, a difference of opinion as to how to ESOP should beaccounted for in the accounting community. The alternatives are to either reflectthe ESOP loan directly in the balance sheet, or indirectly as a contingent liabilityfootnote. The form will not affect the analysis performed by members of thefinancial community. Contributions to the Trust, because of the implications of thedefault on its loan, should be considered a fixed charge of the corporation and,therefore, such an obligation is properly included in the liability section of thebalance sheet for analytical purposes. The equity formation of the ESOP arisesfrom a charge to income which amortizes the loan and occurs over the term ofthe loan. To include the loan to the Trust's proceeds in the shareholders' equitysection of the corporation's balance sheet ignores the fixed obligation of thecorporation to indirectly repay the loan through its contributions.
The proper capital structure of a corporation depends on a host of factorsthe most important of which is the nature of its business. If a business expectsan assured steady demand for its services and has the ability to cover its costs inpricing its product, its capital structure could include a substantial amount of
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leverage. A more speculative enterprise argues for less reliance on capital which
necessitates fixed payments to avoid jeopardizing its on-going business.

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

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

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

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

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

ConRail's Projected Financial Results and Funding Requirements
This analysis uses as a basis for examining the applicability of ESOP financing

to ConRail the data presented in Chapter 14 of the PSP entitled "Financial
Analysis of the Preliminary System Plan", and no assessment is made on the
accuracy of such projections as E. F. Hutton took no part in their preparation.

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

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

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

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

The ESOP financing, as previously indicated, requires charging to income the
contributions made to the ESOP Trust. These costs exceed any of the charges



related to the other financing modes. In its projections USRA does not foresee
ConRail becoming profitable until 1978. The establishment of an ESOP would
decrease the profit potential and possibly lengthen the time before ConRail
becomes a profitable entity. The magnitude of these effects would be in direct
proportion to the size of the ESOP plan utilized.
Effects on Future Capital Formation Through Sale of Equity

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

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

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

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

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

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

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

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

IDollar amounts in thousandsj

Before ESOP Debt
financing financing (A) financing (A)

Equity
financing

Income effects:
Pretax income before financing costs (B) -$9, 000 $10, 800 $10, 800 $10, 800

Financing costs:
Interest--- ---------- (800) (800) 0
Principal ------- (690) (1) 0

Adjusted pretax income -9, 000 9,310 10, 000 10, 800
Taxes at 50 percent -4, 500 4, 655 5,000 5,400

Net income -- - 4, 500
Pretax financing costs charged to income-
Aftertax financing costs charged to income (C) .

Cash flow effects:
Cash flow before financing costs -18, 000
Financing costs before dividends:

Interest --------------------
Principal-

Adjusted cash flow before dividends -18, 000
Dividends-$2.50 per share (5 percent) 2, 500

Cash flow after dividends -15, 500
Cash financing costs (C)-

4,655
1,490

745

5,000
800
400

5.400
0
0

21,600 21,600 21,600

400 400 0
345 690 0

20, 855 20, 510
3,000 2, 500

17, 855 18,010
1, 245 1, 090

21,600
3, 000

18, 600
500

Capitalization effects:
Debt -50, 000 60, 000 60, 000 50, 000
Shareholders' equity -50, 000 50,000 50, 000 60, 000

Total ---------------------------- 100, 110,000 110, 000 110,000

Effect on existing shareholders:
Shares outstanding- 1, 000000

Dilution in proportionate interest (percent)
Earnings per share -$4. 50

Increase (decrease) (percent).
Book value -$50. 00

Increase (decrease) (percent)-

1,200 000 1, 000, 000 1, 200, 000
16.7 None 16.7

$3.88 $5.00 $4.50
(13.8) 11 1 None

$41.67 $50.00 $50.00
(16.7) None None

X Not deductible.

(A) The loans under the ESOP and Debt alternatives are made on the following
terms:

Term: Ten years
Interest Rate: 8%
Amortization Schedule: 14.90% of the principal amount per annum

(B) The corporation earns an 18% pre-tax return on the investment of the
proceeds from each of the financings

(C) The charges to net income and cash flow relating to the ESOP and Debt
financing over the life of the loan differ because of the varying portion of the loan
payments allocated to interest. The schedules below show the impact of each
over the full term of the loan. In Case 1 a 50% tax rate was assumed while in Case 2
the corporation is assumed to pay no taxes.
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[Dollar amounts in thousands]

Charge to cash flow

ESOP
finaacing

Charge to net income before
dividends

ESOP Debt of $500 Debt
financing financing per annum) financing

Case 1-50 percent tax rate (year):
I--------------------- ------ --------- $745 $400.0 $745 $ , 090.0
2- 745 372. 5 745 1, 117. 5
3- 745 342. 5 745 1, 147. 5
4- 745 310.5 745 1, 179. 5

5---- ---- ----- ---- ----- ---- ---- 745 275. 5 745 1,214.5
6-7 ------ 745 238. 0 745 1: 252. 0

7---- ---- ----- ---- ----- ---- ---- 745 197. 5 745 1 292. 5
745 153. 5 745 1,336.5

9- 745 106. 5 745 1,383.510-745 55.0 745 1,435.0
Case 2-No taxes (year):

I------------------------------------ 1,490 800.0 1, 490 1,490. 0
2- 1, 490 745.0 1,490 1, 499.0
3- 1 490 685. 0 1, 490 1 490.0
4- 1, 490 621.0 1 490 1 490.0
5-1, 490 551.0 1,490 1, 490. 0
6- 1, 490 476.0 1, 490 1, 490. 0
7- 1, 490 395.0 1, 490 1,490.0
8- 1, 490 307.0 1,490 1, 490. 0
91, 490 213.0 1,490 1,490.0

10- 1, 490 110.0 1, 490 1, 490. 0

THE KELSO PLAN

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

At least since 1958, when "The Capitalist Manifesto" by Louis 0. Kelso and
Mortimer J. Adler was published, a so-called Kelso plan to encourage stock owner-
ship by employees has received considerable attention. Kelso's plan has evolved
with some variations in two subsequent books, "The New Capitalists, a Pro-
posal to Free Economic Growth from the Slavery of Savings," co-authored with
Mortimer Adler, and published in 1961, and "Two-Factor Theory: the Economics
of Reality: How to Turn Eighty Million Workers into Capitalists on Borrowed
Money and Other Proposals," co-authored with Patricia Hetter and published in
1967, and in numerous articles and statements submitted to Congressional com-
mittees. Among the most recent are "Corporate Social Responsibility Without
Corporate Suicide," by Louis 0. Kelso and Patricia Hetter, Challenge, July/
August 1973, pp. 52-27, and "Financing Economic Growth and Environmental
Protection to Strengthen the Market Power of Consumers," testimony to the
Subcommittee on the Environment of the House Committee on Interior and
Insular Affairs by Louis 0. Kelso and Norman G. Kurland, January 31, 1974.

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

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

' A memorandum, dated April 18, 1974, outlining the basic characteristics of most em-
ployee stock ownership plans Is attached.

' Buslness and Government "Insider" Newsletter. V. 1, No. 50, November 13, 1972.



In making his explanation of his plan, Kelso postulates the customary procedure
of a corporation desiring to make a capital investment in the following terms. The
normal financing procedure has the firm go to a lender, take out a loan, make the
improvement and eventually pay back the loan plus interest. No net new capital
owners are created in the process. Use of internal financing sources involves the
same limited ownership and does not expand the number of new owners of capital.

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

The basic building block for bringing about such change in the pattern of owner-
ship of capital in the U.S. economy is ESOP financing (the possible variations are
numerous). Using the assumptions referred to in connection with the discussion
of traditional financing, Model I, it may described as follows:
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The most important aspects of the ESOP financing techniques are:
The loan in made not directly to the corporation, but to a specially-designed

pension trust designed to be invested in employer stock, under Section 401(a)
of the Internal Revenue Code. Such trusts normally cover all employees of the
corporation; their relative interests are proportional to their relative annual com-
pensation (however defined) over the period of years that the financing is being
paid off. The trusts are normally under the control of a committee appointed by
management and its membership may include labor representatives.

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

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

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

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

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

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

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

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

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

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

3 U.S. Congress. House. Committee on Interior and Insular Affairs. Subcommittee on the
Environment. National Energy Research. Hearings . . . on H.R. 802 and related bills,
May 18, 1973-February 19, 1974. pp. 358-358.



during the taxable year for a corporation making a contribution to a qualified
employee profit sharing trust where the trust pays off indebtedness incurred to
purchase stock of the corporation. These were S. 1370, introduced on March 27,
1973 by Senator Fannin for himself, Senator Hansen and Senator Dominick, and
H.R. 3590, introduced on June 12, 1973 by Congressman William Frenzel.

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

The lack of widespread adoption of, or enthusiasm for, the Kelso plan may be
attributed to several factors, including the following.

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

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

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

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

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

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

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



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

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

EMPLOYEE STOCK OWNERSHIP PLANS

(By Don Sullivan of the firm of Towers, Perrin, Forster & Crosby, June 1975)
BAcKGROUND

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

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

Spread capitalism through stock ownership by using borrowed funds todistribute stock to all workers.
Provide a "second income" to employees through dividends on stock.

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

DESCRIPTION

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

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

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

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

2 $1,500,000
20,000 shares X 200,000

$15,000,000 /

69-174 0 - 76 - 6



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

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

ELIGIBLE EMPLOYERS

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

PREVALENCE OF PLANS

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

TAX CONSIDERATIONS

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

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

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

LEGAL CONSIDERATIONS

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

Not subject to plan termination insurance.
Exempt from the 10 percent investment limitation in employer securities.
Exempt from the diversification requirements of the prudency rule.

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

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

To purchase shares from the corporation with borrowed funds (unless
the corporation was not obliged to guarantee the loan).



To purchase shares on an installment basis from a controlling shareholder.
However, Section 408(b) (3) of ERISA exempts an ESOP from this prohibition,

provided that the loan is made primarily for the participants' benefit and the
interest is not in excess of a reasonable rate. The Conference Committee Report
notes that these loans and extensions of credit "will be subject to special scrutiny
by the Department of Labor and the Internal Revenue Service to ensure that
they are primarily for the benefit of plan participants and beneficiaries."

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

the cost must not exceed fair market value at time of purchase.
a fair return commensurate with the prevailing rate must be provided.
sufficient liquidity must be maintained to permit distribution in accordance

with the terms of the plan.
the safeguards and diversity to which a prudent investor would adhere

must be present.
Fair market value is established as of the date of actual contribution of shares

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

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

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

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

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

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

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

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

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

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

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

OTHER APPLICATIONS OF ESOP'S

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

Conversion of a public company to a private organization.
Disposition of a division (the selling corporation would establish a new

corporation which, in turn, would establish an ESOP; the plan could borrow
funds and purchase the division).

Provision of estate liquidity to a major shareholder.

OTHER CONSIDERATIONS

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

APPARENT ADVANTAGES
To the employer:

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

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

The plan can supplement existing compensation and benefit programs.
To employees:

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

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

APPARENT DISADVANTAGES
To the employer:

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

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

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

ESOPs AND CAPITAL FORMATION

The claim that debt under an ESOP is retired with pre-tax dollars is, at best,a gross oversimplification. Technically, the trust, not the corporation, incursthe debt, with the corporation having contingent liability as the guarantor ofthe note. The debt is retired by the trust with contributions made by the cor-portation. The corporation is entitled to a deduction because its contributionsare made to a qualified plan.
It is true that the corporation's contingent liability is reduced by paymentsmade by the trust to the lender, so, indirectly, the corporation is retiring a debtobligation with pre-tax dollars. However if the use of pre-tax dollars to retirethe debt is perceived as a unique advantage then one must admit to a uniquedisadvantage in that payment to retire the principal is a charge to earnings.If, as Kelso Plan proponents claim, the retirement of the debt with pre-taxdollars is a unique advantage, the effects should show in an analysis of the financialdata.
In the balance of this section, we take a closer look at ESOP's as a means ofraising capital. A comparision of the effects of ESOP financing, debt financingand equity financing on net income, EPS and cash flow is presented in Table I.Our assumptions are as follows:

in each alternative, $10,000,000 is raised by the corporation.
the corporation obtains a 20 percent pre-tax return on the proceeds.
the loan in the debt alternative is for ten years at 8 percent; repaymentis in the amount of $1,490,000 per year (principal plus interest); first yearinterest is $800,000 and principal payment is $690,000.
the equity offering is 200,000 shares at $50.00 per share.
the per share dividend is $2.50.

TABLE I.-COMPARISON OF ESOP, EQUITY AND DEBT FINANCING

(Dollar amounts in thousandsl

Before
financing ESOP Equity Debt

Effect on net income:
Pretax income before financing costs - - $8, 000 I 10, 000 1$10,000 $10, 000Financing cost-Interest -- ------------------------------------------------------ 800Required contribution ------ 1, 490
Adjusted pretax income -8,000 8, 510 10, 000 9,200Taxes (50 percent)--- 4,000 4, 255 5, 000 4,600

Net income -4, 00 4,255 5,000 4,600
Effect on earnings per share:

Outstanding shares -1, 000, 000 1,200,000 1, 200, 000 1,000, 000EPS ------------------------------------------- $4.00 $3.55 $4.17 $4.60
Effect on cash flow:

Cash flow before "financing" costs -$15,000 2 $15, 255 2 $16, 000 2 $15, 600Financing cost not reflected in net income
Principal -690
Dividends -2, 500 3. 000 3, 000 2, 500

Cash flow -12, 500 12, 255 13,000 12, 410

X Increase of $2,000,000 ($10,000,000 times 20 percent).
2 Cash flow before "financing" cost adjusted for increase in profit.

IMPACT ON NET INCOME AND EARNINGS PER SHARE

ESOP v8. Equity: An ESOP will result in lower net income because the corpora-tion must expense an amount at least equal to the debt installment of the trust.Because net income is lower and both alternatives have the same share base, anESOP also results in lower EPS.
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ESOP vs. Debt: The ESOP alternative results in lower net income. Under debt
financing, only debt service (i.e., interest) is charged to book income. As indicated
above, the corporation under an ESOP must expense an amount at least equal to
the debt installment of the trust (i.e., principal and interest). All other things being
equal, net earnings under an ESOP will be lower by one-half (assuming a 50 per-
cent tax bracket) of the amount attributable to principal repayment.

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

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

IMPACT ON CASH FLOW

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

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

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

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

FINANCIAL OBSERVATIONS

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

CONCLUSIONS

On balance, an ESOP appears to offer some advantages to the small or medium-
sized employer who is:

Unable (or unwilling) to raise capital by the more traditional routes of
borrowing or equity financing.

Willing to adopt a qualified plan and able to meet its implied commitment
for substantial, recurring contributions.

Desirous of putting stock into the hands of the employees.
By the same token, any company that shies away from a public offering of its

stock (or cannot find a lender) because of a poor earnings record will probably
find it equally difficult to install the ESOP approach successfully.

PERSPECTIVE

An ESOP should be evaluated strictly as an employee benefit plan. This brings
us back to fundamentals. What are the objectives of the employee benefit plan?
How does an ESOP compare with other alternatives in meeting the objectives?
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a critical look at ESOPs as a financing tool
More companies than ever before are wondering
whether an Employee Stock Ownership Plan (ESOP)
Is an idea whose time has come. a mere tad or some-
thing In between. That's because word has gotten
around that ESOPs can receive favorable treatment
under the Tax Reduction Act of 19 75.

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

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

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

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

Let's compare a hypothetical. debt-funded EMOP
as a capital formation tool with equity financingand
straight debt. We'll show how each affects net I
come, earnings per share (EPS) and cash fow. utsel
these assumptions:

- the company raises $10 million and Invest aflte
pre-tax rate of 20%

- pre-tax income before financing costs, and before
the 20% return on investment (ROl). is $8 mUBon
cash flow before financing and financing Costs 19
$15 million

--the loan in the debt financing is for ten years at
8%: repayment amounts to $1,490,000 a yea. fni
principal and interest; in the first year tntest
totals Se00.000 and amortization $690.000

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

- the company's tax rate is 50%: its annual Canfit
bution to the ESOP trust is $1,490,000.

effect on net income and EPS
The Impact on net income and EPS of the three lZ
nancing methods is shown on the reverse page.

After financing, the 20% ROt swells pre-tax IncoMe
to $10 million. Here are the comparisons:
ESOP vs. Equity: Under the weight of the employer's
S 7. 490. 000 annual contribution to the trust, the ESOP
results in tower net income than the equity offering.
EPS with the ESOP are correspondingly lowe, be-
cause the number of outstanding shares is the saMe
in both cases.
ESOP vs. Debt: The ESOP leads to net income below
that generated with straight debt because the con-
tribution to the ESOP trust exceeds the 5800.000
interest charge. Furthermore, the interest on the
conventional loan eventually will decline as the out-
standing balance is reduced, but the employer's
annual ESOP contribution will remain fixed. Also.
because straight debt doesn't involve the issuance
of shares and the ESOP does. the latter also results
in dilution. Result: EPS with ESOP financing are
sharply lower.
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(in thousands of S except tfr FPS)
Befoer

Financing ESOP Equity Debt

Effect an Not Income
Pro-Tax Income Before Financing Costs $ 8.000 $10,000 $10,000 $10,000
Financing Cost- Interest - - - 800

Required Contribution - 1,490 -

Adjusted Pre-Tax Income $ 8.000 S 8.510 $10,000 S 9,200

Taxes (50%) 4,000 4.255 5.000 4,600

Net Income S 4,000 S 4.255 $ 5,000 S 4,600

Effect en Earnings Per Share
Outstanding Shares 1.000.000 1,200,000 1,200.000 1,000.000

EPS $4.00 $3.55 $4.17 $4.60

impact on cash flow
The relative cash flow performances appear below.

( in thousands of S)
Before

Financing ESOP Equity DOet

Etfect on Cash Flow
Cash Flow Before Financing" Costs $15,000 $15.255 16,000 $15.600

Financing Cost Not Reflected In Net Income
- Principal -- 690
- Dividends 1.000 1.200 1.200 1.000

Cash Flow S14.000 $14.055 $14.800 $13,910

After financing. the three alternatives show a rise in
cash flow equal to their respective gains in net in-
come made possible by the 20% ROI. Before fi-
nancing costs, the figures are $255.000 with the
ESOP, $1 million with equity financing and $600,000
with straight debt. Here are the comparisons:
ESOP vs. Equity: Dividend costs are the same, but
cash flow is lower with the ESOP, again mirroring
the effect on net income of the employer's contribu-
tion to the ESOP trust.
ESOP vs. Debt: Only interest is tax deductible in
straight debt financing, so principal repayments are
charged in lull to cash flow In the example, even
the first-year repayment of 5690 000 is enough to
give the ESOP a cash 110 v el", -oe. more than
offsetting the effect of the I "'.000 in added divi-
dend costs. As time passes, the principal repay-

ments will increase. However, with a dividend rate
higher than St. the ESOP's cash flow edge would be

narrower or non-existent.

on balance
What stands out most clearly in the financial com-

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

So even as a loit employee benefit-capital raising
technique, there is no magic in an ESOP. And as a
benefit plan, an ESOP involves a host of considera-
tions, of which the following are only a sample:
What is the effect of regulations governing the regis-
tration of newly issued stock? What is the impact
on loan-financed ESOPs of margin requirements for
the purchase of securities with borrowed funds?
What are the implications of the fiduciary responsi-
bility provisions of the Employee Retirement Income
Security Act?

Such considerations are important because, in the
last analysis, an ESOP must stand or fall on Its
merits as an employee benefit plan.

octuroial sefolcee corporate development
emnployee benefits plarnnring

TOWERS, PERRIN, FORSTER & CROSBY lx,.vrydi*ton erlc.
Consultants to Management :ole.conspolon mahkelln

cumrnunlcorl tunn hlhuman reeowsa

ATLANTA BOSTCN ELStSELS CARACAS C"-CAGO CLEVELAND DALLAS 5'?rt *C/ LONION
LCSANSaES MONTREAL NEWYORK R-lLADELPI-4 AANFRANCSCO TQC-O vANCOLM? WASHINGTtN

Chairman HUMPHREY. Senator Long.

OPENING STATEMENT OF SENATOR LONG

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

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

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

I think the same thing is true in the House of Representatives.
This hearing will help a great deal in helping Members on both sides

to understand what it is we are trying to achieve here.
Thank you, Mr. Chairman.
Chairman HUMPHREY. Thank you, Senator Long.
Senator Fannin.

OPENING STATEMENT OF SENATOR FANNIN

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

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

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

Thank you.
Chairman HUMPHREY. Thank you, Senator Fannin.
Congressman Long.
Representative LONG. I will wait until the questions, Mr. Chair-

man. Thank you.
Chairman HUMPHREY. The whole purpose of this hearing is in-

formation. We are not legislative in our authority. We are investigating
and being informed.

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

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

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

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

BROADENING STOCK OWNERSHIP

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

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

It is our contention that the economy will perform best if we can
generally restrict the growth of government spending and reduce the
extent to which government deficits draw savings away from produc-
tive, private capital investments. It is for this reason that the Presi-
dent has proposed a $395 billion spending ceiling and $28 billion in
tax cuts from 1974 levels.

Chairman HUMPHREY. Is that a commercial?
Mr. WALKER. I feel it generally myself. [General laughter.]
We believe it is desirable to broaden stock ownership. It furthers

the American tradition of private ownership of business. It strengthens
the economic, social, and political base of support for the free enter-
prise system.

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

It is important also that a tax inducement for broadening the base
of stock ownership be neutral in the identification of taxpayers who
can benefit from the inducement. Thus the benefit should not be
limited to taxpayers who are employees of employers having qualified
ESOP's.

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

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

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

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

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

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

First, the class of individuals who are to benefit from the plan.
Second, the income level an individual must have in order to

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

deductible.
Fourth, the level of tax-deductible contribution available to the

employer if he contributes to the plan.
Fifth, the length of time funds must be held in the plan; that is,

for a minimum period of time or until reaching a specified age.
Sixth, the nature of the available investment media, for example,

common stocks, preferred stocks, bonds, savings accounts, et cetera.
I have listed here six items that need to be specified, and we think

there undoubtedly will be more.

DIPFERENCES AMONG ESOP's

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

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

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

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

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

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

BUSINESS CONSIDERATIONS

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

CONCLUSION

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

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

The appendix to this statement contains supplemental material
and statistics.

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

- [The appendix to Mr. Walker's statement follows:]

APPENDIX TO STATEMENT qF HqN. CHARLES M. WALKER

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

Employee stock ownership plans as they now exist are within the broad scope ofprivate employee benefit plans. These are plans which are sponsored unilaterallyby employers or jointly with employees. These plans provide for financial securityat old age and retirement or when certain contingencies arise such as sickness,accident, death, or unemployment.
Employee benefit plans include profit-sharing plans which enable employees toparticipate in the profits of employers. Distributions to employees from theseplans may be made for a variety of reasons (discussed later). Employee benefitplans also include savings or thrift plans which may be directed toward use forretirement or for certain contingencies, and stock bonus plans which providebenefits to employees (not unlike profit-sharing in timing of distribution) payablein employer stock.
Stock ownership is permitted in individual account plans including definedcontribution, profit-sharing and stock bonus plans; and such plans are, in general,exempted from the diversity requirement applicable to other plans, which prohibitsmore than 10 percent of a plan s assets being invested in stock of the employer.The so-called "Kelso" type employee stock ownership plan is a special utiliza-tion of a stock bonus (or money purchase) plan which permits the plan (or trust)to be used -to provide financing for the employer by purchasing the employer'sstock with borrowed funds. Typically the employer guarantees the debt andundertakes to make annual payments (contributions or dividends) sufficient toservice the debt.
The structure of most employee benefit plans is affected by tax law because aplan must be qualified under the law in order for employers to obtain income taxdeductions for contributions to the plan, for employees to defer income tax onemployer contributions made in their behalf, and for the plan or trust itself toobtain tax-free treatment of investment earnings.
We shall examine each of these pension plans, profit-sharing plans, thrift plans,stock bonus plans, and employee stock ownership plans as to their similarities anddifferences.
A pension plan is established and maintained by an employer to providesystematically for payment of definitely determinable benefits to his employeesover a period of years after retirement. Contributions and benefits under a pensionplan must not depend on profits. Forfeitures of benefits by terminating employeesmay not increase the benefits of the remaining employees; instead they must reducefuture employer contributions.
There are roughly 420,000 pension plans in existence covering approximately27 million employees. The preferential tax treatment of pension plans costs theGovernment $4.1 billion in revenues in 1975.
A profit-sharing plan is established and maintained by an employer to enablehis employees to participate in his profits on a deferred basis according to adefinite formula for allocating contributions and distributing accumulated funds.Distributions from the plan may be made prior to retirement, for various reasons:after a fixed number of years, the attainment of a stated age, or the prior oc-currence of some event such as layoff, illness, disability, retirement, death, orseverance from employment. The term "fixed number of years" means at least 2years. Thus, profit-sharing plans receive preferential tax treatment but are notnecessarily retirement plans.
In order to be a qualified profit-sharing plan, contributions must come "outof profits." Such a plan need not provide retirement benefits, and it may containa number of provisions prohibited to pension plans. For example, benefits may bedistributed before retirement, forfeitures may be applied to increase benefits,the contribution formula may be discretionary, and accident or health insurancemay be provided for employees and their families.
A modification of profit-sharing plans is the "thrift" plan. It is a tax-qualifiedplan under which each employee has the option to contribute a percentage of hissalary to the plan. The employer then contributes an amount equal to a percentageof the employees' contributions. Amounts contributed under a thi~ift plan usuallymay be withdrawn before retirement in the case of emergencies, such as largemedical expenses. Because benefits may not be paid prior to retirement underpension plans, "thrift" plans are drafted to meet the requirements applicable toprofit-sharing plans. Where employers have profits, however, the limitation thatcontributions be paid out of profits has no real impact.
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There are roughly 310,000 profit-sharing plans in existence covering approxi-
mately 9 million employees. The revenue loss for preferential treatment of profit-
sharing plans is $1.4 billion in 1975.

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

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

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

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

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

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

It is estimated that no more than 300 ESOP's are presently in existence. How-
ever, the plans are now being considered rather widelv because of the investment
credit incentive in the Tax Reduction Act of 1975.

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

ESOPs under the 1975 Act must meet the following requirements.
(1) The stock contributed to the plan, or purchased by it, must be allocated

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

(2) The employees' rights to the stock allocated to them must be nonforfeitable.
(3) Except in the case of separation from service, death, or disability, stock

allocated to an employee's account may not be distributed to him before the
expiration of 84 months (7 years).

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

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

AGGREGATE SAVINGS, CAPITAL FORMATION, AND ECONOMIC GROWTH

The Administration's proposal to integrate corporate and personal taxes is
designed to encourage additional savings by increasing the rate of return to savers.
This would be accomplished by reducing or eliminating the double tax burden
on corporate earnings which, in turn, would induce more people to hold their
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savings in the form of coporate stocks. Since the corporate sector is so large inthe U.S. economy, increasing the rate of return to corporate investment wouldhave the effect of increasing the average rate of return across the entire economy.Therefore, to the extent that savings is responsive to higher rates of return,the proposal would have the effect of increasing savings in the economy as well.In this case, broadened stock ownership would occur as a natural by-productof the more favorable rates of return that would be available on corporate equities.Furthermore, the increase in the rate of return would be relatively greaterfor lower- and middle-income taxpayers who are most penalized by the doubletaxation of corporate earnings. A taxpayer in the 20 percent marginal tax bracket,for example, finds that under current arrangements his total tax on corporatesource income results from a combination of the 48 percent corporate tax rateand his personal tax rate of 20 percent of the 52 cents available for distributionby the corporate. This gives a total tax of over 58 percent. Thus, the corporatetax has the effect of increasing his tax burden by almost 300 percent over whatit would be if such income were taxed only at the individual shareholder level.For the high-income shareholder, on the other hand, the relative increase in taxa-tion brought about by the double tax on corporate earning in much less. The70 percent shareholder pays total taxes on the margin equal to 48 percent plus70 percent of the remaining 52 percent for a total of 84 percent. The extra burdenin this case is only about 20 percent over what it would be if such income weretaxed only at the individual shareholder level. Thus, integration of corporateand personal taxes, to prevent the double tax on corporate earnings wouldprovide the greatest gain to those income groups where the opportunities forbroadened stock ownership are greatest. In fact, the double taxation of corporateearnings may be one of the most important factors restricting ownership atpresent.
STOCK OWNERSHIP TODAY

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

1952 - -- --- -- -- - -- --- -- - -- - -- -- -- -- - -- - -- -- -- -- - -- --- -- -- ---- --- - 6, 4901956 - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - 8,6301959 -12, 4901962 -17, 0101965 -------- 20,1201970 -30,850
1975 -25, 206

The frequency of share ownership has risen from 1 in 16 adults in 1952 to 1 in 4adults in 1970. Although this growth in share ownership has slackened somewhatto about 1 in 5 adults since 1970, this dispersion of share ownership is the moreremarkable given that persons have been being is placed in relative aggregateshare ownership by institutional holders, especially pension plans.
Nonetheless, only a small percentage of lower income families have investeddirectly in publicly-traded stock. (See Table 1) Their demand for this type ofilliqmd asset has been low. However, lower income classes do invest in stockthrough their pension plans. Employer and employee contributions to retirement

plans are currently about 4 percent of wages and salaries in private industry andabout 8.5 percent of wages and salaries of covered workers. Possibly one-halfof the assets of private pension funds are held in the form of common stock.Only about 45 percent of wage and salary workers are covered by employeebenefit plans, and, of these, a fair proportion only have a limited amount ofcoverage.
For families as a whole, pension fund reserves are a significant proportionof total wealth. Currently, private pension fund reserves comprise approximately

8.3 percent of the total financial assets of families, while the current annualflow of funds into private pension reserves comprises approximately 13.6 percentof the net acquisition of financial assets by families.
In summary, there is substantial savings for retirement in the form of pensionplans. For lower income families, then, stock may be indirectly saved throughownership of pension reserves, but the demand for more direct ownership has beenquite small.
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TABLE 1.-PERCENTAGE DISTRIBUTION OF FAMILIES,' DIVIDEND INCOME, AND VALUE OF STOCK BY FAMILY
INCOME LEVEL, 1958-71

Family incomes 1958 1960 1964 1969 1970 1971

Number of families:
Under $5,000- 48.75 43.9 37.2 26.9 23.9 22.0
$5,000 to $9,99- 37.9 39. 4 38.6 32. 7 31.9 31.4
10,000 to $14,999- 8.5 10.6 16.0 21.8 23.1 23. 5

$15,000to $24,999- 3. 5 4.6 6. 0 15.2 15.9 17. 3
$25,O00 to $49,999 ------- ----- 1.1 1.2 1.7 2.3 4.3 4.8
$50 000 to$ 99,999 - .2 .25 .4 .7 .7 .8
$100,000 and over- . .05 .1 .2 .2 .2

Total - -------------------- 100.0 100.0 100.0 100.0 100.0 100.0

Aggregate dividend income:
Under $5,000 -4.6 5.0 4.0 3.0 2.9 2.8
$5000to9999- 10.5 10.7 10.6 9.9 8.6 8.2
$lb,000 to $14,999-------- 12. 9 11. 7 11. 0 9.4 9. 4 9. 3

15,000 to 24,999- 17.4 18.2 15.1 14.6 14.1 13.8
$25,000 to $49,999 20.7 21.8 20. 5 20.2 19.7 18. 9
$50,000 to $99,999- 15. 5 13. 5 17.2 19.8 20.1 20.0
$100,000 and over -18.4 19.1 21.6 23. 1 25.2 26. 9

Total - ------------------- 100.0 100.0 100.0 100.0 100.0 100.0

Aggregate market value of stock:
Under 5,000- 4.4 4.8 3.9 2.6 2.5 2.4
$5,000to$9,999- --- 10.2 10.3 10.3 8.6 7.4 7.0
$10,000 to $14,999 - --- 12.6 11.2 10.7 9.0 8.4 8.9
$15,000 to 24,999- 17.2 17.6 15. 0 13.7 13.2 12.8
$25,000 to 49,999- 20.6 21.9 20.4 19.2 18.8 17.8
$50,000 to 99,999- 15.8 14. 0 17.4 20.7 21.2 20. 9

100,000 and over- 19.2 20.2 22.3 26.2 28. 5 30. 2

Total -------------------- 100.0 100.0 100.0 100.0 100.0 100.0

' Definition of families includes unatbched individuals.
I Family personal income before income taxes.

Source: Survey of Current Business, November 1974.

PARTICIPATION IN AND REVENUE EFFECTS OF ESOP S AND RELATED PLANS

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

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

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

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

Participants Revenue loss
Plans (millions) (millions)

Employer pension plans -420,000 27.0 $4,100Profit-sharing plans - --- ------------------------------------- 310, 000 9.0 1, 350Stock bonus (other than ESOP) plans -7, 250 .4 40ESOP plans -250 I I 10
Total, employer plans -737, 500 36.5 5, 500

Keogh plans --- ----------- ---- --------- - ----- -- so ° 5Keogh plans-~~~~~~~~~~~~~~--- 500, 000 .5 450Individual retirement accounts - 1, 300, 000 1.3 300
Total, individual plans -1, 800, 000 18 750

l Estimate excludes the cost of the additional I-percent investment tax credit that may be claimed by emplo ers investingin qualified ESOP plans under provisions of the lTax Reduction Act of 1975.a Total about 32,000,000 after allowance for dual coverage.
Source: Office of the Secretary of the Treasury, Office of Tax Analysis.

Chairman HUMPHREY. Mr. Walker, I understand you have an
appointment at the White House, is that right?

Mr. WALKER. I do.
Chairman HUMPHREY. I was going to suggest that we have thepanel immediately after you. We had better ask our questions of you

now, and permit you to leave.
Mr. WALKER. I would appreciate that.
Chairman HUMPHREY. Therefore, I am going to start right off by

asking Congressman Long if he has any questions that he wants to
ask, then we will come to Senator Javits. We will keep our questions
limited. Each member may take a few minutes, if you would.

Representative LONG. Thank you, Mr. Chairman.
In your statement, Mr. Walker, you say that: "Both ESOP's and

ISOP's are retirement-type mechanisms. An ISSA could be utilized
for individual savings motivated otherwise than for retirement."

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

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

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

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

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

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

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

69-174 0 - 76 -7
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Mr. WALKER. The appendix to my statement I supplied to the
committee tells the story as published by the New York Stock Ex-
change, with these numbers. The last figure that we have is the 1975
figure which does reflect, as you say, Congressman Long, the reduc-
tion now in total stock ownership.

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

This was reported in the last few days.
Representative LONG. That is all the questions I have, Mr. Chair-

man. Thank you.
Chairman HUMPHREY. Senator Javits.
Senator JAVITS. Thank you, Mr. Chairman.
Mr. Walker, I have just two questions at this time, and we will

have an opportunity to deal with Treasury views later.
I find your cardinal point very interesting, that there should be a

neutrality between various types of the employed population, such as
for ERISA.

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

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

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

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

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

Mr. WALKER. Senator, would it help in that direction to remove the
requirement that the investment be in the stock of the employer?

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

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

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

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

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

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

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

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

Senator JAVITS. What you people think about it.
I understand that that is one of the big reservations about it. The

stock not only goes up, it often goes down.
Mr. WALKER. That is right.
Senator JAVITS. Thank you.
Thank you, Mr. Chairman. I hope that the record will be kept open.
Chairman HUMPHREY. Indeed it will. This is a very preliminary

examination.
I am going to ask a few questions now, until Senator Percy has a

chance to look over the testimony, and if my colleagues from the
Finance Committee want to ask questions-Senator Fannin is on this
committee.

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

Senator FANNIN. If the chairman would permit.
Mr. Walker, I agree that we need something to give incentive for

savings.
You state in the testimony:
Until such time that we can basically reshape the tax laws to broaden its base,

reduce the tax rates, and substantially simplify it, and in the process encourage
business activity, we think that tax incentives to broaden investment, including
investment in stock, are desirable.

You go on to say:
It should be a broad based program that would extend the employee benefits

of ESOP's to self-employed individuals and employees of employers who do not
have an ESOP.

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

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

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

Is that not important?
Mr. WALKER. Certainly it is important, but I think it is only one of

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

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

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

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

You get away from the concept of adopting an ESOP plan.
Mr. WALKER. You asked the question of what the objective is. Is

it to broaden the base of stock ownership, or is it to broaden the
ployee ownership of the employer's business?

They are different objectives, I grant you.
Senator FANNIN. I do not think they are different objectives. You

still broaden the base of stock ownership, but it is in the company,
is that not true?

Mr. WALKER. You broaden the base of the employer.
Senator FANNIN. You have more stockholders, and the stockholders

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

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

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

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

Mr. WALKER. The broad incentive you refer to is the incentive to
the rnployees.

&" :ator FANNIN. Employees, yes.
Mr. WALKER. The incentive to them, I assume, would be that they

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

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

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

Thank you very much.
Chairman HUMPHREY. Senator Long.
Senator LONG. Mr. Walker, I had hoped that a little friend of mine

called George Lehigh would be here for this hearing. He was in my
office a day or so ago showing me what he had been able to achieve in
his firm with the employee stock ownership.

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

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

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

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

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

Do you have anything in here about increased productivity that
tends to come where the workers have a substantial equity position?

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

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

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

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

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

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

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

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

Certainly, stock ownership is a contributing factor. I would not in
any way wish to discourage that. I think that is a splendid objective.

Senator LONG. Thank you, Mr. Chairman.
Chairman HUMPHREY. Thank you, Senator Long.
Senator PERCY, Mr. Walker has to leave at 11:30 a.m. I will ask you

to ask your questions.
Senator PERCY. Why do you not go ahead, Mr. Chairman?
Chairman HUMPHREY. I want you to do so.
Senator PERCY. I will be very brief.
I really do not have any questions. I would like to respond to

Senator Long, because I have had some experience in whether or not
stock ownership plans do motivate employees.

When I took over the Bell & Howell Co. in 1949, we had a company-
paid annuity for retirement, and we were up against Japan, Germany,
and that yellow box in Rochester, N.Y., where they can give away
cameras in order to sell film.

Chairman HUMPHREY. We have the Lieutenant Governor of New
York here.
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Senator PERCY. I say, we really had tough competition, and the
motivation had to be a very large factor in trying to compete, and it
was my thought early in my tenure-that this annuity plan we put
so many millions of dollars into had no incentive. It did not bind
employees at all to the common goal that we had.

With the employees approval, we finally moved into a profit-sharing
program, 20 percent of the profits went into a profit-sharing fund for
retirement, of which we invested about 50 percent in the common
stocks of companies. No more than 10 percent of the total funds would
ever go into our own company stock. The employees became the
fourth largest stockholding group in any corporation and purchased a
great deal of that stock. They did not purchase too much of that in the
initial years, because the value of the company was going up. It was
always at that 10 percent level.

But the incentive was tremendous. The attitude and morale of those
employees was that this was their company. They were represented in
large numbers at a stockholders meeting. They outnumbered the other
stockholders. They were really interested.

I saw firsthand over a period of a decade and a half or two decades
that this concept is really a worthy one.

As I see it, what we are trying to accomplish is to open up and make
available to industry more capital that would be otherwise untapped,
and second, let American workers feel as though they are a part of
this enterprise in the American capitalistic system.

I have always tried to figure out how a worker could ever believe in
capitalism uness he became a capitalist. As they suddenly became
interested, the tone of the articles I used to write for the employee
publications changed entirely because I could talk about "our"
company and "your" capitalistic system in which "you" form a strong
part.

I am fully supportive of this concept. I have seen it really work.
And of course, a group of companies that formed the profit-sharing
and employee ownership associations to encourage this concept among
other companies have banded together, and we are almost like evan-
gelists in this field.

Now, the National Government, with the encouragement of
Senator Javits and his authorship to a great extent, has now estab-
lished and set up the Productivity Commission. The Vice President,
this week, accepted the chairmanship of the Commission. Maybe
all these can be fine catalysts for selling this idea.

I am sorry I was not here to hear your testimony but I am trying
to quickly scan it. I will try to stay for the rest of the hearings.

I am not sure how the program is being implemented. I am con-
cerned about this-I just came from the business council meeting.
I asked a number of them, are you interested in this program, are you
moving ahead? I am concerned because there are few companies
that I see moving in this direction.

I am wondering why.
Perhaps my questions are-and it may duplicate ones others have

asked-why, with this kind of incentive, do not more companies
come into it, and in your judgment, is there a better way to move?
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Some of the proposals I see as alternatives of yours concern me
because they do not have the productivity incentive attached to them
that stock ownership would have.

Mr. WALKER. As to the latter point, Senator, the broadened base
that I had felt was important was not identified that closely with an
incentive. I note in passing, your example of your own experience.
I think your company's plan had only 10 percent of the company's
stock in it. It never could exceed that amount.

Senator PERCY. No more than 10 percent of the funds, simply
because of the diversification and vulnerability of the retirement fund.

Mr. WALKER. That has been a limitation that has been in the U.S.
Code and does not exist in the plan we are talking about. It is not
impossible to have 100 percent of the funds now in the stock of the
employer.

f am not discouraging participation, ownership, and motivation.
Motivation is certainly a key element. But along with that, one
objective is to give the employee some opportunity to diversify and
become a part of the larger base of the business community or the
economic or capitalist system.

That is a value judgment, and I am just calling it to the committee's
attention.

My position and purpose is to point out what I think are matters
before the committee.

I am sorry, I lost the thread on your first question.
Senator PERCY. The level of participation we have under existing

programs. What reason did companies give for not participating?
Mr. WALKER. It is a little new, Senator. This came in as a part of

ERISA. The new focus came on this because of the 1-percent credit.
I think one impediment might be that there is no certainty as to

how long the credit will be available and whether it would be worth
establishing a plan under the ESOP approach that might not be
similarly motivated. If employers establish a plan with the contribu-
tions from this 1 percent, for example, they now have a plan in force
that will have some employee impact. If there is no certainty it will
go on, they have to face the possibility of what they are going to do
with disenchanted employees when it does not continue. There may be
some concern on that score which would be removed if that program
could be continued, no question about that.

I think that is one reason. Perhaps another reason is they are not
too sure how the thing is going to work. It is a new device and it needs
further education and further analysis.

One element of this that I heard mentioned, that I had not gotten
into the details of, really requires a close view of just how the economics
of this thing do work out, whether it will do as it has been hoped to do.

I cannot answer further, Senator, why not acceptance. It is a bit
new.

Senator LONG. Could I add a point?
The Treasury regulations on this have not been available, un-

fortunately. It is a system that does require some regulation.
I am not sure-have they been fully drafted?
Mr. WALKER. What they call the Q's and A's have gone out, and

the general ERISA guidelines have gone out.
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Senator LONG. Plus the American Telephone & Telegraph Co.
would like to use it, but they see some technical problems, and they
have suggested some amendments which, if enacted-and I am
confident they will-they will use them.

I think the same thing would be true of most of the public utilities,
like the power companies, and the regulating utilities, for example.
They would have the same problem, from a technical point of view
that the American Telephone & Telegraph Co. has.

Once they see what the regulations are, they will be participating
a lot more, I am sure.

Senator PERCY. What is the attitude of organized labor? Are they
neutral, opposed to it, or supportive of it?

Mr. WALKER. I do not have an exact reading on that, Senator.
My impression is, I do not think they oppose it. Perhaps Senator Long
has a better view on it. I am not that well informed on it.

Chairman HUMPHREY. It is mixed, like most things these days.
Senator PERCY. Thank you, Mr. Chairman.
Chairman HUMPHREY. I have a few brief questions, and I will

accept brief answers from you.
The Treasury Department has the power, the Secretary has the

power, to prescribe the type of stock allowable in ESOP's.
Does the Treasury support the position that ESOP's must require

voting common stock, having the rights, at least equal to the rights
of the other outstanding employer common stock?

Mr. WALKER. If my information is correct on that, Senator, the
position has not yet been stated. I think, under the direction that the
decision is going, it will be to require some kind of voting provisions.

Chairman HUMPHREY. A clarification of those questions will be
helpful, of course, in making an appropriate decision, or a fair decision,
on the value of the ESOP concept.

Mr. WALKER. I am fully aware of that, and that is much in the
analysis now, Senator.

Chairman HUMPHREY. We have such a law in existence in the State
of Minnesota that relates to local and State corporations and to
employer-employee relationships.

Would the Treasury support having an advisory committee elected
by the employees, as in the Minnesota law?

Mr. WALKER. This gets a bit beyond Treasury. This is more in the
area of the labor situation, somewhat similar to what we have under
the Oversight Act, and that, I think, is working out very satisfactorily.

There are some complications, I am sure, that are still to be devel-
oped on that, to the extent that it does develop a relationship between
the employer and its employees as the plans are utilized, assuming
that it is confined to the employer's stock.

I do not think that is an unreasonable approach.
Chairman HUMPHREY. Is Treasury studying State laws relating

to State income tax and corporate regulation on the State level on
this matter?

Mr. WALKER. Not that I am aware of.
Chairman HUMPHREY. They ought to.
I think the point has arisen relating to employee stock option plans.

The Treasury ought to be making a full analysis of how these plans
are operating, because where States have State income tax, State
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corporate tax and things like this, even in my State, they have such
a plan and it is looked upon with considerable favor. What about
what is being done abroad-I suppose there has been an international
analysis made.

Mr. WALKER. One thing that I would like to develop with you, as
you asked the question, is the identification of the source of study.

For example, an employee stock ownership plan has been available
and on the books for a long time. There are many such plans out now,
stock bonus plans. While these have been in the community for a
long time, the kinds of plans we are talking about now are really
another variety of that, with some relaxation of the prohibited trans-
their action rules and diversification rules.

That is newly in place, and really has not impacted yet and really
has not been implemented. As to the degree of State involvement, or
regulatory involvement, with the plans in place, I am not aware of
there having been such a study. Certainly we can look into this.

Chairman HUMPHREY. I think that, in light of the keen interest of
the Congress in this matter, it is imperative that the two branches of
Government get up to date in reference to the analysis of operating
plans and rules and regulations that pertain thereto.

Are the use of tax funds in providing capital through the medium
of ESOP a justifiable priority when compared with the many other
claims on the Federal Treasury?

Mr. WALKER. As I point out in my conclusion, Senator, I believe
that it is an appropriate device. I think that it will get to be a question-
again of value judgment, whether the device should be to recognize-
as plans presently do-as we are trying to broaden even retirement
plans through the individual retirement account system, a utilization
of the tax system in that fashion, or to go still further, as the invest-
ment credit approach does, and provide 100 percent Government
financing of such a plan.

Chairman HUMPHREY. That is what we have under the Tax Reduc-
tion Act of 1975.

Mr. WALKER. That is correct.
Chairman HUMPHREY. We have 100-percent Government financing

of ESOP's through that 1-percent add on to the investment tax credit.
Does the Treasury see this as a justifiable provision, particularly

since we do not do this for other employee compensation plans?
Mr. WALKER. I do not think that that is a desirable way to go. I

think that there should be a better way to achieve the same result, if
it is possible to do so.

The reason I answer that way, Mr. Chairman, is the fact that it
does not really put to the employer the need to decide whether this
program is the kind of thing that is really best for his employees.
It is an inducement to stimulate interest in this kind of plan. At least
on a long-range basis, I do not know whether it is proper to have
Federal financing of all these plans. I think it should call the employer's
attention to the availability, start him thinking about it.

Certainly, that is happening already. In the long run, I would not
think 100 percent financing is the way to go.

Chairman HUMPHREY. As Senator Javits indicated a moment ago,
this is a matter of negotiation, as in a negotiated pension plan or a
negotiated retirement plan. The Senator put the question to you
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whether you have to have an either/or situation-an ESOP plan,
or you would have the ERISA, or whether you would have both so
that you could negotiate the so-called type of ESOP in a marketing
contract.

You say that there should not be an either/or, is that correct?
Mr. WALKER. As I recall the way the dialog was going, Mr. Chair-

man, if you were broadening the base of ownership with an ESOP
so that it was not tied into broader stock, 1 do not think it would
belong in that negotiation.

Chairman HUMPHREY. If it was tied to a particular company,
it would be tied into that negotiation.

Mr. WALKER. I do not know if it would belong, but it would be
there, and it would be more difficult to remove it.

Chairman HUMPHREY. IS the statement that you have given us
today the administration's position as of- this time rather than just
Treasu 's?

Mr. ALKER. This has been coordinated with other branches
of the Government. The Commerce Department has had some
significant dialog with this.

Chairman HUMPHREY. It has general administration support,
your statement?

Mr. WALKER. That is correct.
Chairman HUMPHREY. May I say, most respectfully, I find it not

too precise. It is exploratory, but not too declaratory.
Mr. WALKER. That is a fair appraisal, Mr. Chairman. We are

exploring it.
We have no specific proposal or plan that we would like to come

right out with. This is as new to us as it is to the Congress.
Chairman HUMPHREY. You do sense in the Congress the interest

in these plans?
Mr. WALKER. Indeed, sir, and so does the administration have a

deep interest.
Chairman HUMPHREY. Therefore, as we go into what we call tax

reform legislation that I understand from Senator Long, chairman of
the Finance Committee, will be underway sometime next spring or
summer, it would seem to me that the administration ought to
firm up its position on these matters.

There is a keen interest in the Congress-we are worried about
capital accumulation and capital formation techniques. We are
concerned about involving more people into the capital structure of
our country.

The stock market is not responding as it should. Mr. Needham has
been before our committee. As indicated here in your statement, and
in the question from Congressman Gillis Long, ownership of stock
has either leveled off or dropped down. There is a desperate need for
more equity capital.

I would hope that the Treasury Department would come forth
with some really constructive alternatives, with not one position, but
several positions that the Congress could look at.

I am not on the Finance Committee; that is not our job here to try
to legislate in this field. But this committee, the Joint Economic
Committee, hopefully has some advisory capacity, and we are keenly
interested in what the administration will offer.
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Mr. WALKER. The administration is concerned about the capital
formation problem.

Chairman HUMPHREY. I know they are concerned about it, but
they do not give us any specifics.

Mr. WALKER. We are certainly being specific about the integration
of corporate and individual income tax. That goes a long way in
making capital formation more available. It would certainly broaden
the base of stock ownership, because it would give a greater yield and
attractiveness to corporate equities and reduce the imbalance that
now exists in favor of debt financing; and broadening stock ownership
in itself makes the stocks more productive.

We have indicated a desire to want to work with the Congress, and
meet and analyze on the subject of the employee savings plans. We
are presenting alternatives in my presentation here along these same
lines.

We have also espoused the effort to close the gap on the individual
retirement accounts. That is the opportunity for self-employed persons
and those not covered under qualified plans to have their own retire-
ment plans.

These have been specific proposals we have made in these directions.
We are in motion, Senator.
Chairman HUMPHREY. I understand that. I am just trying to focus

attention on some of these plans that are being talked about so much
now in the Congress. We need guidance and direction.

The Treasury Department has the expertise in this matter, and I
am not trying to be critical. I am trying to focus what I think is the
sense of urgency that the Congress has on this particular type of tax
problem.

I had just received this information that stock ownership has
dropped 18 percent in the past 5 years, from 30 million to 25 million
stockholders. Of course, many of these stocks are now held by pension
funds.

Mr. WALKER. That was the same statistic that Congressman
Gillis Long had mentioned that was recently published by the New
York Stock Exchange.

Chairman HUMPHREY. I do not consider that a very healthy thing.
That means that there is more of what we call debt-financing going
on-more competition in the money markets.

Whatever we can do to stimulate individual stock ownership, I
think, has a great deal of merit.

Mr. WALKER. One of the key things beyond that is to make stock
itself a more attractive investment.

Senator JAVITS. Would the Chair yield so we can ask for more
information on that?

Mr. Walker, first, could you give us a comparison between the
Treasury loss due to debt service and the Treasury gain due to the
taxability of dividends?

That is a big complaint in the market. Second, is the treatment of
capital gains. And third, whether you would contemplate a difference of
treatment for the ESOP's in both of those areas.

Mr. WALKER. Very well.
Chairman HUMPHREY. We will send you a number of written

questions. Time does not permit us today to ask all of them. This
is very complicated material.
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[The following responses to written questions, and specific data with
respect to the ESOP's which are presently in effect were subsequently
supplied for the record:]

THE DEPARTMENT OF THE TREASURY,

Hon. HUBERT H. HUMPHREY Washington, D.C., February 2, 1976.
U.S. Senate,
Washington, D.C.

DEAR SENATOR HUMPHREY: This is in response to your letter of December 18,1975, in which you ask eight questions in further reference to the matter ofEmployee Stock Ownership Plans (ESOPs) about which Assistant SecretaryWalker testified before the Joint Economic Committee on December 11, 1975.Preliminarily, it is necessary to consider the objectives to be served not onlyby an ESOP but also by other types of plans for broadening stock ownership.
Among other things it is claimed that an ESOP:is an effective mechanism for raising capital by the employer corporation,

is a plan for the benefit of employees,
benefits the employer corporation through improved employee morale,

loyalty, productivity, and incentive,
broadens the base of stock ownership throughout American society,thereby providing desirable broadened participation in the American free

enterprise system.It is apparent that not all of the foregoing objectives are consistent. What is inthe best interests of one benefited group may not necessarily be in the best in-terests of another group. Moreover, some of the advantages of an ESOP are avail-able under alternate plans which have other objectives that are not served by anESOP. These other objectives include the following:
Availability of the plan to employees other than, or in addition to, em-ployees of corporations.that adopt an ESOP (such as sole proprietors; thoseemployed by employers which do not have an ESOP; state, local, and federalgovernment employees; and employees of nonprofit and charitable organi-

zations).
Freedom of choice with respect to plan participation and the investment

of plan assets.Investments which are not confined to stock of an employer corporation.In analyzing the relative advantages of an ESOP or alternative plans, eachplan should be tested in light of the foregoing objectives. The objectives, themselves,can be evaluated and placed in a sequence of appropriate priority. In this fashion,a desirable balance can be achieved in whatever program is adopted.Most importantly, the merits of any plan should initially be determined withoutregard to the tax inducement. Thus, if an objective cannot be achieved as readilywithout a tax inducement as it can be with one, it can be determined whetherencouraging the objective is sufficiently desirable to warrant the granting of a
tax inducement.
Voting common stock

Your first question asks whether the Treasury supports the position thatESOPs must require voting common stock, having rights equal to those of the otheroutstanding employer common stock. Response to this question first requires adetermination of the objectives to be served by an ESOP.It has been said that the primary objective of an ESOP is to provide a vehiclefor the formation of equity captial. Normally, in corporate financing through theissuance of stock, a corporation will go to the market with whatever stock itbelieves it can sell. By hypothesis, however, the ESOP is a captive source of funds,unable to bargain in the matter, not only with respect to the price paid for theshares but also with respect to the specifications of the stock. Accordingly a,strong argument can be made that the stock sold to an ESOP under these circum-stances should be common stock, of the same class as that generally held by theowners of stock who represent a majority of the voting power of the corporation.A corollary issue deals with the nature of the stock to be acquired by an ESOPunder the Employee Retirement Income Security Act of 1974 (ERISA). Thisdefines an ESOP as a stock bonus plan or a combijation of a stock bonus planand a money purchase pension plan "designed to invest primarily in qualifyingemployer securities." By statute, such plans must meet the other requirementsprescribed by regulations. In the development of these regulations, the problem
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has been that ERISA contains specific provisions regarding the prudency of
investments made by an employee benefit plan, including an ESOP. Therefore,
although an ESOP is exempt from the ERISA diversification requirement, the
question remains; what is the extent to which it is prudent to invest in employer
stock?

This threshold question must be resolved in tandem with the determination
of the specific nature of the employer stock to be acquired by an ESOP. In each
case, the answer depends largely upon the objective to be served by an ESOP.
If the objective is capital formation, the prudency of the investment may not be
relevant, and the voting common stock provisions mentioned above would apply.
However, capital formation may not be consistent with the objective of a plan
designed exclusively for the benefit of employees. Thus, if an ESOP is an employee
benefit plan under ERISA, it is possible that, under some circumstances, prudence
would not permit a significant investment in employer stock.

These questions have not been resolved by the Internal Revenue Service and
the Labor Department, which have been working together on the development
of the ERISA-ESOP regulations. An effort is being made to develop regulations
under which both the employee benefit and capital formation objectives will be
satisfied.
Corporate finance

Your second question asks whether ESOPs should stay within the purview of
the qualified retirement plan concept or should be placed under a new area of
the law as a "technique of corporate finance". This question again depends upon
the principal objective of an ESOP. If indeed an ESOP is designed as a corporate
finance vehicle, it might reasonably be placed in a different area of the statute,
not confused with employee benefit plans. Since the objective would not be that
of providing employee benefits, such an ESOP would not be subject to the same
safeguards for participants that ERISA provides for participants in qualified
employee plans generally.

If the objective is capital formation, there is then the question of whether it
is desirable to subsidize the cost of raising capital through an ESOP. If capital
can be obtained from an ESOP, whereas money in the marketplace cannot as
readily be found, the stock may not be worth the price paid for it by the ESOP.
If so, one can question whether the tax system should be used to induce the
sale of stock which is generally unattractive to the marketplace and which may
result in a dilution of the other shareholders' interests.

In this respect, a basic analysis should consider the true cost of raising capital
both through an ESOP and the marketplace. The cost through an ESOP would
entail a review not only of the issue price but also of the process of installing and
administering the ESOP. In cases where the ESOP borrows money to buy the
company's stock, the analysis would consider both the cost involved in servicing
the debt and the effect of utilizing the components of a leveraged ESOP trans-
action. Thus, when an ESOP borrows from a bank in order to purchase company
stock, with the loans being repaid from future company contributions to the plan,
the effect is the same as though the company had borrowed directly from the
bank, and contributed employer stock to its ESOP on a tax deductible basis. As
a result, a tax deduction will be available under current law not with respect
to the repayment of debt, but rather with respect to contributions to a plan now
described under the employee benefit plan provisions of the statute.

This brings forward a further review of one of the objectives of an ESOP,
namely the fostering of employee morale, incentive and productivity. Many
specific examples can doubtless be given to indicate that these benefits are derived
from employee stock ownership. We are, however, not aware of any specific
data on the subject. It seems almost inevitable that where there is a plan for
employee stock ownership, accompanied by high productivity and incentive,
and low employee turnover, there will be other factors, apart from the ESOP,
that helped to induce the result. Thus, while employee stock ownership may well
be a relevant factor, we have not seen evidence that it is the principal factor.
That is not to say that employee stock ownership is entirely neutral or negative
on the subject of productivity, particularly when accompanied by the right to
vote and to have some representation or voice in management. Depending upon
the company, however, voting rights and a voice in management could be con-
sidered counterproductive. Enlightened management policies doubtless could
produce a high degree of morale and productivity without an ESOP.
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Deduction limitations
Your third question asks what reasons exist for raising the limit on deductible

contributions to an ESOP, above the present 15 percent, and what the new limit
should be. This question involves some of the considerations mentioned above
with respect to the objectives of an ESOP. To the extent that the ESOP is a
capital raising vehicle, it is possible that no tax deduction should be available
for contributions. By hypothesis, such an ESOP is not exclusively for the benefit
of the employees. Hence, it could not qualify as an employee benefit plan, con-
tributions to which are tax deductible.

The Administration favors a plan to broaden the base of stock ownership which
is exclusively for the benefit of wage earners in general. Under this approach,
capital formation would be provided not only by the employees of the employer
corporation but also by the self-employed and the employees of other corporations.

To the extent an ESOP serves the objective of broadening the base of stock
ownership, it might be appropriate to raise the current limitation upon deductible
contributions to an ESOP. However, in order to avoid a substantial loss in revenue,
without an accompanying increase in stock ownership, any higher limitation
should apply only to employees in the low and middle income groups. This concept
is embodied in the Administration's proposal to broaden the base of stock
ownership.
Elimination of corporate income tax

Your fourth question refers to Mr. Kelso's view that widespread adoption of
ESOPs would be of maximum advantage if the corporate income tax were elim-
inated and corporations were forced to distribute all of their earnings. The Treas-
ury Department has recommended the integration of corporate and personal
income taxes. The objective of the integration plan is to remove the double tax
on distributed corporate earnings. To the extent that can occur, corporate stocks
can show a better yield to investors and thus compete more readily in capital
markets with debt financing which has no such double tax burden due to the
deductibility of interest payments.
Tax incentives

Your fifth question refers to a comment made by Professor Brems, who said
that widespread adoption of ESOPs, because the system is so dependent on tax
incentives, would necessitate fiscal reforms through new taxes to recover the lost
revenues or the sacrifice of Government services. You have asked the Treasury
Department's reaction to this statement. If the only way an ESOP can be made
attractive is to give it a tax incentive, there should be careful analysis of why
that incentive is necessary. If, as a matter of policy, the incentive is deemed neces-
sary, even in light of the revenue loss, it may be appropriate to provide the incen-
tive, in which event alternative sources of revenue would have to be derived. It
is questionable, however, whether the present additional investment credit avail-
able with respect to funds committed to an ESOP represents an appropriate tax
incentive. This amounts to 100 percent Government financing, and provides no
inducement for an ESOP to stand on its own.
Broad based stock ownership

Your sixth question asks that we spell out for your Committee the main
features of an across-the-board ESOP concept, i.e., one that is not confined to
employees of the sponsoring corporation. As you know, in his State of the Union
Message, the President proposed tax incentives to encourage broadened stock
ownership by low and middle income working Americans by allowing deferral of
taxes on certain funds invested in common stocks. The details of this program
will be worked out with the Congress.

The proposal has the following general features:
A Broadened Stock Ownership Plan (BSOP) could be established by

individuals or by employers for the voluntary participation of their employees.
Contributions to BSOP would be deductible from taxable income.
Participation would be restricted to individuals in the middle and low

income ranges through a limit on the maximum amount of the annual contri-
bution eligible for exclusion from income tax, with participation phased out
at higher income levels.

Funds in a BSOP would have to be invested in common stocks, which
could take the form of an interest in a mutual fund.

Funds in a BSOP would have to remain invested for at least 7 years and
are subject to tax at the time of withdrawal.
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Income earned by the BSOP would be exempt from tax until withdrawn
from the plan.

The plan would go into effect July 1, 1976, and the full deduction would
be allowed for calendar year 1976.

Alternative plans
Your seventh question refers to the reference in Assistant Secretary Walker's

December 11 testimony to a tax credit equal to a specified percentage of the
purchase price of stock held for a specified period. This is one of the alternative
plans for broadening stock ownership which the Treasury has considered, along
with other Departments of the Administration. Since giving the testimony, this
alternative has been discarded. The same is true with respect to the Individual
Stock Savings Account, although many of the concepts involved are reflected in
the plan proposed by the Administration.

Revenue loss
Your last question asks "if ESOPs were widely adopted in the next year,

particularly among many of the Fortune 500 firms, as a new technique of corporate
financing using the leveraging available, what magnitude of revenue loss may
occur in the next few years given the current tax law provisions regarding ESOPs".
We estimate that for each one percent of compensation deducted by a corporate
sponsor, there would be an annual revenue loss of $400 million.

I trust the foregoing will be helpful to your Committee in its continuing con-
sideration of ESOPs. The Administration is seriously concerned about matters
relating to capital formation, and we wish to cooperate in every practical way
in developing an effective capital formation vehicle. We look forward to working
with you on the development of a broadened stock ownership plan.

If we can be of further help in your analysis, please call upon us.Sincerely yours,
(S) William M. Goldstein

WILLIAM M. GOLDSTEIN,
Deputy Assistant Secretary.

DEPARTMENT OF THE TREASURY,
Washington, D.C., March 19, 1976.

Hon. HUBERT H. HUMPHREY,
U.S. Senate, Washington, D.C.

DEAR SENATOR HUMPHREY: This is in response to your letter of January 5,
1976 in which you request specific data with respect to the Employee Stock
Ownership Plans (ESOPs) which are presently in effect.

We have discussed your request with the Internal Revenue Service and have
found that most existing ESOPs cannot be specifically identified as such based
upon the records presently on file with the Internal Revenue Service. This is a
result of the fact that ESOPs were not specifically defined under the Internal
Revenue Code until enactment of the Employee Retirement Income Security
Act of 1974 (ERISA), when the term was made operative only with respect to a
limited exemption from ERISA's prohibited transaction and prudent investment
rules. Under prior law, there were only five generic types of qualified deferred
compensation plan-a profit sharing plan, a pension plan, a stock bonus plan, a
bond purchase plan and an annuity plan. As a result, plans filing with the Internal
Revenue Service were not required to indicate whether or not they employed the
ESOP leveraging concept. A copy of the old submission Form 4573, which has
now been discontinued, is enclosed for your information.

As a result, the estimate of 300 ESOPs which appears in my testimony of
December 11, 1975 is based upon the best information currently available to the
Internal Revenue Service.

It is anticipated that much of the information that you request will become
available in the future, as a result of new forms which will be used by the Internal
Revenue Service. Separate submission forms will be required for ESOPs adopted
under the Tax Reduction Act of 1975. A copy of Form 5309, entitled Application
for Determination of Employee Stock Ownership Plan, is enclosed for your infor-
mation. In addition, the annual report form to be filed with both the Internal
Revenue Service and the Labor Department (Form 5500) will require employers
to indicate whether or not their stock bonus or money purchase pension plan
incorporates an employee stock ownership feature. This is the appropriate format
for such information because, as in the past, there remain only five basic forms of
deferred compensation plan for qualification purposes,
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There will be some data, however, which may not be developed in the futurebecause it does not become relevant in the determination letter process. Theseitems are as follows:
1. Sales volume or asset size of the firm.
2. Whether the firm is closely held or publicly held (although inferences maybe drawn in some cases from the submission form).
3. Whether the firm is union or nonunion (although, again, conclusions may bedrawn in some cases from the submission form).
4. For what purpose the ESOP was established.
5. Whether the ESOP is leveraged by a bank loan.
6. If dividends are paid out on a current basis, what has been, or is expected tobe, their annual amount for a $10,000 a year employee?
In this regard, I have enclosed a copy of the submission Forms 5300 and 5301which are currently being used by the Internal Revenue Service.
To the extent that the names of specific employers who have adopted ESOPsare available, there is also th6 problem of public disclosure. ERISA amended sec-tion 6104(a) of the Internal Revenue Code to provide that all applications forqualification under the Code filed after September 2, 1974 must be made availablefor public inspection. There is, therefore, some question about the public avail-ability of exemption application information relating to a specific employer whofiled his application prior to September 2, 1974 or who files for approval of hisinvestment credit ESOP under the Tax Reduction Act of 1975. As a result, itwould appear that the procedure established under Section 6103(d) of the Code,relating to the disclosure of tax return information, would have to be followed inorder to determine specific data filed with the Service either prior to September 2,1974 or under the Tax Reduction Act ESOP provisions. This problem will notarise in the future with respect to applications for qualification under the InternalRevenue Code, so that once plans receive determination letters under ERISA,the data base will be more helpful and accessible.
We have asked the Service to complete as much of the information requestedin your letter of January 5, 1976 as possible, and we are enclosing the data thatthey were able to obtain from their District offices. This information relates to the21 investment credit ESOPs which were submitted for approval on Forms 5309between December 1, 1975 (when the form was first required) and December 31,1975. The names of the adopting employers have been omitted because of thedisclosure problem.
If we can be of any further assistance, please do not hesitate to call upon us.Sincerely yours,

CHARLES M. WALKER, Assi8tant Secretary.
Enclosures.

69-174 0- 76 - 6
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F.- 4573
January t9?o

Drpo.ur rt1 us nh. Trs
Inle.eut R- nue .... Sk.

I Application For Determination
Individually Designed Plan

(Under sections 401 (a), 405(a) and 501 (a) of the Internal Revenue Code)

NOTE: Do no use this form for o plan established under a master or prototype program or a plan covering self-
employed individuals. The torm trust, as used an this form, includes a custodial account.

1. Delerrinotion requested for:
Q Initiol quolification-Dute plan adopted 0 Amendment-Dote adopted

2. Name and address (including ZIP code) of 3. Nature of business 4. Employer Identification No.
employer

5. lo) Dote incorporated (or business
commenced if not a corporation)

lb) Month accounting period ends
61a( Predecessor name tbI Type of business of predecessor I (c Date of transfer

7. Type of entity: SWle Other (Specifyl
0 Corporalion 0 proprietor E Partnership 0 Association f Governmental 0

b. Name of plan 9. Type of plan
o Pension 0 Annuity plan
O Stock bonus 0 Profit-sharing plan
O Bond purchase

10. (al Name of trust 11. Employer identification number of Trust

(bI Name and address (including ZIP code) of trustee 12. Dote trust executed

13. Month accounting period of trust ends

14. Effective date of plon or present 15. Doat communicated to employees
amendment How communicated?

16. Funding medium Custodial Group annuity Individual Other (Specifyl
[]Trust (Bank) Q Trust . Otherl [ account 0 contract ontracts

17. If pension or annuity plan, indicate type of plen
Unit- Fixed- Flot. Money- Other

O benefit 0 benefit 0 benefit 0 purchase 0 (Specify)

18. Integration features 0 None
If applicable- Il Integrated with 0 OASI 0 Railroad Retirement Other fSpecifyl

Ibl Type E Excess 0 Offset 0 Step-rale
Please furnish a brief description of the following provisions Ion the basis of the most ecent plan amendments, if any)
and indicate the article or section where such provisions are contained. Atlotch edditimol sheets if needed)

Item Description Article or Section
19. Eligibility Requirements [ None 0 One 0 Two 0 Three Q four 0 Five

Io Length of service (yearsl 0Oiher ISpecify)
hIb Age 0 None Minimum

Maximum
(cl Job class 0 None 0 Salaried 0 Hourly Q Other (Specify)

Id) Other

20. Employer Contribution Formult Q All 0 Balance 0 Other (Specify)
necessary

21. Allocation Formula 0 In proportion to compensation 0 Other (Specify)

Under penouies of perjury, I declare that I have exomined this application, including accompanying stotements, and to
the best of my knowledgc and belief it is true, correct, and complete.

_ --- - -- _ _ _______ _ _ ______ ___1__ _ _ __
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Item .Desciption Article or Section
22. Employee Contribution 3 None 0 Required 15pecify rote) 3 Voluntory (Specify rote)

Formula

23. Benefit Fonmula
la) Normal retirement
lb) Early retirement

Ic) Disability relirement

Id) Death:
I l Before retirement

(2) After retirement

24. Requirements for Benefits
I Normal retirement
Ib) Early retirement

(cl Disability retirement

n . Vesting Provisions Full and Other
_ Immediate 0 (Specify)

26. Indicate the article or section of the plan or trust where the following provisions are contoined.
Item Article or Section Item Article or Secion

(a) Definition of compensation (f) Vesting upon termination of plan ar
upon complete discontinuance of
contributions

Ib) Definition of net profits (profit.
shoring and stock bonus plan) Ig) Prohibition against reversion

(cl Disposition of forfeitures l) Annual valuation of assets
(d) Limitation of benefits in event of

early termination of pension pIn (i) If a bond purchase plan, requirement
(a) Nontransferobility of annuity that contributions be invested solely

contracts in U.S. Retirement Plan Bonds

27. Coveroge at (date).................... 1a

S. Ineligible on account of:
1. Total Employed .(). ( Minimum age .
2. Exclusions: lb) Maximum age .

(a) Part time (20 hours or less) .... (c) Minimum pay .
lb) Seasonal t5 months or less) .. Id) Nourly-paid................
Ic) Years of service (Specify) ....

................................ .le) Other (Specify) .

3. Total Exclusions ................. . 6. Total InelIgible.
7. Number eligible o pto ichpat4. Balance ........ 8. ............ S. Number of employeesparticipating .

28. Does employer contribute to any other qualified plan? 0 Yes 0 No
If yes, pleose furnish the following information:
(a) Name of plan - Idl Monthly benefit. if pession plan

(hb Indicate type of plan 1.) Vested benefit upon trminotion of employment prior to
fetirement

(ci Rote of employer contribution, if fixed

xs. is -fJis llbl to Inc yuuiiiic-hin of thi Pic-, or exemption of the trust, curnenfly pending before the Inlefraol
hiusoae Service or ony court? 0 Yes 0 No.

30. Tutal nondefered conpensotion paId or accrued during the year for all employees S

Farm 4573 Page 2 11-701



31. Employee census ISchedule of 25 highest paid portlcipoting employees for taxablo year cnded .n.... ..... .. .)
IRound all Io .n r.,t dllaor

NONDEFERRED COMPENSATION PENSION 02 ANNUITY PLAN EMPLOYER'S CONTRIBUTION IF PROFI SHARINC OR
C5r.,R ntlnmant STOCK BONUS PLAN C,_,11

I-t .... . Lap..dOY. All....nyI; |nplan..,lst Isnan,. nd lniala iaon o , 0 Rat BIe Annuol _ Und~nad Jnhroc aut al aI sml fr)t
.iSO In and., at conpnnilani i ih adi a rat. tCnSk 3 E t., plan Und., F.H. .... .. lN , if aa p ,V baion

' nd Total ..paold A a f dat-nc d eiom plan r..ha locatl.d a°liatatin tonti.nand.,)h.
(Al anntaad Y.." -. .. Ian ..nata in lb. abd tW ola t g pian

(c) Na (c) (d) (L) It (a) Ih) li) ID Ik) iT Im) WI Ic) (p)

-6 _______________________ ____ _

2V.__________=___
4X______

!4__6

75__=__ -
B'
9

til_____=0 _
i - __ = _= _2 _

1s _=-

I. Total of abovo

Form 4573 Proe 3 (1-70)

i.-

N-)

3. Total of all others ISpecify number 1

:. Total for all participants IA plus Bl . . _._._._._.__I
_



113

Attach Ihe Following Dowuannis and Saltenents
32. Copies of oll lastruasenl constituting the plan Ior amendment), including trust indentures tor custodial agreements),

group annuity contracts, specimen copy of each type of individuol contrct and specimen copy of formal ounounue.
mont contoining coneprehensine detailed description to employnes. with all omendmenns to any such instrumets

33. If a pension or annuity piln. a detoiled descriplion of all Qrthods, factors nd assumplions used in delermioing costs
for actual e-petience under the plan tincluding any loadings, contingency reserves, or special factors and the basis
of any insured costs or liabilities innolned therein) eupluiniug their source and application in sufficient detail to permit
ready analyses and nerificalion thereof, cnd in the case of a trust a detailed description of the basis used in valuing
the iOnestwents held.

34. Complete only if lrssteed plan-
Finoncial statment of employees' trust eempt from Io for the colendue yeor or fiscal yeor ending.

Stssnant at acsf Wth end dihb-hrsomst cotnre shwss
.sinvd .dr Io o.ast dotnrr t(suRd .t1 ft .eo es. datinit Amount Tarot

RECEIPTS ASSETS

1. Conthiuttans tat Emptiyr ____…_. 1Cash _______________________________

LbI Emph_ ________ 2. .n.es..nts in bnds
2. ntrs … tt__------------------- aUnd U nst.Sm.totui _____
3l Dtednds … ---- h_____ Ib) Stato. StbdiAlslins th.esa eto.
4. Oo or lass team sat, a-t r 1_d Nnuemrentt …_______
S. bnsh ---- _ _ 3. n ments in o p.ra..

7--------------_-__t or ..-- ----……________________________ or ___
- ---- ________________ 4lon tm.nt nt entpoyarl' suohk _____

…______________________ 5. Loa to ortay. --___________
6. 6 stmsntsin mostgoso

6. Olhnr tIftto and ns .. al. Isa--ns … ________
…__ ___ _ 7 O- -- -- stir-nts titaml

7. Tt anph ra --_es -_________ ____________- __
DISBURSEMENTdS ______________________

1. Camatiasf tat--m- ---s_ _ _ _ _
2. Saads. aod osmtstas8. *sttloas & other dapnriotbo. aoaa _

lOtiher tb.n ---t---- tot---- (. ss o umutot.d depreiolion __
1. tntfslt…------ ------ 9. Total .... I ……- _______________
4. DhOibbutlus to pordioporht LIABILITIES

r that, bnofiorts 1. Ants poyobl ________-----
5. Other tltmlost 2. Na, payobl -________----

…_____________-_--_- 3. 1snoss toast itdobftdo......
4. OthtftalW

6. Tatat dishun..soh Ss . Tohia liobitifi-s … _______---
7. E-a., IOeaasof n. .opr 6. Pnotdp.anfs tn-st …_--

er dishb mah nts __________ 7. ToIta libilifies 0 artlptons in..e_-

A. WHO MAY FILE-
1. Any employer desiring a dnlermination letter as to in-

itial qualification or amendment of a plan that does not In)
include self-employed individuals, tb utilice a master or
prototype plan, or IC) result from negoliaoion on on in.-
duslry-wide or oreo-wide basis.

2. This application may also be atiliued by on employee
desiriog a determination letter as to compliance with the ap-
plicable requirements of a foreign silas trust as to a to.obil-
ily of beneficiories Isection 402(lc of the Code and deduc-
6ons for employer conotobutions (section 404lo) (41 .

B. WHAT TO FILE-
1. Initial quolifiction: This application and n cony of

docu.r;,-, and sttoie-rts iioted in items 32 and 33 cites,
pre-iuusiy submittcd.

2. Amendmentr This application, a copy of the amend-
ment(s), and a detailed statement eapbaining the elf-ct of
the omendmenls). Furnish any inlorinolion equired in
items 32 and 33 only if cbrnoed since prenious otr ti.cic.

CTIONS
C. WHERE TO FILE-

1. A single emptoyae mill file wilh the District Director far
the district in which te principal ploce of business of the
employer is located.

2. A parent compnoy and each of its subsidiaries thot
adopt a single ptun arl file with the Dislrict Director for the
district in which the prni.pal place of business of the poreat
is loc-ted, whether cr l1 separate or consolidated returns
are filed.

3. An erployer odsting a single plan of multiple em.
players lfar --u-,Ple, a plan for componies related Ihraugh
cowman ownership or dockholding, other thon parent and
subsidiaries) will file ,as the District Director for the district
in which is located the Pdncipol place of bsuiness of the trus-
tee, or if not tIru-eed: a, if warn thoe one trustee, the nit.
ci;:.l cr rival rcs rXnl ;aIce of fe- 4Iusruns or plun sr$

4. An employer or -ployrs udapling a foreign situs
1trt ill fci 1- will, iha Ortor uf International Operations.
D. SICNATURE-This oppliccticn mast be signed by the
Frc! to', a partner, c principal officer or trustee author.

iv.~~~~~~~ ~~~ _Im, r ...t.......
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5309 --.. - .- _ . Application for Determination of
o snel ,, . Employee StocklOwnership Pl-an .- -Dulilin
Orn 1 geT., Under Sti-n 301(d) 11 t" T.. Rdation sat of 1975

X (a) rlame, Oddness and ZIP Codae O employer 2 Employer's ideitticftion nnmber

_ . .... ............. 3 _

_ .. .3 Buiness code no (same a0 that s

|I Tetleyine Combier 0 ( ) 01tx Forim 1123)

(t) blame. address end ZIPCodeOl Plan gdministatw. itotheithan employer 4 Oateinnr-aeldoibrinessdnnened

_ . _ . ................................ :. .

__,___,,,,__, _,-.,_S_ __ _ d Employer's tanble year ends

.. .__ ............... ..... ............. . ..............

(c) Pdministrators identihotsts numbcer Pr Ieepaone smnerat - (

I6 Tnis it. n (a) 3 A plan rented to nend the nreqieennts of 301(d) ot the T.. Rduction Act o0 1975 (the Act).

applcation (0) Q A plenntendd to nme•t the lqnuirenent, of section 301(d) of the Act and section 401(a) of the Code.

for Ic) Q An emeeednient to e plan prenreusly qualified .nder section 401(a) intended to modify soCh plan to also
Intent 0. nequiremnetnt under 301(d) of the Act.

tt yo c hecked Eb) or Cc). con~igetn only qiuetiol 7. 8n1 12 beton And Fie this foi, as An etach-ten C Fore- 4573 (it old lain

pbanl or 530t or 5303: iu ci r etennd (a) comlete thn loim in Its entirety nad lie it as directed in theliei ion.

7 Plan(s): (a) onss).. (b) Numbri(O) (r) Da0 tear ends

B Type of plan: (8) Q Profit s. t ()- L Sltcks bono (c) Q Money psrchs and stock be 5.. (see sycilic ontections)

9 Q Initial qulifcatiOn | IO Q Amend.eot | It tale Plan sa cocunialI) to eni .....es . .

Elfectt date et plan Ir (Itecftie date I 11Ho cuomnisa te t

12 Indicate the section and page ntmoer ohere the following plan provisions will be Sound: ' p
5

e r.,
(a) Pia is detieed to in4tet peomsi- in enplopn stecmnien (set P.-eA inlorMaliee)

(b) The amout ot *eployer secn Wti N can Itanssit rnd to tid Plan upon ls egtabinshnt is tee less than I f tennl lt Mi Inct

.1 the tuIvhEd imnen-nent (a detrinied under tctio 46(c) and (0) of the Code) !. the e.lpayer tin te WMshIn year

(c) Th. allocation ot lbs ploye,. stecoii . it isulsanhetp the same propotion thaI *ub enplsee S conpensa-ion tWan

to the leia ampsntitetn of all1 pwcipnlts ind as brther spnsified in sedian 301(d) of the Al.t (See general idonalion 4.)

(d) taco participant most be enbef to di4eS the pUl to wtto the sntuims atloceted in (c) bfhe in the eannel in hitch the

patci;tnt cos .. . . ._ .

(a) No seanri may be disnibitd la tey panciputbd ee 0t. mol 1hs Stth masn a1t. the -onthedl othm d tweb tcuri-

ties easopt in the case sf supitin Icom seynde. death er d . . . .i. . . . ..

(I) the neilts ot eR PalcisiotO .inIt be nenhlnutlsde in thr .c iteiit5 altealed t0 lhIa in (c) shoies_______
(g) It the mnmout ol th( ceedit Aered "oder seclo46t(A1)(81) nt Oe Cads i rtc ptneed in accordoan edb the pntoiios 0d

vxlh Ctd the csinibotn reina in Isi pi. W in pa Pe' ens a the cane nay be. and otnrt tI he atlcted in
accoadanse enS tha oniunalae aget . ..ent .

(h) PUan eee . teeuieiints o- Itim *1 N 0 te Cods '

13 (e) Indicaite the general eligibisity requirements for patrbcipetion under the plan and indicate the section and page WInI' 3 tl-id

number of plan or trust whms each pronision is contained:

' (C) Nl Al empIfOees- - - (v) Length of seecice (n.eber of years) F _ _

'(Di) 3 'ourty rate empe01e only _:- (ei) Minimum ege (specify) .- . ... _....

(iii Q Salstned employee only (ii) Manimum age (specify ) - -

' (I) Q Other job clasis (spcify) ). (sco) Minirnte'pa y (spacify) I _:;..-

(b) Are the elilgility rsq.ire.nets the sane hor ftom. empcoyes. Yes CQ No

If "No, "eplain > ___

14 Conetage of plan et (fgie date)W . _ . .. ne-

(a) Total *mployed. ste spedtc .nsisctions . .

(b0) Esclsions under pia (do not Cont an employeen inre than once): trs

(i) Minimum age or ye a oe seisice required (specily) i _

(ii) Employees on ehrs behalf retirement beneicts ote. the subject of collect ne barguieintg._._._._.

(i ii Nonresdent aliens who eteon no earned income Irom United States sosices

(C) Total esclosion suWm of (bi) thrugh (iii) . .

(d) Balance, line (a)finss bn(C) :. .

(e) Ineligble under plan on CICtient of (do not count *n employe included in (b)l 0 ...........

(i) Minium pay. ............. ........ .

(ii) Hoorly-paid . .. . .. . . . .

(iii) Other (specify) >
Jed.e Wnoits "1 por'ur. I acolaa4 _t l- nua.nond i.Oi-ioni minding anpmeaemc .ulente. sod to 5. besstol in 6n .d a

bee it is Cue. buenA sed ,p,

sioe TAd 115518

Penaslo.r Plan~ Gwde 1F 5518
.



115

:7636: - -; -Forms - 26 10-9-7S

Frn snnSJ no-ru - r

Ct Total ineligible, sum of (e)(i) through (iii)- .
(g) Number eligible to participate. (d) less (C . . . . . . .. . . . . .
(h) (O) Number of employees participating in the plan -. . . Z.

(ii) Percent panriipating. (h)(i) divided by (d). (If [Ms than 70% comPlete (ij and G);. If 70% or more, do
not complete i) Or (1).) .- .. ... ..... .. . . . . __.t .

(I) Percent eligible. (g) divided by (d)d if less than 70% see specific instructions j %S 6
(1) Pe.e.nt fo eligible employees participating (h)(i) divided by (g) . . . .... . . . .
(k) It percent in (i) is Iess than 80 see sec-ific instructions. ! .,Rt.C%4f7'fS7

General Information
(Alt section rerences are to the Internal
R-onene Code of 1954 unless otherwise specified.)

Corporate employers may apply lor a advance determination
letter for an Employee Stork Ownerhip Plan which meets the

requirements ot section 301(d) of the Tao Reduction Act It 1975
(the Act).

The Act amended Section 46(a)(1) to allow corporations to
elect an 11 percent ioesttMent credit by estahblhig a plan
which meets the requirements of section 301(d) of the Act

A plan under section 30t(d) of the Act need not be a pin
qualified under section 401(a). The requirements of Section
301(d) of the Act a. areaollos:

1. A corporate employer (employer) mast establish a written
stock bonus. stok bonus and money purchase pension plian or
a Prohfitsharing plan.

Z. The plan most be designed to iocest primarily in employer
secunties. Such securities may only be common stock ssued by
the employelor a corporation in control of the employer (within
the moaning of section 368(c)) with oting power and dividend
rights no less forable than voting pouer and dividend rghts of
other common stock or secuitis convrtible into such stock
mssued by the employer or such controlling corporation.

3. The contribution to the plan for any tauable year tor which
the 11 percent investment credit is elected may not be less than
I percent of the amount of the qualifryt investment (as deter-
mined under section 46(c) and (d)) of the taepayec for the tan-
able year

4. All empoyee secuntiet tronsterred to nr purchased by the
plan bause of section 46(a)(1)(8) must be llKoatd to the
account of each participant (who was a patncipant at any time
dunng the pian year. hether or not he is a participant at the
end of the plan year) as of the close of each plan year in sub-
staitially the same ratio that the compensation paid each par-
tiipant (disregarding any compensation in eocess of S100.000)
bean to the compnsation (disregarding any cnm.pntinton in
eacess at 5100000 with respect to any participant) paid to all
participants during that year.

S. Each participant must be entitled to direct the plan to sol
his allocated stock in any way he wishes.

6. No tock may be distsbuted before the end of the 84th
month alter the month in which the stock is aliocated. eoCePt
In the case of separbtron frocm sernice death or disability.

7. The eights of alt participants must be onforfertablt.
IL No amount shall be allocated to any participant in cocess

of the amount which might be allocated if ton pian met the n-
quweements of section 401.

9. The plan must meet equirements of sections 410 and 415.
10. Any amounts transerred to the plan because of section 4

(a)(1C(S) may not revnt to the employer it the amount of the
investment credit determined undee 46(al(1)(8) is recaptured
hn tacrdance wth the provisons of the Code.

General Instructions
A. Who may file-Any corporat employr, who has deleted

the It percent innestmnnt rerdit under section 46(a)(1)(8) and
established a plan intended to went the requirements under Sec-
tbos 301 (d) ot the Act mpy IMe their application.

S. What to File.-
1. For initial determination egarding a pian intended to meet

the iequiiennents under secbon 301(d) of the Act but not nec-
GOs 401(a) of the Code. file Form 5309 in duplicate pls a copy
of the plan. -

2. For initial determination regarding a plan intended to meet
the iequ.rrments under section 301(d) of the Act as well as seac
ton 401(C) of Inh Code, bin Forms 5309 and 4573 (d Old law
plan) or 5301 or 5303 n duplicat plus a copy of all documents
and statements requird by such forms.

3. To amend a plan prviously qualified under 401(a) So that
it aIto qualfes as a plan under section 301(d) of the Act, sub-
mit Complted Forms 5309 and 4573 (if old law Plan) oe 5301
or 5303 in dupliouto plus a11 the documints and otatements re-
quired by such rors.

C. Where to rle.-
1. An emplyer other than employers described in 2 below

must fl with the Distect Director f1r the distrct in which the
pri ncipal plce of business of the employer is loated.

L'A parent company aed each of its subsidiaries that adopt a
single plan must Ilh with the District Director for the district in
which the principal place of business ot the parent is located.
whether or not separate or coMoslidated income tla returns are
filed.

.D Sigature.-The application must be Signed by the psn-
cipat officer authorized to sign.

Specific Instr-uctions
For initial qualiication of a Plan intended to qualtty under

section 401(a) as well as Section 301(d) of the Act or to amend
a plan previusly qualified under 401(a) so that it alto qualities
as a elan under section 301(d) of the Act, omplete only items
I through 8 and 12 and file this Form 5309 as an attachment
to Form 4573 or 5301 or 5303 It you check item 68b) or (C) and
also check item 8(c) complete item 7 for each plan. i.e.. the
money purchase plan and the stock bonus plan. File a Form 4573
or 5301o 5303 for each such plan oith a Form 5309 attached
to each.

7(b). Plan Number-Enter the thne digit serial number you
assigned this plan. Numbering starts with 001. It you hane any
other deterred compensation plans number these plaen in se-
quence with enisting plans.

14. Canerage-te general, if your piae does not meet the r.
quirments of secion 4*0(b)(l)(A) (70-80% te), you must
submit a Schedule using the format below to how that your plan
meets the requirements of section 4t0(bl(1)(3)8 The question
of acceptable classification is a continuing one and must be met
in all subsequent years as well. You should review your lassil-i
cation at the time you submit your Form 5500. Annual Return/
Report of Employee Bene.t flan.

5 3 ] ~64 7

Pul) -1S

Totals . 5
. tne ainonsaa bsns use mnus eenct tro eo r nes a a.

Employees included In collectine borgaiing.-Setion 410(b)
(21(A) Provides that a plan may oclude certain employens who
re included in a unit of employees covered by an agreement
which the Secretary of Labor finds to be a collectise bargaining
agreement between employee represe tati.vs and one or more
employers, it there is evidence that robrement benelits one. the
subject of good faith bargaining betwe.n such employee pre-
sentatives and such employer or employers.

Nonresident alieus-Section 4*0(b)(2)(C) provides that a
pMln moy eatlude nonresident aie.n employees who receive no
earned income from the tmplnyer which constitutes income from
sources nithin the United States.

14(E) Enter the total nomber of employees as of the date
gican on ltie 14. Fore controlled group of corporations tew 14
ms be completed as though the controlled group eonstitutes
a single entity.

T 5518
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5300 Application for Detetmination for Defined Benefit Plan This Form is Open

(Li~f. Pot ., [cPenro:nPlansOtherThubn t'OnEYPutcb2eoPlans to Public taspc.,tion

* 5 . I lunc c.seibsons C82(J) Ll- l. 414il se a or ne -irinci Rc enorr Cede ci inna) File in Duplicate

I (a) Nane. addies and ZIP codt Of CmyPtnrt 2 tploynre identitbatlon number

3 gusiress mdc notihn ir e int.oliact2ii

|l'e!rtvne iruetitr * ( )

(h) Natme address and ZIP code of a hiss1 adlin>sratnr, at other than employer 4 bate irnipoilerld ciInor uses ono-niroced

~~~~~~~ mloyers tasbte year nods

c Admte slraloe s rch.:. rl0 d oneimrmoc _____________ _ Irtehone ronber *. t )

6 Dtetremonsiron reqourtod2 ior -

(a) ..) tnt.t.. .i. . 'tit.s--r 015..atu.ted t...(i.flJ dl.nendr.in-d;.es.n.t.d, 5................

(b) Were oniployres hot et ontresr ed parties (toes the required estil-oslion ot the Ihung of this appticationr. 5 Yes 5 No

(c) it tlis eoyytmi.nn ttvodts a merger or o orsntddrio h on th anotbon plan, nter th mploy r idnnt-ticatioo numberisi and

the ptao ounitini-s) Ot sun nlthr lriani ) -

7 Synce of cr510: (ti= Cnlptta!inn (h) 5 Svt~cso4ter S orporstxloa (0) 5 SolO piopirtoir (dl 5 Paatoership

(e) 5 tar *erty np oi.. ; un ( I) 1] C ilri Isyrti) r,

ii (a) Name otPlan () Plan numbher t- . (e) Pl ta n year ends t. .
......................... ................. d) ts this a Kcogh (H. R. 0 plan? . 5 Yes 5 No

,~~~~~~~~~~~~~~~~~~71 h., b

6 c) 1f this in not an a 1yt.ni c niosrer or prctc plan is th plan and tess Ion oustoda) ernoont) agr

whchnot partnis tr the paurttiptin anV dh soslcg srtanda2rdcs cctlt toi Eployce Retiremernt ltnmom Sei untY Act

0l)1974 and on nitich a IJsjorstle dle rminstinn or opinion letter a:S issuedi.5 y. 5 . ... cDN

it irYs' sce s*Ce 're isrucioris

10 (s) Type ci plan: Pi) 5 fited be n et (5) Docs plan provite to f tahishl be-tntis? 5 Yes ] No

(I i) 5 Unit bencl e (iaJ g P1st bennda if Y sn " ches. appropriat youi to indeciae t e .t

h lyp. of .. bty: (a) -'I lb) C] S w i t (ci) 5 Other (Speif) Partne i

.~~~~~~~~~~d ,M a _f~ H.R. 1)P.. . . . . , Y., . N,

11 ERectine date ofpla 12 Ef date c0 amendment 13 Dale pien v.as eommnna.ed .n empyo .. ... .

I ~11 Ho-t cn -rnicted N

14 (a) Indinata the gen-eral eighitity reqoircr-ients tor participation cnder tile Plan and indislthe sh. Irirat Co soocccenf

section and pege mbiier of pise or trust where ea:h prPnision is conlained: o n Utc cut Ot.L'

(i U 'i enolcairs (vJ Langlh t service ea ser ofl fers. 5..__.

() H.- en-art err en!on chp (ci) leineism age (speeL 1) t'__:__

(i i) 5 Salaried cnn -r : ietn (wi) Moalito con f(secifit t _

(ho) 5 Phrhr aS! c;ont (s ..e- ... . _. . (il) Uinivicsr pci (sperilty) 5._ _

(5) Ace the eligibilily reqo.rements the same for ftutee employees? . Ye" 5 No

If 'No."e tpltin c t. __: _:-__

(c) Does the plan rwcognice serorce onhy with this employee? . 5 Yes t

Y "No." eYplain I-'

15 Cc,,rage of pian at (give date) b _..._. _..... ..... . ttue

toser hero the number of sn;L-npioyed intiidoos 5-

(a) Tostl cmployed (d a so.,Ih plan, include alt self-employed ledinidoals). be. speciftc hInstnise

Users tor item 23(c) .... .

(b) Esfe;siens under ;!an (do not cocnt an employee more than once):

(i) Minimum e.r 0: yen's of SerNce eqoired (specify) - . _._..___..._.._.. --

(i Employees ivoladed in coleli-tie bargan ng (se. specific instructiones). . . . ..

(III) fOnnresmder.U anens who h-ceivr n eetr.d income fnom United Stiles sones . : ______

(c) Tnl eClusin. sum of (hi) throogh (fii) . .... .

(d) Fmployees not bet l hi srstntu. (a) loss (c) . . . . . . .. . . . .

c la '. I n r roa* . . arts rerw seris os0na. - b - sa _ r crr ad -srie Ir Ui t ... omd

_si ee. 
Wcrbcf

SOsnoie e. loc c. Coin)
5

PTennoes Plan Guide tl 5496
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Fai S 3d S - 75l

Forms

(Section references ire to the tnlernal Reoevuo Code) i area

15 Co-erage (coiesedy: y .
(a) Ineligible ander plan an acuouot el(de not so-t an employee incuicd in (b)):

() t m m p y . . . . . . . . . . . . . . . . . . . . . . . .
(a,) Hedy pid . . . . . . . . ... .

6iii) Ltuironum aCe.__- -___
(iv) Other (ipOO!y a.____--- - - - - -

(f) Empisey-s eCligibIr. sum Sf (e)(i) threugh tv)
(g) Elnkyers eligibe to pit:Piyle. Ine (d) I ... Ine (r.t)._._.._.._..
(h) : u nb-r o! em;..i ls. . .ci.: ng in c.. _____....
fi) Perccot Of roreix-:!td eriyrels mho are Patifiipating. (f) - (d) .70 _

Ct"3V'. tD dr i rd is I iii I is 735%i a-: rin ri 1 Il rrl .11(j is 70'i/u C, :7 a- :
@ Purceat of nc-cl-d employers ohs are el-gvbe to Participutre (el - (d) ° j .,: - ,:
(k) Percent oa ebgible employets mho are purticipat-n; (h) -- Ig) -

nI(il and Gi) are less tlen 70% or (k iless thao 63%. see rosfrr ilrsni -. 'l Z .
Cl T-rfei. ...r... i .u,....... u.. .......

28 10-23-75

_..e 2

out o::r

26 Employ-e cootributions Yes No
(a) Are mesdatory cootrlbitio.s limited to 6G." or Iess! . _.
(b) Are voluntary conlricbioos limited to 10% of compensation tor a11 qualified

plaos? .
(r) Are .e.lt o.al. .b fef.urs?__.___.

17 Employer eostributiovs
(a) Q Full amo-nt (b) 9 Balance o.essary i . gyi/
(e) Are employer voolribcticns reduced by lurleituresi

18 letegraEtiou: i
1s this plan Integrated oitb Soc il Security or Rlilroad Reiremeot.?
tt "Yes._see syncirtdnstUcvtiucs. . ______

19 Vesneng
(a) Vesting Schedule-Cheuk the appropriate bou to indicate the sisting provisionC of the plan

(0) Q Full acd immediate
Cu) 9 Full nesting a(ter 10 year of se-ice
(iicr S to ISyCar vesting. i.e. 25% alters year of servitcr 5% additional tor each ot

thre ntS year, then 10% additio-l .,reachof the ne-t 5 years
(iv) Q Role of 45 (see sectiOn 411(al(2)lC))

- - J - ee - h t ptear al iFis-ey - e nrentrie sinh tfe 41h such pearm eeii oill W t then4S attar ears
at eenic-. 5%q edgiunal tt4 eath ol tve rail Z fears ard 10% addillinal Icr eachdtit east Spears

(i0 9 Other (speify) a. ,

(b) If bee g)(o) Or (ni) eas cOched. chech wlether yor incade the forlbieng
eanr of serisce order the sisting provisions of the plan s No

(I) Yea- of ernce belere age 22.
(ii) Yean, of service tor a period during sich the employee deCl sed to con.

tribute to plan reWinrg employee cuotrrbilrtus.
(ki .t Yearn at seni. d.,ng which the .. ploy,, did not .. intain the pi.. or & _ _

predecessor pisn. . .
(in) Year oa cmice euluded coder section 41 (a)(6).
(e) Years ao eriv0e described inr secton t1l()(4)(E) .
(ei) Years of service dsCsibed in sectind 411(.)(4)(F) . . _

20 Admiorstracoa
(a) Type a tfeeding en.tityl i) 3] Trust (i;0 9 Nonatrosteel

(i0) Custodial account (in) 9 Trsit oith insuaeaseontracts

If you checked (i o, (il). eter date eaecuted .. ...
(b) Ente, name and identifying numerb of fiduciary (It.itee at cestodian). It any t._ _ _

(._ Enter namecod i...... . .... . . ......... .f .(tr.............. .O ..... ................ ..e........
... .. ....... I... .. . .. .. .. .. .. .. . .. .. .. .. .. . .. .. . .. . .. . ... . ... .. .. .

- c) lnE.Wau mand idetifying.umberolf.d (t-utorcustodial~cc ... ). if any _ _ _
_._ .... .......... .. ...... . .. . .. .. ... .. .. .. ... .. . .. . .. .. ..

' 5496
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Yes No s'1 .d nr USt DONr

20 AdmieWittrtioe (continuene) _ _

(d) Dies Uusi agreement prohibit revesion of tunis to the employer' . -_ -

(a) It borrowing on insararne contracts is permitted. is it on a pro-rule basis arid

rnly tor payment oa pre ..l.tiss. | _

(0 It Puerto Rfinse trust dcns it quality tor ta. erlr.mtion under thM ars ol o

Puerto Rica? I _ ?

21 Benefits: . /

(a) Normal retirement age is .. State years of service required . ... ..

(b) Bene-l at normal retileeut age is I. .- ... .

. .... .. ... . . ........ ..... ... .. .. .. .. .. . .. ... ... .. .... .. 1.H...... ... .

(c) if benet are tcniasured by years oe ser-inI-
(i) Are the years ot service for eligibility purposes inriuded in credited serince?

(ii) Is only sernice as a coani,4-law employee r .cog ..e.ed'.

(d) Are benefits computed on tle basis of total compensation? =.

of "No, see spenilic instrutorn .r -:j

(e) Earty retirement age is - ... State years of ser-ke required t ......

(f) Benefit at early retirement ate is .. .... i....

(g) emp oyers consent is required toe early retrercint. are benefits limited to
nrested Intrest. . .

(h) Does the plan provide for determining an emplonon's accrued benefit? ' _
(I) It the plan deters compnosation g-rrerated .icirisel unti compensatirn in-

Creases soinicently. does plin prunide tor increases ol benelits ot at least $10 . . :
per month? .- _

0) It participants may mithdrac theirnontributions or earnigs. ay such withdraw_-

al be made otl hout forteiting nested benefits based on employer contributions. _

(5) Is duplication o0 benefits popn re-entry into the plan prohibited?.
fQ) Io the case cf a -merger or consol:datron wth another plue ertranslel o0 assets

or hobrlitien to another plan, n6i eanb parlticipat be entitled to the same or
greater benefit as it the plea had termieedJ _.

(J) Is them a disability beneft under the plan.? . . . .

(n) Normal lorm ol retirement benetits is .f.- .. ..

(a) It plan provides tor payment of annuity benefits, does the plan provide a joint gi,,; g

and surnior beneht unless participant elects other-se . . . -

(p) Does p;an prohibit distributhln ot beenhts encept tor retirement, disability or

termination ot employment or in case oa self-employed indinduals after

age 59A'!
(aJ Does the plan pronide that the payment oP be.efits. onless the employee elects ,I f,

otherise will co enen not Iter than the 60th d"ay alc the latest of (ti te 1 -
close 01 the Plan year in which Ir~e partr:pant attains the earie 01 ag65o .-. 7
the normal retirement age spel ieonuder the p!a..; 21) tie close 01 th pl -the
pear in w.hich occurs the lWin eeerryof the yeer v uhinh participantor- - ,i- / -

m ened puitrerpation or (3) the close of the plan yper in hich the participant 4. suci
terminates his sence with the employer

t . .
.....

je Does the plan prohibit thtaessigenlent or alienation ot benefits? . . = -

(a) Does the plan preclude direslment tor causee . _

O Does the plan pnonide tor a death benefit betore retirement . ._....
It 'Yes.s Indicate whether such benefits ar limited to- _'
(i) 10Q times the monthly pension or the reserve. if larger.

ie) Q The actuanart nquialent ot the benefits accrued to the date Ot death. fi>i; ,

(li) D Other e4pbin-t- . -..... . .

22 Termination oe plan or trust: i 4/a-.

(a) Is there a proision in the plan tor lorminating the plan and/oe tru st

(b) Are the panicipants eights to benefitt under the plan nontoateitable upon

temnination or psntial terminatioof ot he Plan' .. ._

(Cy Has the early termination rote been included is the plan (seet section 1.401-4

(c)(I) and (2) of the Income Tac Regulations)e . . _
(d) lawe the plan benehts been increased since the pla'n, inceptione .
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7625-8 Forms 28 10-23-75

Yes tNo *s1t ui.t''
23 Misucllneous: _ _

(a) Has poWe of attorncy been s-t-oitrnd -th the applicuatro (or pieiously suhbieted?) .

(b) Has you compteced and attached Form 5302? ..
(c) is the adopting etplojec a member of a controhled group of corporations or under cocrnonly

controlled trades or LSi .essr. .. _

It Yes.- see specifc instructions.
(d) ts any iss-e relati to the qua li-atino of Itis pln or eureiplion of the trust Curtently pending -

before the t.te.ral fIreman Sevce, the Dcpartreot ot Labor, the Pension Oeoeht O.anty ;, G

Corporation or any Cuit? . . i.........

it "Yes," attach ra fnatio.
(e) Other qua ited inns- nte 'r each o'hr cial beld plan you nalotain (do not include plns that nresstab

fished under onin negotutead agreererets that itonofed other enipeqers):
(;i) flme of p!an "..

(ii) Type of plan b. :

(iii) Rate of employer contribution, It fued ..

(in) tinuelit turmula or morthly benefit jc

Ce) Number of par-=iparts -_

24 In the ease of a request on an eioibl qudliicatin. hbae the following documets been included :oth Yes fin

the appication as reqoired by instr-rtions- Mi: ; :

(a) Copies of all instruments constituting the plan or uoinder agcirnirto.- -

(b) copes of trust indentures of grOup annuity contrattst.-
(c) Specimen copy of each type of Odrwidoan inscuoauc contract

t
. . _

(d) Balance sheet of the trust or costodial account! . _

(e) Statement of receipts and disbursements of the trust or custodial atcount? .

(f) Enidenee that retiremeel benfits near the subjec of goeo faith b-gaiuing between employee
mpemesetatines end emp!oyer(stl . .. _

tt) Specioen copy of formal announcement containing detailed decciptin t emiployecs? . . .
(h) A deaild description of all mrethods, factors and assumptions tisd In defermnieg costs or .

actual eoperience u.ndr the plan (inclodin; any loading. contic'yeiCy reserves, or speciol tctlors -

and the basis of eoy tenured costs or iabilitns iteonled thereir) esplaining their snoreC and
*pplictioo in detailt f peimit wepaynalysis and neifhcation. . _

(i) Actutrial repnrt . . . _ _ _

25 In the case cf a requcst irnolcieg an amendment eft initiah qualitcation. have the folowing doc, -

rents been included: - -tte4.

(a) A copy of the amnendment(s)t.-
(b) A deseiiption of the a'rneedment covering the items changed and en eoplanotion of the peo in

sions before and after . the emerndrent?.

(c) Balance sheet of the trust or custedibtl cocnt?..;
(d) Statement of receipts and disbunements of the trust or cuslodia account

t .

(e) A crpiltels restated plan.. . ..

(t) A working copy of the pan r which there has been incorporated el of the preafous ameedteot

nepntxstieg the prooisions of the plan as currently in effect . .
tg) Copies of all amendun ts adopWd miCe the date of the fast determination eter for which no

deterrnation fetter has been issoed by the Internal Renenue Servce? * . _

(h) Spet imen copy of format announcement containing description to employees? . . _ _....

Ift plant s being amended tor the fitst tfie to conferm to the participation and resting stantdans of Ihe Employee
Reiueareent Income Security Act of 1974. or I the plan has been amendedia #east three times since the tast re
stated plan was *vbnh-ted. oe of the dotoments syecihied under re) or (I) most be attI:hed.

te ani tem Ih 24 or 25 is ansred "No." p!ease eplain.

Itl more space is needed for any item, attach addifional sheets of thre same sITe.

1 too v5 9 6ron tm, n tto-5or u-,v
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I1 5497

PurrI 5301 I Application for Determination for Defined Contribution Plan This Form is Open
ga vh 9rs J for Profittshatlin Stock Bonus and Mnn.: Purchase Pltnso Pabc Inspection9.1.1;f!V19.1. ton. 401v. Under v .bns Ol). 051.1. 41411 arid h0lly) nI e. tetrinrt R-euno Coeo) File in Duplicate

I (I) Name, address and ZIP code of employnr 2 Employer's identilcation numtdr

.......,.,.,. .,.,.,.,;.,,., ...,....... ....,........ ............. ............. ............. ............. ....... ,....
3 Business code numbr (se J s.uc W.t05

-- -* '''''' | ld~yrare nune eno tI- )
(b) Name, address and ZIP code of pban admn ostator i other than employer . 4 DalihncurpoItedwrbhsiesssomnresced

-.. I~~~~~~~~~~~~~~~~~~~~ 5 Employer's tUnable year ends_ .. .. ...,.,..,_........... ..... ,. .. , ... ... ........ ._ ..,,.,. , , ,, ....... .. ., ... .. .... .. ........... _.. ... .... .. .. ...i Em ly rsI .b ye r nd

6 (a) Determination requested for
(i) U Initrnl quvAildalion-dale plan adopetd t- . . (ii) Atnendrrent-date *drped . _. _

(b) Were emploJces i.c- ire inteistEd paties giventhe required notiictionof the tiling ol tIis application?. C Yes E] No

7 Type of entity: (a) EJ Cuiporacn (b) E Sitchapler S cororation (c) Q Proless-nai servce corporatimn (d) Q Solo proprietor
(e) E] Partnership (I) C taa .eript niig-Mialron (g) J Olher (Iseeifyl) e

6 (a) Name of Plan (b) Plan number .. (e) Plan year ends P..
(d) ts this a Keogh (H.R. 10) plan? . . . . 5 Yes 5 No
(e) If "Yes." is an owner-employen in the plan? 5 Yes C No

9 (a) If this is an adoption of a master or prototype plan (other than Keogh). enter name ot Such plan I (b) Opinion letr, Serial su? hr

(c) tl this is no an adoption of a master or prototype plan, is the plan and trust (Or custodial account) agree-
ment patterned oIter and substantially the same as another plan and trust (or custodial account) agree-
ment which conforms to the psetrIPatiso and restin standards at the Employee Retirement Income So-
Cority Act of 1974 and on which a -r-orab! determination or opuiron letter was issued?.5 . . Y Yes No
If "Yes." see specific instructions.

10 Type of plan: (I) j Prolit sharing (b) P Stock bonos (c) r] Money purchase

11 Etfecthe date of plan I 12 Efectine date of amendment | 13 Once plan ,as communicated to employees ,.'..
Hou communicated tn

14 (a) Indicate the general elIgibility requirements for participation under the plan and Indicate Smteu. .nc contearivyT
the Section and page number at plan or trust where each provision is containedl on. u US ONLY

(s) j All eniployees e) Length st Saeem (nu.ber at years) _
(fI) 0 h'crly rae emplyee only (i) isnimum age (sncify) .. ....

(in) 3 Salaried employee only (cii) tainMw are (sp y) b ..........

(i) Q Other jo dass s~Pevty) _._._._..... . . i) Mimue Pay (saety) .......
(b) Are the eligibility requirements the sause tor future employees.' . . . 5 Yes 5 No

It -No," eyplain .. .*.. __ __ __.__..... .... ....
(c? Does the planirecone service with other employes .5. .. Yes Q No

ti "Yes. " entlain S. - _ -

15 Con-rage of plan at (gine date) . _.............. .... . I '..
Enter here tie number of sell-employed individualsb

(a) Totat employed see specific instructions. ....... .. .....
(b) Euclusions under pian (do hAt count as employeN more than once):

(i) Minimum age or years of sewice required (specity) ........... _....

(iO) Employees on whose behalf retirewnt benefits were the subject of collectiwe bargaining
(vii) Nonresident aliens who rciv o earned riucme from United Staten sources . _._._.

(c) Totat exclusions. sum of (b)(i) thrcugh (iii) .
(d) Balance, Cne (a) less line (c) . . . . .. . . ... . . . . .
(a) Ineligible under pl1. n onaccount of (Co not count en employee Included in (b)):

(1) Minimum pay . .. . . . . . . . . . .. . . . . . . .
(tI) Hourly-paid . . . . . . . . . . . . . . . . . . . .-.'. . .

(iii) Other(specrify) -_ _ _
(f) Total inelitible. sun of (e)li) through (1ii) . . . . . . . .. . . .

Cg) Number eligit.le to participate. (d) less (t) . ... . . . .-. - ._ . . . . . __

(h) Number of employees participating in p n. . . . . . . . . . . . . . .
(?) Enter percent eligible. (g) dinided by (dl.) . .. . . i.. .
_ J) Enter percent oi eliisble emnployees part:eipa ing , h) dinided by (gI) . U j

0W4. rA.n .5- Iir.iD rr.Pt.r. nviv.. .. ,.. 0 , .aui.r.r.-.. 4 Os..,.a 0.1. - = O ev .-v..i,. -5.iin 0 .. a..v.nwi -

Sugerilure S.________________ 11C *._______________ Dare S.________

Pension Plan Guide5
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7627-4 Fonns 3 51

ftant 5301 il-75' 
2

(Section reterences are to the Internal Revenuec Code) | Yes No S- ant td CUtiRsic

15 Coverage trootnued).
(k) It percent in QJ) is less than 80. see specihic inltrctions , . .
(I Totl number of Participants. include certain retired and tetminated employees. i -; 

1
uj At

ses specific instructions l. _ jg . C -.
16 Employee contributrnns: - I -_

(a) Ale they ma ..datoy : ....'.. . .'. . .
It -Yes,' specify rate or rates .. :; .

(b) AnZ muta q ccoru=iuns hoited to 10'l of conDensation tea na lsied planit
Cc) Aret employee contributions nonnorteltaode'._

17 Employer contnbutiorsi
(a) Under a protit sharing or stock bonus plan. are they determined ooder-

(0) Q A deftnie tornmua (ii) Q An indetinite tormula (ii) Q Both
(b) Under profit sharing or Stock bonus plans are contobutions limited to-

(u) Q Current earnings (ii) 5 Accumulated earnings (iii) 5 Combinaton ,.
(E) Money purchase-Enter rate of contribution _

18 Intgration:
Is this ptan integrated with Sociat Security or Railroad Retirement' . . . . .
11 ~'Yes/ see spectei instrucninns.;

19 Vesibng:

(a) Vestng Schadule-Chck the apyps0aita boo to indicate the nesting pisisinn 0S mfe Ipio:
(a) Q Full and immediate
Ni) Q Full nestieg afte, to years of serice
(ld) ) 5- to 05et.e, ncsli. i.e. 25% after 5 yea. of smm. 5% additiona tar each nf the neat 5 yea.

then 10% additiont to each ot the unit SYran
0(9) 5 Ruoe of 45 (se section 411(a)(2)(C))
() 5 Fore eadyar olf sersoa. ctniencing nith the 4th such year, nting not Ie than 40% Sir 4 a

of sun. S5c additnonat toe eaah of the rtlt 2 years. and 10% additional for each of he n raiS tea
(e) 0 100% nsting ithin 5 pain alIe, contributios are nada (dta s .ear plans mtY)
(oi) 5 0Other (specify) I __.. ..

(b) 1 boe )(o) was checked, check w1hether you include the following years of Yes No
terrvicc under the nesting proviSions of the plan:
(I) Years of seesice bedor. age 22 . . . . . . . . . . . . . .
CU) Years of service tor a penod during whith the employee declined to con-

triobs to plan requineg employee contributions . _

predecessor plan . _
(ir) Yeats of service encluded under section 411(a)(6) _.
(n) Years of serice descrimd in section 411(a)(4)(E) . _t r) Yeats of seryice desr-bed in 411(a)(4)t(F) =.

20 Adminrtrboni
(a) Fund type of entityr (i) 5 Trust (is) 5 Custodial acount (iii) Q ontrsted

In you chscked (i) or (ii), enter daft euecuted I . ..
tb) Enter name and identitying number o fiduciary (trustee or custodion) If any. -

nits, ~ ~ ~ ~ ~ ~ _ . _ _ _ ......... __._. ............__._.__.__.................z-----. ...... . __.....
(e) gnat ea4pme and udenutiyin~g number of fond (tOUst or custodial account), It anyc I- =.

Yes No
(O D as tust fgreement prohibit nenerion of funds to the emptoyr? . . .
(h) Specify the bnits placed oat the purchase of insurance contacts it ane m g i

(I) Ordinary life .......... . .
(a) Term insurance b. . ......

(il) Other (specsfy) I. =.. . . . . .
(1) It the trustees may earmark soecitic unnestmentn, i4ctufing insurance Con S - I

btrts, ar such invnstnents subject to the employees consent or purchased [u . ..jl
rataby hr employee consent is not required? .

t/,) tPrno Oem t icrust, does It uaii tr o, a tanemrlewy under the ta ot Punron Viro? i

U t PU = M11. ftlla 4.10, N, I. 7
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' '975 IRS Form 5301 7627-5

pr.3

P~~~ses 5502 0.751~ ~ ~ ~ ~ ~~~~~~~ta No D~ern LoOvnhrLY

2) Avocatons and distributions: 
US CI

A re contribation5 allocated an lhe bass of total compensation. . . -

f 'No,,. see specifyc instructions.

(b) Enter the maximum amount of employer contribubon (or rote of compensa .. l t/4

bon) that may be allocated to a participant I . . . VuiA

(40 Are trust assets valued at current fair market vabu?. . .... .

CM) Trust assets ae valued;

(I) Q Annually (i) 9 Senironudaly (iii) 9 (,41fledyr

(fe) 9 Other (specify) . .. ___ _._.__......

(e) Trust earnings and losses gee allocated on the basis Of:

(I) 3 Account balances
(ii) Q Other (specify) _-. . 4% s

(5) Forfeitures are allocated. in coe of prittsharing or stock bonus plun: / ' i

(i) 4 On basis of total compensation //

t.) 9 Other (specify) _ _- . -x

and, in cse of montey purhase plan F., I
(ii) 9 Reduce employ/er COntuibutions . 4 E'./

O) 9 Other (spetify) 0. ._/ __

tt May nested benefits be forfeited because of withdrawil of a paticipants 4'%7/ a I
contributions or earnings thereon? . . _

ea) Normalt retirement age-i b -__ State years of serviee reqiuired I _ s

I) Early retirement age is - -_ State years of service Mrequred 0 -_

0 tb the amount disUibutabl at earl retirement limited to vested interest? .

Ci) is employers consent required for early retirement'._____

0) Other *vent permitting distribution (specify) 0- _ __ __ __

_._ __ __ _..._ _ _._ _ .

(.) Are distributions permitted prior to termination of employment?.

(n) Disutribution of account balances may be made is

(I) 0 Lump s*m (ii) 0 Annudty contracts /.

ON) 0 Substantially equal annual installmen-rlnot exceeding It years

(n) C Other (specify) 0- _______

CO It distributions are made in Instaltments are they credited tvitth
C,) 0 Fund earnings

(s) [3 Interest nt a rate of IF _ -% per yearS s

(h) D Other (specity) ._... . _........... ..... .

(p3 If Insurance contracts are distributed, am the modm of settlement contained

in the contracts limitedto nthose rovided under tns plan? .. . . . . .

() Dans the plan plvade that the ppinnent of eseitS. Ules trecrplnes alerts utienortsa .sill ? i

marnnceto loEr lhan rile WMd~l af ater Lhelu:lesof 01) lie "rosa of Ike plea yearsoh,6t< . Y-;h
to Pncicranl allays tre eanor ot aie et )r te nuinal reienrt age spoihed .ncee tho

plan, (2) th Con of the Plan fear on heicl uCM' thike l enn ar rIa of tOe year 0 o hih

participant monemest palrupatun or 13) thu cose oft te DtIn year in which 1t0 participan4

trinat lts srrict th n he .0 empiy .. . . . . ._f

Cr) if this Is a stock bonus plan, ar distributions made in employer stock? . .

() la tdo Cse of a merger or c(onsoudalcf ith aalthr plam or transfer to 4asthelr pIa td teac

participant be rntited to the same Or gnalr beCnertl as if pian had Uminate'

(t) Are loans to participants In excess of their vested istorest permittedf

If Yes. enplain 0- _ _ _ __.s.

tu) Does plan prohibit the assignment or alienation of beneftst . ..f

MOoes Plan Permit divestment lor ause .

22 Termination: /

(a) Is ther a provislon Ei the plan for terminating the plan and/or trust? . _

tb) Are Oth amounts credited to employee accounfa nonforfeitable upon termin.

ilen or partial termination of the plan'. . . . . .

(4 Upon complete diuontinuance of contnbutions under a profit-sharing or stock

bonus plan are the employees ng.ls .nde. the plan nonloreitae'

23 Mdiscellaneous: 
4 i% i

(a) t power of attorney bean submitted with the application (or previofsly

otrbmitted)? . . .. . . . ... . . .

(b) uase, you completed and antached Schedule A (Form 5301)? _. . . .

Pension Plan Guide - . g 5497
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Fu-m S3o1 0-751 . ,~ 4
23 Miscellaneous (continued): Yes No S-cent era GovewsueYes * "B. '5 USE 05.7r

fc) Have you coopleled and attached Form 5302? . . .. . . . .
(d) Is the adopting empioyer a member of a controlled group of corpo-ations or

under common control in the case of partnerships and pnopritorships?
If "Yes See instruct ons. . "';

Ce) IS any issue relating to the quahhfiCalion of this plan or e.emt hon of the trust •7 / 9
currently pending before the Internal Reoenae Service, the Department of
Lobor or any court? . .. .. .
If 'Ye" attach teplanatioe.

ft7 Other qualifed plans-Enter for each other qualified plan you niriotain (do nt include
plan that were established under un onnegotiated agreemens that involved other
employers):

(i) Name of plan a- . ,
(ii) Type of plan a . e- f s
Vii) Rate of employer contribution if fined 1-. ........... ................................... /
(ts) Monthly beelit. if defined benehl plan a-..............................

() Plumber 0l participants 0'..-f .; ' ,6
24 This section Pertains to Keogh (H.R. t10 plans only Yes No

(a) Du ovner evployees have the option to participate.? .. .
Cb) May benefits be paid to owner-employpes before age 5911'. encept for disablity? _
(c) My eoess contributions be made for self employed indmiduals' . _
(d) Is a definition of earned income pnroided? . . . . . . . . . ... .
(a) Are distributions of benefits to o-ernerneployees required to commence neot
- bterthan age 70%'. . . _
(I) Is any self employei individual covered under this plan also oered under any

other plan as a selfemployed individual? .
(g) Does pln prohibit the allocation of forletures to selflemployed individuals?

25 lthn e case of a request ao an initial quaiilicainn. hane the following documents , ' ; 'ti'
been Included oath the application as required by instructions sj .7y -
(a) Ceetihed copies of all instruments constituting the plan or joinder agreement.e _ -

(b) Copy of trout Indenture? . . . . . . ;.
(c) Specimen copy of each tYpe of individual Insurance contract?. . . ..
(d}) Balance sheet of the trust or custodial account? ' . ., _ . . ..
(a) Statement of receipts and disbunements ol the frust or custodial account? -
t Evidance that retirement benefits mere the subject of good f.;th bargaining be. "97 "'

ttnen employen representatines and eniployer(s)-fhere that has occurred
and Is the basis for eecluding certain employee., see section 410(b)(2)(A)? _ _

(g) Specimen Copy of trmral announcement containing detailed descripoion to f.
employees' f"

5
'/v:7;

26 in the case of a request involving an amendment, after Initial qualifcation. have m t '.s H">

the fonosng docurienta been included: ;)g,,,,
(a) A certified copy of the amandment(s)? -.-... . ... . . .
(b) B1aanc t ad nalent tI rroelpis and dishurtstnn ol Mu nr oustldal Aount?,?
(c) A description of the amendment conering the Items changed and en expla- - a o . ,s

fion of the proviwons before and after the amendment .. . .. . . .
(d) A completely restated plan? * . . . . . . . . .
(a) A working copy of the plan in which there has bean Incorpoated all ot the

prievius amendments representing the provisions of the plan as currentwy in
. . . . . . ... . . . . . . -. . t R;.

0 C cptified ipes of un amendments adopted sInce the date of th last dea. ,0 :
emotion leer for which no determination letter has been lsed by s .f

Internal Revenue servior?'.................
(C) Specimen copy of fomnal announcement contaIning detailed description to

emploern ....... . . . ..

of the Employee Retirement Income Serurty Act of 1974, or if the plan has been amended
Meast three limes since the last restated plan was submitted, one of toe dcasnents specihed
under (d) or te) must be attached.

if more space is needed tor any item, attach additiaiS sheets of the same Size
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SCHEOULE A Plan Characteristics Relevant to
(Form 5301) the Issuance of a Determination Letter Open to Public

D.ncii-s * ~ Z .5.... (Section references are to the Internal Revenue Code) Inspection

lrtar~at Pr..,,. 5....i. P. Attach to Form 5301.

o as shown en Corn, | F- 5301 biI enOri nmbe

The inclusion of any of the following plan characteristics in your plan otay preclude the issuance of a determi-
nation letter in regard to your plan as provided in Rev. Proc. 75-5 or any modification thereof. Please complete
ALL of the following.

Is your plan- Y -i

1 A money purchase pension ptan (including a target benefit plan) that provides tor eucluding employees from
participation on the basis of ma;irur age pursuant to section 410(a)(2.! . . .

2 A pan that provides for determining whether an employee has a year of sevice. for purposes of section
410(a)3)(A). reltaing to rrironw participation standards. on zny bauss other than a 12 month period beginning
with the commencement of employment or an anniversary date thereof? . . .

3 A plan that includes a provision permitted under section 410(a)l5)(C) or section 4I1(a)(l6)lC) with rrepect to

the efect of a one-year break in service on the aggregation of years of service? . . . .

4 A plan (including a target benefit plan) under which the test tor prohibited discriminahon under section

401(a)(4) is to be made by reference to benefits rather than contnubtions ... .

d A plan Involving the question of credit for service with a predecessor employer or under a predecessor plan?

6 A plan of an employer that is part ol a controlted group within the meaning of section 414(b) or under common :;; G

control with another trade or business within the meaning of section 414(c)? . . !
7 Anultiemployer ptan within the meaning of section 414(r)?. . . . . . . . . . 7

S A plan that permits the return of employer contnbutions for any reason other than because of the plan's Initial i _

tilur to qualitf or because o*n eSicess remaining after its tminiAtion and the satstaction of al plan liabilities?

9 A plan that provides for forfeitures in the event of ctlhdrawals of employee contributlons or increments? ..

10 A plan under which employey" would be eligible to partcipate if they had one year of service 0thin the mean.
Ing of section 410(a)13i. it any such emypivyes amre () engated in Ie operation of vessels on bndios of water .
Including the high seas, coastal waters and in!and oatercays end (21 .ar compensateo. pursuant to urtcies or
other similar contracts or agremen~ats. on a Oasis tainner euprensly set forth in toe governing docoments or
by practice) C o basic pay rates computed in units no smaller tsan one day?. . . . . . . . . . . -.

11 A plan that permits any forfeiture 0oan employee's acenued benefit for causa? . . .. . .

12 A plun that permits the forreiture of a terminated employee's nemersted interest peter to the time he has a break.

In servike7 . . . . . . . . ........ . . .... . . . . . . .. ...... . . . . .... 2iz~ .'3

13 A plan Involved in a merger or consolidation of plans or in the trntsfab of asseth oe Dibilities (roM one plan to

*nother? . . . . . . ... .... . . . . . . . . . . ...... . . .

14 A plan under whIch seasonal eSployees mould be considered to be efible to patipu it they had at least one
near 01service within me meaning ose:cinn dl(all3l. onions Inncostoreary ponodotvoinn0nrevt br all such .-
employees is more than I.000 hours during a calendar pear. (Uttit regabtatons adelning seasonal OrnplovOO are
w iood by the Oeyartmonl 01 Labor, a seasonal ePIttyne i a*n employee who customarily c orks less Ivan one.

! third ol his total heun fhr Inn calendar year mn the six wontn. wrhethser or not consecutive. in oich he works
the least number dt hours.)?..

15 A plan that does not contain pronisioos. with respect to credit hor hound eeviceor breahoin service consistent
with those authosntd in guidelies puhbrsoed by the bernice or the Oepertmant d1 La~er at the time the doter-
emloaion latter anto be issud? n..I !T

]5 A plan under whieh it is possible for toe 12.consecstiner month Period uxed to determine whether an employee 3

t2.conoecotive rvonth penod used to determine whether the evnipl^oywi has had a Ibreak5 Ino tvce fonr pdues 01 i'h thev
rection 410(01(5) and section d4lta^l)(n.. |
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Internal Revenue Service

Instructions for Form 5301
(March 1975)
Application for Determination
for Defined Contribution Plan
for Profit-Sharing, Stock Bonus
and Money Purchase Plans
(Section References are to the Internal
Revenue Code Unless Otherwise Specified)

General Information Regarding
Application for and the Issuance of
Determination Letters with Respect
to Defined Contritiuton Plans under
the Employee Retirement Income
Security Act of 1974

An advance determination may be sought from the Internal
Revenue Service With resD:ct to the qualihcation of a delined
contribution plan and the evempt status ot any related truSt.

In you intend to request an advance determination. your re.
quest should be submitted as earty as possible so that it nec.
esaery, the plan may be amended. so as to q fuly tor its first
year of operation. teceyt as Provided in section 40t(b). an
amendment cannot retroactively quality a ylan tor a tanable
year prior to the year in which the amendment is adopted. Sec.
tlin 401(b) pr-mits certain retroactive amendments provided
Ouch amondeents are made within the time piescribed by lai tor
iling the eturn (including ertensions) lor the ta..ble year of
the employer in which such plan or amendment uas adopted or'
such later bme as the Commissioner ot Internal Revenue may
designate.

Please toltom the instructions carefully in completing the ap.
plication torm and check it over before submilting it to make
sure the intormation provided Is accurate and complete in atl
respects. Incomplete applications will be returned without action.
In addibne. the Internal Revenue Service may rely on the state.
ments attested to in the application as interpretine at the intent
expressed in the language oa the plan. Incorrect or misleading
lnoormation on the application may void any tavorable determine.
tien letter issued in response to your application.

General Conditions
Affecting All Applications
and Filing Information

This application must be kled in duplicate: but attach only one
gopy of each document and statement listed in items 25 and 26.
Please complete each item on tIe aptlicatov. It an item does
Pot appty. so Indicate with NA.

If more than one employer maintains a pan. file one aoplica.
tion and attach thereto a separate page one of Form 5301 and
8 sepavate form 5302 to, each employer mho adopted the plan.

A. Who May File.

-. Any employee (including a sole Dynrmietvr or a partnership
which has adopled an individually d-s.(ned Keugh (H. R. 10)
plan) or plan adlninistrator desrrrvg a dCtner' afion lcttve as
to initial qualiication or amendnent of a cean that does not
resul ftrom collective bargaining. File Form 5303 tsr collectively.
bargained plans.

2 Any plan administrator desirreg a dete'minatbon letter as
to initial qualification or amendment of a olav teat ivlves more
than one employer (including contrul:ed grvu-s o0 coruorativns
and employers under common control) hut cuss not result from
coltective bargaining In such case. suirmi a single application

3. Any employer or plan administrat^r des; ive a deter-ina
tion telter as to compliance with the arpiicat!e requiremenIs
ot a toreirg sitls trust as relating to the tavan,/i ot beneliciar es
(section 402(c)) and deductions toe empl4yee contributions
(section 40t(a)(4)).

Note: Governmental and church Dtans. etc.. to hich the par
ticipalion. nesing and fulnding stardards in Trite ti ot the Em.
ployee Retirement tecome Security Act do not uSPly should not
use Form 5301. They should use Form 4573.

This For. maynot be filed by a Sofe pryOriot_ or bye partner
ship which has adopted a Keogh maste, os pnrutype plan preei.
ously approned by the Internal Revenue Service.

B. What to FMe

1. For initial lualification: The application form in duplicate
and a copy at the documents and statements listed in item 25.

2. For Amendments: the application form in duplicate and a
copy ot the docutenbt and statements listed in iten 26.

These torms aPply to both indinidually designed plans and
joinders t approved rsaster or prototype (other than Keogh)
plans.

A separate application must be tiled Icr each d- icd contrib,.
tion plan. The term "defined contribiivmn plan mnans a plan
which provides or an individvol accourn Icr ea:n participant and
Ior benefits basd solely on the amunt- coul-rbhted to the par.
ticipanrs account. aeC any income. erpenses. egans and losses.
and any forfeitures o0 accounts ol other 3nrticrtants which may
be allocated to such participants account

Wheher the appication is tor an inilist qualiriation or lor an
amendment attach a cempieted Form 5302.

3. For plans of controtled groups of corporations or common
control employers. submit the documents and Statements listed

5 5497
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in Item 25 or 26 and, in addition. attach a hlst of the member
employers and ecptain in detail their relabtoshlp. the types o0
plans each member has and the pians common to a11 member
employers.

C. Where to File.
1. A single employer must ile with the District Director for

We district in which the principal place of bhsroess of the em
ploper Is localed.

2. A parent compdny and each of its subsidiaries that adopt
a single ptan must Nt with th- Dist'ict Director for the district
in which the principal place of business of the parent is located.
whether or not separate or conspl dated income ta. returns are
filed.

3. An employee adopting a single plan of n.ultiple employers
(lto eoample a plan for companies relatd tirroogh common oxn-
ership or stockholdtng. other than parent and subsidiaries)
must life with the District Director for the district in which is
located the principal place ot business ot the trustee. or if not
trusteed. or it more than one trustee. the principal or usual meet-
lng place o0 1e trustees or plan super-usors.

4.- Domestic employers adopting foreign situs trusts should
Ste with the District Director in wtich the principal place of
business of the employer is located.

Foreign employers should fle with the Director of Interna-
tional Operations. Benjamin Frankl;a Station. P.O. Box 696.
Washington. DC. 20044.

D. Signatun-The application must be signed by Whe plan
administrator..propkietor. a partner, or principal officer or trustee
autbiorined to sign.

Specific Instructions
I(a). Enter the name and address of the employer.
I(b) end (c). It a plan administrator. ot1er than the employer.

tas been appointed, enter the nan.- address and identification
number of such administrator, It none appointed, enter "NA."

3. See pages 3 and 4 for a lint of business codes. Select the
eon that best describes the nature of the employer's business
end enter the code nun ber on line 3.

6(a). You must check boo C,) or (ii) or both, If the plon or
amendment was enecuted. enter the date signed.

6(b). Section 3001 of the Emoto7ye Retirement Income Se.
eurity Act ol 1974 states that the acpcicant must pmnoide eii
dence that each employee who quatities ai an interested parti
(see section 7476(b)(t)) has been notdied of the filing of the
applIcation. Ruins defining "interested prlons" and proaiding toi
the form of notification are contained in the regulations.

7. If the plan innolnes morn than one employer, check box ft
end enter appropriate explnation. i e.. controlled group of cor
perations. employers under common control, or uncontrollec
group of employers.

"(a) Enter Ihe name you des gnated lor your plan.
3(b). You should aisign a three digit number. beginning will

DOI" and continuing in numerical secuece. to each plan you
adopt Such numbering mill diferenibate yp ir plans. Enter poui
thUsredigit number here. Thu number that is ossigned to a plar
must not be changed ora sed for any other Plan.

8(c). Plan year meano calendar, policy or fiscal year on whikh
t~he records of the plan are kept

9e). If you checked "Yes" to question 9(c). attach an exhihbi
tfat gnes the name ol the approved plan, the identifying numbe
of the trust or custodial account and the office that issued thi
better. Also show the language Milerences between the two plan
end agreements. Failure to shon all the language dinerences ma:
Isnalidata, any letter Issued for this plain

Pap 2
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IS. Coverage-In general, If peuo plan does not meet the
requirements ol section 410(b)(t)(A) (70-'% rle). you must
submit a schedule using the format below to shO tbat yeur plan
Meets the requirewents of se..iion 4l ttilltlt) Tie ;usnst
acceptable ctassificalion is a contanuir g ore aid must be mer -,
anl subsequent pears as well. You should re-iw ,out clas.lue.f
lion at the time you submit pyu; Form e8l: .Auno.l Empio;rs3
Return for Employees' Pension or Prchit-Star-ng Plans.

- 1 2 3~~or I I r.* I w

G- - - O- r..-..',_- r ire ' .nw i ~1 15'r i'

_ - r!L Wion - ,q - U

_ -_ ' _

:fl: -I -t_ _i_ _H..

Employees included in coliecline bargaining -Section 4tC(b)
(2)(A) prooides that a plan may eucluie ceiluin employers win
ar included in a unit of employees cosered by an agrnement
which the Secretary of Labor finds to be a collective bargaining
agreement between employee represenati'es an e ann or muon
employers. if there is enidence that rtirenment ersl ts v ere tht
subject of good faith bargaining between sucN employee repee
sentaties and such employer or employers.

lonreoldent ahens.-Section 410(b)(2)(C) pronides that a
plan may exclude nonresident alien emDloayes wno inceme on
earned income from the employer which cois:itaes Lccaine from
sources within the United States.

15(a). Enter the total number of employees as of the dale
given on line 15. For Keogh plans, include all sell-employed n-
idniduals. For a controlled group of ccrorvations and for com-

monly controlled employers (whether or not incoroorated), itre
15 mest be completed as though the controlled group constitutes
a single entity.

k5fi). The term "participant" includes retires end other
dormer employees (and the beneficiarles f both) wno ar Is'
ceiving benefits under the planar orl at some future date recent
benefits under the plan

16. gmployee contnibutlons.-The term "mandatory contri'
butones" means amounts contributed to the ci3a by the erm
ploerle which are required as a cond tion of eMPnlcymnt. ase
condition of participation in such pill Or as 3 condition of
obtaining benefits under the plan attributable to employer
eontributions.

ItL Integration.-If pour plan is Integrated with SocIal Se'
curtiy or Railroad Retirement. a computaticn 3OProni.ate to paur
situation should be submitted to show that pour plan meets
Whe Inteagration requirements.

n19 Vesting-A plan to which section 41tt eppies must pfw-

tie that each participant has a ncnfortni'able r ijt at all ti=-s
hlo We portion of his account balance kr anyc) a trbut3bln to his
own contributions. Suoh a plan must also p'vaide a nurfonet'
able right to a percentage of the participant's account belance

r attiuitaable to employer contribsutans sulticient I, satisfy no
P of the 3 nsting schedults proided by section 1t1(a)(2) (it.
5 10 year rsting, graduated rsting coeo 5i 5 years. or rule of
V 45 esthagl. Generally, the nesting schedule ol a plan is treated

no satisfying the resting element ot the nondOdenminatro ne

PetsIon Plan Guide 9
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qufntments of section 401 (a)(4) if it satisbfies the foregoing mini-
mum nesting Cequirements of Secton 41 t. Hu-er, in certain
canes. additionaf nesting may be required is order to prenent the
tburone of ranhand tile participants tram causing prohibited din.
crlmisdtion. B"efts should west at a rate to assure that rank.
aedtfile emptoyees will appropriately share in the benetits and
thus keep the plan from becoming dis:riminatory in operaticn.
The indicated nesting may be tull and immdiate, raduated, or
deferred, depending upon the facts and circumstances In eoch
case. It may be necessary far us to request additional data in
order to determine whether the plan is likbey to be discriminatory.

21. Allocations and distributions-Employer contributions -
If other than "total compensation- (generally Form W-2 pay)
is used as the basis for allocating the employer's contributions.
you must show that the allmoation formula dots not produce
discrimination in facor of the prohibited group that is. officers.
shiareholders snd highty compensated employees. As a minimum
requirement in estaLiishmig the acceptability of the allo:atio fuor.
muots, you must submit with this epPlicatioo a schedule similar
In foenat to the folloniog it there are more than 25 participants
in the plan and the plan is not integrated:

... ..

3 5-8-75

;6 t .. ,.g 2 ~ r ';1 * :
I_- er. ton .

DisfnhutinoasResteiCtion on OyfiooJ nf mods.-Optioisaf
modes Cf dsisutrio o roust be limlited so that it a ienefic~ary is
aperson ielf -th e PailifP-Ws Sa.-us. the present _ i-i
of the Payments to he Mane to fhe emyivyce paeticiant staffI be

mornfhe 50 pe~ctf of tee present value Of the tofal caynierit5
tbemade fo file Paricipant 0nd his benefina:nies
fn gecaif the distiniution of boeeits is made One, the

joint fi fe acd lasf Surian e. totfncy of the Carticp"nr1 ad his
sPouse, each periodic Payment to the benrfuiay sfiuii he no
geeater ttias each Payment to the particiPant during his lftetime.

23(d). C.otrolled groop of c__coat-s-.f the adopting em-
pOyer is a Member Of II Cnr0:.riid groop of cop't3(onasection 4td(b)) or of commonly controlled partnerSniys or pro-

prietorshiPo (See section 4td(c)) attach statement showing in
detait at members of the grony, their melationship to the adopting
oemptoyeM the types of pba3S each member has and the ptan
Cemmon to alt members.

Additionnalp. item CIS most be completed 05 though the con,
tratted group constitute$ a singte entity.

Codes for Principal Business
Activity and Principal Product or Service

Thesn industry titles and definitions are based, in general, on the Enterpri Standard
Industrial Ctassil ution system developed by the Office of Management and Budget,
Encotino Office of the President. to classify enteryrises by type of activity in which theyare engaged. The system follows closely the Standard Industrial Classiicatioe used toclassify establishments.

00,CetLTaUs1 FO0U0T5 Y. A 0 RssiaO C-

$I~~~q Items Isla C c- sns1me022o t ,in - US 1 Oc- -nti as m o ond ee r r n

. 7a 1611~~~~~~~~~~~S nen ura tr5t50 iio mru n niK eeouieoten.sn o e oeasa Im a e a Yla "e sh'r ca eeuus ee*t ransaW e e e u e i s ae o o i o ir e .20 . . Y s l ~ l l e en o c a ne ., 5 n n ir r e i
O nr iou t n nuc.. *e ic r ae a e.e r

o r s o n t e a n . a n i n ulo C r e on . h n on oCooW b n w t @ ; n a s e e toi esh leon Son ur ng *f n co t osal ei co s

tilt fon Ine oriuao ci menoC nets.

500 Ca erm'.i ms e e ni unn ri eur

-n u u g t a f e n aaomo er eo eo ne t C ~ rio cr om e ni ri~ e- n g w

tUO C-. oIn 8- rwh s s .U fio n 100 tOf ioi
20 .T -e e .u i

tCe o nd at. .e.. n me o ... . . ._ers an e b.1l1e:ml
2000 c u e enit si et note a o u a-a m l ep cr aO ut tc c n n o n e n n
l a n0 SO ' s ot Z O~n c c r e n e a ns i s a il b ian s u 0 5 t is.
tSo4tecei i_ _ croi tecon. oeS1.5 in k re rrsm

. a .

0250enaJn en.
000 Ofacricciriem nun le'eu.a i¢t

N" .th ., ,, w,,t

-- S. Sui ni rhr.tass ionXr arcnnauun..te n c oiri
00 oto ue. ie,. funv een.,r se reto

tuoruo enal no.6n erea1. ern.n. iurounecow C

--i-nc- eino.it f<w.. r"x

nt era. niuoe. nse -Wnc *i

Pseer one or.. enotnit

eons sinr eoin os-seumw

roeia. Oosl ienn. meta o>sita iescssh nn
nw1 t.eooe..trno re.naoi.ee omXz
0035 5.o.ensl. ano.. oner in-on mu.,..

r aei.m erecie and ied enodettI

eat soo Ueer. end maoe. aseac
tne s ni rfcuem reiisc oeneuuine.le n
UCe-nus-c one 55r ererntuei cg remau

eIOsteoron eun cr6r reiirsds man.._

stwien o.is
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Whether
ESOP permits

Whether dividend pay-
Number beneficiary out on

of em- How ESOP can instruct current basis
ployees trustees are trustee in or reinvests

Date ESOP of the selected- voting ESOP- until
Case No. established firm by- owned stock retirement Vesting provisions

(a) (b) (c) (d) (e) (f)

I - Dec. 30,1974 117 Management-. No - (1) - 5 percent yr; 0 to 10 yr; 10
percent yr nest 5 yr.

2- Oct. 23,1975 8- do - No - () 50 percent after 3 yr; 5 percent
yr to 100 percent.

3--------------- do ------- 139 ----- do ....... No ---------- ----------- Do.
4- do-- 66 do No - )- Do.
5- do 34 - do - No l- - Do.
6- do 19 - do - No - - Do.
7- do 20 -do - No l-- Do
8---------do ---- 19----do-----No------ -Do-
9- do 22 - do - No - -- Do.
10 - do do 10- do - No.- -(I - Do.
11 - Mar. 15,1975 284 do - No - Reinvested.--- 25 percent after 5 6r; 5 percent

yr for 10 yr; 1 percent yr
thereafter.

12 - Nov. 29,1975 33 _-d ...do- - No - No provision.. 40 percent after 4 yr; 10 percent
yr to 100 percent.

13 - Dec. 16,1974 16 - do - No - (1) - 40 percent after4 yr; 5 percent
yr for 2 yr; 10 percent for
each of next 5.

14 do 38 -do - No - () -Do.
15 - June 27,1975 36 - do - No - No provision-- 100 percent after 5 yr.
16 - S- 25,1975 100 - do - Yes Current - Full and immediate.
17-- Oct. 23,1975 35 No provision- Yes - No provision-- 10 percent for each yr.
18 July 28, 1975 33,627 Management_ Yes - Reinvested---- Full and immediate.
19 - May 28,1975 314 - do No - Currently- 10 percent yr after 3 yr, to

100 percent after 12 yr.
20- Jan. 1,1975 16 - do Yes - Reinvested ---- Fuol and immediate.
21 - Dec. 8,1975 75 - do - Yes - () - 10 percent for 2 to 3 yr, 5 to

9 percent yr to 100 percent
after 15 yr.

I At discretion of the administrative committee
Note: Determination letters not yet issued on above ESOP's.

Chairman HUMPHREY. The tax deductible contributions to ESOP's
are currently limited to 15 percent of the payroll. That seems to make
such a plan unattractive to highly capital-intensive industries.

Would the Treasury support a higher limit on such contributions?
Mr. WALKER. I believe that it is possible to go to 25 percent; if

you combine a stock bonus plan and a pension plan, you can go to
25 percent.

Chairman HUMPHREY. I am talking just about a straight ESOP.
If you go into a combination of retirement-pension, you get to 25
percent?

Mr. WALKER. Twenty-five percent is right, for a combination
stock bonus and money purchase pension arrangement. Otherwise,
for a straight stock bonus type ESOP, your 15 percent is correct.

Chairman HUMPHREY. What do you think about a higher
percentage?

Mr. WALKER. I do not know why it would not be worthwhile if
it would produce desirable results. This requires analysis.

I do not have a closed mind on that.
Chairman HUMPHREY. Senator Long has another question.
Senator LONG. I hope that next year we can come to terms with

those of you in the Treasury and this administration to move you
away from this Cole Porter line, that the rich get richer and the poor
have children.
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If you want to accumulate capital in this country-and I favor
it-I believe we are going to have to get away from this idea that it
is too good for the rank and file of America. That has been tried
before, and it has not gotten very far.

I do not think it is going to go very far in this Congress until we
broaden this thing out to where it has some appeal to the rank and
file of the people, particularly the great number of the people that
get out there and earn a living by the sweat of their brow for others
to enjoy all the good things inle in air-conditioned comfort.

So far, I regret to say these capital accumulation plans have been
held in the most climaric areas of the world, in the most desirable
circumstances, but I have not seen so much as a labor leader at some
of those meetings, some of those fellows were able to enjoy some good
things themselves.

It seems to me if you really want to sell a program of capital accu-
mulation, it is going to have to result with something that uses either
this employee stock ownership approach or something that has
popular appeal.

Otherwise, I think that the whole thing is going to be just one big
flop. It sounds like one more attempt to pass a millionaire's amend-
ment in a somewhat different form. You are familiar with that old
plan that they tried to get the State legislatures to pass until those
legislators found out what it was, so you are going to fix it so no rich
man pays no more than 25-percent tax on his income, and you are
going to make it back up by putting a general tax on those less affluent
than they are.

Do you really think that that kind of approach is going to sell in
this country?

Mr. WALKER. That last one I am not familiar with, the one you
just described.

Senator LONG. The old millionaire's amendment where they went
to all the legislators to try to get through?

Mr. WALKER. I would like to see a copy of that.
Chairman HUMPHREY. That was going strong here in the 1950's.

We were really battling around on that one.
Senator- LONG. You were probably not interested in those things

at that time.
It looked like they were going to get that thing through the State

legislatures at a constitutional convention dedicated to an enormous
tax rollback, an enormous tax cut for the rich that would not do a
damn thing to help 90 percent of the people in this country-pardon
my language.

Actually, it got thraugh a lot of State legislatures before they found
out what it was. Then of course, the whole thing flopped, and now it
sounds like Mr. Walter Wriston, that big bank in New York, under
the simplification theory it basically is the old millionaire's amendment
all the way.

You are familiar with Mr. Wriston's approach? The idea you would
not have to tax anybody more than 25 percent, 30 percent at tops.
You would have a real simplified system of no deductions. You are
familiar with that approach?

Mr. WALKER. I have certainly heard of that one.
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Senator LoNG. That is the rebirth of the old millionaire's amend-
ment, as I see it, based on the same thing that the wealthy should
not pay a tax at any more than the poor pay. That is the rich man's
version of democratic taxation, the rich will pay the same rate as
the poor. You need not have a high rate, no deduction, no point in
having deductions. Everybody pays from the gross figure at a very
low rate.

Mr. Wriston's speech has been mailed out around the country
and has had such tremendous appeal, especially people who were
not familiar with the history of the millionaire's amendment. I
thought that might have inspired the Secretary in the speech he made
before the Tax Foundation recently. It has tremendous appeal to
it, until you see what happens.

We had a runthrough of that type of approach in the Tax Reform
Act of 1969, and that idea that you would have a major cut in taxes
for business while you reform the rates, it does not work out that way.

Mr. WALKER. Certainly, I agree with you, Senator. There must
be a broad appeal to this, and broad aid that would be designed to
aid the economy.

The tendency to oversimplify and the desire for a simplification
is itself a dangerous game. It can mean so many things to so many
people, and is all in theory until you can get it boiled down to where
you can show where it is really going to impact, and on whom.

I, for one, would not favor oversimplification, but the tax system
has gotten so complicated now that some redesigming is most appropri-
ate. This gets beyond the scope of this meeting, I am sure, to get
into that. It is a high priority item.
This broadening of stock ownership is just a small part of that whole

thing, to make stocks more attractive, to make investment in America
more attractive to more people so they can participate in the demo-
cratic process in the free enterprise system and preserve its integrity.
That is what the whole thing is about. It is the question of how we get
there.

We would like to woik with the Congress, certainly, in every way
we can to bring this about.

Chairman HUMPHREY. We will let you go now. You are a little
late.

Would you identify the two colleagues with you?
Mr. WALKER. This is Associate Tax Legislative Counsel-Designate,

Miss Patricia Metzer; and Mr. Gabriel G. Rudney of our Office of
Tax Analysis.

Chairman HUMPHREY. Very good. Thank you.
We want Mr. Kelso, Mr. Brems, Mr. Brannon, and Mr. Fay.
Mr. Kelso, you have been the subject of some considerable comment

this morning and I imagine you will be the subject of considerable
comment in the days to come.

We are going to let you take off here right now. You have heard
all of the testimony of Mr. Walker and the questions.

What we want to do here is not to have you read all of your prepared
statement. We will include it in the iecoid. I say this for all of
you. We will include the prepared statements in the record.

We would like you to paraphrase briefly and let us get at you with
some questions, because we have members here deeply interested in
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what you have to say-not only you, Mr. Kelso, but each of the
participants.

If you will do that, we will proceed along, and conduct this hearing
close to 1 o'clock.

STATEMENT OF LOUIS 0. KELSO, MANAGING DIRECTOR, KELSO
BANGERT & CO., SAN FRANCISCO, CALIF.

Mr. KELSO. Thank you, Mr. Chairman. I want to express my
extreme pleasure for the opportunity of appearing before you.

I understand my initial statement must be very short. I will try
to make it so.

First, I gather that you have consented that my prepared state-
ment may be made a part of the record?

Chairman HUMPHREY. Yes, indeed.
Mr. KELSO. Referral is made there to five exhibits that I also

would like, if I may, to have printed as a part of the record. Those
have been furnished to the staff of the committee.

Chairman HUMPHREY. They will be printed as a part of the record.
Your statement is of substantial size.
Mr. KELSO. I and my staff have lost a lot of sleep preparing

them.
Chaiiman HUMPHREY. I am sure it is very informative. May I

say, it will not be looked at quickly; it will be studied very carefully.
We are deeply interested in what you have to offer.

All of the exhibits and all of the material pertaining thereto will
be made a part of the record at the end of your oral statement.

Mr. KELSO. These hearings are directed at ESOP's-employee
stock ownership plans. There is on the easel--

Chairman HUMPHREY. Will you turn the easel around so members
of the committee can see it?

Mr. KELSO [continuing]. A series of charts, the first one of which,
by the way, is printed on page 3 of my prepared statement, so you also
have it before you.

The object of this is simply to show that the ESOP is the tip of the
iceberg, as it were; that it is only one manifestation or one financing
technique built upon the fundamental theory of two-factor economics.
This theory is simply the assertion that capital instruments in general
produce goods and services, or contribute to their production, in the
same way that people do and among the things that I would par-
ticularly call your attention to, and will refer to a bit later, is the fact
that there are other techniques of finance built on two-factor economics
that apply to public utilities, for example, that build part of the
ownership of stocks representing newly formed capital into the workers
and the great bulk of such ownership into the consumers.

The purpose of this chart is to show that the implications of two-
factor economics go way beyond the employee field, that it has
deflationary implications, that it has very strong implications for
monetary reform and the acceleration of the ability of the economy
to raise newly formed capital-one of the most serious problems
facing our country today.

Let me pass now to the second chart that I would like to show you.
It is reproduced at page 7 of my prepared statement. This chart
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really lays the foundation for the need for broadening the proprietary
base.

The chart in general is designed to show the change in input mix
over the period of recorded history, 3000 B.C. to the year A.D. 2000,
if you divide the input factors involved in economic production into
people and nonpeople, people and things, people and capital, or whatever
terms you want to use.

Think of these input factors in physical terms, because the produc-
tion of goods and services is really a physical process, as is their
consumption. From the beginning of recorded history to today, it is
my belief that the relative inputs of these two factors have roughly
traded places.

Whereas in 3000 B.C. labor unquestionably provided well over 90
percent of the productive input, today, I believe that it provides well
under 10 percent, and that capital, or the nonhuman factor, provides
well over 90 percent of productive input.

When you say this to the high priests of the conventional wisdom,
the conventional economists, they will say you certainly must be
dreaming; do you not know that three-fourths of the income is paid
to labor for its productive input?

My reply to that is, we have spent 40 years in the United States
trying to repeal the law of supply and demand as it applies to the price
of labor. I do not think that you can do that and get away with it
anymore than you could get away with attempts at repealing the law
of gravity.

We do not make a man more productive by paying him more.
The import of this is quite simple. The method of engaging in

production is changing because of the onrush and acceleration of
technological change and the only way to offset that so that men's
outtake is both adequate and is based on their input is to build the
ownership of the other factor of production into the masses of people.

ESOP is but one of the tools for doing that.
The alternative to making the underproductive more productive

by making them capital owners, of course, is to attack the effects of
poverty, which we have been doing for years. We subsidize people who
cannot buy houses or rent houses. We subsidize health care. We sub-
sidize education. We subsidize all kinds of jobs.

You do not have to do that if you build productive power into the
masses so that they are economically self-sufficient, so that we can
stop attacking the effects of poverty and attack, as the ESOP and other
financing techniques using the two-factor theory does, the cause, the
one cause; namely, the low productiveness of the human being who
is not aided by a viable holding of the ownership of the thing that
embodies technology, the other factor of production-capital.

It is perhaps interesting to note that the studies which are cited at
page 38 in my prepared statement-all the significant qualitative
studies ever made-show that the top 5 percent of consumer units
own all of the capital in the U.S. economy. The recent New York
Stock Exchange study, showing an 18-percent drop in the number of
stockholders since 1970, it should be remembered, is a quantitative
study.

The ownership of significant capital holdings has shrunk from 50
percent at the turn of the century; then capital was largely represented
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by land, because the Homestead Acts, and prior to them, the open
frontier, made it possible for the man born without capital to come
over here and get a piece of the action.

We have not had an industrial equivalent of the Homestead Acts
until we come to the ESOP's. That is what it is all about.

I would like now to turn to another chart-this is printed on page 9
of the prepared statement-which shows that conventional finance,
instead of offsetting the effects of technological change, actually
exacerbates the degree of concentration; that is to say, as capital
provides more and more of the productive input, we narrow, rather
than broaden, through conventional finance, the ownership base.

This little diagram really represents quite a lot more than is
found on its face. Let us say that a corporation has determined that
it can sell some more of its products and wants to expand and has to
buy some plant, rolling stock, or buildings to do it. There are a number
of ways it can do this. It can earn profits and accumulate those profits.
It is not required to pay them to the stockholders. It can accumulate
the profits, and pay its corporate income taxes on them. When it has
accumulated enough, it can buy its new capital instruments. Or it can
borrow and then in after-tax dollars, out of its internal cash flow, we
repay the loan. Or, if it can get a direct infusion of capital from the
Government, which the investment credit does, or it can use tech-
niques of accounting that permit it to form capital through accounting
practices founded on legislation permitting, for tax purposes, ac-
celerated depreciation and depletion.

Let me summarize by saying that if you average the last 15 years,.
these techniques of finance-I omitted one, which I will mention in
a moment-these techniques of finance, involving financing from
internal cash flow or through borrowings repaid from internal cash
flow, provide 98 percent of the total new capital formation in the U.S.
economy. In recent years, this amounts to well over $100 billion per
year. These dominant-98 percent-techniques of corporate finance
have one thing in common. When the financing period is completed,
not a single new stockholder is created, not a one.

In other words, these techniques of finance are exquisitely designed
to build incremental productive power into those who do not need it
now, or potentially ever, and to deny productive power to the people
who make up the markets for most of the goods and services this
society could produce. Thus the combined concentrating forces of
technological change and conventional corporate finance propel
government into redistributing wealth, subsidizing everything, and
going into ever more staggering debt, because business does not con-
duct itself in a way that answers the question, "How does the customer
get the money to buy?"

The one conventional technique that is so far left out of this dis-
cussion-that is to say, the sale of new stock to the public for cash-
accounts for a little less than 2 percent, averaged over the past 15
years. That does not change the picture either. The purchase of
their television sets, their automobiles, and so forth, are the 5 percent
newly issued stock is a nonfinancible transaction. With rare excep-
tions, the only people that have cash over and above the require-
ments of their daily living and paying the mortgages on their homes,
their television sets, their automobiles and so forth, are the 5 percent
who own all of the capital in the first place.
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They are the ones who can buy the newly issued stock. Frankly,
therefore, 100 percent of conventional financing techniques are de-
signed, basically, to make the rich richer and keep the poor poor.
This is the way it is. A few geniuses and unusally lucky people can
acquire viable capital holdings from a cold start in spite of the ob-
stacles of conventional finance, but an economy cannot be satis-
factory operated on rules that favor only geniuses and unusually
lucky people.

The poor, without being guided by Congress or by the people of
recognized wisdom, simply demand jobs and welfare. And what do
they get? Jobs and welfare. They stay poor.

This tells you what the real source of the problem is in the U.S.
economy. Corporate business strategy is built around three very
simple concepts: Maximizing production and sales, minimizing costs,
and staying out of trouble.

This last precept gets to be more important, of course, with the
growing impact of our defective business strategy. The missing link
in this corporate strategy is that it does not explain how the cus-
tomers get the money to buy. It is even worse than that, it explains
why they do not get the money to buy the goods and services they
need and want.

When you minimize costs, the best way to do it is to automate,
to substitute machines for men, structures for men, chemical processes
for men. Thus, the corporation, you might say, is engaged in cus-
tomercide. It eliminates its employee constituents through automa-
tion, and eliminates possible stockholder constituents through con-
ventional finance.

The next chart, which is reproduced on page 11 of my prepared
statement, is the basic ESOP design. It is an error to think of this as
a retirement thing. It is a device to build capital ownership into
people, to make them economically self-sufficient, to make them
productive, even though at some point they cannot engage in produc-
tion through both their factors; that is, their labor power and their
privately owned capital. They may be retired. They may be too
old to work. They may become technologically redundant eventually.

Having a viable capital estate enables them to be productive
through that capital estate.

Basically, the mechanism of the ESOP is now well known. It is
simply financing the growth of the corporation through an employee
stock ownership trust, and the difference between this and conven-
tional finance is that when a particular financing process is com-
pleted, the employees have bought stock, paid for it out of what
the underlying capital produced, in pretax dollars which accelerates
the process because the law permits this to be done, and the corpora-
tion has gotten the advantage of low-cost capital.

Please permit me to make a couple more comparisons.
Under conventional finance, suppose the corporation desires to

set up a retirement system. Of course, any employee knows he is
going to be retired some day. He has got to have some way of living
decently beyond that event. There normally will be great pressure
on corporate management to put in a retirement system, and the
conventional way is to put in a pension system, or a profit-sharing
plan. These are normally, with a few rare exceptions-even some
spectacular ones-are invested in what I would call "other people's
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pieces of paper;" from the standpoint of the corporation itself. Such
a retirement system is pure cost. It. does not help the corporation to
grow, yet capital is the lifeblood of the corporation. Capital is what
enables the corporation to grow.

Because conventional profit sharing and pension plans are 100
percent cost, the corporation naturally tends to minimize its pay-
ments into them. Corporations operate on principles of cost mini-
mization.

Under the ESOP, on the other hand, the very dollar that finances
the corporation's growth, finances the ownership of company stock
by the employees. One dollar does the work of two.

It does not end there.
Through the ESOP, the corporation can finance its growth on pre-

tax dollars. One pretax dollar does the work of two.
So if you compare conventional finance and retirement systems

on the one hand, with ESOP financing on the other, the corporation is
getting $3 mileage on each dollar spent through an ESOP, as com-
pared to 1 dollar's mileage on each dollar spent under conventional
finance and retirement systems.

The advantages are overwhelming.
The next chart that I would like to refer to is reprinted on page 17

of my prepared statement.
This chart is designed to show what the adoption of a national

economic policy based on two-factors theory would mean to the
macroeconomy-what the big picture is.

Let me say, Mr. Chairman, this chart, simple as it is-do not ask
me why, I cannot explain why-is one of the hardest things in the
world for certain types of people to understand.

It is only hard because there is deeply instilled, in the human mind,
probably from millions of years back, the idea that you can only
finance newly formed capital through accumulated savings. This is
a false idea. It is rank nonsense.

Its alternative is the idea that you can finance new capital formation
out of future savings, or what I would call pure credit. I wish I could
claim authorship of this idea. If this economy survives, it is going to
be because that concept is so basic and so important that it is going
to change history. It makes the possibility of an economically self-
renewing society a realistic thing.

The idea of pure credit comes from Harold Moulton, who many
years ago, you remember, was the president of the Brookings In-
stitution. in a book published in 1935 called "The Formation of
Capital".

Let us say the corporation here is the same as the one on the
standard ESOP diagram on page 11 of my prepared statement.
The ESOP is the same, the lender is the same. We have simply
added here two new institutions.

One, we call the Capital Diffusion Insurance Corporation or
"CDIC". It is simply the counterpart of the FHA housing finance
insurance program vis-a-vis ESOP financing. It lowers the banks'
resistance to make ESOP loans. It spreads the risk of the failure of
any particular ESOP loans over the whole economic base, the broad
base. Conceptually, it is well-proven financial technology.

The next step is the one that is tough to understand. This is the
one that harnesses pure credit to the growth of the economy; to the
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financing of basic, self-liquidating, new capital formation, in well-
managed businesses.

How do you do that?
You do it by making the ESOP paper held by the bank, insurance

company or other lending institution directly discountable with the
Federal Reserve Bank.

Let me point out, first, that the discounted ESOP debt does not
go into the Government's accounts at all. It does not become govern-
ment debt in any sense of the word.

The pure credit concept is based upon the power of people in an
organized society to contract with each other in contracts payable in
money. The discounting with the Federal Reserve is simply the final
link that closes the contract. It must be limited to self-liquidating,
newly formed capital in well-managed businesses, and here is how I
believe the interest rate should be computed under this use of pure
credit.

Sit very tightly in your chairs.
Pure credit properly used, is a fundamental right of every citizen.

Every person, simply by being a member of this society, should have
access to it, if that is necessary to restore the productiveness that tech-
nology has taken away from him or her.

I believe that the way you compute the interest rate, is first, you
establish a discount rate based on the actual administrative cost of
handling the discount process to the Federal Reserve Bank. Now,
even though there are some very high salaries and very plush offices
over there, and the price of paper and ink is going up, I believe that
a discount rate so computed cannot exceed one-half of 1 percent per
year. I believe that the premium of the Capital Diffusion Insurance
Corp., because it insures self-liquidating capital, should be something
like one-sixteenth of 1 percent, maybe one-eighth, certainly no more.

The final element in that interest cost is the administrative cost and
the profit to the bank or the insurance company or the savings and
loan firm (if the power to make such loans is extended to them as I
believe it should be) that initially makes the ESOP loan.

That lender approves the original feasibility study, and then serv-
ices the loan.

As of now, something like 8 percent of the total new capital forma-
tion process flows through the banking system. Under this technique,
I would predict 50, 60, or 70 percent of it would flow through the
banking system.

I believe that those institutions would not only be healthy, but they
would be fat, if their share of the ESOP-loan interest rate were some-
where between 1 and 2 percent. I would hope it is closer to 1 than 2.

We are, therefore, talking about, at most, a 3 percent interest rate,
to finance basic, self-liquidating new capital formation to get the Amer-
ican economy growing again, to build the powerplants, the rapid
transit systems, the interurban systems, the housing, the hundreds of
things we cannot do at 10, 12, 14, 18 percent interest rates.

Duke Power Co. the other day issued 14 percent bonds. That is
murder.. You can build three atomic plants with the same capital
investment at 3 percent as you can at 14 percent interest rates.

This ESOP-Federal Reserve discount financing would free up ac-
cumulated savings for conventional financing of economic growth by
banks, insurance companies and savings and loan firms for use for
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consumer credit, for venture capital credit, and for use, to the extent
that they want to match the interest rates, for pure credit in ESOP
financing, for new capital formation.

I have no disagreement with the argument of the banker when he
pushes the interest rate as high as he can. He says, "I am just a
steward. I am loaning other people's money. It is my duty." I agree.
He is stuck, and so is the borrower.

When you use pure credit for the people to build productive power
into the people and to expand the economy, so that it becomes a
great, strong economy, our economy will be capable of producing a
high standard of living for everyone and capable of employing every-
one in its expansion for at least two to three decades, with the most
intense full employment, because we would then be building market
power into the people through broad ownership of the second factor of
production.

Now, there is one other thing I would like to talk about.
Chairman HUMPHREY. Could you now bring your case to a close?

I do not want to deny other people a chance to be heard. I know it is
difficult.

Mr. KELSO. I would like only to mention one point, and that is to
show how easy it is to make a dreadful mistake if you do not under-
stand two-factor economics and cannot analyze what is happening.

There is a thing called the investment credit. At the moment it
is 10 percent, plus an optional 1 percent. Investment credit is simply
a gift-enforced by Congress-from all taxpayers to corporations
that put in certain kinds of newly formed capital during the tax year.

Since all the qualitative studies to date show that a mere 5 percent
of the consumers own all of the capital stock of those corporations,
Congress in the investment credit, as it stands, legislates an $8.4
billion annual gift from the poor, the middle class, and the rich-to
the rich.

Now, this is incredible. This is unbelievable. This is suicide. They
have too much productive power to begin with.

Senator Long's amendment, which really requires a capitalization
of 1 percent, if you want to take that extra 11 percent, is only a tiny
crack in the door. If you want to protect the capital ownership of the
existing stockholders-and I do not think you can build a private
property society on taking anybody's capital away from them-if you
want to protect the status quo, you would capitalize 95 percent of the
investment credit and put it in an employee stock ownership trust
for the employees. It is 100 percent paid for by the taxpayers. The
corporation gets the investment; the taxpayers have paid for that
stock fully; and you would let 5 percent of it flow to the existing
stockholders, because they constitute 5 percent of the consumer units
in the economy.

I thank you very much, sir.
Chairman HUMPHREY. Mr. Kelso, I must say that you present a

tremendously challenging and fascinating discussion of a complex
but understandable proposal. We are going to have to spend much
more time with you. We want to listen to some others.

We will place your prepared statement and exhibits, Mr. Kelso,
in the record at this point.

[The prepared statement and exhibits of Mr. Kelso follow:]
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STATEMENT OF OBJECTIVES OF HEARING BY THE HONORABLE HUBERT H.

HUMPHREY, CHAIRf1AN.

By Invitation, dated November 20, 1975, in a letter addressed

to me, as the chief executive officer of Kelso Bangert & Co. Incor-

porated, Investment Bankers in San Francisco, the Chairman, advised

that two days of hearings would be held on December 11 and 12 "fo-

cused on Employee Stock Ownership Plans (ESOPs).' The Chairman fur-

ther stated, and I congratulate him on his initiative, that 'The

purpose of the hearings is to provide the first Congressional for-

um for a wide-ranging, yet in-depth examination of ESOPs.'

These hearings are indeed most timely, for it is evident to

every citizen in this land that the fundamental economic idea upon

which our national economic policy is structured, namely, that we

can solve our income distribution problems entirely through employ-

ment and through attempts to repeal the law of supply and demand as

it applies to the price of labor, is an obviously erroneous idea;

it is an idea that has delivered us into a state of economic crisis.

There can be no recovery from this crisis, in my opinion, nor indeed

an avoidance of total collapse of the economy, unless we modify and

enlarge our economic policy to comprehend both factors of production

(capital as well as labor), the distribution of those two factors

among the consumers of the economy, and, as to the non-human factor

of production, or capital, the degree of concentration of its owner-

ship and the causes of that concentration.

- 1 -
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II

ESOP FINANCIIG IS BUT THE TIP OF THE ICEBERG, THE VAST BULK OF

WHICH IS GENERALLY UNKNOWN, AND THE BASE OF WHICH IS A CHANGED

AND ENLARGED ECONOMIC POLICY OR FUNlDA14ENTAL OPERATING ECONOMIC

CONCEPT WHICH I HAVE CALLED 'TWO-FACTOR THEORY".

Indeed, ESOPs are but one--though an important one--of many

actual and potential implementing techniques structured upon the

concepts of two-factor economics.

- 2 -



ESOP Financing is but One of the Important Corporate
Financing Reforms Structured upon Two-Factor Theory:

The New Concept in Political Economy

Pubi

finac

/ eflatio dein \

Monetary re "' to
* / ~~harness pure cred!it \

Agro-industrial financeb\

Governmental planning to build I-
purchasing power into consumers

while expanding private enterprise

Privatization of publicly-owned enterprises like
the Post Office and the Tennessee Valley Authority

Totally new technique of anti-trust divestiture financing,
so that employees become owners, and so that new major com-

petitors can be financed in monopolized or oligopolized markets

Recognition of a new and equally ominous form of monopoly not now
recognized by law: personal monopoly of the power to produce wealth

Reform of the income tax laws to make the economically underproductive and nonpro-
ductive highly productive: a war on the cause, rather than on the effects of poverty

Reform of the estate and gift tax laws so as to raise self-sufficiency of consumers and
prevent, for purposes of the economy, sterilization of productive capital in foundations

TWO - FACTOR ECONOMICS

Copyright 1975, Kelso Bangert & Co. Incorporated
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III

A BRIEF EXPLANATION OF TWO-FACTOR ECONOMICS

AND OF EMPLOYEE STOCK OWNERSHIP PLAN (ESOP) FINANCING

This new basic concept, called "Two-Factor Economics," is a

simple and straightforward one. The reasoning runs as follows:

1. While it is true that people, doing their various tasks

of participating in the economy in one way or another,

are a basic source of productive input, they are not

the only source of productive input.

2. Just as obviously, non-human things, like land, struc-

tures, and machines also provide productive input into

the economy.

3. The division of the input sources into two types is both

necessary and adequate, because the ownership of labor

power cannot be concentrated and the ownership of non-

human things can easily be concentrated. It is, after

all, an individual's property in an input factor that

entitles him to receive what it produces.

4. Both under the logic and the morality of a market economy,

it is productive input by each individual that is the

basis for his receipt of income. Economic input is the

basis for economic outtake or personal income.

5. Technological change, which is the phenomenom underlying

the "industrial revolution," which began some 200 years

ago, and our own so-called automation revolution, and
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indeed of all the intermediary revolutions brought about

by science and technology, changes, and is intended to

change the input mix. It shifts the productive burden

off labor or the human factor and onto capital or the

nod-human factor. Technological change does not operate

directly upon humans at all; it cannot increase the eco-

nomic productiveness of an individual worker, as such.

The economic productiveness of human beings--what they

can physically accomplish with their unaided muscles or

minds--has not changed during the course of history, so

long as the value of that productiveness is determined

competitively by the free operation of the law of supply

and demand.

6. So far has this process of technological change gone in

the U.S. economy that today most of the goods and services

are produced by things and only a minor portion of the pro-

ductive input is made by people. With rare exceptions, it

is capital that produces affluence, while labor, in a free

labor market, can at best normally produce only subsistence.

The relative distribution of aggregate personal income

between workers (roughly 3/4th), and the owners of capi-

tal (1/4th) does not reflect this relatively higher pro-

ductive input by capital because our governmental eco-

nomic policy (the Employment Act of 1946) attempts to re-

peal the law of supply and demand as it applies to the
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value of labor: minimum wage laws, coercive fixing of

wages, vast governmental make-work programs, governmen-

tal subsidies to industry and to other governmental enti-

ties, etc.

The costs of all such efforts enter into the cost of

production either directly or indirectly and are thus in-

flationary. They become part of the costs of goods and

services. These attempts to overvalue labor constitute

-he monetization of welfare.

- 6 -
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7. The changing of the input mix in favor of capital *would

create no problems within the economy, even under compe-

titive labor markets, if it happened that as technology

enlarges the participation of capital in the production

of goods and services and diminishes--relatively speak-

ing--the participation of labor, workers simultaneously

acquired the ownership of capital, offsetting their

diminished productive power, or even better, increasing

it, through their ownership of the other factor.

8. Unfortunately, the traditional techniques of finance do

exactly the reverse of what is required: they assure

that all newly-formed capital becomes automatically owned

by those who previously owned all existing capital. Thus,

the $100 billion-plus of new capital formation that comes

into being in the economy of the U.S. each year becomes

owned by a tiny capital-owning base: 5% of the consumer

units at most. If averaged over the past 15 years, about

98% of new capital formation in the corporate sector

(which produces over 85% of the goods and services of

the private sector), is financed out of direct cash flow

or borrowings repaid out of cash flow.
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These overwhelmingly dominant methods of financing

new capital formation have one characteristic in common:

not a single new stockholder is created in the process.

The minor percentage of new capital formation (about 2%)

financed by sale of equity stock to the public does not

alter this propensity. It is the top 5% of consumer units

(in whom, as every qualitative study to date has shown,

ownership of virtually all capital is lodged) that have

the excess funds to buy newly-issued stock.

9. The logic of business finance is to invest in productive

capital that will p2Z for itself within a reasonably

short space of time, normally three to five years, and

which will then go on throwing off wealth indefinitely,

its productive power being replenished through deprecia-

tion funds set aside out of gross income before net in-

come is computed. Two-factor financing techniques, of

which the most widely used today is the Employee Stock

Ownership Plan or ESOP, makes this logic available to

employees.
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10. ESOP financing, on the one hand, provides low cost capi-

tal, through the use of pre-corporate-tax funds, to fi-

nance corporate growth, and on the other hand, builds

ownership into workers without diminishing their take-

home pay or calling upon their small or nonexistent

savings.

11. Under two-factor techniques, means are provided for fi-

nancing unlimited growth, while building market power,

economic security, and growing current second incomes

from capital* into the masses of workers; thus the mar-

ket power of potential consumers rises in step with the

productive output of the economy.

12. Inflation is eliminated. Institutional barriers, such

as lack of "money" to finance solid, self-liquidating

economic growth are eliminated; legitimate leisure,

built upon the ownership of a holding of productive

capital that will enable a man to produce a viable in-

come, becomes possible over a reasonable working life-

time; and the burden of public taxes imposed upon pro-

ducers to support the non-productive and under-produc-

tive can ultimately be virtually eliminated. Fully pro-

ductive households and individuals do not need to be

subsidized.

*Where the stock in the ESOP pays a dividend, the plan often pro-

vides that, after each particular share of stock is paid for, the

dividends on it shall currently pass through the trust into the

workers' pockets.
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IV

THE CONCEPT OF TWO-FACTOR ECONOMICS IS A POWERFUL

GOVERNMENTAL TOOL TO GUIDE ECONOMIC PLANNING, TO ACHIEVE
ECONOMIC GROWTH, ECONOMIC STABILIZATION,

REDUCTION OF INTEREST RATES, AND THE BUILDING

OF MARKET POWER INTO THE FINANCIALLY
UNDERPOWERED MAJORITY OF CONSUMERS

Congress and the Administration need new and powerful tools

to solve the twin problems of inflation and unemployment, and to

attain a growth rate that will eliminate the cause of poverty within

a few years.

Fast and effective solutions are needed to:

-- Resume and accelerate economic growth. The American econ-

omy derives its strength from its ability to bring into exis-

tence powerful capital instruments--the real source of its

productive power and affluence--and to match them with skilled

and motivated workers. We should never forget that economic

strength depends on the ability to produce an abundance of

low-cost, high-quality goods and services, and to build mar-

ket power into consumers in the process. Rapid economic

growth is essential if we are to achieve self-suffiency in

energy within less than a decade; if we are to rehabilitate

our railroad systems; if we are to rehabilitate our cities;

achieve vastly expanded production of food and fiber at much

lower costs in order to meet our share of the export demand

and to maintain a favorable balance of payments; build within

the next decade a hundred or more new towns and a hundred or
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more rapid transit systems; and expand the production of

basic goods and services in general.

--Create several million new jobs in the private sector in

the course of expanding its output of goods and services.

Certainly no one can suggest that we should find make-work

employment in the public sector if, in fact, the expanding

private sector requires more jobs.

-- Protect the quality of our environment as we grow, which

will further increase the need for new capital formation

and for financing it.

--Achieve higher incomes for our poor and our middle classes,

but by means other than increases in wages and salaries, in

order to avoid increasing the costs of goods and services.

-- Reverse inflation and achieve a gradual and continuous

hardening of our money.

WHAT CAN ACCOMPLISH THESE OBJECTIVES WHEN SO MANY OTHER

PLANS HAVE FAILED?

Modern inflation is of such nature that it can only be elim-

inated by radically increased investment in self-liquidating new

capital formation. It is nothing short of a miraculous coincidence

that we are facing a decade in which capital formation requirements

exceed by several magnitudes those of any past decade.

Not only is it true that we can and must invest our way out

of inflation, while solving the other problems noted above, but
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credit for doing so at low interest rates is, through our delib-

erate use of the economic tools given to us by two-factor 
eco-

nomics, unlimited.

Expenditures during the coming decade of upwards 
of 4.5

trillion on basic private-sector new capital formation, 
if struc-

tured to radically broaden corporate equity ownership 
and to

minimize making the rich any richer, will reverse inflation, build

market power into most consumers, create two or 
three generations

of intense full employment, and shrink to a fraction 
of their

present size the various government agencies devoted 
to attacking

the effects of poverty while leaving its causes untouched. 
This

program is an attack on the cause of poverty, namely, 
the low

economic productiveness of the individual who does 
not own signif-

icant income-producing capital in a highly-industrialized 
economy

in which the bulk of productive input is capital 
input. It will

cause taxpayers' incomes to rise, the purchasing power of their

money to grow, and their taxes to fall well below 
present levels.

WHAT ERROR IS RESPONSIBLE FOR OUR UNEMPLOYMENT, 
INFLATION,

STAGNATED ECONIOMIC GROWTH, AND INCOME DISTRIBUTION MISMATCH?

Present U.S. economic policy calls for solving the income

distribution problems for all consumers through full employ-

ment, and to the extent that is not achievable, through welfare.

At the same tine, science, engineering, and management 
in busi-

ness, industry and agriculture, strive ceaselessly to eliminate
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employment to minimize costs. Inflation flows relentlessly and

unendingly from attempts of the Federal government to reconcile

these unreconcilables, all of which take the form--recognizable

or not--of the monetization of welfare. Noney representing wel-

fare is inflation in its essence.

THE BLUEPRI4T FOR THE NEW ECONOMIC POLICY

The following diagram illustrates the use of pure credit to
finance self-liquidating new capital formation in basic, well-

managed businesses:

- 16 -
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--EXPLANATORY NOTES.

1. The Employee Stock Ownership Plan (ESOP) Trust is a tax

exempt entity organized to conform to Section 401(a) of the Internal

Revenue Code. Not only are payments into it by the corporation de-

ductible from corporate income tax within specified limits (maxi-

mum 25% of covered payroll), but the employees can accumulate cap-

ital ownership in the Trust until their retirement, free of annual

income taxation.

2. In addition to banks, insurance companies, and foreign in-

vestors, all of which are currently eligible to make ESOP loans,

consideration should be given to enlarging the power of savings

and loan institutions to make such loans.

3. The corporate guarantee to make sufficient payments into

the trust to enable the trust to meet its loan amortization re-

quirements is, in effect, a pledge of the general obligation of the

corporation payable in pre-tax dollars. In tax theory, this is a

contribution to a qualified employee trust. In two-factor economic

theory, it is merely a commitment on the part of the corporation to

make a high payout of the wages (i.e., earnings) of the newly

formed capital to the trust representing the beneficial owners of

the stock.

4. The direct discounting of the ESOP note with the Federal

Reserve Bank should be strictly limited to basic financing of high

priority, self-liquidating new capital formation, such as railroad

rehabilitation, the building of new rapid transit systems, the ex-

pansion of agriculture, etc. It should never be used for consumer
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financing or mere purchase of existing assets. The interest rate

should be limited to the administrative cost to the Federal Reserve

Bank and the administrative cost to the lender, including a reason-

able profit. We estimate this rate should not exceed 3% per annum

to the ESOP borrower. The only cost of risk involved in the fixing

of the interest rate should be the CDIC insurance premium. (See

Paragraph 5 below.)

5. We recommend that Congress organize a capital financing

counterpart of the FHA Insurance Fund which is designed for use pri-

marily in the consumer housing field. Its name, suggested here, is

Capital Diffusion Insurance Corporation. (For further discussion,

see Kelso and Adler, The New Capitalists, Random House [1961], re-

published by Greenwood Press, Westport, Connecticut [1975]; Kelso

and Hetter, Two-Factor Theory: The Economics of Reality, Random

House Vintage Books [1967]; Testimony of Louis 0. Kelso and Norman

G. Kurland, Financial Markets Subcommittee of the Senate Finance

Committee, September 24, 1973.)

6. This basic financing design, omitting the Capital Diffu-

sion Insurance Corporation and the arrangement for discounting ESOP

notes directly with the Federal Reserve Bank (both of which we

recommend Congress provide for with the control conditions herein

outlined), has been successfully used by several hundred U.S. cor-

porations under existing law. The newly-enacted Employee Retire-

ment Income Security Act of 1974 greatly strengthens and enlarges

the opportunities for the use of ESOP financing. (See in particu-

lar Sections 404[a][2], 407[b], 407[d][3][A], 406[d)[6], 408[b][3],

408[e], 2003[a], 4975[d][3), 4875 [d][13), 4975[e][7].)
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7. The diagram above, in stark and simple terms, demonstrates

the enormous problem-solving power available to government through

the use of financing techniques built upon the principles of two-

factor economics.

The underlying basis for the exercise of this power is sim-

ply the unquestioned right of each person within the jurisdiction

of the United States to life. The right to life, in terms of two-

factor economics, implies the right (and the correlative personal

duty) to peaceably and legitimately produce the income to sup-

port life and make life comfortable at a level compatible with our

resources, our technology, our manpower, and our know-how. Con-

trast the difference between this position and that taken by the

supporters of the "guaranteed annual income," who hold that the

right to life implies the right to receive a viable income irre-

spective of productive input. Proponents of the guaranteed annual

income are strangely silent about the guaranteed perpetual tax

servitude that this unavoidably implies for the rest of the pop-

ulation.

8. Inasmuch as the overwhelming bulk of our goods and ser-

vices is produced through the input of the non-human factor of pro-

duction--land, structures, machines, and to a certain degree, in-

tangibles, such as firms and patents--the right of each man to

produce the income equivalent of a good standard of living depends

upon his ownership of significant productive capital.

9. Mere full employment of the labor force cannot solve the

income distribution problem in itself, even though the law of
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supply and demand be totally disregarded (as today is virtually

the case) in fixing the price of labor, for the productiveness

of labor is not increased by paying it more than its market value,

and the overpayment goes straight into costs; these costs even-

tually cancel out the overpayment itself and depreciate the value

of the dollar by monetizing welfare. [See A. H. Raskin, 'For Or-

ganized Labor, What Replaces 'More'?"; New York Times, September

1, 1975, copy of which is attached as Appendix II hereto.]

10. There is no practical means by which a person born with-

out capital can legitimately acquire a viable holding of it except

by using the logic which business itself uses, namely, by buying

capital on credit on terms where it will pay for itself within a

reasonable period of time, without diminishing his take-home pay

or savings. His capital then will continue to produce income--a

second source of income--for him.

11. The right to life thus implies the right to credit to be

used to raise the economic productiveness of the non-productive

and the under-productive consumers.

12. Because pure credit (as distinguished from the privilege

of borrowing accumulated savings) in its very nature is social, the

way in which it is used, the persons to whom it is made available,

and the purposes for which it is used, are proper subjects of gov-

ernmental policy and governmental execution of that policy. Since

pure credit is nothing but the power of people (including juridical

people, like corporations) to contract with each other under a sys-

tem of law which enables everyone affected by the contract to
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enforce his or its rights with respect thereto, pure credit, the

use of which is illustrated by the diagram above, is by nature

a social (i.e. governmental thing, and it is unlimited. Thus,

this is a technique for eliminating all institutional barriers to

economic growth, leaving only the physical limitations that indus-

try and technology are well equipped to cope with.

13. It is of the most basic importance to realize that the

proposed use of pure credit for well-managed, self-liquidating basic

enterprise financing does not involve the government budget. It

creates no governmental debt or liability.

14. Of course physical limitations, notwithstanding the re-

moval of institutional barriers by the use of pure credit, still

remain. The availability of additional manpower, resources, know-

how and unsatisfied needs and wants are all such physical limita-

tions to the rate of economic growth achievable by this proposed

policy change.
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V

TWO-FACTOR FINANCING AS A GOVERNMENTAL PLANNING TOOL

The principles of two-factor economics, given the gravity of-

present economic conditions, suggest that government should iden-

tify those basic industries to be given access to low cost two-

factor financing, both because of their inability to reach high

enough growth rates without it, and because of the desirability of

broadening their ownership base.

Specific allocations of this particularly favorable, low cost

credit should be made only where the twin objectives of accelerating

growth of a basic productive industry and of rapidly expanding the

base of private, individual ownership of capital are determined to

be present, and only for self-liquidating and financially feasible

enterprises. For example, it would seem that, assuming sound feasi-

bility criteria are met, financing for energy production, for rapid

transit enterprises, for rehabilitation and expansion of the rail-

roads, for new towns, for self-liquidating urban renewal and self-

liquidating housing construction enterprises, for improvements to

industry that protect the environment, and for other enterprises

determined to be economically and socially desirable, would be

given high priority.
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THE REDUCTION OF INTEREST RATES THROUGH THE USE OF PURE CREDIT.

High interest rates are now being maintained to repress ac-

celerated growth and the inflation that inevitably results from

trying to operate the economy on one-factor principles. It is -

perfectly clear that such outrageous interest rates are inflicting

enormous damage to the economy. High interest rates are causing

economic pain and suffering to millions who are thrown out of jobs;

they are strangling hundreds of thousands of small, medium and

large businesses for whom credit is the very life blood; they are

stalemating the formation of thousands of important new enterprises

and expansion of existing ones. The policy of governmental selec-

tion of industries to be expanded, and governmental assurance that

the expansion is limited to self-liquidating enterprises, with

their long term (virtually perpetual) deflationary impact, means

that interest rates on CDIC-insured loans discounted with the

Federal Reserve Bank should be limited strictly to risk (covered

by the CDIC premium), administrative costs of the Federal Reserve

Bank, and reasonable bank, insurance company, or savings and loan

profit. It would appear that such interest rates charged to the

borrower should not exceed 2-1/2% or-3% at the outside. This would

release the brakes on growth of the real economy, while pushing it

into a cycle of stability and gentle deflation. This would free

up the use of existing savings of banks, insurance companies, and

other lenders for consumer credit, venture capital loans, and, to

the extent they wish to compete on the basis of the pure credit

interest rate, for loans to finance basic new capital formation.
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THE TRADITIONAL ARGUMENTS FOR HIGH INTEREST DO NOT APPLY.

It should also be pointed out that the bankers' traditional

argument for high interest, namely that the banks are only cus-

todians of other people's money and must therefore obtain the

highest return possible, although perfectly valid in respect to

accumulated savings of others administered by them, has no appli-

cability to instances where the pure credit of the people is used

to raise the economic productiveness of the people.

PURE CREDIT SHOULD BE USED FOR PRODUCER FINANCING ONLY--

NEVER FOR CONSUMER FINANCING

The crucial criteria for all loans discounted with the Federal

Reserve Bank should be their capital-ownership-broadening effect,

and the potential contribution of the enterprise to the quality of

life, the self-sufficiency of the U.S. economy, the betterment of

trade, etc. Such credit should under no circumstances be used for

consumer financing purposes. The reason credit expansion consis-

tent with two-factor economics is deflationary, while conventional

efforts at closing the purchasing power gap, whether through cred-

it, welfare, boondoggle, or otherwise, are inflationary, is that

two-factor financing concentrates on the expansion of self-liquida-

ting productive power and the raising of the productive power of

financially under-powered consumers, whereas conventional financing

and all types of governmental aid to the economy focus on consump-

tion, which involves endless, nonself-liquidating expense.
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CREATING LEGITIMATE FULL EMPLOYMENT THROUGH TWO-

FACTOR FINANCING OF BASIC PRODUCTIVE ENTERPRISE.

The use of pure credit contemplated by two-factor economics

places in the hands of government full employment-creating methods

far more effective than those emanating from Keynesian economic

principles, and with radically different long-term effects.

Keynesian deficit spending, implied if not commanded by our

National Economic Policy, the Employment Act of 1946, creates

jobs for the sake of jobs, and not for the sake of the things to

be produced. Such spending is almost invariably for products that

do not enter the consumer markets, since the very fact of signifi-

cant unemployment implies a shortage of consumer purchasing power.

On the other hand, increased employment generated by this proposed

use of pure credit, thus making financable needed private enter-

prise that will liquidate its own financing costs, builds owner-

ship into the employees, and in so doing expands their source of

income and market power without inflating costs. This in turn will

expand the production of useful goods and services, i.e., those

actually intended to improve the quality of human life and to

strengthen the economy.

The same technique of accelerating the initiation of self-

liquidating basic private enterprise can be used by government to

shift employment from public payrolls to enduring private enter-

prise. Thus, as the implicit economic policy begins to attack

the cause of poverty of the masses by raising their productive

power, the myriads of Federal and State employees, many of whom
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are administering only to the effects of poverty under numerous

existing governmental programs, may expect to shift their employ-

ment to the private sector and to jobs that will enable them, over

a reasonable working lifetime, to accumulate economic self-suf-

ficiency in the form of a viable holding of productive capital.

THE CONVENTIONAL USE OF ACCUMULATED SAVINGS FOR FINANCING

PRODUCERS AND CONSUMERS THROUGH EXISTING INSTITUTIONS.

Nothing in the use of pure credit by making ESOP-financing

paper discountable with the Federal Reserve Bank should affect the

use of accumulated savings in financing whatever those administer-

ing such savings may think proper and advantageous. Clearly, the

long-run effect of ESOP financing techniques will either be the es-

tablishment of a two-tiered interest rate or the lowering of interest

rates generally, but this is essential if the free enterprise sys-

tem is to survive.

THE HIGH CAPITAL REQUIREMENTS OF THE U.S. ECONOMY

BECOME ADVANTAGEOUS RATHER THAN DANGEROUS.

One estimate of the cost of new capital formation for the U.S.

economy during the coming decade is $4.5 trillion. (U.S. News and

World Report, May 27, 1974, pp. 22-23.) This estimate, even with

the institution of the gradual hardening of money, may well be

conservative. That sources of such financing do not exist under

conventional concepts has been proclaimed by many economists,

bankers, investment bankers, and political leaders. However, even

if conventional financing could be found to satisfy such enormous
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capital requirements, the distributive effects of building the

ownership of an additional $4.5 trillion or more of newly-formed

capital into the 5% of families who presently own all the pro-

ductive capital in the U.S. economy--which would automatically oc-

cur if we continue to use conventional financing techniques--would

be simply to shorten the fuse on the time bomb already ticking

away within the U.S. economy.

On the other hand, the very magnitude of those capital for-

mation financing requirements also indicates the unlimited op-

portunity open to the Federal government for building self-suf-

ficiency into millions of American families, increasing their

standard of living, reversing inflation, and increasing the basic

economic power of the people--the ultimate assurance that the bal-

ance of power between the people and government will not in the

future tip excessively in the direction of government. In other

words, this is an opportunity to use a new form of government

power to increase the individual power (economic power) of an ever-

expanding proportion of the individual citizens. This should mo-

tivate those who are concerned with the preservation of individual

freedoms to give their political support to a two-factor economic

policy.
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THE UTILIZATION OF ESOPS AND OTHER TWVO-FACTOR

FINANCING TECNNIQUES IN INTERNATIONAL ECONOMIC DEVELOPMENT.

Only when the techniques of finance built upon two-factor

economic Principles are used by the great U.S. multi-national cor-

porations to build market power and the ownership of productive

capital into the citizens of the host countries in which those

multi-nationals operate will the United States begin to solve the

problems of economic development for the under-developed economies.

Conventional financing techniques have not solved these problems,

nor will they.

We know how to industrialize an under-developed economy, but

without the techniques of finance here discussed, we do not know

how to build commensurate market power into the citizens of the

host countries. If we continue to build highly productive, for-

eign-owned enterprises in the developing economies, these in due

course will be nationalized. In many cases, the result will be a

net national loss of wealth to the United States and a mutual loss

of good will between the U.S. and the countries involved.

On the other hand, building a reasonable proportion of the

ownership of our multinational enterprises into the individual em-

ployees of the multinational corporations in the host countries,

will, of necessity, open up fields of international development

vastly greater than any heretofore available to us. An interna-

tional constituency of employee-citizens of the host countries in

which U.S. multinationals operate would be the greatest possible

guaranty of their future safety and prosperity.
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WHY WOULD THE PLAN4 BRING ABOUT A CONTINUOUS

HARDENING OF THE PURCHASING POWER OF MONEY?

The classical definition of inflation is too many dollars

chasing too few goods. Since this plan is based upon the radical-

expansion of feasible and self-liquidating newly-formed capital,

it involves bringing into existence productive facilities that

will not only pay for themselves once within a reasonable number

of years (normally 3 to 5), but will continue almost indefinitely

to push goods and services into the markets without further capi-

tal costs. The productiveness of the new capital instruments is

preserved by depreciation practices. Furthermore, since the typ-

ical ESOP Trust covers all of the employees of each corporation

employing it for financing purposes, employees are gradually put

in a position where their increasing wage demands conflict with

their accumulating capital ownership; thus wage demands may be

expected to flatten out. Since the typical ESOP Trust is designed

so that, once stock is paid for, any dividends thereafter paid

pass through the Trust into the employees' pockets, it becomes

possible to raise employee incomes without raising corporate

costs. Furthermore, the ESOP, by building significant capital

ownership into employees over a working lifetime, will gradually

replace fixed-benefit pension trusts and profit sharing arrange-

ments that are invested only in securities of other entities, pub-

lic or private. Since these do not finance growth of the spon-

soring corporation, they are pure costs which can be gradually

eliminated through ESOP financing.
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Finally, the rapid acceleration of the real growth of the U.S.

economy, desperately needed and calling for large increases in em-

ployment, will render unnecessary the governmental costs of crea-

ting make-work jobs producing little of market value. The rolls

of the unemployed will fall and in due course many government em-

ployees will be attracted by the advantages of working in industry

under conditions providing opportunities for capital ownership,

second incomes and economic security.

The accelerated growth of the economy will make the poor

richer without making the rich poorer, and will provide a larger

income and property tax base for government. In the face of

shrinking "need" or welfare demands, we can achieve every tax-

payer's dream of a shrinking tax assessment, accompanied by in-

creased purchasing power of the dollar.

CONVENTIONAL METHODS TO CLOSE THE PURCHASING POWER GAP OF THE POOR

AND MIDDLE CLASS COMPARED TO THE PLAN BASED UPON ESOP FINAANCING

AND OTHER FINANCING METHODS BASED UPON TWO-FACTOR PRINCIPLES.

Conventional Economic Expedients ESOP Financing Plan

Attacks only the effects Attacks the causes of poverty
of poverty.

Increases dependence of Creates growing autonomy, increas-
the individual on the ing economic independence of the
State. consumers who produce progressively

more of their income through their
privately-owned capital.
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Conventional Economic Expedients ESOP Financing Plan

Progressively more infla-
tionary pressures.

Demotivates economic ac-
tivity through higher and
higher taxes, redistribu-
tion and discouragement of
craftsmanship.

Restrains economic growth.

Economy increasingly de-
pends on taxation and
debt.

Numerous financial and
institutional barriers to
economic growth. "Where
do we get the money?"

Defy man's nature because
they violate Machiavelli's
Law: "A man will forgive
you for killing his father
before he will forgive you
for taking his patrimony."

Concentrates economic and
political power in the
same hands and is even-
tually totalitarian.

Gradually deflationary through the
hardening value of money. Living
becomes easier because it is easier
to produce goods and services and
easier to buy and pay for them.

By linking the worker's perfor-
mance of his job with the acqui-
sition of a viable capital es-
tate, provides him the most power-
ful and satisfying motivational
force in history.

Promotes accelerating economic
growth.

Economy increasingly depends on in-
telligent use of credit and the
wise use of banking facilities to
expand the private economy and
enable all consumers to partici-
pate in production through capital
ownership. The credit does not
enter into the government budget
or create government debt.

Institutional barriers to growth
eliminated and only physical limits
to growth remain.

The economy in which capital owner-
ship is broadly owned conforms to
the nature of man because it helps
him to acquire a capital estate,
protects his patrimony, and helps
it to grow.

Keeps the economic power out of the
hands of the State and diffuses
ownership broadly through all con-
sumers. The State remains in the
position of umpire and guide. The
freedom of the individual can be
protected by the individual, while
political power from election to
election is centralized in an ad-
ministration and in Congress.
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Conventional Economic Expedients ESOP Financing Plan

While government has enormous
ability to make low-cost credit
available for broadly-owned basic
new capital formation, and has
therefore enormous leadership
capability within the society,
economic power in the form of
the private ownership of pro-
ductive capital remains with
the people.
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RESPONSES TO THE SPECIFIC QUESTIONS OF
THE HONORABLE HUBERT H. HU1PHREY,

CHAIRMAN OF THE JOINT ECONOWIC COMMITTEE,
IN HIS INVITATION-TO LOUIS 0. KELSO

TO PARTICIPATE IN THESE HEARINGS

In his letter to me of November 20, 1975, the Chairman re-

quested that I address my testimony to a series of questions which

I will here restate, together with my responses thereto.

1) "IS YOUR FORM OF ESOP TRULY UNIVERSALLY APPLICABLE?"

RESPONSE r

The ESOP is but a single financing design constructed on the

principles of two-factor economics (see pages 2 to 3). There

are a number of different techniques designed either:

(1) to provide both low cost capital for the financing

of economic growth, and to build broad capital ownership

and incremental productive power into the economically

underproductive (those with only their labor to sell)

and the economically nonproductive (the unemployed or

unemployable), or

(2) to achieve transfers in the ownership of capital

instruments, for example, the transfer of ownership of

a closely-held business from its retiring owners, in

ways that broaden the ownership of capital and build

economic productive power into the underproductive or

nonproductive.
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However, I believe that, except for the limitations arbitrarily

imposed by law, as for example the size of the payroll base under

which the amount of financing that can be channeled through an

ESOP is limited either to 15% or (in the case of a combination

trust) to 25% of covered payroll, the basic ESOP (see diagram page

11) has universal applicability. It is applicable equally to

capital intensive industries and to labor intensive enterprises;

it is equally applicable to business enterprises in any part of the

world. In short, wherever the economy seeks or requires the aid of

technology, which is embodied only in the nonhuman factor of pro-

duction--never in the human factor--and it is recognized as desir-

able to raise the productive power of individuals as a means of

enabling them to receive higher incomes and thus enjoy a higher

standard of living, the ESOP is suitable to build the ownership

of capital into employees who would otherwise own no capital or

insufficient capital to enable them to produce higher incomes

during their working lifetimes and to produce a higher standard

of living after their normal retirement. Obviously, I am speak-

ing here of enterprises involving the production of goods or ser-

vices for market within economies designed to protect private

property in the means of production. ESOPs are not applicable

to socialist or communist economies, simply because those econo-

mies deny that the right to privately own the means of production

is a fundamental human right. Such societies are inevitably to-

talitarian, though the benignity of the ruling bureaucracy may

differ from country to country.
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It is the universality of the logic of business in private

property market economies that makes the ESOP a universally ap-

plicable tool. The logic of business is the self-liquidating

character of capital investments.

In service industries where little tangible capital may be

used, the firm itself acts like, and has the basic characteristics

of tangible capital, for the simple reason that the combination of

the talents assembled by a profitable service enterprise is capable

of producing a higher level of net income than the sum of net in-

comes that could be produced by the individuals working separately

or in different combinations. Thus, the ESOP in a service enter-

prise enables the individual worker to acquire a share of the

ownership of the firm. Individual workers can in such enterprises

through an ESOP accumulate an ownership stake that will enable

them, as capital owners, to produce a viable income after retire-

ment. In service enterprises, as in capital intensive enterprises,

the ESOP can provide a second source of income over and above the

wage or salary earned by the employee. Many of our most success-

ful ESOPs have been those established in service enterprises.
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2) "IS IT POSSIBLE TO IDENTIFY ANY TYPES OF CORPORATIONS WHICH
WOULD FIND AN ESOP OF LITTLE BENEFIT OR PERHAPS EVEN HARMFUL?"

RESPONSE

The ESOP is of little benefit to a business corporation that,

for whatever reason, is not profitable. The ESOP is no substitute

for an enterprise being competitive; for good management, for a

market for its products, etc.

As for financing techniques structured upon two-factor princi-

ples which are applicable to non-business enterprises, see pages

80 to 84 below.
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3) "HAVE YOU M4ADE ANY ESThIATES AT ALL AS TO THE EXTENT OF TAX
LOSS TO THE TREASURY FROM WIDESPREAD ADOPTION OF ESOPS, PAR-
TICULARLY IF THE CORPORATE INCOME TAX IS TERMINATED AS YOU
CALL FOR?"

RESPONSE

This question involves a misunderstanding. I definitely do

not urge the termination of the corporate income tax under the

present pattern of concentrated ownership of productive capital.

All of the qualitative studies of the ownership of productive

capital in the U.S. economy made to date show that it lies almost

entirely in the top 5% of wealth holders.* To remove the corporate

*While the quantitative studies indicate some 30 million share-
holders in the U.S., the qualitative studies show virtually all
the stock in the top 5%. As to indirect ownership, through fi-
nancial intermediaries such as insurance companies and mutual
funds, investments of this kind are almost never acquired on a
self-liquidating basis, so they do not make a net increase in
the buyer's standard of living. They are evidence of a reduced
present standard of living and the "storing" of purchasing power,
subject to the effects of inflation, for future use. In our ad-
vanced industrial economy, it is rare indeed for one to acquire
through personal saving a capital holding that would yield a
viable income. On the degree of concentration of ownership of
productive capital, see Robert J. Lampman, National Bureau of
Economic Research, The Share of Top Wealth-Holders in National
Wealth, 1922-1956, (Princeton: Princeton University Press, 1962)
pp. 23, 108, 195.

Jean Crockett and Irwin Friend, Characteristics of Stock Own-
ership (Wharton School Stock Ownership Study, Proceedings of the
American Statistical Association, Business and Economic Statistics
Section, 1963), pp. 146-168.

McClaughry Associates, Inc. Expanded Ownership, the Sabre
Foundation, Fond du Lac, Wicsonsin, 1971. At pages 101-198 is a
comprehensive survey of the studies on "The Distribution of Wealth
in the Twentieth Century," by Professor James D. Smith of the
Pennsylvania State University. All of the studies surveyed con-
firm the general accuracy of the Lampman analysis.

See also Stock Ownership: Characteristics and Trends, by
Marshall E. Blume, Jean Crockett and Irwin Friend, Working Paper
No. 12-74, published by the Rodney L. White Center For Financial
Research, University of Pennsylvania, The Wharton School. This
study confirms the findings of the earlier studies.
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income tax under conditions even faintly resembling our present

distribution of wealth, particularly of corporate stocks, would

simply benefit the rich.

The only repeal of the corporate income tax that I can urge as

desirable from every standpoint is the limited repeal involved in

making payments into ESOP trusts deductible as they are at present,

or even better, as they would be if H.R. 462 were enacted.** The

elimination of the corporate income tax involved in making payments

by the corporation into its ESOP trust deductible from the corporate

income tax is essential if the ESOP is to be sufficiently effective

and efficient, if widely used, to correct the enormous maldistribu-

tion of wealth, and the resulting maldistribution of purchasing

power existing in the American economy today, as well as to facil-

itate, at a sufficiently rapid rate, the financing of new capital

formation within the economy. The widespread use of ESOP financing

throughout all types of private enterprise, combined with the low

interest rates attainable through the use of pure credit, as dis-

cussed above, is capable of enabling the U.S. economy to attain

growth rates comparable to those of Japan in the past decade, with

full employment, and with gentle but continuous deflation--that is

the hardening of the purchasing power of our dollar.

I have not made estimates as to the short-term possible tax

loss to the Treasury through the widespread use of ESOP financing,

nor do I believe such estimates are necessary to demonstrate that

widespread use of ESOP financing will in fact cure the depression

**A version of H.R. 462, with some minor suggested changes, is
attached hereto as Appendices IV and V.
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in the American economy and restore it to health, while eliminating

its growing debt, and beginning to pay off and reverse that debt.

My analysis is as follows:

(a) The chief difficulty with the U.S. economy is that its

power to produce goods and services and its potential power to ex-

pand its production of goods and services is not matched by com-

mensurate purchasing power in the pockets of those who have unsatis-

fied needs and wants. Rather, increased production results in in-

creased income to those who have no unsatisfied needs and wants,

present or potential, who use that excess income to acquire, through

conventional finance, further excess productive power, etc., etc.

(bi All governmental efforts to close this purchasing power

gap--whether by outright welfare, or by subsidization of jobs in in-

dustry and in government--involve attacking the effects of poverty,

while leaving its cause untouched. Since technology is a constantly

accelerating force, the labor redundancy, as well as labor inade-

quacy that lies behind poverty today, must inevitably grow. Gov-

ernment's efforts to compensate for this trend by using deficit fi-

nancing must increase at a corresponding pace until ultimate bank-

ruptcy overtakes the entire economy.

(c) ESOP financing, accelerated economic growth through low

cost capital and the use of pure credit, may have a brief infla-

tionary impact and result in a brief increase in governmental def-

icit financing. But it contains the seeds of deflation; within a

few years, increased productive power through increased new cap-

ital formation, increased corporate and personal incomes, and in-
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creased private employment would tend to restore the public rev-

enues and ultimately the government's fiscal health. Mry own be-

lief is that the cost of using financing techniques structured on

two-factor principles on a widespread basis will be more than off-

set by savings in the financing of welfare and boondoggle.

(d) In short, the object of a two-factor economic policy,

from the standpoint of the fiscal posture of the government, is

to raise the productive power of the consumers as a whole, to

eliminate the burden of redistribution and boondoggle that lies

primarily behind government deficits, and to enable the govern-

ment to gradually liquidate and pay off its debts, without im-

pairing the rising prosperity of the economy.

(e) It is very important to understand that the discount-

ing of ESOP financing paper with the Federal Reserve Bank does

not enter into the national accounts of the government itself.

Thus, the only possible cause of reduction of revenues would be

the loss of the corporate income tax resulting from the deducti-

bility of payments into the ESOP, to the extent that this loss is

not offset by reductions in government welfare and boondoggle,

increases in government personal income taxes and increases in

gift and estate taxes of individuals. In short, the object of

a change to a two-factor economic policy to encourage ESOP fi-

nancing and other methods of financing built upon two-factor

principles would be to build self-sufficiency into the U.S. con-

sumers as a whole, to eliminate the government's welfare burden,

and build a tax base of unprecedented dimensions for income,

property, gift and estate taxes.
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4) "RELATEDLY, IF THE IDEA OF EXPANDING EMPLOYEE OWN4ERSHIP AND
A GREATER SHARING OF THE WEALTH ARE SO LAUDATORY AND NEEDED,
THEN WHY IS SUCH A LARGE TAX BREAK TO THE CORPORATIONS NEEDED?"

RESPONSE

As before mentioned, the logic of business finance is, and

always has been, to invest in capital on terms where it will first

pay for itself within a reasonably short period of time (normally

three to five years) and then go on throwing off net income in-

definitely. But lacking a rational economic theory of a private

property, free-market economy, our institutions were built under

the guidance of some sound theoretical insight, heavily influenced

by the personal greed of the wealthy individuals in power, and

with heavy doses of simple business expediency, in such manner

that for 150 years we were able to maintain an economic growth

rate that looked good, compared with the economically primitive

past, and still enabled us to turn in, as a national economy, an

economic performance that was superior to all other countries on

earth. Nevertheless, it was a crude performance compared to what

it might have been had we understood what technology was all about,

and how to harness it to the human society in such manner that we

could maximize the production of goods and services, minimize toil,

and maximize leisure, self sufficiency, and personal security.

It is true that the logic of business is to invest in capital

on terms where the capital will pay for itself within a reasonably

short period of years, normally three to five years. But under

conditions wzhere state and federal governments take 50% to 60% of
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the wealth produced by capital before it can even be used by the

corporation, and the principle of private property, as applied

to the stockholders of the corporation is wholly negated, as it

is in every state of the U.S., so that the shareholders of a cor-

poration have no legal right to their proportionate part of the

annual net earnings of the corporation, then there is no oppor-

tunity on the part of the shareholder to buy common stock in the

market place on terms where he can reasonably expect to pay for

its price out of its yield. In fact, exactly the reverse is true.

With rare exceptions, and they have been extremely brief, the in-

terest rate on personal loans has been higher than the yield of

capital stocks. Nor is it adequate to say that in a few instances,

the personal investor, had he sold his "investment," might have

paid his interest costs out of his capital gains plus his yield,

had he borrowed to purchase his stock. The end result is that he

has a petty windfall of no investment significance, and has parted

with the capital he might have retained had he been an "investor"

rather than a "speculator" as the system forces him to be. Further,

had the corporation, through its Board of Directors, determined

to pay some part of the annual net earnings in dividends--something

they are under no legal obligation at all to do--every income-taxing

jurisdiction would have taken its bite out of those dividends once

they reached the stockholder, thus assuring that his ultimate usable

personal income from his capital stock would never pay more than

a tiny fraction of the cost of purchasing that capital stock.
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While it is true that the logic of corporate finance is in-

vestment in things that pay for themselves within a short period

of time, it is not true that an individual can purchase capital

stock representing either newly formed capital or existing capital,

and pay for the price of that stock out of the nonexistent yield,

or tatters of earnings which he may receive under conventional

corporate practice. Perhaps in exceptionally profitable corpora-

tions, an ESOP might make it possible for employees to buy a dim-

inished interest in the stock of their employer without such pay-

ments into the ESOP being deductible for corporate income tax pur-

poses, provided that the further double mayhem of personal tax

liability on income represented by accumulating stock interest,

but not in a form usable to pay taxes, were still available.

As noted above, the more fully we give corporate stock the

characteristics of private property, i.e., the right of the owner

of the stock to receive periodically and dependably the full yield,

or proportionate net income of his equity in the corporation, the

more fully, expeditiously and efficiently can we enable those

who do not own capital to buy it, pay for it out of what it pro-

duces, and then own it and employ it to enchance their lives.

Technically, it is not a "tax break" for government to pro-

tect the private property of a stockholder in his right to re-

ceive the full wages of his capital before it taxes him. Private

property is a basic tenet of a democratic free society. We have

not accorded the ownership of industrial capital the same rights
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of private property originally accorded to agricultural private

property simply because our economy was put together out of a

patch work of expedients, in the absence of any comprehensive

theory of capitalism.

The theory of capitalism dates from the publication of

The Capitalist Manifesto written by M4ortimer J. Adler and myself

in 1958. Prior to that there was no theory of capitalism; there

was a collection of ideas believed to be characteristic of a cap-

italist society, but these were not part of a comprehensive logic.

The word "system" means 'logic." We cannot call our economy an

"economic system" unless we can define its logic. The failure to

accord the stockholder the right to receive the wages of his cap-

ital, paid periodically and dependably like the wages of labor,

was simply one of those missing links in our concept of a capi-

talist economy. Nor was that link missing without reason. Lack-

ing a method of providing adequate--much less unlimited--financing

for the growth of newly-formed capital without permitting manage-

ment to arbitrarily withhold the wages of capital indefinitely,

meant that economic growth would be totally stifled. The deducti-

bility of payments into an ESOP trust from the corporate income

tax only appear to be a "large tax break" because we have been

conditioned to think of stock ownership as carrying no right

-whatsoever to the earnings produced by the underlying capital.

* The corporate income tax is one of the chief lapses in the

rights of the stockholder to receive his proportionate share of
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the total net income produced by the underlying capital. The gov-

ernment intercepts the income in the corporation before it reaches

the stockholder. As long as all of the capital ownership is in

the top 5% of wealth holders in the economy, it would be a disaster

to now totally repeal the corporate income tax. But, as noted

above, it is a most desirable step in this direction to make the

payments of the wages of capital to the beneficial owners of cap-

ital tax-deductible as they are paid to the ESOP for the beneficial

ownership of the employee-participants.

When we have built an economy sufficiently large to produce

a high standard of living for all consumers, and in that process

have built capital ownership into all consumers so that they par-

ticipate, on the one hand, in the production of the goods and ser-

vices representing that high standard of living, and on the other

hand, receive the income represented by their productive input,

whether through their labor power, capital ownership, or both, it

would then be appropriate, I believe, to repeal the corporate in-

come tax altogether and to rely solely on the taxation of individual

income. In this way, we correct the original mistake (the corporate

income tax) while also correcting the concentration of the power

to produce goods and services represented by the concentrated'

ownership of capital in the U.S. economy.
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5) "FURTHER, ARE NOT THE IRS CODE 401 PROVISIONS SUFFICIENT
INCENTIVE SO THAT FURTHER INCENTIVE THROUGH THE ADDITIONAL
1% INVESTMENT TAX CREDIT IS NOT REALLY NEEDED OR NECESSARY?"

RESPONSE

The United States economy is in a perilous condition. A

major, though presently unmeasured, portion of its economy is

withheld from bankruptcy by governmental sw-erd-ries of one

thousand and one varieties. The national debt grows apace and

inflation ravages our currency. As goods and services become

technically easier to produce, income becomes harder to get, and

the great majority of U.S. families and consumers struggle vainly

for what is--relatively speaking--a meager living.*

Our largest cities, several of our largest states, our largest

railroads, many of our majpr banks, many of our largest manufactur-

ing concerns, and thousands upon thousands of businesses in general

are bankrupt or are teetering on the verge of bankruptcy. To be-

lieve that this perilous situation is going to correct itself is

simply to be blind to the fact that it is directly traceable to

the structural flaw in our economy: most of our goods and services

are produced by capital and only 5% of our consumer units own any

capital whatsoever. Redistribution by government and by govern-

mentally supported wage coercion (all of which go into inflationary

costs) has reached the point of provoking a taxpayers' general strike.

Nothing short of the most strenuous effort on the part of

government to facilitate the building of capital ownership into

*The affluence of an economy can only be honestly measured by com-
paring what it is technically capable of producing in goods and
services with what its people expect and desire it to produce. By
that standard, U.S. citizens are poorer than the people of India!
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the noncapital-owning masses of consumers will pull us back from

the brink of total disaster. We take false comfort from the fact

that our example is followed by all of the other market economies

of the world, and that in following our example they are getting

into trouble as deep or even deeper than ours. Thus, relatively,

we don't look so bad, although we are all on our way to certain

economic collapse unless we begin to make sense of our economies

and, indeed, convert them into economic systems, as I am urging.

But the present 1% voluntary additional investment credit

available to corporations that capitalize that 1% and transfer

the stock to an ESOP trust involves a still more frightening prob-

lem. First, let me say that I believe, and have repeatedly stated,

that the strength of the United States is dependent upon its tech-

nology, its great accumulations of capital instruments, and its

ability to bring into existence enormously greater productive

power in the form of new capital formation. I therefore applaud

governmental policy that encourages such new capital formation,

particularly under the present circumstances of our economy that

is so ill-designed to finance economic growth.

But if, as I am confident is the case, there is a time bomb

ticking away in the U.S. economy because most of our goods and

services are produced by capital, and only 5% of the consumer

units own any capital, then it is nothing short of astonishing

that Congress--particularly its members who style themselves as

liberals--should order a gift to be made by all taxpayers to the

already rich, to the extent of about $S8-l/2 billion a year! For
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the investment credit is, in fact, a gift from the taxpayers as

as whole, to the top 5% of wealth holders who own the corporations

that take the investment credit. If the investment credit were

used to preserve the status quo as far as the concentrated owners

of capital are concerned (and I believe in the strict protection

of private property, for one cannot build a private property econ-

omy upon the destruction of anyone's private property), then 5%

of the investment credit would flow to the existing stockholders,

and 95% of the investment credit would be capitalized and trans-

ferred, both for economic and motivational reasons, to the employees

of the corporations taking the investment credit! Thus, the intel-

ligent use of the investment credit would not only provide a means

of greatly expediting the building of capital ownership into the

noncapital-owning working employees of the companies that elect

to use the investment credit, but it would prevent intensifying

the concentration of ownership of wealth that constitutes the

dagger aimed at the heart of the American economy. We would stop

making the rich richer by ceasing to enforce gifts to them from

the middle class and the poor.

I have heard of a thing called "practical politics", and un-

derstand that under "practical politics" Congress does not make

sudden major changes, no matter how rational, nor indeed, how im-

perative the need may be. Consequently, perhaps the most we can

hope for is that 50% or so of the investment credit will be re-

quired to be capitalized and transferred to the workers. I still
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think it is important that when we do this, we understand what we

are doing: we are making a gift of about $4-1/4 billion to the

already excessively rich, and using $4-1/4 billion of the invest-

ment credit to build self-sufficiency into the financially under-

powered American workers.

In a later section of this paper, I will outline some of the

additional steps that Congress could, and I earnestly hope will,

take in order to stave off the collapse of the American economy--

steps that would facilitate both the acceleration of the economy's

growth rate and the broadening of its capital ownership base.

Let it be remembered that profit sharing and private conven-

tional pension systems have been encouraged by legislation in the

American economy for some fifty years, but still, 5% of the con-

sumer units own all of the capital. It is quite obvious that much

more effective measures, and much more effective leadership in sup-

porting those measures, is necessary if we are to pull back from

the brink of the greatest economic collapse in history.
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6) "UP TO NOW, ESOPs HAVE BEEN ESTABLISHED AND ARE CURRENTLY BEING

CONSIDERED BY CORPORATIONS. YET, ONLY 22 PERCENT OF THE LABOR

FORCE WORKS FOR MANUFACTURERS AND THIS IS LIKELY TO DROP BELOW

5 PERCENT IN A FEW DECADES. THUS, AREN'T YOU REALLY TALKING

ABOUT A PRETTY NARROW FIELD IN TERMS OF ALL THE PROMISES YOU

PUT FORTH CONCERNING GREATLY INCREASED RATES OF ECONOMIC GROWTH,

UNIVERSAL CAPITALISM, AND A SUBSTANTIAL REDUCTION IN TRANSFER

PAYMENTS? HOW CAN ALL THIS BE ACCOMPLISHED WITH SO MANY WORKING

FOR GOVERNMENT AND IN SERVICES AND PARTICULARLY ALL THE UNEM-

PLOYED AND THOSE CURRENTLY RECEIVING WELFARE OR OTHER TRANS-
FER PAYMENTS?"

RESPONSE

Of the 150 or more ESOPs established or in the process of

being installed by Kelso Bangert & Co. Incorporated in corporations

to date, only a modest percentage--perhaps no more than 20%--are in

manufacturing corporations. The others are in various kinds of ser-

vice enterprises, like advertising, engineering, construction,

banking, plant protection services, radio broadcasting, and the

like, and in various trading, retail and other types of enterprise.

The ESOP is as applicable to trade, service, wholesale, retail,

and business corporations in general as it is to manufacturing.

There is nothing peculiar to manufacturing that makes it unique in

this respect.

In a book written by Dr. Mortimer J. Adler and myself and pub-

lished by Random House in 1961, entitled, The New Capitalists:

A Proposal to Free Economic Growth From the Slavery of Savings,.

Mr. Adler and I showed that the economy could build, with "the

financed capitalist plan", capital ow.mership into all consumer

units within the economy. We pointed out that because the pro-

ductive power of an economy cannot be expanded many times over

instantly, Congress would have to set the priorities determining
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into whom the capital ownership should be built first, then sec-

ondly, etc. As has been said, the logic of well-managed private

enterprise is to invest in capital on terms where it will pay for

itself in a brief period .of years (normally within three to five-

years), and then go on throwing off net income indefinitely, its

productiveness being preserved by depreciation procedures that set

aside funds for the restoration of wear, tear, and obsolescence be-

fore net income is computed. If this is so, and it is so, then it

is only a question of financial and legal design, and the allocation

of credit, that determines which persons become owners of newly-

formed capital when it has paid for itself. Thus, Congress could

select the elderly, the welfare recipients, the unemployed, or in-

dividuals released from prisons, as part of their rehabilitation,

war veterans, or whomever, and in whatever order.

Obviously, our emphasis upon the ESOP represents our view as

to what the present priorities should be. We are not going to be

able to produce a high general standard of living unless we build

the productive power to turn out a vastly greater amount of goods

and services than we can produce today, while at the same time,

building in the capital productive power necessary to protect the

environment. This, I estimate, requires the expansion of the pro-

ductive power of the existing economy, on a per capita basis, by

a factor of somewhere between 7 and 12 magnitudes. This is a

titanic construction and production job and it will not be ac-

complished unless we fully employ every employable person in the
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U.S., and unless those individuals are motivated to give their best

efforts to the We believe that the accomplishment of this

goal will require somewhere between 25 and 30 years of the most

intensive full employment, and that in the course of that period,

the overwhelming majority of U.S. consumer units will acquire viable

capital holdings that will provide them with economic security and

independence, and the means of continuing to produce a good standard

of living after they have retired from the employment world.

Thus, we would suggest that this 25 year plan should be well

launched, perhaps 10 or 15 years downstream, before using the tech-

niques of building capital ownership into people who do not take

part in the construction and production of the "second economy".

In the long run, of course, we will achieve an economy that

will provide us with a high general standard of living for all

consumer units with only a fraction of the potential labor force

being employed. Perhaps 10 years will be as long a time as any

man or woman can be permitted to spend in the labor force three

or four decades from now, if we believe it important that every

individual spend some years in productive employment as a vital

part of his or her education about how the world runs.

Obviously, in the meanwhile, we must by welfare measures sup-

port those who cannot participate in the labor force: the elderly,

the sick, the mentally deficient, etc. But as the productive capa-

bility of the system expands, and as employment in the private sec-

tor soaks up the unemployed and then begins to attract people from

government payrolls, the power of the society to handle its welfare
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burden will not only be adquate, but the welfare burden will pro-

gressively diminish.

In short, the task of building an adequately productive American

economy is so crucial that we believe it would be dangerous to en-

able men and women who do not lend a hand to this task to acquire

capital ownership as easily as those who do. While many of our

public utterances would lead one to believe that man is a toil-loving

creature, this does not happen to be the fact. If people in general

could become affluent--in the practical sense--as easily without

working as by working, they would take the non-work route.*

FFForan example as to how financing techniques employing two-factor
economic principles could be used to build capital ownership into
welfare recipients, see "Income Maintenance Through Two-Factor Theory
and The Second Income Plan", a memorandum for the panel of the Presi-
dent's Commission on Income Maintenance Programs at its hearings
in Los Angeles, California, on May 23, 1969, a copy of which is
submitted as Exhibit 3 to these hearings.
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7) WON'T THE ALLESED INCREASE IN PRODUCTIVITY UPON CORPORATE
ADOPTION OF AN ESOP BE HINDERED BY: a) THE FACT THAT THE
SECOND INCOME WON'T BE RECEIVED FOR QUITE A FEW YEARS, DURING
WHICH TIME MANY EMPLOYEES WILL PROBABLY LEAVE AND b) EVEN
UPON RECEIPT OF THE DIVIDENDS, THEY WILL BE SUCH A S14ALL
PART OF THE EMPLOYEE'S TOTAL COMPENSATION THAT THEY REALLY
WON'T I4OTIVATE THE EMPLOYEE IN A NEW AND SIGNIFICANT WAY?'

RESPONSE

This question involves a misunderstanding as to how a typical

ESOP designed by Kelso Bangert & Co. Incorporated treats the prob-

lem of dividend distribution. The great majority of the 150 or so

ESOPs that we have installed or are installing in companies in the

U.S. contain provisions that, on a share by share basis, as stock

is paid for, any dividends declared on the paid-for stock will

pass through the trust into the participant's pocket. Thus, the

flow of dividends, where a dividend-paying stock is involved,

would normally begin with the first payment into the trust, which

would pay for a specific number of shares that are then allocated

to the participants' accounts. Dividends declared thereafter on

those shares would then flow into the employees' pockets. The

number of shares allocated, of course, increases from year to year;

thus, the dividend flow increases from year to year.

It is quite true that the pay-out of dividends by U.S. cor-

porations is relatively modest, although no one should underesti-

mate the wonderment of the individual who has never previously

received capital-produced income upon the receipt of his first

few dividend checks. The size of the dividend income will grow

as the use of ESOP financing grows and as Congress makes the ESOP
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progressively more effective in building significant capital own-

ership into individuals. Thus, a major portion of the dividend

credit should be capitalized and transferred to the corporation's

ESOP and such treatment should be made a condition to taking the

dividend credit at all. The provisions of H.R. 462 (Appendix IV

attached hereto) and other legislation discussed in this paper,

should be considered by Congress as means of accelerating the

magnitude of the "second income" which employees can and should

receive.

Finally, it is a basic tenet of two-factor economics that

Congress should--even if this requires enactment of a Federal

corporation law and mandatory compliance with that law by all

corporations engaged in activities over which Congress has juris-

diction--protect the private property of the corporate shareholder

in his right to receive his proportionate part of the net income

of the corporation and to have it paid out regularly, not less

frequently than annually. The essence of private property in

producer goods (or capital instruments) is the right of the par-

ticular shareholder to receive the total proportionate share of

the income produced by the capital represented by his shares.

To the extent that such right does not exist, corporate stock

does not represent private property ownership in the means of

production. It is nothing short of scandalous that today the

stockholder has no right to the earnings of the corporation in

which he owns shares. The Federal government lifts up to 48%
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of the wealth produced by capital before it can be used by the

corporation itself. The various states then take their bite.

The board of directors may appropriate indefinitely 100% of the

remaining earnings. Granted that this probably was the only way

to finance our inadequate rate of economic growth in the past, the

techniques built upon two-factor theory (see diagram on page 17

above) eliminate this deficiency and provide an unlimited source

of financing growth while paying the wages of capital fully and

regularly like the wages of labor. This cannot, of course, be

done overnight, but it certainly could be totally accomplished

within the space of three or four years if we determine that we

are going to make ours a truly capitalistic economy. I strongly

urge and recommend that the Joint Economic Committee give this

matter its closest consideration and, if it ultimately agrees with

my recommendations, that it throw its weight behind the restora-

tion of private property, or more accurately, the granting of

private property to owners of corporate stock in U.S. corporations.

When private property is restored to the stockholders of cor-

porate stock, and financing techniques that broaden the proprietary

base become the primary methods of corporate finance in the U.S.

economy, in the process eliminating inflation and unemployment,

I believe that in a few years the major portion of every em-

ployee's income will be derived from capital, for the very simple

reason that most of the goods and services in the U.S. economy are

produced by capital.
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8) "WHY SHOULD THE NEW SHARES OF STOCK BE ALLOCATED ACCORDING
TO COMPENSATION LEVELS WHEN THIS WILL JUST WIDEN THE PRESENT
INCOME GAP BETWEEN THE VAST MAJORITY OP LOWER AND MIDDLE
INCOME WORKERS AND THOSE HIGHLY PAID EXECUTIVES?`

RESPONSE

It is entirely possible that some U.S. corporations may over-

pay some of their executives. But it is also true that, as a whole,

executives are the most strangely propertyless class in history.

They may have high incomes; they certainly have high taxes and high

living costs. Their aggregate ownership of capital--I am speaking

now of professional managers, as distinguished from those who in-

herit significant capital ownership--is negligible. It is a rare

event for an executive to retire with a capital accumulation large

enough to support him comfortably without his social security and

his pension. Even so, it is not uncommon for his standard of liv-

ing to drastically drop upon his retirement.

The great disparity in wealth is not between corporate execu-

tives and other corporate employees; it is between the 5%--mostly

inheritors of wealth--who own all the U.S. capital, and all the

rest of the consumer units in the U.S. economy.

Management--good management--is a rare and valuable talent.

The law of supply and demand decrees that it will be highly paid

where, in fact, it is particuarly well qualified and competent.

On the other hand, I believe that the broadening of stock owner-

ship among all employees, and the gradual taking of steps to

establish private property in corporate stock to stockholders,

will make the employee stockholders of a corporation, as well as
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the non-employee stockholders, extremely cost-conscious. An ex-

cesive salary means, under those circumstances, a reduced dividend.

The pressure on management to be reasonable and responsive to the

interests and wishes of stockholders in general, and to employee-

stockholders in particular, can almost be guaranteed.

It should not be overlooked that the relative pay granted to

employees of any enterprise is the best measure of the relative

importance of that employee's contribution to the corporation's in-

come. Employees who believe their talents are worth more than they

are paid customarily change jobs. It would be flying in the face

of facts to assume that all employees are equally valuable; we all

know otherwise.

Finally, while a few executives may be highly paid, it should

be remembered that their stock ownership in the aggregate in most

corporations would constitute a tiny fraction of the stock owner-

ship of employees as a whole under the standard ESOP allocation.

The ESOP allocation is as just as the wage payments; it would be

difficult to see how greater economic justice could be achieved.

Also, it should be remembered that under existing law, the Internal

Revenue Service has the power to deny the deductibility of "unreason-

able" salary payments. Perhaps the Treasury should be given Congres-

sional encouragement to use that power more vigorously.
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9) "WHY HAVE YOU ADVOCATED THAT THE SHARES ALLOCATED TO EMPLOYEES
CONTAIN NO VOTING RIGHTS? SHOULDN'T ALL OWNERS OF A CORPORA-
TION HAVE A SAY CONCERNING THE GENERAL POLICIES OF THE COMPANY
THEY OWN A PART OF?"

RESPONSE

This question involves a misapprehension as to what I have

advocated. I do advocate, in fact, precisely the opposite. I

believe that only one of the 150-plus ESOPs that my firm has de-

signed and established or is in the process of establishing in U.S.

corporations involves non-voting stock, and that one was at the

client's insistence, and contrary to our recommendation.

The function of the ESOP is to create an identity of inter-

ests on the part of public stockholders, management stockholders

and submanagement employee-stockholders. This can best be done

by using a single class of stock and by having voting rights at-

tached to all such shares.

However, it is also true that the voting of shares in most of

the ESOPs that my fitm has designed and established is done by a

committee, usually three or five persons, appointed by the board of

directors, and subject to change or removal by the board of direc-

tors. In many cases, employee representatives are appointed by

the board of directors to sit on the trust committee as a means of

facilitating communication between mangement and employees.

A basic tenet of two-factor economics is that the function of

ownership and the function of management are two entirely distinct

functions It is postulated that any human being can be an owner

of productive capital (usually shares of stock in business corpora-

tions) and that, ideally, every individual would actually own a
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viable holding of such shares. However, it is not a postulate of

two-factor economics that every individual is qualified to manage

a corporation. The ideal corporation is one in which promotion

from level to level in the corporate hierarchy is possible and easy.

Nevertheless, management is a rare and difficult art; the health

and success of the corporation as a whole depend upon its having

the highest quality of management. Any sound employee communica-

tions program designed to facilitiate an understanding of the com-

pany's ESOP will emphasize to all employees the vastly greater im-

portance to them, now that they are becoming stockholders with grow-

ing stock ownership, of the highest quality and capability of the

corporation's management.

A significant number of the ESOPs which Kelso Bangert & Co.

Incorporated has designed and installed provide for the passing

through of the vote to the employee-stockholder. Thus, the trust

operates a proxy machinery for stockholder meeting purposes simi-

lar to that operated by the corporation for non-employee stock-

holders.

I believe that the best ESOP trust design is one which does

pass the vote through to employees as the stock is paid for and

thus gives employees a voice in the voting of corporate stock.

However, I believe also that a number of years of living with an

ESOP and learning to understand the meaning and significance and

potential value of stock ownership--in other words, a period of

education about capitalism and particularly about two-factor eco-

nomics--should preceed the passing through of the vote to employees

where that vote represents control of the corporation.
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Nothing could be more disastrous to a business than for stock-

holders to elect amateurs to the board of directors and for the

board of directors to appoint an amateur management. Such a cor-

poration would stand out as a disaster to be avoided by all future

businesses. Too long we have thought in one-factor economic terms.

It requires education to think in two-factor terms, and the most

important factor in that education is for Congress itself to give

guidance to the citizens of the country in two-factor terms. As

pointed out later, I would recommend as a first step, that the Joint

Economic Committee of Congress recommend to Congress the amendment

of the Employment Act of 1946 to give the U.S. a two-factor economic

policy rather than the one-factor economic policy under which it

suffers today. A draft of that legislation is contained in the

Appendix to the book published in 1967 by Patricia Hetter and myself:

Two-Factor Theory: The Economics of Reality. A copy of that Ap-

pendix is submitted with this paper as Appendix III.
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10) "AS OF NOW, GIVEN THE PAST EXPERIENCE OF CORPORATIONS WITH

ESOPs AND CURRENT TAX LAWS AND CONGRESSIONAL ACTS RELATED

TO THEM, IS THERE ANY POTENTIAL FOR CORPORATE ABUSE OR AT

LEAST CORPORATE FINANCIAL GIMMICKRY WITH NO BROADER BENE-

FITS TO EITHER THE EMPLOYEES OR SOCIETY?"

RESPONSE

ESOP financing is the most complex financing ever used by a

corporation, for the simple reason that it affects the entire cor-

porate personnel and the corporate personality. The implementing

of ESOP financing involves a vastly broader spectrum of professional

disciplines than that required for conventional corporate finance.

Very few firms, to date, realize this, or are prepared to cope with

this fact. What is more dangerous, no doubt, is the entry into the

field of many a self-styled "financial advisor", with scant knowl-

edge of two-factor economics, securities regulations, tax law, de-

ferred compensation law, labor law and practices, investment bank-

ing practices, communications insight and capability, accounting,

and so forth. Thus, it is inevitable that a certain number of ill-

designed, and possibly even illegal, ESOPS will be established,

and that some properly established ones may be mismanaged.

Nevertheless, the ESOP is about as fool-proof a device as

human ingenuity can create for the purpose. Congressional recog-

nition of the desirability of implementing broader capital owner-

ship is encouraging some of the most responsible investment bank-

ing firms to establish ESOP capability, and Congress can do much

more in this direction.

About the only potential for serious abuse lies in the possi-

bility that a malevolent management, or malevolent close holding
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owners, will sell a worthless business to employees through an ESOP.

In other words, they will vastly overprice the business acquired

by the employees. Fortunately, this risk, though it does exist,

is extremely remote. The stock purchased by an ESOP must be paid

for. Either the ESOP must borrow, on the corporation's guarantee,

sufficient funds to buy the stock, in which event the entire trans-

action falls under the icy scrutiny of a lender, or the sellers

carry the credit themselves and are thus dependent upon the busi-

ness paying for itself within a reasonable period of years. If

it does this, it has demonstrated that it was not such a bad buy

in the first place.

Many possible legislative steps could be taken to further mini-

mize this risk. Perhaps the most significant one is the provision

of H.R. 462 (see Appendix IV) that would permit a transaction to

be reviewed by the Treasury in advance with respect to the valua-

tion of stock to be acquired by an ESOP.
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REJECTION OF ESOP FINANCING BY
THE UNITED STATES RAILWAY ASSOCIATION

IN CONNECTION WITH THE REORGANIZATION OF THE
NORTHEAST CORRIDOR RAILROADS

AND THE ESTABLISHMENT OF CONRAIL

Perhaps as good a description as any of the background of

Sections 102 and 206(e)(3) of The Regional Rail Reorganization Act

of 1973, requiring U.S.R.A. to use ESOP financing for ConRail, is

the account written by Mr. William Jones, a staff writer for the

Washington Post and published in that newspaper's issue of January

2, 1974, as follows:
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WEDNESDAY. JANUARY 2. 1974
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brought renewed waIfes
about the ability of Lock
heed to survive and haa led
Pan American World Alr
way, to warn that It may
have to have a federal nob-
sidy to keep tree of bank-
raptvy courts.
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employe awnership con-
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The idea behind the sections calling for building ownership of

the reorganized railroad into its employees through investment of

government financing through an ESOP for ConRail, to put the mat-

ter simply, is that if the employees of the reorganized railroad

are left in a position where they must, in order to keep up with

rising costs of living and naturally rising expectations, demand

progressively more pay in return for progressively less work, as

they have in the past, the bankruptcy of ConRail, or its national-

ization to avoid bankruptcy, will be as assured as was the bank-

ruptcy of its predecessors. Perhaps the more likely result will

be nationalization of the new railroad with the staff of U.S.R.A.

as its new operating bureaucracy.

The United States is the only country on earth left with pri-

vate ownership of its railroads. It is, in my opinion, as inevit-

able as tomorrow's sunrise, that if ConRail is financed without

building a major portion of the ownership into the rail employees,

the U.S. will have made certain the ultimate nationalization of

this railroad.

In order to justify itself in pretending to conform to the

Congressional mandate to carefully investigate and evaluate the

use of ESOP financing for the government money going into ConRail,

U.S.R.A. employed three consultants, who, without comprehending

either the nature of ESOP financing or the cause of the original

bankruptcy, recommended against ESOP financing, but, by omission,

offered no solution to rail labor's historic indifference to man-

agement's problems of meeting competition and generating profits.
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They suggested no alternative, if ESOP financing is not the an-

swer, to unite the interests of management and of other stock-

holders--if any--with those of ConRail's unionized workers. 
The

consultants assumed a bail-out philosophy in order to mobilize

the growing hostility of taxpayers to the rising costs of 
bail-

ing out of private enterprises that flounder--more often 
than

not due to our defective economic policy and our defective 
cor-

porate financial strategy bottomed on the defective economic

policy.

One of the consultants, E. F. Hutton & Company, maintained

that the ESOP would be an unfair windfall to the workers, but saw

no windfall at all in government's providing risk-free credit 
to

increase the net worth of existing creditors by over $3 billion.

The U.S.R.A.'s consultants' evaluation of the ESOP was entirely

negative, and is replete with tortured pseudo-logic, gross 
dis-

tortions, and biased, short-sighted comments about ESOP--precisely

what one would expect from expert practioners of the conventional

corporate finance that has brought the U.S. economy to its 
knees,

and will eventually destroy it, if these defective concepts are

not largely and speedily replaced with financing techniques 
built

on two-factor principles.

Two other consultants employed by U.S.R.A. to bulwark its

predisposition to keep the employees of ConRail propertyless 
and

to prevent the use of ESOP financing were the firm of Towers, 
Perrin,

Forster & Crosby, and a Dr. Saul Gellernan, neither of which was or

is qualified to evaluate ESOP financing, or a combination 
of ESOP
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and shippper-passenger ownership financing structured on two-factor

principles.

It appears at the present time that Congress will accept

U.S.R.A.'s erroneous conclusion not to use ESOP financing for

ConRail and will proceed to pour successive billions of dollars

into that operation without creating a single new stockholder,

preliminary to the system's ultimate nationalization.

Submitted for inclusion in the printed record of these

hearings is a copy of the rebuttal, dated September 8, 1975,

by Louis 0. Kelso, Managing Director of Kelso Bangert & Co.

Incorporated, and Norman G. Kurland, its Washington Counsel,

with respect to the report prepared by the consultants em-

ployed by U.S.R.A. and entitled, 'An Evaluation of the Em-

ployee Stock Ownership Plan as Applied to ConRail." This re-

buttal is respectfully submitted as Exhibit 1 for inclusion in

the record of these hearings. Also respectfully submitted for in-

clusion in the report of these hearings as Exhibit 2 is a compila-

tion of the hearings, floor statements, and other relevant legis-

lative material relevant to the Northeast Corridor Railroad Re-

organization, assembled by Kelso Bangert & Co. Incorporated under

the title, "Employee Stock Ownership Plan Financing To Get U.S.

Railroads Back on the Track and In The Black," dated February 4,

1974.

- 70 -



212

RECO,4MENDATIONS FOR LEGISLATIVE CHANGES

TO Il4PLEMENT A TWO-FACTOR ECONOMIC POLICY

TO ACCELERATE THE GROWTH OF THE U.S. ECONOMY,

TO CREATE FULL EMPLOYMENT FOR TWO TO THREE DECADES,

TO REVERSE INFLATION AND BRING ABOUT GENTLE DEFLATION,

AND TO BROADEN THE CAPITAL OWNERSHIP BASE OF THE U. S. ECONOMY.

SUGGESTED EXPANSION OF U.S. ECONOMIC POLICY

TO COMPREHEND BOTH FACTORS OF PRODUCTION

The idea of a defined national economic policy, the idea of

the Joint Economic Cormmittee, and the idea of the Council of Eco-

nomic Advisors to the President, are all laudible and sound ideas.

It is time, however, to expand the national economic policy into

one that is consistent with the theory of universal capitalism,

and to comprehend and recognize both factors of production for

purposes of national planning and guidance of private enterprise

and for guiding governmental action toward the economy.

A proposed text for the amendment of the Employment Act of

1956 was included as an Appendix in Two-Factor Theory: The Eco-

nomics of Reality, written by Patricia Hetter and Louis 0. Kelso

and published by Random House (paperback by Vintage Books) in

1967. A reprint of that proposed legislation is included as

Appendix III to this paper.

H.R. 462 (ALSO KNOWN AS H.R. 5577)

This piece of legislation, introduced by Congressman William

Frenzel of Minnesota, is pending in the Ways and Means Committee.

A copy of the bill 'in the form in which it is pending in the Ways
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and Means Committee is included as Appendix IV to this paper. A

slightly revised version of the bill, containing my recommendations

for minor improvements in the text of the law, together with an

explanation of those recommendations, is included as Appendix V at-

tached hereto.

Perhaps a note of explanation should be here included with

respect to the suggested revision of H.R. 462 providing for the

valuation of corporate stock at "fair market value" (or "fair value")

as defined in the various applicable laws, or book value, whichever

is higher. This is definitely an anti-recession measure, and does

not affect the amount of tax deduction resulting from transfer of

stock to an ESOP. Rather, it affects the number of shares to be

transferred to receive any particular deduction. The problem is

this: where the established stock market, which the Internal Rev-

enue Service, acting under existing legislation, has heretofore

accepted as Holy Writ, values a stock at less than its book value,

the absolute dilution involved will, in many cases, simply pre-

vent the employees from acquiring any shares through an ESOP be-

cause, as the law now stands, the ESOP must not pay more than

fair market value for stock which it purchases. Thus it is sug-

gested, by this change, that during a recession, it is better that

employees get fewer shares than none at all. Only the broadening

of the capital ownership base can cure our recession, and thus

this measure seems to be founded on common sense.
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OTHER LEGISLATIVE SUGGESTIONS

The following suggested program of legislative reforms could,

if adopted into law, accelerate the broadening of the capital own-

ership base in the U.S. economy, and substantially transform its

stock markets from speculator markets to investor markets.

The economy of the United States has endured the mythology

of one-factor conventional economic concepts in a two-factor real

world to the point where change can no longer be avoided.

Either we set about speedily repairing the mismatch between

the possession of economic productive power and the possession

of present and potential unsatisfied consumer needs and wants,

so that we can achieve both a free and a genuinely affluent society,

or we must accept growing totalitarianism to convert the erroneous

one-factor mythology into nationalistic dogma as the totalitarian

socialist economies all do.*

So close to breakdown is our myth-ridden, over-inflated,

labor-strife-torn, craftsmanship-atrophied, debt-burdened, bur-

eaucratized boondoggle economy, that steps to broaden the capital

*The most profound student of the subject, Karl Marx, was quite

aware of the requirement of totalitariasrAJ to make one-factor

economic concepts feasible in the real world. He then proceeded

to invent another myth, the myth that the instinct to own the

means of production--the acquisitive instinct--would "wither away"

under the dictatorship of the proletariat. See Kelso, "Karl Marx:

The Almost Capitalist"; American Bar Journal, March 1957, Vol. 43,

No. 3. The recent overthrow of the Allende Socialist government

in Chile by the middle class capital owners (trucks, shops, small

farms), and their sympathizers among the aspiring workers and the

military, suggests that human patience with one-factor socialist
mythology is growing short.
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ownership base must be given priority over every other aspect of

economic reform if we are to recapture the American innocence that

once made the United States the epitome of a good society.

We offer some suggestions in nontechnical language of rather

obvious legislative reforms that could accelerate the program of

expanding the capital ownership base. We think they demonstrate

how minor the required changes are.

We suggest consideration be given to making the following

changes in Federal laws, with corresponding adaptations in State

laws where necessary:

(1) Congress should consider legislation establishing a gov-
ernmental insurance agency, which might be known as the Capital
Diffusion Insurance Corporation ("CDIC"). Its purposes would be
to insure banks, insurance companies, and other lenders who make
loan financing to ESOP Trusts, much as the Federal Housing Insurance
Agency insures banks which make consumer loans on home financing.
Such an insurance company, which might ideally be imitated by
private insurers, as the FHA now\is, would facilitate and encourage
the readiness of banks and other lenders to make such loans, and
it could serve, along with the Federal Reserve Board, as a regulatory
mechanism for phasing the new economic policy into the economy.
The methods used in establishing the Federal Housing Insurance
Agency could approximately be followed in establishing the CDIC.

(2) Legislation should be developed and adopted to enable
banks and insurance companies, and other qualified lenders (which
should include savings and loan associations) to discount loan paper
insured by the Capital Diffusion Insurance Corporation with a
Federal Reserve Bank, pursuant to regulations to be adopted by the
Federal Reserve System. This would amount, in effect, to a process
for monetizing productive power (represented by capital purchased
under an arrangement where it will pay for itself). The ultimate
effect of wide-spread ESOP financing would be deflationary. This
is so because once the newly formed capital has paid for itself
and the credit advanced has been reversed, the newly formed capital
continues to throw off goods and services virtually indefinitely,
its productive power being restored and protected by depreciation
procedures that set aside, before net profts are computed, sufficient
funds for this purpose.
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(3) Legislation should be adopted to provide an opportunity

for careful reflection upon the New Economic Policy 
in connection

with labor relations controversies, and to relieve 
the economy

and the society from the enormous damage done by 
strikes and lock-

outs, the coercive tools used today in seeking or resisting 
the

inflation-forcing demands for more pay in return for the same (or

even less) work input. Such legislation should give the President

power, in all instances involving interstate commerce, 
to suspend

the use of strikes and lock-outs for a reasonable period of time

while the parties involved investigate the possiblity 
that ESOP

financing might reconcile their differences in a 
manner consistent

with the public interest and their own mutual prosperity. 
ESOP

financing techniques normally benefit both the corporation, 
by

giving it access to lower-cost capital, and the union, by building

the ownership of productive capital into its members 
with unprec-

edented speed. The end result is to raise employee 
incomes without

proportionately raising business costs and without 
raising the price

the public pays for the company's products, all 
of which are in the

public interest.

(4) Steps should be taken to formulate a policy within the

Antitrust Division of the Department of Justice, 
and within the

Federal Trade Commission, with implementing legislation 
if necessary,

to assure that in all divestitures, primary emphasis 
is placed on

sale, where this is financially feasible, of divested 
assets to

employees in the subsidiaries or divisions being divested through

ESOP financing techniques. This procedure should include consid-

eration of installment pay-out arrangements with 
the seller, par-

tial payment through the issuance of subordinated 
debentures to

the seller, and possibly governmental financing 
assistance through

CDIC insurance or otherwise where adequate financing 
under pre-

vailing market conditions is not readily available.

(5) Steps should be taken to establish a policy within 
the

Interstate Commerce Commission, the Federal Aviation 
Adminis-

tration, the Federal Power Commission, and within other 
appropriate

Federal regulatory agencies to use their powers, where the best

interests of the regulated industries, their employees 
and the pub-

lic can thereby be promoted, to encourage the use of Employee Stock

Ownership financing to rapidly build significant 
capital ownership

into such employees. It is clear that if employees of transportation

and other regulated enterprises progressively demand 
more pay in

return for diminished work input--as they must to maintain 
or

improve their standards of living if they have no access to the

ownership of capital--and the regulatory bodies 
do not automa-

tically permit these increases to be charged to 
shippers, passengers,

and other users of the services of such regulated industries, the

transportation enterprises or other regulated industries will sooner

or later collapse--as the entire north-east railroad 
system of

the United States is undergoing at the moment. In fact, it is safe
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to predict, that the thousands of urban mass transit systems needed
by all of our cities, in addition to efficient inter-urban transit
systems, cannot and will not be built (except by governments) until
techniques for substituting the growing ownership of capital for
inflationary wage and salary demands are developed. The same is
true in the airline industry as well, and in other public utilities
such as the electrical, gas, and telephone industries.

(6) Consideration should be given to tax and other measures
which would encourage conglomerates seeking voluntarily to divest
themselves of subsidiaries or divisions or other assets, to use
ESOP financing techniques to sell these assets to employees of
the entities which will ultimately operate after divestiture.

(7) studies should be made of the extent to which Federal
leadership, cooperating with the appropriate regulatory bodies of
the states, can encourage public utilities to finance a major
portion of their expansion through a combination of Employee Stock
Ownership Plan financing techniques and techniques that build own-
ership into customers of public utilites, in order to raise the
power of the public to pay for the services. In the light of the
American dream that every family and individual hopes to acquire
an independent source of income through the private ownership
of a significant holding of productive capital, it seems illogical
to grant monopoly franchises to corporations without requiring
them to finance a major part, if not all, of their expansion in
ways which would build second sources of income into their em-
ployees and into their customers.

(8) In the case of sale by the U.S. Government Atomic Energy
Commission of atomic fuel plants to private enterprise, and in
the case of all such similar privatization transactions, studies
should be made of the means of selling a major part of the equity
of such enterprises to employees, and of other means of broadening
the ownership base of the resulting new companies.

(9) In order to relieve the Federal Government, the states,
cities, towns, and other municipal corporations, school districts,
college districts, universities, and various quasi-public corp-
orations of multitudinous debt and tax burdens, Federal and state
legislation should be drafted to encourage the privatization of
facilities now owned and operated by such governmental agencies
and quasi-public corporations. This legislation might be modeled
on the Eisenhower Post Office Law, which was designed to encourage
private construction and ownership of post office buildings thereupon
leased to the Federal Government. Rather than to encourage the
highly concentrated private ownership of such facilities, however,
they should be owned by the employees who work for the governmental
agencies and quasi-public corporations involved. Such employees
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can be made the employees of the respective 
facilities' corpora-

tions with arrangements for the 'leasing" 
of the employees to the

governmental agency at cost, and the leasing 
of facilities at fair

market value. The end result would be the building of private

capital ownership into civil servants and 
other governmental and

quasi-public corporation employees so as to 
give them private sec-

urity and second sources of income. The staggering costs of present

public retirement systems could thereby be 
enormously reduced --

perhaps even eliminated.

(10) A governmental policy should be adopted 
for the privati-

zation of all publicly owned assets where 
the ownership of such

assets can be acquired by employees of entities 
operating such as-

sets through the use of ESOP financing. Each step in such priva-

tization will reduce the public payrolls 
and at the same time raise

the tax base and the private incomes of the 
employees involved.

The motivational implications in raising the 
efficiency of the

economy and the power of the American workers 
to buy and enjoy

the output of business and industry should 
be desireable by-

products of such steps.

(11) Legislation should be developed to provide 
the use of

ESOP financing techniques in connection with 
the building of new

towns. Each new town represents a vast new collection 
of capital

instruments. If those capital instruments become owned 
by the top

5% of wealth holders, following the patterns 
of the past, the new

towns will quickly reach the state of economic 
stagnation charac-

teristic of all old towns and cities today. 
To bring into exis-

tence vast amounts of productive capital without 
commensurately

raising the power of people affected to engage 
in production through

the ownership of the newly formed capital, 
as well as through their

employment, is to invite the repetition of the crushing problems

which we now face at every level of the economy.

(12) Legislation should be adopted to require the Federal Power

Commission, which has options under the Federal Power Act to pur-

chase some 270 used hydro-electric plants at prices which 
represent

a fraction of their current fair market value, to assure that such

plants are purchased by employees and by 
propertyless people who

are now deprived of an opportunity to be 
sufficiently economically

productive. It is virtually certain that these assets 
can be pur-

chased on terms where they will pay for themselves quickly. Such

a policy would help raise the productive power 
of thousands of

unproductive and underproductive citizens, 
disalienating them,

raising the Government's tax base, and carrying out the spirit of

the new industrial Homestead Act policy above 
outlined.

(13) Our labor-management relations laws should be modified

to facilitate and encourage organized labor's 
trading off its present
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legal right to coercively abolish the law of supply and demand with
respect to wages and salaries (a product of one-factor economics)
for fast and effective access to the acquisition of capital ownership
and second sources of income through ESOP financing. This would
enable workers--and everyone else--to enjoy a reversal of inflation,
higher incomes, and greater legitimate leisure and economic securi-
ty. It would again enable U.S. industry and agriculture to produce
the highest quality and lowest priced goods and to out-compete
anyone anywhere--even after our example is imitated abroad.

(14) We should eliminate or radically reduce the capital gains
tax imposed under present Federal and state income tax laws on rich
individuals who sell their holdings of equity stocks to ESOP Trusts
of corporations or to the ESOP Trusts established for public em-
ployees. Not only do we have the problem of guiding the new cap-
ital formation of the future away from the excessively productive
rich to the underproductive and nonproductive non-capital-owning
masses, but we must facilitate the broadening of the ownership of
the enormously concentrated present holdings in such manner as
to respect and protect private property. It should be remembered
that a rich man with "liquidity" can diversify his holdings under
the "Prudent lian Rule" by re-investing in other securities or assets.
The "Prudent Man Rule" is a rule to live by for the rich whose
capital estates have reached the caretaker stage. But the "Prudent
Man Rule" which keeps the rich man rich, if mistakenly followed
by capital-less workers, has the effect of keeping them poor!
It is the "Prudent Capital Estate Builder's Rule" of applied Two-
Factor Economics that the propertyless many must follow--and be
educated and encouraged to follow.

(15) Finally, the formulation and refinement of legislation
pertaining to the foreign economic policy of the United States
should be undertaken. The power of business and government of the
United States, through the use of ESOP financing techniques and
related means, to show the developing economies how to make "haves"
(that is, capital owners) out of the "have-nots," without taking
from the present haves, should be the first instrument of our
foreign policy. This is an awesome power, capable of relegating
coercion to a secondary role in international relations. It would
be a positive means of making America again a symbol of good will
in the world. There would appear to be no other way for U.S. cor-
porations to build their stockholder constituencies abroad to the
degree necessary to enable the citizens of the host economies to
consume their share of the goods and services which the multina-
tional corporations wish to produce and sell in those economies.*
In no other way can U.S. managerial talents, merchandising know-how
and financial statesmanship be sold year-in and year-out to friendly
nations for the mutual profit of all. And in no other way can U.S.

*See Kelso and Hetter, "Uprooting World Poverty--A Job for Business,"
Business Horizons, Fall 1964.
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enterprise avoid the confiscation of its assets by the 
governments

of developing economies (and even developed economies) in order

to help solve domestic economic problems which would 
automatically

have been solved if the proprietary base had been broadened 
as those

economies underwent industrialization.
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TECHNIQUES OF CORPORATE FINANCE
OTHER THAN ESOP FINANCING

BUILT UPON TWO-FACTOR ECONOMIC PRINCIPLES

THE FINANCED CAPITALISTS' PLAN

We propose the amendment of Federal and State banking laws and

Federal and State retirement systems laws to give public employees

and other Congressionally-identified groups of persons, as Congress

may from time to time determine, access to non-recourse credit (as

the ESOP Trust does under present law for corporate employees) to

buy stocks newly issued in the course of financing the expansion of

the economy by qualified corporations. Criteria, already highly

developed, for identifying and selecting profitable enterprises

that could qualify to finance their expansion in this manner should

be adopted in order to "qualify" stocks of particular businesses

for this type of financing. Corporate dividends paid into such

trusts should be made deductible from corporate income taxes at

both Federal and state levels. In exchange for having access to

virtually unlimited financing for growth (so long as it meets the

feasibility tests), corporations should be required to pay out the

"wages of capital" (corporate net earnings) fully to the owners of

the corporation's capital--the stockholders. Not only does mass

production of humanly useful goods and services imply their mass

consumption, but the double-entry bookkeeping logic of a free mar-

ket economy requires that the wages of capital be paid out fully
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like the wages of labor to make such mass consumption possible

with a minimum of enervating consumer debt. Consumer debt merely

diminishes the market power of the consumer by the amount of in-

terest paid over the life of the loan. In housing, for example,

the buyer often pays the equivalent of two price-inflated houses

in loan interest in order to buy one price-inflated house!

This technique in general is more elaborately treated in

The New Capitalists, by Louis 0. Kelso and Mortimer J. Adler,

originally published by Random House in 1961 and republished in

1975 by The Greenwood Press, Westport, Connecticut. One aspect

of this is also touched upon in the proposal submitted by Louis

0. Kelso to the President's Commission on Income Maintenance Pro-

grams at its panel hearing in Los Angeles on May 23, 1969. This

proposal, entitled "Income Maintenance Through Two-Factor Theory

and the Second Income Plan," is included as Exhibit III among the

exhibits submitted to the Committee with the request that they be

printed as part of these hearings.

PUBLIC UTILITY FINANCING TECHNIQUES

This subject is referred to in paragraph (7) under the dis-

cussion of legislative recommendations above.

It is perhaps important only to note that joint financing

proposals on the part of Kelso Bangert & Co. Incorporated, and

Kidder, Peabody & Co., Incorporated, are pending before two of

the nations's largest public utility corporations. These would

- 81 -



223

involve financing a small (but individually significant from the

standpoint of employees) portion of the future growth of those

utilities by using ESOP financing to build ownership into workers,

and a large and unlimited portion of the future growth of those

utilities by building ownership into utility energy consumers in

proportion to their relative energy needs. This second phase of

the proposals would, of course, require modest legislative changes

both at the state and federal level and these will undoubtedly

come before the respective state and federal governments within

the next twelve months or so. It is important to know that the

identical techniques, so far as economic theory and economic de-

sign is concerned, were used by me in designing the financial and

ownership structure of Valley Uitrogen Producers, a large chemical

fertilizer complex owned by some 8,000 or more California farmers,

the overwhelming majority of whom paid for their stock entirely

out of dividends. This corporation technically qualified as a

cooperative, and thus could use the necessary tax advantages to

build ownership into farmer-consumers without their being currently

taxed and without the corporation being required to include as tax-

able income the dividends it paid. It should be noted that the tax

law has subsequently been modified to make this impossible, though

its benefits to California agriculture and to the economy as a

whole were enormous. I estimate that it has saved California far-

mers as a whole well over a billion dollars in fertilizer costs in

the past fifteen years. Beyond this, it built the ownership of

productive capital into many farmers who had never before owned

industrial capital stock.
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AGRO-INDUSTRIAL TECHNIQUES DESIGNED UPON TWO-FACTOR PRINCIPLES

Kelso Bangert & Co. Incorporated has substantially developed

a financing technique structured upon two-factor principles for

use in creating major agricultural industries while building own-

ership of these diversified corporations into employees and even

into former land owners who transfer their land to the agro-indus-

trial corporation.

SPECIAL ECONOMIC DESIGNS APPLICABLE TO DEVELOPING ECONOMIES

The technique of finance, structured upon two-factor princi-

ples, applicable to particular developing economies will, or course,

vary from one economy to another. While this whole subject has yet

to be significantly explored at the business level, it is interest-

ing to note that, after having his advisors study the books pub-

lished to date on two-factor economics, the Shah of Iran has

launched a program of building of ownership of industries into

industrial workers. The techniques employed are, I would submit,

capable of being much improved, but there can be no question of

the soundness and farsightedness of the economic goal espoused 
by

the Shah: broad ownership of industrial enterprise within Iran.

Kelso Bangert & Co. Incorporated, at the request of former Gov-

ernor Feret of Puerto Rico, prepared the design of a plan intended to

accelerate the growth of the Puerto Rican economy and to build
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the ownership of the expanded economy into the employees of all

employers who elected to participate. This plan included public

employees, partnership employees, domestic servants, and indeed

every type of employee. The theory of Governor Feral in selecting

the final design which he chose was that, as we have expressed

above, there is danger in making capital ownership available to

people who do not work when in fact high levels of employment are

required to expand the economy adequately to provide the general

high standard of living. While the "Puerto Rican Proprietary Plan"

was passed by the House of Representatives, it was never passed by

the Senate becuase Governor Fero* lost the Governorship to the Presi-

dent of the Senate who is presently the Governor of Puerto Rico. It

is interesting to note that Puerto Rican economic problems remain

as unsolved as they were in 1972 and, in my opinion, they will con-

tinue to be unsolved and unsolvable until broad capital ownership

is built into consumers within the Puerto Rican economy. It is

interesting to note that the Puerto Rican Proprietary Plan was

roundly condemned by one of the high priests of the conventional

economic wisdom. An account of this rhetorical battle is set forth

in the Congressional Record with an introductory note as Appendix

VI to this paper.

The important message is that two-factor economic theory is of

universal application, since man's economic progress lies only

through technological advance, and technology in general is embodied

only in capital instruments, not in human beings. There is an appro-

priate economic design for building capital ownership into con-

sumers in any economy, and in any enterprise, anywhere.
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THE LABOR UNION AND ESOP FINANCING

In general, it may be said that the serious study of two-

factor economics by labor leadership has not yet begun. A few

significant labor leaders have heartily endorsed the building of

capital ownership into workers, and a few have opposed the idea.

I belive that in the case of the latter, their opposition is of

necessity, the result of a failure of communications and lack

of understanding.

If it is fair to say that the purpose of labor unions is

to improve the economic status of their members and to provide

them with power to produce higher incomes. If there are in fact

two factors of production rather than one, as the labor theory of

value and its descendants, including Keynesian economic policy

maintain, then it seems certain that a labor union which limits its

jurisdiction and concerns to one factor of production alone can-

not be doing its full job for its constituents. Even more true is

this conclusion if the labor union depends solely upon the dimin-

ishing factor (relatively speaking) and totally disregards the

factor that is increasing in productiveness and in economic im-

portance--capital.

ESOP trusts and ESOP financing are collectively bargainable

subjects under our current laws. Indeed, at the time of delivery

of this paper, one local union of two thousand members, at the ex-

piration of its contract, has formulated bargaining demands upon
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its employer and has included as one of its central demands the

establishment of an ESOP for its members by the employer company.

Perhaps the principai fear of union leaders who have any ap-

prehensions about the desirability of making their consituents

"rich" in the practical sense of building sufficient capital own-

ership into them to enable them to live well after their retirement,

and to get second sources of income during their employment, may lie

in what they see as an analogy to profit sharing which some aging

labor union leaders have termed "anti-union."

I respectfully submit that when labor unions begin to concern

themselves with building capital ownership into their consituents,

taking a checkoff not merely on wages, but on the amount of capital

ownership acquired by their members, their importance in the Ameri-

can society and their functional tasks in the economy as a whole

will increase enormously, while the damage they do in employing raw

physical coercion to achieve the goal of progressively more pay

for progressively less work will diminish and disappear.

In this connection, the article by A. H. Raskin reprinted

from the New York Times of September 1, 1975, included as Ap-

pendix II hereto, is significant in that Mr. Raskin points out

that "more," with leveraged inflation, now means less, and that

the goals of the labor unions must be changed if the standard

of living of the working man is to continue to rise. There is

no possible way out of this problem except through the use of

two-factor economic principles to build capital ownership into

the workers.
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HOW DO WE ANSWER THE SPORADIC CRITICISM OF EXPERTS
THAT ESOP FINANCING SHOULD BE ABOLISHED.

Such attitudes are based upon views that do not comprehend the

dire predicament of the U.S. economy and of all market economies on

earth that follow the example of the U.S. economy.- They are not

realistic; they are typical of the resistance of the devotees of

any discipline, school of science, or school of social science to

any change whatsoever. For a superb study of this phenomena, please

see The Structure of Scientific Revolutions, by Thomas S. Kuhn (1970),

University of Chicago Press. Some extracts from Mr. Kuhn's book

are appended to this paper as Appendix VII.

As illustrative of the kind of misunderstanding that can de-

velop out of sheer resistance to innovation, we respectfully sub-

mit, with the request that it be printed as part of the record of

these hearings, my memorandum of June 13, 1974, entitled, "Should

Congress Prohibit ESOP Financing? or Should It Make It More Effec-

tive?" This memorandum is identified as Exhibit 4 to my presenta-

tion.
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DOES INVESTMENT BY THE ESOP WHOLLY OR PRIMARILY IN THE STOCK

OF THE EMPLOYER VIOLATE THE SPIRIT OF THE PRUDENT MAN RULE?

Investment by the ESOP trust wholly or primarily in the stock

of the employer does not, or course, legally violate the "Prudent

Han Rule" for the simple reason that such investment is specifi-

cally authorized by law. The ESOP, and its predecessor, the stock

bonus trust, are specifically intended by law to create or foster

employee ownership of employer stock. But does such investment vi-

olate the spirit of the Prudent Man Rule?

In 1830 (Nine Pic.)(Mass.)446) in the case of Harvard College

vs. Amory, the Supreme Judicial Court of Massachusetts, in-a-eae

sea dealing with the nature of the fiduciary responsibility of an

individual who is investing funds for another, laid down what has

come to be known as the "Prudent Han Rule." The court concluded

in general that the proper standard of responsibility for such a

fiduciary was that of a "reasonably prudent man" investing his own

funds, with a view to preservation of the principal and optimization

of the income, in order that he could live comfortably thereon, and

perhaps even invest further. This rule has generally been inter-

preted as calling for the diversification of investments in order

to avoid the possibility that the entire trust might be radically

affected by having the single company in which it is invested get

into financial difficulty.
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I submit that the failure to carefully examine the "Prudent

Man Rule" has led to more economic disasters, in terms of numbers

of people involved, than would a total disregard of that rule al-

together.

What has been overlooked is that the "Prudent Man Rule" dealt

with by the Massachusetts Supreme Judicial Court in Harvard College

vs. Amory was a rich man's prudent man rule. It was sound advice

as to how a rich man, or a fiduciary for a rich man, should act in

order for the owner to remain rich while still living well on the

yield of his capital.

But there is another prudent man rule--the poor man's prudent

man rule. This rule was laid down by Andrew Carnegie in his bi-

ography in which he said, and I paraphrase him, "You want to be

rich? It is easy. Just put all your eggs in one basket and watch

the basket very closely." The distinquished Chairman of the Joint

Economic Committee, the Honorable Hubert H. Humphrey, in a talk

given in Stockholm, Sweden, on September 3rd of this year quoted

the great American humorist, Mark Twain, to the same effect:

"Only a fool saith--Do not put all thine eggs in
one basket. The wise man saith, 'It's okay to
put your eggs all in one basket--just remember to
watch the basket."'

Anyone who will reflect for a moment will quickly realize that

no significant fortune, American, European, or otherwise, was ever

built under the rich man's prudent man rule; all significant for-

tunes were built using the poor man's prudent man rule. By apply-

ing the rich man's prudent man rule to the poor man--the worker--we

have in our pension systems and profit sharing plans (with the
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exception of profit-sharing plans invested wholly or primarily in

employer's stock) over the last half century managed to keep the

poor man poor with exquisite effectiveness.

The ESOP applies the poor man's prudent man rule to the man who

owns no capital. It puts him in a position of ownership in the only

company whose profits he personally can influence--by working harder,

by cutting waste, by persuading his fellow workers to do likewise,

by making suggestions for improvement of efficiency, by fighting

harder against competitors, and so forth.

for does it take much imagination to realize that if Congress

should gradually extend the protection of private property to the

holder of corporate stock, so that he would receive, as a matter of

property right, the proportionate full wages of his capital (his pro-

portionate share of the corporate net income) paid out periodically

and dependably, the poor man's prudent man rule would be both more

effective in relating the worker's performance on the job to his

acquisitive instinct, and would enable him to live better when he

shifts his total dependence, at retirement, to participation in

production through his capital ownership.

One of the provisions of H.R. 462 (see Appendix IV hereto)

would apply the logic of this analysis to ESOPs. It would per-

mit the Trust Committee, by consultation and negotiation with

the participant prior to his retirement, to diversify his hold-

ing of company stock into a portfolio that he selects or that is

selected for him by the investment advisor of his choice. Thus,
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the ESOP would first apply the poor man's prudent man rule to the

capital-less worker until it builds a viable capital estate for

him, and then it would apply the rich man's prudent man rule to

him because he would then be, in the practical sense of the word,

"rich."
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CONCLUSION

I respectfully submit that the economies of the United States

and of all other countries with market economies which follow the

example of the U.S. economy (as most of them do) have reached a

stage of crisis of one-factor economic concepts. Because of the

high degree of technological development, and because of the grow-

ing resistance of citizens to paying for full employment through

boondoggle--primarily military industrial boondoggle--it is no

longer possible to operate a two-factor real world on one-factor

economic concepts. It can be done only in a totalitarian society.

We are moving rapidly in that direction. Recent disclosures through

investigations by this Congress show how close we have come to being

a police state.

It is time to begin to build economic power into every con-

sumer unit of the American economy. So long as the people, under

the leadership of Congress, cry out for "jobs" and "welfare," they

will get just that--jobs and welfare. And they will stay poor.

Inflation will rage along, the standard of living of all consumers

will continue to decline, alienation will rise to a crescendo of

revolution, and the economic collapse of our society will be at hand.

The nation is in peril because of the deficiency of the eco-

nomic policy under which it operates. I submit that this Committee,

more than any other Committee of Congress, is uniquely positioned to

start the wheels of change that can restore us to economic health.

Res c ullyAJ Xitted,

ouje 0. Kelso
December 11, 1975
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APPENDIX I

Partial Bibliography on Two-Factor Economics and
Financing Tools Designed to Implement the Concept.

Books

THE CAPITALIST MANIFESTO, by Louis 0. Kelso and Mortimer J. Adler
(Random House, New York, 1958; Greenwood Press, Westport, Connec-
ticut, 1975).

THE NEW CAPITALISTS, by Louis 0. Kelso and Mortimer J. Adler (Ran-

dom House, New York, 1961; Greenwood Press, Westport, Connecticut,
(1975).

TWO-FACTOR THEORY: THE ECONONICS OF REALITY, by Louis 0. Kelso and

Patricia Hetter (Random House, New York, 1967; paperback edition:
Vintage Books, 1968).

Essays

"Cooperatives and the Economic Power to Consume," by Louis 0. Kelso,
The Cooperative Accountant (published by the National Society of Ac-
countants for Cooperatives), Winter 1964.

"Uprooting World Poverty: A Job for Business," by Louis G. Kelso and

Patricia Hetter, Business Horizons, Fall 1964. (Reprinted in Mercur-

io, Anno VIII, No. 8, August 1965, Rome, Italy; Far Eastern Economic
Review, Vol. L, No. 1. October 1965, Hong Kong.)

"Eliminating the Purchasing Power Gap through Two-Factor Theory and
The Second Income Plan," by Louis 0. Kelso and Patricia Hetter,
Income Maintenance Programs, Hearings, Joint Economic Committee,
90th Congress, Second ession, Volume II, pp. 633-652 (Government
Printing Office, 1968).

"Income Maintenance Through Two-Factor Theory and the Second Income
Plan," by Louis 0. Kelso. (Statement prepared for and presented to

the President's Commission on Income Maintenance Programs [Heineman
Commission], Los Angeles Hearings, May 23, 1969.)

"Statement of Louis 0. Kelso and Nornan G. Kurland Before the Com-
mittee on Finance, United States Senate, 91st Congress, First Ses-

sion, October 2, 1969, on Federal Tax Policy to Create Full Employ-
ment by Broadening the Ownership of Productive Capital," Committee
Print, pp. 589-705.
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"Statement by Louis 0. Kelso to the Committee on Ways and Means,
House of Representatives, 92nd Congress, Second Session, on Tax
Proposals Affecting Private Pension Plans," Committee Print, May
16, 1972, pp. 647-720.

"Proposals to the Committee on Ways and Means of the U.S. House of
Representatives," by Louis 0. Kelso, March 9, 1973.

"Memorandum to the Committee on Finance of the U.S. Senate in Sup-
port of S.1370, a Bill to Facilitate the Expanded Ownership of Cap-
ital in the U.S. Economy, and on 6.1557, Employee Benefits Protec-
tion Bill, and on Private Retirement Systems in General," by Louis
0. Kelso and Norman G. Kurland, June 1, 1973.

"Financing Economic Growth and Environmental Protection to Strengthen
the Market Power of Consumers," testimony by Louis 0. Kelso and Nor-
man G. Kurland to the Committee on Environment of the Interior and
Insular Affairs Committee of the U.S. House of Representatives, Jan-
uary 31, 1974.

"A New Economic Policy to Meet the Needs of the American People and
of the U.S. Economy," proposals to the President of the United States
at the Economic Summit Meeting on Inflation convened in Washington,
D.C., by Louis 0. Kelso, September 27-28, 1974.

"ESOP Financing as a Means of Making Governmental Tax Assistance to
Business Correct the Maldistribution of the Ownership of Productive
Capital--The Chief Cause of the Inadequacy of the U.S. Economy,"
testimony to the Senate Finance Committee on H.R.2166, H.R.462, by
Louis 0. Kelso and Norman G. Kurland, March 10, 1975.

Also of interest

THE STRUCTURE OF SCIENTIFIC REVOLUTIONS, by Thomas S. Kuhn, 1970,
University of Chicago Press.
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Legislative History on Employee Stock Ovmership Plans

I. REGIONAL RAIL REORGANIZATION ACT OF 1973, P.L. 93-236; signed by
President on January 2, 1974. [Sections 102(5); 206(e)(3); 301(e).]

A. Bills.

S.2767, reported from Committee on Commerce on December
3, 1973, by Senator Hartke. [Sections 103(5); 206(e)(3);
and 301(e).]

H.R.9142, reported from Conference Committee on December
20, 1973. (Sections 102(5); 206(e)(3); and 301(e).]

B. Committee Reports.

House Report 93-744, Conference Report, accompanying
H.R.9142, December 20, 1973, Pages 3, 14, 22 and 46.

Senate Report 93-601, Senate Commerce Committee Report
on S.2767, December 6, 1973, Pages 20, 27, and 30.

C. Congressional Recrod.

December 11, 1973, Senate Floor Statements, Pages
S 22527-8 (Hatfield); S 22533-4 (Javits); S 22547-52
(Long and Hartke).

December 21, 1973, Senate Floor Statements, Pages
S 23784-5 (Long and Hartke).

February 26, 1975, Senate Floor Statement, Page
S 2625-7 (Hatfield).

D. Hearing Reports.

Hearings on S.1031, NORTHEASTERN RAILROAD TRANSPORTATION
CRISIS, Surface Transportation Subcommittee, Committee on
Commerce, U.S. Senate, 93rd Congress, 1st Session, Febru-
ary 28, 1973, Pages 89-149 (Louis 0. Kelso).

Hearings on S.2188 and H.R.9142, NORTHEASTERN AND MID-
WESTERN RAILROAD TRANSPORTATION CRISIS, Surface Trans-
portation Subcommittee, Committee on Commerce, U.S. Senate,
93rd Congress, 1st Session, November 16, 1973, Pages
908-11 (Norman G. Kurland).
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II. EMPLOYEE RETIREMENT INCOME SECURITY ACT OF 1974, P.L. 93-406;
signed by President on September 2, 1974. (Sections 407 (d) (5);
408 (b) (3); and 2003 (amends Internal Revenue Code by adding new
Sections 4975(d) (3) and 4975 (e) (7).]

A. Bill.

H.R.2, reported from Conference Committee, August 12,
1974. [Same as above for P.L. 93-406.]

B. Committee Reports.

House Report 93-1280, Conference Report, accompanying
H.R.2, August 12, 1974, Pages 63, 64, 65, 67, 172, 176,
191-2, 308, 312-5, and 317.

Committee Print, SUMMARY OF DIFFERENCES BETWEEN THE SENATE
VERSION AND THE HOUSE VERSION OF H.R.2 TO PROVIDE FOR PEN-
SION REFORM, House and Senate Conferees on H.R.2, Part 3,
Fiduciary and Enforcement, June 12, 1974, Pages 5, 7, and 8.

C. Congressional Record.

August 20, 1974, House Floor Statements, Page H 8720.

August 21, 1974, Senate Floor Statements, Page S 15734.

D. Hearing Reports.

Hearings, TAX PROPOSALS AFFECTING PRIVATE PENSION PLAtS,
Committee on Ways and Means, House of Representatives,
92nd Congress, 2nd Session, Part 3, May 16, 1972, Pages
647-720 (Louis 0. Kelso).

Committee Print No. 1, Written Statements...on H.R.10470,
"Retirement Income Security for Employees Act," Intro-
duced on September 24, 1973 (identical to Senate Amend-
ments to H.R.4200, as passed by Senate on September 19,
1973), Committee on Ways and Means, U.S. House of Repre-
sentatives, 93rd Congress, 1st Session, October 1, 1973,
Pages 463-9 (Letter from Louis 0. Kelso, dated September
28, 1973, to Chief Counsel, Ways and Means Committee).
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III. TRADE ACT OF 1974, P.L. 93-618, signed by President on January
3, 1975. [Section 273(f).]

A. Bill.

H.R.10710, Reported by Senate Finance Committee on
November 26, 1974, by Senator Long. [Sections
273(d)(2) and 273(f).]

B. Committee Reports.

Senate Report 93-1298, Senate Finance Committee Report
on H.R.10710, November 26, 1974, Pages 29, 155-60.

House Report 93-1644, Conference Report, accompanying
H.R.10710, December 19, 1974, Pages 12 (Amendment to
Section 273(f)(1)] and 40, first paragraph.

Committee Print, TRADE ACT OF 1974, SUMMARY OF THE
PROVISIONS OF H.R.10710, Senate Finance Committee and
House Ways and Means Committee, Decmeber 30, 1974, Page 9.

C. Congressional Record.

October 3, 1974, Senate Floor Statement, Pages
S 18261-2 (Senator Long).
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IV. TAX REDUCTION ACT OF 1975, P.L. 94-12; signed by President on
March 29, 1975. [Section 301(d); amends Paragraph (1) of
Section 46(a) of the Internal Revenue Code.]

A. Bill.

H.R.2166, reported by Senate Finance Committee on March
17, 1975 by Senator Long. [Sections 301(a)(1)(D);
301(a)(1)(E); 301(d); 304.)

H.R.2166, as amended by the Senate, March 22, 1975
!Sections 301(a)(1)(D); 301(a)(1)(E); 301(d); and 305.]

B. Committee Reports.

Senate Report 94-36, Senate Finance Committee Report on
H.R.2166, March 17, 1975, Pages 55-60.

Committee Print, SUMMARY OF THE MAJOR PROVISIONS OF PUBLIC
LAW 94-12, TAX REDUCTION ACT OF 1975, April 1, 1975, House
Ways and Means Committee, Page 7.

C. Congressional Record.

March 18, 1975, Senate Floor Statement by Senator Long
(Pages S 4223-4, S 4255); by Senator Fannin (Page S 4246).

March 20, 1975, Senate Floor Statement by Senator Fannin
(Page S 4549-50).

March 20, 1975, Senator Long reported H.R.2166 as amended
by the Senate, Pages S 4489, S 4492-3.

March 26, 1975, ESOP Provisions of H.R.2166, introduced
into House by Rep. Ullman, Pages H 2358-9; Conference Re-
port Explanation of ESOP Provisions, Pages H 2368-9.

March 26, 1975, Senate Floor Statements, Pages S 5245
(Long); S 5263 (Senate Staff Report).

March 26, 1975, House Floor Statement by Rep. Ullman,
Page H 2382.

D. Hearing Reports.

Hearings, ANTIRECESSION TAX CUT, Committee on Finance,
U.S. Senate, 94th Congress, 1st Session, on H.R.2166,
March 10, 1975, Pages 175-6 (Senator Humphrey); 199-200
(Charles L. Brown for ATT); 205-33 (Louis 0. Kelso and
Norman G. Kurland).
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APPENDIX !I'

For Organized Labor, What Replaces 'More'?
By A. EL Raskin

Nearly a century go Samuel
Gompers sommed up the goele of the
American labor movement in the aigle
word "more." Asked what labor would
want sfter It got "sore1 hit wae
was "mme and mor." j

Few forecasts, especially tn the
murky realm of economics, have atood
hustoq's test sa well u that lactoic
response by the fouodwr of the Amartl
con Federation of L4bor. Ueloea have
growtt vastly in size. seope and pows,
especially in the toou decodes soca
Frankldl D. Roosvelt's Now D--9
-eer collective bargainig syagr

Mrote now cover so otany Items gtht
sonau exceed telephone diretoisles in
thicknt Union leaders'walk with
assurance through the White fouse ad
the hells of Congress; they push
around governors and mayors; they
move on teor ot easy familiarity
among eorporate execudvee. and

banters (and evens tI many ea,1
among their own took and ftl.).

The tames at the top changtR though
usually with gltaeil aawnass but the
GOnMnM credo iha com :StrSC ltW
ovathtn~a encni stx oioti'iiar

utntri r md uameii. tloiM
to remagin M Mnin;lb r.l c -oIeebU
iD th. rwearend~lv ;'ra rt Ci.,
.,zzvLt Inulioits wod

4
h'. .i'"

tU ehoIt Iro to brine htsk the
highest buce for cer rok?

But this Labor toy, tor too ltrn
time, sein leadmo sxeped tin ta
practicas of broad-ad-bUttar unloloasm
are finding the cnmoter to that rhetoi-
cal query not at all aei-evdet, Co
the contrary, the dibsal experience a
t2er unions ha"v hbd recontly of
ne3otiatint down, not Up. unrx the
pressure of Ftnched mnunicipal bcd-ita
or the d3&danin3 elfeot of low'YiPs
imptrba 0o their industries roekx
them ftol thet t'b answer masy te
admot as much a mystery J whethe
Jimmy Nohfa himoelt to alive c deed.

THE NEW YORX TIMES, MONDAY, SEPTEMBER 1, 1975

For unionists athis cl, th
pivotal questlon to oea almost no one
to lahboe top echteloo ikes eVes to
think about Whet ran a labor move-
ment built on "mote" find s a sub.

ituto resoan ftor being t the
rcesos-tioghtened rqueezs now aftlic-
ting partesoalr hflds prove* the
forerunner a few yepr henc of a
lasting slowdow-pterbas evs a
dead top-m the exubmahntly expand-
tng ecomomy that made the Gotopors
docirtno work? _

To Aove r e ofm hat they ea T
.et runn 1n the r-ce far "cene on

metit Ihrxoh a1 ot he last dcd

The first impact il on the Jris seurne-
ty of the "pork-cboppers'-thc unloos'
paid leadereship-peilly In tha
pollce and fire unions, where militancy
fo delivering "mmr and bettee" hus
bees the test of fitness to ouch an
etbent In the lur three or four yeas
that one translent officer suggested

tquipping the unlon president'a office
weith an aircraft ejector st,

in the case of the Uninormed Flre.
fighters Asocitlton, a rovoling door
mgiht be even more approlrtate.
Michael J. blay, an e-xGolden Gloves
boxing champion. ws voted out as
preident two years ago on the nround
that he had not fought hard eraugh
for his mtnt In July he wacs ted
back again, urfly be-tuse bhi ii ori
suceasor Richard Viini, was rolled
flat by the budget juggerorut

17he days of great longevity amoog
public rector union leaders em -or.-'
says Ken lycFeley, president. of the
Patrelmec's Berevolent Assciatioo
waogot his own job a yewr ego by
accussno his predecessors of doing too
little to bolster police prestige and pay.
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Hi predicnt that thera will be no
more careers Uik that of John J.
DeLury, who has bees retprsentlig
thb city's semitationmes &inc* tht
mayoralty of Fiorelo'N- LA Gutrds..
The 36-year-old Mr. MtFeelay wee not
even born when thc president of the
Voifermed SOaitesormene'sAsesbcletae
started building political fece ha
City Heil and Albany.

"The DeLurys could think In eerms
of steblc relations lke the Poathero
Democrats in Congress," the Pe.
hbad nots. 'Th new crop all grw
up In the It30' when you threw 4
rock and got a bargaining concersion.
The turnovvr In unlon lcde-hito Is
fast. You have twro or three yeats to
produco. Othern, somebody els has
got your lob."

in this Ivillteim of "more," it Is not
only leader, ut also unions at hen
to ease the what hn.v you does for

ghj" _tesft An object iesao in
w D ppeo to those that foutk is

being provided by the Civil Service
amployee Association In New York
State, A strong favoelte of Ndelon A,
Rockaelter when he wae Governor, 'It
won bargaining risht in t198 far
12i4,t00 stal employes and 90,000
others on county and locl4 Sveromenta.

This yeur Governor Carey rejected
a fct-tlindin bohar's recommendotion
that the at-a lcorh rs cseie a O
per cent woge beset Insteod, he dc-
creed that they be given a one-shot
bonus of S2i0 for tho yepru. mlh union
decided not to strike. Now it Ls under
two-pronged slteek by rivAl udor
sae!limg to capitalee on raok-'ndlILi
diloafectos by swallowing up its
membership.

Oustodo the civil sevico sector, the
first maior css-litie aI whit -v
become rervavent orIs ion are two
f thc counory's vast rea-ected unions

vl nrrbon I ,h, fiorn
Worhet, Union end the Amol-'mated
Clothing Workens ol Amn.c. eseh
with close to a mll-ioliin membenr.
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Both have' sufered msas layofh snd
dratitcally shortened work-weeks, P-
rnarily a a result of import That has
made - the 'A~ imbue bilt by

lgts In the old Low Eat Sde
and the skus of Chicago, fiercely

.''' t'ha als cutth.
average earnussi ot their member
those wbo sl have l t9o0 leves
less than 1alt those in steel and auto,

Sol C. Chaiamn the 4ynamle incom-
log- pteai4.sst of-t:he LLG.W.U.I Is
Cloje tD despalr at the plight of his
penple. He bdieve, the country must
stert~ develootna an incnmei rolicv
that will ;aim at a renuine redistribs-
tion ot Inncome, notut in the "soak
the rich"! -terns of atavistic union
oratn5'_

*We may have to np giving any
more money to construction, steel and

0uto and give It to the people it the
bottom in garment, hotel and restau-
rant,: retail trade and all the other
places where people are pushing.
puling, carrying for less money than
it takes to live," Mr. Chaikin says.

3 n5o *view Suy OevA
che 'A. from th.c ntrenche4 labor
hieruchy not will It 14 Many echo"
at the bargaining table, where unions
representing almost 5 million workers
will he arguing for "more" next year.

Unfortunately for workers, however,'
there is'a squirrelIcage quality to the
contract process even where the
recession' has' brought no' break in
the wag'clonb. In the 1irst halt'of
1975, for: instance," first-year pay
increases in all major settlements
averaged 11 per cet. This was doubla
the anti-inflation standard enforced
by the old Pay Boad and snearly'
quadrople the long-tern rtO of past:
*growth In national productivity. :

Yet, even with the reinforcement of
coslt-o-living escalators, 'which 'ow
cover half the unionized work force,
workers have been running a losin'a
race against inflation, The purchasing
power of th average weekly- D5
envelope went down by .5.6 per cent
in the last two vears. and th3 lO.
wa"?

4 heve been over 10 per cent
without the buoyint effect of tie one-
year cut In withholdinU taxes Ir. May.

Since 1970 the average worker has
had a .cpn or IaPeer cent in gross
wares. virtually all of it rubber. AtAr
adjustment for higHer ' pnces ani
taxes, 4nly about 31 of the 543.01 in
nominal increases could be traded in
for more meat and groceries at the'
supermarket. -- ': -. * ' '

The institutionalization of. that
treadmill bespeaks :a broadening of
labor's horizons, whether or not the
Pessimists are right in predicting that
this country may have to adjust to a
revolution of declining .expectatai:
after two bullish centuries

In Europe, where unlons, never got
anywhere close to'American standards
on the way up the almost universali
trend i 'toward much'ureater worker
involvement in management -every-
thing from co-equal representation In
gompany boardrooms to employs per
ticipation in the design of -jobs.

Co-determination on the West Ger
man model. now about to becoee law
throughout the Common Market. Is
still poison to American unions. But
the United Auto Workers and a few
others ars moving forward on joint
eiXperinents'with their amployees In
projects designed to tn prov. the
quality of working lfte and to increase
employs satlsfaction in their jo*b.
*Most uinlortscoff at such projects

as boondoggles or attampts.to datang.
labor. Indeed, the A.Y.L-CI.O. hu
just' succeeded in all but eliminating.
references to work quality from a bill
the Senite is expected to pass this
week gtalinS -a nw. National
Center tor ProduLc en the

Oaivof Wn2ffdn Lire. ontaW

But, the sterility' d the pw oft d
"more" andl the pressurs o' e
from a Ohnginwevrk tors am Illkely
to msake * lrf voice In everyhinS
having to do With to Job W sl
element In labor's tutrs .

A. If. R tslin Is csistant ed r o t
Editoriol Page of Th Times-

KELSO BANGERT & GO.
LNCORPORATED

III PINE STREET. SAN FRANCISCO, CALIFORNIA 94111 [415] 788-7454
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APPENDIX III

THE FULL PRODUCTION ACT OF 19-

EXPLANATORY NOTE

The Full Productiots Act of 19-. although useful as a
model for economic policy legislation based on two-factor
theory, either at the national, state, or provincial level,
has been designed for illustrative purposes to replace the
Employment Act of 1946. Since the latter act is generally
recoglsized to be the usost important economic policy legis.
lation in the United States, the immediate question arises
as to why it should be superseded.

The reason is this: the Employment Act of 1946 is bot-
tomed on onie-factor economic theory. It assumes that eco-
nonic goods andt services are produced only by labor, and
that capital (the nonhuman factorof production) functions
mysteriously to make labor more productive. This is what
the "conventional economic wisdom-' of our day holds to
be true, but in fact, it is not true.

If the function of technology is to shift the burden of
production from labor onto capital-that is, to substitute
production by the nonhuman factor for human toil; and
if the great bulk of our wealth is already produced by
capital (rather than by labor), as our eyes tell us is the
case, then full employment, even if attainable, is never
enoughi. No household can reach its maximum economic
productiveness, no matter how many members of it are

employed, nor can it enjoy equality of opportunity for
personal leisure and economic security, unless it also owns
a viable capital estate.

The Full Production Act retains the ethical principle
of the Puritan Ethic and of the Employment Act of 1946;
namely, that every household should produce the wealth it
reasonably desires to' consume. Morally, this is beyond dis-
pute. The question is one of means. If only labor produced
goods and services, then people could only legitimately
produce income through their labor. But if there are two
factors of production (and, a fortiori, if the tendency of
technology is to improve the productivity of only one of
theri: capital), then equality of economic opportunity
clearly means something more than opportunity to obtain
a job, and being fully productive in the economic sense
means something more than employing only one's labor.
This is the ethical import of the Full Production Act, which
defines econouisic opportunity as the right to be productive,
either through employment (where the prevailing state of
technology requires it) or vicariously through private
ownership of the non-human factor of production: capital
-or through a combination of both.

The Full Production Act wsotld declare a public policy
of extending affluence to all households by raising their
ecoiloilsic prodluctiveness. Because the prodslctivetsess of
labor ii geneita l has at best remained stationary through the
ages, while the productiveness and relative quantity of capi-
tal isstrtmerts has been and is constantly rising throtigls
technological progress, the one-factor theory Employmeist
Act of 1946 of necessity has been implemented largely by
artificially contriving employment for its own sake, and
distributing welfare under the guise of higher wages and
fringe benefits. The Full Production Act would be imple-
mented to a substantial degree by changes in corporate
financing practices atid facilitating legislation making it
possible for more and more households to increase their
economic productiveness-through purchasing, paying for,
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and thereafter employing the private ownership of produc-
tive capital in their daily lives.

THE FULL PRODUCTION ACT OF 19-

An Act to declare a national policy (I) on facilitating the
full employment (as herein defined) of all able-bodied and
competent persons. (2) on the full participation in the pro-
duction of economic goods by all consumer units in the
economy, (3) on the protection of private property in in-
dividual labor power and in the ownership of capital as
the factors of economic production, and for other pur-
poses ...
Be it enacted by the Senate and House of Representatives
of the United States of America in Congress assembled,

Short Title:
SECTION 1. This Act may be cited as The Full Produc-

tion Act of 19-

Declaration of Policy:
SECrIoN 2. Congress declares it is the continuing policy

and responsibility of the Federal Government to recognize,
and to encourage the citizens of the United States to recog-
nize dst:

A. Man is born a creative entity combining the physi-
cal attributes of an animal with the spirit and soul of a
human being.

B. Man's creativeness imposes upon him the duty and
obligation to engage in creative work from his maturity
and the completion of his liuIIIAl education until the
cessation of his creative capacity through death or disa-
bility, subject only to reasonable respite for rest and re-
creation, and that one who so engages in such creative
work is "fully employed" within the contemplation of
this Act.

C. The creative work of man is of two kinds, corres-
ponding in general to the two aspects of man, animal and
spiritual: one of these is the work of producing economic
goods and services to satisfy man's need for creature com-
forts and economic security, and the other is the work of
producing the goods of civilization which administer pri-
marily to the mind and spirit of man, including the arts,
the sciences, religion, education, philosophy, statesman-
ship, and the like.

D. There are two factors or instrumentalities which
engage, or may be engaged, in the production of eco-
nomic goods. These are the human factor (which is com-
monly called "labor") and the nonhuman factor (which
is commonly called "capital"); that capital consists of all
those things which are external to man, are privately
ownable under the prevailing system of laws, and which
are capable of being engaged in production.

E. The nonhuman factor, as the result of technologi-
cal advance (including automation), plays (and increas-
ingly since the beginnings of the industrial revolution
has played) an expanding role in the production of eco-
nomic goods and services, while the human factor plays
(and presumably will always play) the dominant and
unlimited role in the production of the goods of civiliza-
Lion. The purpose and end of all productive activity,
both economic and of the goods of civilization, is the
consumption and enjoyment of such goods by man.

F. It is the policy of the laws of the United States to
-sure and protect the integrity of private ownership of

the factors of production by the individual citizens of this
nation and by others; that in the case of the production
of economic goods and services, the functional essence
of such private ownership lies in the right and privilege
of the individual owner of each productive factor so
engaged in production to receive, as a matter of right,
the entire net product of the thing owned; that this
principle of private property is equally applicable to
the income or wealth produced by the labor power pri-
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vately owned by the worker (the human factor) and to

the income or wealth produced by the non-human factor

owned by the capital owner: that the right and privilege
of private property in the means of production is mean-

ingless in a free economy and free society unless the

value of the income or wealth produced by a factor of

production is (except in the case of legally authorized
and regulated monopolies) freely and impartially deter-

mined by the forces of supply and demand in workably
free, competitive markets; that t lis principle of private

property in the means of production is embodied in the

principle of distribution of economic goods and services

(or tiseir purchasing power equivalent), of the private-
property, free-market economy of the United States,
which is "from each according to what he produces, to

each according to what he produces."
G. The nature and function of technology is to pro-

vide the means by which man subdues nature and makes
her perform for him the work of producing economic
goods and services; that through progress in technology,

0 man transfers the burden of economic production from
the human factor (labor) to the nonhuman factor (capi-
tal); that the pioroise implicit in technology is the release

of man from the obligation to toil for the production of

economic goods and.serVices, and thus to free him to

devote ever more fully his energies to the advancement

of his civilization through the more disciplined and dif-
fctult work of producing the goods of civilization, so that

the full employment of mams. creative energies must

consist increasingly, as technological progress moves for-

ward, in his devoting his energies, efforts, and powers

to the production of the goos of civilization.
H. The freedom and dignity of each consumer unit

(household) within the American economy, whether it be

comnprisetl of an individual or of two or more individuals,
requires that each such coustimer unit produce, and that

it constantly have the power and opportunity to produce,

within the limits of the overall capacity of the economy

the purchasing power equivalent of the economic goods

and services which it reasonably desires to consume; that

the recognition of this right on the part of each house-
hold imposes upon the government of the United States

and upon the governments of the several states of the

Union, to the extent they shall by appropriate legislation
concur herein, a social responsiblity to foster the institu-

tions under which citizens may produce the economic

goods and services, and may acquire the private owner-

ship of the means of producing the economic goods and

services necessary to provide themselves with individual

economic wellbeing and security and to render unneces-

sary any citizen's being or becoming an object of eco-
nomic distribution based tipon need in alsy form.

1. The production of wealth (i.e., economic goods and

services) is a means to an end, and is not an end in itself:
that the human factor of production (labor) should never
be considered a "resource" to be "fully employed" in

the production of economic goods and services if those

economic goods and services can be produced by the non-
human factor of production; that the end to which the
production of wealth is a means is the living of a good,

comfortable, secure, creative and law-abiding life for

individual citizens.
J. The market value of the economic goods and ser-

vices produced by a Cree-narket economy within a given

period of time is approximately equal to the aggregate
purchasing power distributed as a direct result of the

productive process to those who participate. either
through employment of their privately-owned labor

power or their privately-owned capital, or both, in the

process of economic production.
K. Any consumer unit of this economy that consist-

ently produces, either through its privately-owned labor

power. its privately-owned capital, or both, wealth and

income in excess of what it reasonably desires to con-

sume and reasonably needs to provide it with economic

security, under conditions wherein any other consumer



units in the economy are consistently deprived of the
opportunity to produce sufficient economic goods and
services or the purcsasing power equivalent thereto equal
to what they reasonably desire to consume and to pro-
vide themselves with economic security, is thereby seek-
ing to excessively concentrate its ownership of personal
economic power to produce wealth and thus to indulge
its greed: that it is the policy of the United States to
discourage and prevent greed where it interferes with the
individual economic productive rights of citizens of the
United States.

1 Unlike the production and employment of eco-
nomic goods and services, the production and enjoyment
of the goods of civilization is an end its itself, and the
need of society for the goods of civilization is unlimited;
t sat the ultimate goal of a free society is to maximize
tlse production and enjoyment of the goods of civiliza-
tion, not for economic reward, for tley are things that are
inherently desirable and that ideally would not be

H_, produced for cconosnic reward but for their intrinsic
o value, for the contributions to society and humanity

vwhich they comprise, and for the achievement involved
in their creation and contribution.

M. Assuming the availability of land and natural
resources, each mature individual other than those who
suffer physical or mental infirmity is born with the private
ownership of the means (his labor power) to contribute,
in a pre-industrial, pre-automated economy, to the pro-
duction of economic goods and services for the satisfaction
of his creature needs and desires; that as technological
change moves through the advanced stages of automa-
tion, the burden of production of economic goods and
services falls increasingly upon the nonhuman factor of
production, tmus reducing and in some cases destroying
the economic productiveness of the human factor of pro-
duction; tiat under tsese conditions, the freedom. dignity
asid general affluence of individuals requires that the
Govemment of the United States and the governments

of the several states of the Union, to the extent that each
of them, by appropriate legislation, shall concur heicin,
promote assd foster the institutions under which citizens
may maintain and increase their economic productive-
ness through their lawful and orderly acquisition of in-
creasing quantities of the private and individual owner-
ship of the nonhuman factor of production.

SEcroN 3. The Congress declares that it is the con-
tinuing policy and responsibility of the Federal Govem-
ment to use all practicable means consistent with its needs
and obligations and other essential considerations of na-
tional policy, with tde assistance and cooperation of
industry, bankitg, finance, agriculture, labor and State and
local governments, to coordinate and utilize all its plans,
functions and resources for the purpose of creating and
maintaining, in a massner calculated to foster and promote
free competitive enterprise and broad, effective, indi-
vidually-owned, private property in capital, and ele in-
stitutions and agencies necessary thercunto, and tie general
welfare, conditions susder which there will be afforded full
opportunsity for every househloldl. comprised of one or usore
itdividulals, able, willing anti seeking to produce the wealth
(izconsc) which its member or nmessbers reasonsably desire
to consume, to produce such wealth and income either
through useful employment, including self-employment,
or through the private ownership of interests in productive
capital, or throtighl a combination of the two, and to pro-
mote the maximuss production of wealth and income for
all households in the economy with a minimum of personal
toil and drudgery.

sEcnioN 4. Economic Report of the President.
A. The President shall transmit to the Congress not

later than January 20th of each year an economic report
(hereinafter called the "Economic Report") setting forth:

1. The rate of production of economic goods and
services, the levels of participation in economic produc-
tion by the households of the econonmy. the extent to



which such production is being achieved respectively
through the human factor, and through the privately-
owned nonhuman factor, the levels of purchasing
power of the households of the economy and the extent
to which they result from employment, the private
ownership of the nonluuman factor, and from other

sources, and the levels and composition of production
needed to carry out the policies declared in Sections 2

and 3 hereof;
2. Current and foreseeable trends in the rate of

production of economic goods and services, the levels
of participation in economic production by the house-
holds of the economy, the levels of employment, the
levels of capital ownership. and the levels of purchas-
ing power of the households of the economy resulting
respectively from participation in production through
employment, through the private ownership of the
ionlihuman factor, and from other sources-

3. The degree to which the value of labor and the
value of the nonhuman factor of production are deter-

mined by the forces of supply and demand in worka.
bly free competitive markets or are administered.
manipulated or controlled by private persons, by pri-
vate corporation. or by public agencies, or otherwise;

4. The extent to which goods and services are being
produced by government or govemment-owned agen-
cies or entities or by nonprofit corporations;

5. The levels of concentration of the owneish;s
of the nonhuman factor of production, and the extent
towwhidc greed in connection therewith may be impair-
ing the right of all households within the economy to

produce the wealth or income which they reasonably

desire to consume;
6. The availability and adequacy of private and/

or governmental institutions or agencies for facilitat-

ing by financing and by other lawful means the pur-
chase or acquisition of capital equities by households

with sub-viabie capital holdings;

7. The levels of idleness or failure to engage in
creative work within the society, and current and fore-
seeable trends therein;

8. The extent to which the economically available
creative talents and energies of the citizens are fully

engaged in contributing to the work of civilization, in-

cluding the arts, the sciences, religion, education, phi-
losophy, statesmanship, etc., the current and foresee-
able trends therein and recommendations for changes
or improvements therein;

9. The degree of effectiveness of the laws, both
Federal and of the several states, providing for the

protection and integrity of private property in the

ownership of each of the factors of production;
10. The levels of technological improvement. and

the adequacy thereof, under the prevailing state of

development in the physical sciences and in engineer-
ing to maximize the productioti of goods atsd services
within the economy with a minimum input of human
toil and drudgery;

11. The extent to which wealth and income may
be distributed within the economy on the basis of need
rather than on the basis of contribution to production,
and of current and reasonably foreseeable trends

therein and recommendations for the minimization
thereof;

12. The levels of teclnological advance within the
various industries, and the current and foreseeable

trends therein, and recommendations for the accelera.
tion and improvement thereof;

13. A review of the econonsic programs of the

Federal Government and of the several state govern-

ments relating to each of the foregoing during the pre-

ceding year and of their effect upon the production of

goods and services, the production of the goods of

civilization, the minimization of toil, the private own-

ership of the means of production. the existence of
workable and free competition within the markets of
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the economy, and upon the existence and extent of
idleness or the failure to fully employ the creative
talents anid energies of the people of the United States,
and of the means available for the minimization and
elimination of such idleness;

14. A program for carrying out the policy declared
in Sections 2 and 3, together with such recommenda-
tions for legislation as he may deem necessary or desira-
ble.
D. The President may transmit from time to time to

the Congress reports supplementary to the Economic Re-
port, each of which shall include such supplementary or
revised recommendations as he may deem necessary or
desirable to achieve the policy declared in Sections 2
and 3.

C. The Economic Report, and all supplementary re-
pot Es trastsmitted unslersubsection B of this Section shall,
when transmitted to Congress, be referred to the Joint
Committee created by Section G.

sEcnTON 5. Cottucil of Economic Adviscrs.
A. The Council of Economic Advisers (hereinafter

called the Council') created in the Executive Office of
the President by the Employment Act of 1946 is hereby
designated as the Council of Economic Advisers tinder
anid for the purposes of this Act. The Council shall con-
tinuc to be composed of three members who shall be ap-
pointed by the President by and with the advice and
consent of the Senate. and each of whom shall be a person
who, as a result of his training, experience and attain-
ments, is exceptionally qualified to analyze programs
and activities of tite Govemment in the light of the policy
declared in Sections 2 and 3 of this Act and to formulate
and recommend national economic policy to promote
full participation in the production of economic goods
by all households in the economy, broader and more
effective private capital ownership. production, the ex-
pansion of privately-owned competitive enterprise, the

full utilization of the creative energies and talents of all
citizens and residents of the United States and its ter.
ritories, and the minimization of human idleness. The
President shall designate one of the members of the
Council as Chairman and one as Vice Chairman, who
shall act as Chairman in the absence of the Chairman.
The incumbents of the Council of Economic Advisers
established by the Employment Act of 1946 holding office
on the effective date of this Act shall hold such offices
in the Council of Economic Advisers hereunder, subject
to the provisions of this Act.

B. Employment of Specialists, Experts and Other
Personnel.

The Council is authorized to employ, and fix the com-
pensation of, such specialists and other experts as may
be necessary for the carrying out of its functions under
this chapter, without regard to the civil-service laws, and
is authorized, subject to the civil-service laws, to employ
such other officers and employees as may be neces-
sary for carrying out its functions under this chapter.

C. Duties.
It shall be the duty and function of ste Council:

1. To assist and advise the President in the pre.
paration of the Economic Report;

2. To gather timely avid atihoritative information
conceming economic development and economic
trends, both current and prospective, to analyze and
interpret such information in the light of the policy
declared in Sections 2 and 3 of this Act for the purpose
of determining whether such developments and trends
are interfering, or are likely to interfere, with the
achievement of such policy, and to compile and sub-
mit to the President studies relating to sucs develop-
ments and trends;

3. To appraise the various programs and activities
of the Federal Government in the light of the policy
declared in Sections 2 and 3 of this Act for the purpose
of determining the extent to which such programs and
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activities are contributing, and the extent to which

they are not contributing, to the achievement of such
policy. and to make recommendations to the President

with respect thereto;
4. To develop and recommend to the President na-

tional economic policies to foster and promote free
competitive enterprise, full and effective private owner-

ship of capital, rapid growth in the number and pro-
portion of households owning viable capital estates as
a means of increasing their economic productiveness,
avoidance of economic fluctuations or diminution of
the effects thereof, and to maintain the maximum
economic productiveness of all households within the
economy of the United States either through employ-
ment. the private ownership of the nonhuman factor

of production, or a combination of the two, as the

current state of technology may determine, and thus
to promote the growth and expansion of the purchas-

ing power of the households of the economy;
5. Continuously to study and from time to time to

formulate and to recommend to the President means

fordetennining:
(a) the actual needs of the civilian economy for

employment of the human factor of production after
the elimination of all pretended or false employ-

ment, feathieibetlding, or employment which has

been governmentally or privately synthesized for the
sake of effecting a laboristic distribution of wealth

rather than to fulfill an actual need for such employ-
ment under the prevailing state of technology;

(b) the siue (by dollar value) of capital estate

(herein called a "viable capital estate), generally
capable, if owned by households of various sizes, of

enabhitg such households to participate in the pro-

duction of econornsic goods and services sufficiently

to provide a reasonable degree of affluence and pri-

'vate economic security within the capability of the
economy as a whole, whidt determinations shall be

for the purpose of fixing from time to tiuse the
minimum goal of capital ownership for all house-

holds of the economy which it is the policy of this

Congress to encourage;
(c) the size (by dollar value) of capital estate

(herein called a "monopolistic capital estate"),

which, if owned by households of various sizes,
would tend to enable them continuously to partici-

pate in the production of economic goods and

services in excess of a level necessary to provide a

reasonable degree of affluence and private economic

security and thus necessarily to deprive other house-

holds of the opportunity to participate in the pro-

duction of economic goods and services sufficiently
to provide a reasonable degree of affluence and

security within the capacity of the economy as a

whole.
G. Continuously to study and from time to time

to formulate and recommend to the President means

for implementing the policy of the United States to

foster the institutions and conditions under which

households of the economy can build their privately-
owned economic power to enjoy a reasonable degree

of affluence as a result of their participation in produc-
tiots through their private ownership of one or both

of the factors engaged its production, and thereby to

minimize the extent to which such households steed

rely upon any form of social security or socially di'-

tributel welfare within the economy.
7. To make and fursish such studies, reports

thereon, and reconmmendations with respect to matters

of Federal economic policy arid legislation as the Presi-

dent may request.
D. Annual Report.
The Council shall make an annual report to the Presi.

dent in December of each year.
E. Consultation with Other Groups and Agencies;
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Utilization of Governmental Services and Private Re-
search Agencies.

1. In exercising its powers, functions and duties
under this chapter:

(a) the Council may constitute such advisory
cosnnsittees and may consult with such representa-
tives of industry, banking, finance, science, agricul-
ture, labor, consumers, state and local governments,
and otler groups as it deems advisable;

(b) the Council shall, to the fullest extent possi-
ble, utilize the services, facilities and information
(including statistical information) of other Govern-
ment agencies as well as of private rescards agencies,
in order that duplication of effort and expense may
be avoided.

F. Appropriations.
To enable the Council to exercise its powers, functions

and duties under this chapter, there are authorized to be
appropriated such sums as may be necessary.

sEcnoN 6. joint Economic Committee.
A. The joint Economic Comimittee. cteated by tIte

Fsnployintent Act of 1916. is hereby designated as the
Joint Ecottotnic Committee under and for the purposes
of this Act, It shall be composed of seven Members of the
Senate, to be appointed by the President of the Senate.
and seven Members of the House of Representatives, to
be appointed by the Speaker of the House of Representa-
tives. The party representation on the Joint Committee
shall, as nearly as may be feasible, reflect the relative
membership of the majority and minority parties in the
Senate and House of Represstativs.

B. Duties,
It shall he the duty and function of theJoint Economic

Commit see:
1 To make a continuing study of matters relating

to the Economic Report;
2. To study means of coordinating programs in

order to further the policy of this Act;

3. As a guide to the several committc s of the
Congress dealing with legislation relating to the Eco-
nomic Report, not later than March I of each year
(beginning with the year-) to file a report with the
Senate and the House of Representatives containing
its findings and recommendations with respect to each
of the main recommendations made by the President in
the Economic Rcport, and from time to time to make
other reports and recommentlations to the Senate and
House of Representatives as it deems advisable.

4. Continuously to study, formulate and recom-
mend to the Congress means for raising the economic
productive power of those households of the economy
that are not already affluent, in order thereby to raise
their economic power to consume, including, but
without being limited to, the following:

(a) promotion of the acceleration of technologi-
cal progress in the means of producing increased
quantities and improved quality of goods and ser-
vices and the minimization of the use of human toil
required-for such production;

(b) sitsiltateouisly increasing the rate of new
apittal forttatiot) withits the viiliatl cvottotisy of ihe

U nited States atsd the rate of procluctiotn and con-
sutsption therein of consumer goods and serv ices:

(c) developing means of extending private own-
ership of capital to a rapidly expanding number and
proportion of the households of the economy:

i) through improved and/or new methods of financing
the acquisition of equity capital ownership through the
use of pure credit in such manner as to create future
savings by households devoid of present or past savings.
as welt as out of current and past salings;

ii) through modifications of the estate and gift tax jaws
and through discouraging or prohibiting the use of gifts,
tews:tnvnlary or otherwise, or of other practices or devices.
to unreasonably concentrate the ownership of capital
within particular housetolds:

iii) through methods of financing new capital fonma-
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dion in commerce andsindustry in ways which enable
workers having sub-viable capital estates to purchase and
pay for additional capital interests and through promoting
reasonable and adequate diversification in such holdings;

iv) through coorliniation of antitrust policy and the
policies hereby declared. incuding means of financing the
purchase by households hating sub-viable capital estates
of assets of corporations subjected to divestiture decrees
pursuant to the antitrust laws of the United States;

v) through fadlitatingtheestablishment and financing
of new enterprises and the ownership of such enterprises
by a maximum number of households theretofore owning
sob-viable capital estatc

vi) through the development of a system of investment
preferences on newly issued securities of high investment
quality for those households which have sub-viable capital
estates;

vii) through such other tax. credit. and other devices
or institutions as -will be effective for that purpose within
tde policies hereby declared, together with appropriate
restrictions on the use of such devices for speculative
purposes or to crease coneentrated or monopolistic capital
holdings;

viii) through the primary use of the credit system to
promnote new capital formation under the ownership of
houswholds having sub-viable capital estates, and through
a dicninishing use of credit to support the purchase of
consumer goods and sevices as the increased participa.
tion in production by all households of the economy
through incased capital ownership is achieved.

(d) ascertaining and recommending to the Con-

gress the elismination of governmental practices

which encourage dse concentration of the ownership

of the nonhuman factor of production.

5. Continuously to study and formulate means for

making effective in both the legal and economic sense

the laws of private property as they apply to the human

factor and the nonhuman factor of production, in-
eluding, but not limited to the following:

(a) the elimination, over a reasonable transition
period, of the corporate income tax and other taxes
which are levied in suds manner as to intercept the

income arising from production by the nonhuman
factor before it reaches tie hands of the individual
owners thereof, together with adjustments in the per-
sonal income tax laws so as to prevent them from
raising more than the necessary revenues required
by government;

(b) the formulation of legislation designed to
encourage or require mature corporations (corpora-
tions having reasonable access to market sources of
financing new capital formation) to pay out to their
stockholders 100% of their net earnings, after setting
aside only reasonable operating reserves;

(c) the development and encouragement of freely
competitive markets within which the value of the
factors of production, both human and nonhuman,
is determined, provided, however, that the necessity
of maintaining a general high level of purchasing
power should take precedence over a competitive
decline in the value of the human factor of produc-
tion where it is not substantially offset by an in-
creased participatios of the housclolds involved in
the production of goods and set vices tIhroLgh owner-
ship of the ttonhuttsan factor of product ion.
6. Continuously to study, and from time to time

to formulate and to recomsmend to the Congress means
for facilitating the full employment of all able-bodied
and competent persons:

(a) to the extent necessary, under she prevailing
state of technology, in the production of economic
goods and services sufficient to provide a generally
affluent economy; and

(b) to the extent that the production of a high
and adequate level of production of economic goods
and services can be maintained through the full and
effective employment of the nonhuman factor of pro-
duction and the freeing of a maximum number of
individuals from the necessity of performing toil in
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economic production, in the production of the goods
of civilization, including the arts, the sciences, reli-
gion, education, philosophy, statesmanship, and the
like.
7. Continuously to study and from time to time

to formulate and to recommend to the Congress means
for extending and deepening tie understanding on
the part of all citizens of the meaning and implications
of the policies hereby declared and adopted.
C. Vacancies.
Vacancies in the membership of the Joint Committee

shall not affect the power of the remaining members to
execute the functions of the Joint Committee, and shall
be filled in the same manner as in the case of the original
selection. The Joint Committee shall select a Chairman
and a Vice Chairman from among its members. The
members of the Joint Economic Committee created by
the Employment Act of 1946 who are holding office
thereon at the effective date of this Act, shall hold such
offices on the Joint Economic Committee hereunder, sub-
ject to the provisions of this Act.

D. Hearings.
The Joint Committee, or any duly authorized sub.

committee thereof, is authorized to hold such hearings
as it deems advisable, and, within the limitations of its
appropriations, the Joint Committee is empowered to
appoint and fix the compensation of such experts, con-
sultants, technicians, and clerical and stenographic as-
sistants to procure such printing and binding, and to
make suds expenditures, as it deems necessary and ad-
visable. The Joint Committee is authorized to utilize
the services, information, and facilities of the depart-
ments and establishments of the Government, and also
of private research agencies.

E. Appropriations.
There is authorized to be appropriated for each fiscal

year, the sun) of S5,oooooo, or so much thereof as may

be necessary, to carry out the provisions of ti.s Act, to
be disbursed by the Secretary of the Senate on vouchers
signed by the Chairman or Vice Chairman.

SECON 7. The Employment Act of 1916 is hereby re.
pealed.
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ndebedle. by an enmnje. atoch naner-
.hlp plan bShlt be deeted bJto etlil the
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t- bt mheihec * Penan lttadditot inn
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Sec *-Jd l /ettttqSeblfa.0Se..4.-S-t. -flel/cnrinotiotn
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a~tdcn atnenxhip pian ad deyed In hecion
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t pay hcqubItlon indehiednetnr In-'-red tnt
the p he at fqnailtyintl empioy.r ncr.
tie cm other cnniethbntnol to -nih plan .h.I
anot ho teetdd at com/tneatlan. Itine tone-
h c deterred en7npe-tcilo pnrmenbt mr
lbe pnrpe at any ln e=enttele ntden

or reeetalts'o dtie-ned to cocico. ettablioh
idotinennet ortheclito atobillce empIni.e

-omPy-utilon or b itt. hot halIt he trea
no the e f=nitaini nl dehi erten patmenle
made In Iha normal coon. n holtncira Ihe
capital rectlrelente of that emyiier.

KELSO BANGERT ?, GO.

111 PINE STREET. SAN PRANGISCO. CALIFORNiA 04111 ai 8 cnl-c454
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APPENDIX V

SUGGESTIONS FOR REVISION AND IMPROVEMENT OF

H.R. 462 (H.R. 5577)

1. Revise H.R. 462 so that ESOP allocations will be made sub-
stantially in proportion to relative compensation and that debt-
financed employer stock is to be allocated as debt principal and
interest are repaid, in a manner similar to that required under
the Trade Act of 1974.

2. Provide that Treasury regulations may be prescribed to
further define ESOP.

3. Permit ESOP diversification as necessary or desirable,
with respect to providing benefits to employees and creating
a market for employer stock.

4. Provide that the special individual retirement account (IRA)
may be used to receive ESOP distribution of diversified assets,
with modified IRA requirements to allow for holding of income
producing assets with full payout of current income.

5. Extend the corporate dividend deductions to employer securi-
ties held by a former participant (or beneficiary) or by special
IRA currently distributing dividends.

6. Provide that a "charitable" contribution to an ESOP is treated
as an employer contribution for purposes of taxability and vesting.

7. Provide that newly-issued common stock transferred or sold
to an ESOP by an employer may be valued at book value if higher
than current market value.

8. Provide for immediate appeal to the Tax Court with respect
to advance opinion procedure relating to ESOP transactions,

9. Amend ERISA to clarify the fiduciary standards applicable
to ESOP transactions.
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APPENDIX VI

June 16, 1972

The political battle now being waged in Puerto Rico over Governor
Luis Ferre's proposed Proprietary Fund for the Progress of Puerto Rico
raises issues of fundamental significance to every individual and
every nation. The question is whether the keystone assumptions of
Keynesian economics are valid or relevant to modern industrial econo-
mies, either advanced or aspiring. Governor Ferre, in sponsoring
legislation that would enable Puerto Rican wage-earners to attain own-
ership of income-producing capital, has challenged the authority of
the Keynesian school of economics, which has influenced or dominated
g overnment policy and public opinion in western industrial democracies
or 40 years or more.

Therefore, it is hardly surprising that the dean of Keynesian
economists, Professor Paul A. Samuelson of the Massachusetts ,astitute
of Technology, author of a best-selling economics textbook and a Nobel
laureate, has been motivated to enter the Puerto Rican political con-
troversy. His statement was written at the request of Senate president
Rafael Hernande. Colon, leader of the Popular Democratic Party, the
party opposing Gov. Ferre's New Progressive Party. The Governor's
party dominates the House, which speedily approved the Proprietary Fund
bill. The Senate, which is dominated by the opposition, withheld its
approval on the grounds that it did not have sufficient time to consider
the bill properly. Governor Ferre then called a special session to
provide the Senate with this opportunity.

Senator Fred R. Itarris concluded that the controversy is signifi-
cant enough that his colleagues in the Senate would benefit from study
of the exchange of views between Samuelson and Kelso/Hetter. The
CONGRESSIONAL RECORD item is herewith reproduced.

* zongrissional Record
1101rd S... 92d CONGRESS, SECOND SESSIONJ~ m PROCEEDINGS AND DEBATES OE THE 9. C N R~,SC N ESO

V.I. 118 WASHINGTON, THURSDAY. JUNE 8, 1972 No. 93

Senate

nSTMRBuTION oF WEALTH
Sir HARRIS. Me. President. ,.,ciIty,

gre-t r ndiscodsed Issms e oa1r tI
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t-oabihge;eestlse tIllt the top 20 per
rest of the insome bracket eryol-s
aeso ed 41 me es st c tile N trlo,', I0000,
ifter staes, sheres the bottom 20 per.
cent -ecoees Only raroed 5 perront

Bezt hoeI sash more l-.llal I; the dit-
Intl.t-ol of weaIth. Ary,rdier toIn so

,,y by the Fedyral n c- Pa-od l.ib-
lihll d ui 19Gti. t*le lfallleol 29 l20 r . il-

oe ite oul Iinnis Ill to102 onetd 2 Ire-
reidA-T re Irt sll ylel-lI- I aT, "olve
_;.ll.l tl sM l ile thy coolest 23 s orea t
ci r lilltI- ll , 11l0 -I0 no eel - leh 1- 1¾,
debt., ClIl~lild thlei as0ets Aold tile
ltrll~lllllet X pleeceft 01 tke rmlulzi~lloO
s~omee Gil tereyrlIt of oIl lmrlIlltr I:urlot

Uelctlllxltrly. most Ameetyssl eros.
omloto are not lolrested in this 11.0b-
tInI Th"r aye - l to the i lOh d, 1f e..rr...
ysc.amics 0nd Mew seo-th dislhb ib::Il

as0an equity question Milrtd Is hrllat
most roseomic in hstrr. They. Store-
tore. belyp IO inse that nOooe s ill tort
shoot it. Itlot It sIll remain the, re-t
seent 0f conomy

There u. bowoe, an .outsder to tile
psotessisn ebb hbo attemytp d Is force
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lae tvn hoe. i botefotion weonto Ci 0 hedslitnlo 1000. u a4 e iinat cae noinlo fotdmte
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0 h0 "mW eatC" goeemet tiinI anpoint, whiol Kelso most casmer, we nec 01 ecenomlod~ emlcl iro.h aoold s IC eooe. W.n odi saieip eeesthn
th heS of-the hodistrhutln 0 Se-001dinp, ih.d P011t0 a.h Jro eCao ootund V000 it amy00tTdenm
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oneoroelct, prolema ntldgn i P. at.ur' P nidoos., ol-oao 0 - sof e 0_.100 nmtes. a a 0.0t
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II=eeanlIthsdarehtftlr lelpt' -nMer syrhfs..reralnlriu.lhl- rl.eO'cf Iae -r a 1rgl.l toe tiur hOc-

....frhigtdtltt. .h- f5Olh. S-speht.-it p faIrItofaaOOII- - totes.

Th too lee h. c - fete aco dato 01 het dis t'Ot to the.. ta ion.r. esen h dc~t a al3
dc-ata fae~t ha aeot. peere.htKeisd -oo- Itic ofa - uit P -- the en 1 Itia0-em fsi

h-c h ra do, ,.a tifOta cdoi atati" a t roinVes peed Teftti fNttsa t toGe T e.

*lhff~rIy i Noeno eadbe tao-factor I S do.1 .... Orae is cainst "to alaoa ho dadT.. goa o
theoy o a: talfroent00 Ll. haleng it ts canmy a Keerensa riaipts ad au~stlaaoat.T~eIiuooati. rot th

byaedmo taoit NaInI fteIritttdotn af h otr IOf- t -~ Ouae. c _sute the tatf If acm d_.

atoit. Itg Is-frcroedaso sra and. patca sitgamenpfd thr",ghdat the mMt.
Yepr"t ipcoetoOoo to .is tetc acrid. .Th ed stolaoi to30 Ots in tht -e -iulfrs at

god .. to 'h.ictdiiittist nya o-hatpatcapitio n ectmn o eet=nuedtfits oaie tIllo t~u

toti agro ectrh,-fat ron the. puot, demade10 Ito noo the m Iraiaa fte a 1ctof dat to tite

te omttaasIo~ -oIdhe et pfcfeftncnftpunyoettoone goamreeeesdaeiAthe telot

naeadrata Ife lrbhe moeadesdt yroctfifeooec rlcao r.aon solunrbns neldt

thfatht orepte an dupto rb- io aindtoecipoufdIto ofcr." flefOftetrei f--uf O h.sls. lt

fato tntmis go t he conret bas. Itlcsae. Ifiainmd his mraorti,..b fstit

oe ppIlcab-. and she Proposi n t. uifd er O h aarteitlf Itetr htw Ontt1di
cnn tic tis ine or thought aad B .,co tire --naltu lahe W..,..-. rtiae efstteO.i ad hcl-otoitia

tbhuh~etotayl nr Z-haoeme ilcoet I0I. adlta. I ll-.. a hoednt arendnueptsan ipoloafy
ennmitensrot on-f-ebgloy ac o efoen oamsto ' tt b.ie rtnoin eraf than ...o atai eht

what e~rsp atoS it i toostctcted. to.toi Io h. d. to te.-ood ofTh hh , ire
We ad appsedtha 00acdenic nao fioenfy heincootal oggtnetutr faornat. 'fo dtlednr t.tfo ier

Omist of int uotlce iani byn -dn-fetll'.aerted o rule. toqer-oa n othe Joho .1tlttttO tacatdl

.h . .t - Yo t s a b a o o foe h s sa e h ee o a of N y e r a e o a lr . H r thatI.- -ate lb.rtc m e ITs ort, a or old

meo.u th e .pp.. hi. is, dsi nst. I flob hi . ofo t.. ItutsW hi la-i odfne oomroteint~oyn-t

ble frm th oushf is- min-r I I' o dtas itostin u.. ond. cmo -hntons fatet- rr the - Il ncl ftone

prearor t. -bethe Bca . ,nam tla ta hre I5 .. t.t.. loi.h ec h.neds ther naore aro oat danc tohit. herca i

na.t i s deeil neeodte aracdOrcpnt oata u cord t nly ot idl he tnd.r tis nnIrlstaiere1oh
ecoom o tet hm r headnaios eyndtht t adtoit ligilto ciIh O~l yar'Te ols f ooortnaf

at ced c tepept iroctePf~ht 'Tatate te larfatoehineIhaa orenctn t qti-hemhitytredto.

tol R I . erdei temonrdf-ordrer baify00 Pat fiestad r Fa nrdner

spn - aocpri anr Onon .iisyr oor1cth Igh an pth.Iny's M op . 7. to oaoe pnInis, ntte- -toi

maag ah meit.pro-ortngontrtaed h- pale rd. 01,til -en pil TIII hmef fabne t na h.t c felttocin i
thtaaeic .oott th.a. tot. a e.- comiet. - -dgh tacd atat hed A 0 thereaet inebtg. oicoa at

th oipprfesica enoiss e ad so" e asl a i ...tor ae rotEgsd fa oamtss o aeb en.,tnitec rar

io.ey n Ietec Oconmisi. . .iico. qottnc tte ltaitol rsoi retra elt.hc sociey Irpoof - 01

ennhr podtir secin otteooe. b tnr net O..re th IT.,if note to tha haretone h- -nnmt Into ..et'

Thy heoi atInt lbftro a .ditttt seadisW.en .no ett l~uai h Tiret aes a.ifts diagnse. pnnhn Ifsadrem..

Th itos is-iptind to t Lma~ . D.riiJr..rersith. KpYredie ahol th em an tine- n oar a h'.s ate Nintn pe

hebo. .. IPdoesnot dlaontge he iluso arb~leha taroahi inait." gl B -Tf-eenIhrnelir , These itrone d-sla It..

toottahhr the.1 retoo innncm flid tefar sin d by 0 b.l.me eatid nfd r l. oun etetnn. h fulal firnaia in Ih. .ich

romr fsdftfg 000 stot onirura II coi, net of ,ho ol-I in 1-ontre nt rfe he.-I =Pie.ll ,tdertnoshrb aehlt. dclrd n

Prof trelprlson'snbytItnOblr ihi ur triet 'Tllsd.d. 'hr.,drie Oflirat buycetyoe h ot iaredf nh frh"

onosidefed ite sotent fabotof and inetia. ccl. e the ifailt oi the e~peis: 10:100 Iris liyornetet II ordf nsfcourt ron item"

Nfyneais rnIIIttoo. an -Idpory o en gplhI~db ti fNduliirf elghnrnliei trffttt.nine c tIhuefce of ih -

-nerthat only i- P .roc~ .. O orisa a . 'c'n -rne IdII il HrII~ pfil pncrdyN, O in.,d tehnPiriu

Kepfyesa emoomles~. he-is the I f IItllio to e -tn hn.. ite ittet ad r.0 Incmris re tol o a raniine

_f. r.-Ib.U..If - b~l~fy The r -n zr. ecanmnen non1hpb, mon .nhanf piedifildfi h fnifnr tn

bIdrt a uie the hotel,. e-t

ecnoca f e'"a.Oueetn ldy nh..f n-oe tnfa-0-Iurd ti maof. his.;-r OntIrolti , ts osoteis tar1 pI1.-

aceyoaneonrdasendefe 0 therl ab. I.-t' -efl y .h anInti atie. 
t

.e etorunl it rllt Infrmaio beI, rit -Ii
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The iltlert Noat S nttle rul.tnllttt te Faoreo ltttah it. F-rn Fit bad -e tt the K-tebo e
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ftht-allh Iomtn p-thabtyeb atey tatpttte. bth atbtm Ieas moat billte mebatthat tablepaL'teI. The, saht
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ulthelot hadut enaattt atal. cl t thlasg ctolyanetn. he oSletetlab blt elahtd theruen1 Oam n metered tea the

bare we tetth. to mka modt. pre- S.tn g tr t

dotta uTheatrtd abeal b ltoler that be. tar ta4 pe-oahtmb jatoneS *trad a" tt-)l~ae--aLki ftaty athe tsDteed baadtlte tase toeC
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drmla ma~ttatabe Fedn htl babte rotereltes Pto ha 0db at Iha eo lbe table th c:~o barb grat~ns. ahidtea b aaebamt typa heat-

CD', ba~ud b htere the D tem Itha at Fatte. tl eapts e ' the already0th. th tOlta tr a- otr ttk t 0 dac I te atPleabD~t. dom lth m~taldn tet o -tattaor c it. TiheFettle be lcrbea malt he slered tatn tdtdat p l)abe-eaktlt tIII aba dattep-
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at a Ithe rel ttp a e Itt ee tt b t a ee that teth-.
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APPENDIX "II

SIGNS OF CRISES IN FCONOmImC THEORY

1. "NORMAL SCIENCE CAN PROCEED WITHOUT RULES ONLY SO LONG AS THE

RELEVANT SCIENCE COMMUNITY ACCEPTS WITHOUT QUESTION THE PAR-

TICULAR PROBLEM-SOLUTIONS ALREADY ACHIEVED. RULES SHOULD

BECOME IMPORTANT, AND THE CHARACTERISTIC UNCONCERN ABOUT THEM

SHOULD VANISH WHENEVER PARADIGMS OR MODELS ARE FELT TO BE IN-

SECURE. THAT IS, MOREOVER, EXACTLY WHAT DOES OCCUR." P. 47.

2. 'BECAUSE IT DEMANDS LARGE-SCALE PARADIGM DESTRUCTION AND MAJOR

SHIFTS IN THE PROBLEMS AND TECHNIQUES OF NORMAL SCIENCE, THE

EM4ERGENCE OF NEW THEORIES IS GENERALLY PRECEEDED BY A PERIOD

OF PRONOUNCED PROFESSIONAL INSECURITY. As ONE MIGHT EXPECT,

THAT INSECURITY IS GENERATED BY THE PERSISTENT FAILURE OF THE

PUZZLES OF NORMAL SCIENCE TO CONE OUT AS THEY SHOULD. FAILURE

OF EXISTING RULES IS THE PRELUDE TO A SEARCH FOR NEW ONES."

pp. 67-638.

3. "IF THE COMPLEXITY OF A SCIENCE' INCREASES FASTER THAN ITS

ACCURACY IN PROBLEM SOLVING BEI{ARE: A CRISES IS AT HAND."

pp. 68-72. "PROLIFERATION OF VERSIONS OF A THEORY ALSO FORE-

SHADOW A PARADIGM CRISES -- THE DISCREDITING OF A THEORY."

P. 7.

LI, MR. KUHN MAKES ABSOLUTELY CLEAR THE VITAL ROLE OF CRISES

IN MAKING POSSIBLE THE RECOGNITION OF INNOVATION.

5. HE ALSO POINTS OUT THAT SO LONG AS ACCEPTED THEORY SOLVES

MOST OF THE PROBLEMS, INNO"ATION IS UNILIKELY, (P. 76)

FROM: THE STRUCTURE OF SCIENTIFIC 
1
\E'O/ UTIONS, BY TH0I1IAS S.

KUHN, UNIVERSITY OF CHICAGO PRESS, 1970.
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SUMMARY

1. The three consultants hired by USRA to critique the use

of an ES09 to finance the capital formation needs of ConRail

share one blind spot in common: in making their "negative

case" against the ESOP, they are totally oblivious of the

stark reality that the top 1% of Americans own over 50% of

all individually owned U.S. corporate stock and that conv-

ventional methods of financing new capital formation in U.S.

industries, like our railroads, will create trillions of

dollars of new industrial capital without creating any new

owners in the process.

2. The USRA report is silent regarding the increasing

vulnerability of companies in basic industries, like energy

and rail transportation, to nationalization pressures, a

situation rooted in their extremely narrow ownership base,

leaving them with hardly any popular constituency, even among

their own employees.

3. Close analysis of today's crisis of capitalism around

the world, evidenced by the decline of our Northeast and

Midwest rail systems, is directly traceable to serious

structural flaws in our business corporations, labor unions

and Fost particularly, in our extremely primitive modes of

financing corporate capital requirements, which have failed

to provide effective access to capital ownership among

workers without whom corporate profitability and a free'

enterprise system cannot survive.

-1-
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4. The ESO? method of finance is the exclusive method

available under present Federal laws that provides a

source of funding to corporations like ConRail to meet

their financing requirements, while building equity ownership

into all employees without any reduction in their present

comnensation levels, without invading their savings, and at

no personal risk in the event any particular financing trans-

action under the ESOP turns out to be non-viable.

5. According to its Congressional supporters, the ESOP offered

a new solution for reorganizing troubled industries in general,

as well as a fundamental new direction in ownership patterns

for the U.S. rail system and "the only alternative" politically

to eventual rail nationalization. Not a single mention was

made in the USRA report of the ESOP, when held up against

ccnventional strategies for financing ConRail, as a safeguard

against eventual nationalization and future bailouts of basic

industries. Thus, the report was written without any regard

to the basic Congressional purpose underlying the study of

the extent to whfch ConRail should utilize ESOP financing.

S. Maxinum application of ESOP financing principles would

enable ConRail to be launched, from its inception, as a

100% employee-owned enterprise, with no outside stockholders.

If successful, employees would share ConRail's profits in

the form of stock accumulations and dividend incomes, an

unexpected "bonus" over what they now had bargained for.

If 100% employee ownership cannot make ConRail work, than

the workers are no worse off than they are today. But none

of USRA's consultants considered this as an option for Congress

-2-
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and USRA, an innovative alternative to the status quo in

labor-management relations and a practical way of placing

in the hands of ConRail management and ConRail labor, maxi-

mum: incentives as well as complete ownership responsibilities

to make the enterprise highly competitive and profitable,

after the initial start-up period without any taxpayer subsi-

dies.

7. USRA's final system plan assumed that ConRail could not

be re-organized in any way to make it profitable, at least

for several years.- In failing to consider maximum use of

ESOP financing, USRA and its consultants proceeded upon a

conventional course, not unlike the shaky path which led to

the demise of railroads in the first place. (In fact, USRA

actually completed its preliminary system plan even before

it hired consultants to carry out Congress' ESOP mandate.)

8. 'USRA's consultants, by omission, offer no solution to the

historic indifference of rail labor to management's problems

of meeting competition and generating profits. If the ESOP

cannot unite the interests of management with these of ConRail's

unionized workers, what is their alternative?

9. uSRA's consultants take for granted a bailout philosophy

and reflect no sensitivity to the rising hostility among

Aflerican taxpayers to the rising costs of bailouts and to

the failure of new Government-owned corporations like the U.S.

Postal Service. For example, E.F. Hutton assumes that the

Federal Government will have to guarantee over $3 billion in

-3-
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new. loans to ConRail and further assumes that present creditors

of bankrupt railroads are entitled to gain all equity increases

from the new capital that is purchased with such Federal help.

To E.F. Hutton, if the workers gained such equity through an

ESOP, it would be an unfair "windfall", but E.F. Hutton has

no similar reservations about providing risk-free credit to

increase the net worth of existing creditors by over $3 billion.

10. The USRA's consultants' evaluation of the ESOP is entirely

negative and is replete with tortured logic, gross distortions,

and highly biased and short-sighted comments about the ESOP,

a financing innovation which has been demonstrated successfully

in over 100 U.S. corporations and has been widely hailed in

technical journals as "a major advance in corporate finance."

(See Part Vqof this memorandum for a detailed point-by-point

rebuttal of the USRA evaluation of the ESOP.) For example,

the studyt

a. Ignored the growing support for the ESOP concept on

Capitol Hill and in the Administration (e.g. the

Commerce Department's ESOP Development Bank loan

to an ESOP at the South Bank Lathe Company) and the

mushrooming use of ESOPs by large national corporations,

many with unions. BARRON'S recently described the

ESOP as an idea "whose time had come" and lauded it

as "the first major answer to the Keynesian economic

policy that has mesmerized much of American thinking

since World War II".

-4-

69-174 0- 76 -16



270

b. Failed to consider the "best case" for ESOP -- 100%

employee ownership -- and instead evaluated only the

implications of "token" use of the ESOP in a company

owned 100% by creditors of the bankrupt railroads.

c. Was incorrect in its analysis of the tax and financing

implications to ConRail under an ESOP.

d. Structured its profitability projections without

assessing the potential of trading-off potential

ESOP benefits for at least a portion of future

wage increases, or the possibility of lower interest

rate loans and additional tax incentives for ESOP

financing under three new Federal laws plus several

others now being considered by Congress to encourage

ESOPs.

e. Failed to survey the attitudes of rank-and-file

workers on the ESOP alternative despite the recent

findings that American favor, by a 66% to 25% margin,

workers owning most of their company's stock.

f. Conspicuously discarded a 20-year-old ESOP model

with 100% employee ownership and six unions --

Peninsula Newspapers, Inc. -- by failing to recognize

the nature of the ESOP as a new means of finance.

g. Found absolutely no negative evidence in the ESOPs

it studied but still concluded that there were "serious

motivational disadvantages" in undertaking an ESOP.
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h. Is based upon a scientifically half-corplete and

outdated analysis of "productivity" concepts, which

is still used to rationalize labor demands for

inflationary wage hikes.

i. Reflect little political or philosophical understand-

ing of the nature of "private property" in a corpo-

rate setting and the importance of broadening the base

of corporate ownership.

j. Uncritically accepts the status quo in regard to

present labor/management patterns in bargaining over

compensation issues.

11. Congress should take new initiatives to encourage an

ESOP in the planning and structuring of ConRail. (See

specific recommendations in Part VII,,-below.)
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II

INTRODUCTION

In promoting their stock brockerage services on TV,

E.F. Hutton contends, "When E.F. Hutton speaks, everyone

listens." Hence, when E.F. Hutton, as USRA's consultant

on the ESOP as a financing alternative to meet ConRail's

capital formation requirements, renidered-its. verdict on the

ESOP, everyone must take it seriously. To the anguish

of the proponents of the ESOP and the thousands of workers

who have become capital owners through the ESOP -- many in

100% employee-owned companies -- E.F. Hutton signaled thumbs

down. E.F. Hutton ruled that ConRail's profits would decline

if the workers purchased their equity through ESOP financing.

USRA mobilized two other consultants to prove that

employee stock ownership won't work -- Towers, Perrin, Forster

& Crosby and Dr. Saul Gellerman -- but clearly E.F. Hutton is

the heavyweight in the pack, because the ESOP is essentially,

according to its proponents, a radically new thrust among

corporate financing techniques. Hence, this response is

heavily weighted to counter E.F. Hutton's critique. (See

Section A of PartVI, below for our point-by-point rebuttal

of the detailed USRA Report.)

Geared as its operational philosophy suggests to a specu-

lator's market -- largely manipulated by a small cluster of

institutional investors -- E.F. Hutton can perhaps be excused

for not recognizing the ESOP as a new investor's tool. Specu-

lators buy to sell and sell to buy. Investors buy for the

long haul, and they hold on to their investments, looking
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toward their investments for their income potential. Since

the ESOP provides a company its oam in-house "stock exchange",

companies with ESOPs have little need for E.F. Hutton's advice

on how to gamble in the Wall Street casino.

If ConRail's profit potential will be decreased if its

equity is owned 100% by its employees, as E.F. Hutton suggests,

then the free enterprise system is in worse shape than its

detractors suggest. If ConRail cannot earn a profit when each

and every employee has his fair share of ownership in the

company, then there is no legitimate market for ConRail's

services and it should be abandoned at once.

While it is true that this industry has been badly neg-

lected and abused in the past -- and drastic surgery is now

in order to save the victim -- new disciplines are vital and

must be imposed if a newly reorganized ConRail will ever again

pay for itself.

Certainly, temporary subsidies are in order to ease the

pain of the patient during the recovery process. But conti-

nuing subsidies and bailouts are like drugs, which must inevi-

tably weaken the "muscle" and self-supporting discipline of

the new ConRail and its employees. This discipline must be

restored.

Workers can no longer ignore the fact that increases

in labor costs must be passed on either to customers or to

taxpayers. If taxpayer support is to be gradually withdrawn,

as it should be, workers will have to be placed in a position

where they will be disciplined in the future by the marketplace

for rail services, by their ability to compete with alternate
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means of transportation, and by their desire to maximize profits.

They can no longer be left in the position where there is no

self-imposed restraint to demanding more and more pay, unless

they want to upgrade their skills and responsibilities or work

longer hours. But a self-imposed lid on labor cost increases

does not place any ceiling on the capital increases which can

be made accessible to workers of a ConRail owned 100% from

its inception by its employees. If labor costs become stabi-

lized, or even reduced, the ESOP will provide workers new

canital benefits in the form of annual increases in equity

ownership and dividend incomes distributed to workers and

retirees. . .at no extra cost to the company over its normal

cap'ital formation costs. Nothing is taken away from workers

to which they are entitled, but something new has been added:

en opportunity to own all the capital and receive all the pro-

fits of ConRail. . . if they end management can work together

in the future. All revenues from ConRail customers will accrue

to the benefit of of the worker-stockholders. But, by design,

the workers will be "forced" (actually, by their own self-interests)

to make the system profitable. No demand for economic justice

can logically exceed the unique opportunity for workers to

acquire -- through credit tools formerly monopolized by the

rich -- 100% of ConRail's ownership pie and thus share, if

they and management make the system work, 100% of the "wages"

of capital to supplement their paychecks and retirement checks.

Like the laws of gravity, the laws of supply end demand

cannot be repealed by human coercion. But through hard work,

discipline, cooperation and reasoned action, the laws of the
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marketplace can be harnessed to serve society and can

gradually again govern economic values. By opening the

door to capital ownership to rail workers, labor costs can

again gradually be allowed to be set by free market forces.

Labor incomes would no longer continue to be manipulated

artificially by strikes and threatened strikes, by govern-

ent edict, or by endless and self-defeating power struggles

between organized labor and rail management.

USRA and its consultants never fully considered the

potential of a 100% employee owned ConRail as an alternative

both to continuing its ownership by a tiny class of absentee

owners or to converting it into a new government owned

corporation like the U.S. Postal Service. USRA and its consul-

tants have had their chance, and they found nothing positive

to say about the ESOP. Their critique is addressed in careful

detail herein. Recommendations to the Congress for action

on the ESOP are contained in PartVII. The responsibility

to act on the ESOP again rests with the Congress.
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III

-I{AT IS AX ESOP?

-rt excellent description of the Employee Stock Ownership

plan (Eso?) and its companion trust (ESOT) is reprined below:

The Journal of April 1975

COMMERCIAL BANK LEN-DING

ESOT and the v

Commercial Banker

by Cass Beffinger
Assistant Vice President

Commercial Security Bank
Salt Lake City, Utah

E MPLOYEE STOCK OWNERSHIP TRUST (ESOT)-a new idea which.
in its brilliant simplicity. sets one's mind reeling with its manifold implications!

Although many reflinements and extrapolated applications of ESOT have

been developed in recent years. the basic concept was the brainchild of

altorney-economist Louis 0. Kelso. author of numerous stimulating and highly

original books. His most recent. Tvor Factor Theory: The Economics of Real-

ity. is co-authored by political scientist Patricia Hetter and follows The
Capitalist Manifesto and the Ner- Capitalists. which Kelso co-authored with
the well-known philosopher Mortimer Adler.

Kelso's theories propose affluence as the most desirable goal of any economic

system and are based on the premise that there are two factors of production: (I)
labor, mental as well as manual, and l2)capilal. the nonhuman factor. Since most
wealth is the product ofcapital in a technologically advanced economy and since
the vast preponderance of capital is held by a minority of the populace with the

majority relying solely on labor for its source of income, universal affluence is

impossible. Welfare programs in Kelso's opinion perpetuate the basic problems
rather than solve them. inasmuch as they are based on false economic premises.
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"No man has ever achieved affluence on a dole, nor will he," states Kelso
matter of factly.i

The answer in Kelso's opinion is to allow a greater percentage of the popula.
tion legally to acquire capital ownership since affluence is the product of capital
or capital plus labor, but never of labor alone. ESOT is nothing more or less than
the technical vehicle whereby this universal affluence is made possible. For the
commercial banker it is a mechanism which can greatly benefit many corporate
clients while vastly improving the position of the lending bank relative to those
clients.

Features of ESOT
ESOT is a highly sophisticated form of qualified stock-bonus plan authorized

under Section 401(a) of the Internal Revenue Code. Qualified contributions are
deductible from corporate income in the same manner as they would be to a
qualified profit-sharing plan. Contributions may be made in amounts not to
exceed 15% (or up to 30% in the event that less than the permissible maximum
was contributed in past years) of the aggregate compensation paid or otherwise
accrued during the taxable year to all employees covered by the stock-bonus or
profit-sharing plan. Contributions may be made in stock, in cash or in a combina-
tior of the two.

Analysis of a hypothetical ESOT
To demonstrate how an ESOT can simultaneously benefit the corporate

borrower and the lender, a hypothetical set of circumstances will be examirkd
illustrating, first, increased cash flow and net worth and, second, facilitation of
debt repayment, under the plan, as well as other important benefits.
tncreasd net wwrth and cash fltow

Let us assume that XYZ Corporation is a good bank customer with total
annual payroll ofS .500,000and annual pretax earningsof $400,000. A compari-
son of operating results for one year with no qualified plan, a standard profit-
sharing plan and an ESOT is shown in Table 1.

Under the ESOT plan net worth is increased to a far greater degree than with
the normal profit-sharing plan since funds contributed to the trust are invested in
the stock of the company itself. Nevertheless, an ESOT can, if and when shares
of the employer corporation are not available, invest in mutual funds, bank
certificates ofdeposit. insurance contracts and otherqualified investments in the
same way as a normal profit-sharing plan.

Loui 0. Ketot J Painci Hotuv. T. ,I F-t- They: Thi E--i-w,,,,fRialli, IN- Yok:
Vamas. Banks. t967). p. 26.
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TABLE I

COMPARISON OF OPERATING RESULTS

No Proit-

Othe Ye. asulftledPtml sharInq Pte ESOT

Net Before Taxes S400.000 $400,000 $400,000

Contribution 0 225.000 225.000

(15% x $1 .5MM)

Net Alter Contribution 400.000 175.000 175,000

Est. Fed. and State 216.000 _94.500 94.500

Taxes (54%)

Alter-Tax Earnings 184.000 80.500 80.500

Tax Savings and Incremental

Cash Flow 0 12t.500 121.500-

Incremental Net Worth 184.000 80.500 305.500-

52tt.COO - $94500 - $121,500
S225.000 + $eo aoo _ $30.500

Another difference between the ESOT and the profit-sharing plan per se

which may well be of interest is that the ESOT may receive contributions from

the corporation even though atax loss results, thus making it possibletorecovpr.

by means of a refund, taxes paid by the corporation in prior years. For example.

let us assume for simplicity that ABC Corporation has an annual qualified

payroll of $2.000,000 and net income for current and prior years as follows:

Year Pretax Ine Fedvl Taea

1974 $100,000 $ 41,500

1973 80,000 319000
1972 70.000 28.400

1971 _50.000 17,500

5300.000 $119,300

If, as in the previous examples, our corporation contributes an amount equal

to t5% of payroll for 1974 (3300.000). the following would be appropriate in

accordance with IRC Section 172:

Ealane. Net

Yes, Incon- Ded-ellon Loss Loss Canybles T.nable

1974 $100,000.00 (100,000) 1200.0001 0

1973 80,000.00 ( 80.000) (120.000) 0

1972 70.100000 ( 70.000) 50.000) 0

1971 50.00000 _0,000) ( 0 0

S300,000.00 300.000

The net result to the corporation is a fully allowable tax refund of S 19,300.

This hypothetical example is. of course. based on simplified figures. Bankers
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and their clients with the usual professional assistance. augmented by the aid of
an ESOT specialist, must carefully analyze all relevant data pertaining to each
particular case to determine optimum feasibility.

Facilitation of debt repayment

Let us now assume that the X Y Z Corporation decides to undertake a major
expansion program requiring financingofS1.5MM repayable over a seven-year

period. As the banker analyzes the feasibility of the project. management depth
and competence, the customer's industry trends. cash flow and funds flow
projections, ratios, money-market conditions, etc.. it is determined that the risk
is a sound one and that the loan can and should be made.

At this point the banker will endeavor to structure a package that will provide
his bank the highest possible yield with the greatest degree of security. while at
the same time meeting the client's needs to the maximum. If at this point the
banker has in his repertoire of services a practical knowledge of the ESOT. he
can work with his customer to determine what additional benefits might accrue
through implementation of the plan.

Further pursuing our hypothetical case, let us assume in addition to annual
payroll ofSl .51MM and pretax earnings of $400,000. an approximate 7% annual
return on the invested equity (very conservative by SEC studies). On this basis
the annual income of the corporation will he increased from 5400.000 to approx-
imately $500.000. Ifwe also assume, as in our first example. aggregate effective
Federal and state income taxes of`549y, liquidation ofthe entire $1,50000adebt
obligation would require the potential borrower to generate pretax earnings of
$3,260,000. Therefore, with pretax incomeof$500.000. it would take slightly less
than seven years to repay the loan, well within the company's guidelines (for
simplicity we are assuming stable income and are not considering interest).

If an ESOT is structured fur the XYZ Corporation, and the money is bor-
rowed directly from the bank by the ESOT. with an appropriate corporate
guarantee, as shown in Graph l. the X YZ Corporation may then utilize the loan
proceeds for its expansion program. As contributions are made annually to the
ESOT. they are applied to debt servicing as shown in Graph 2.

Since the annual contribution in the foregoing illustration is S225M (15% of
annual payroll of 51.5MNI). it would take approximately the same amount of
time to repay the loan. The important difference is that the debt has been repaid
withpre-rrix dollars. Therefore. it has been necessary for the corporate borrower
to generate only $1.500,000, rather than 53.260.000. A seven-year analysis of
comparative performance is shown in Table 2. The substantial increases in
cash flow and net worth are readily apparent and vividly illustrate the tremen-
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dous benefits it, the borrower as well it. the rcsutIlant imprsved position of the
lender.

GRAPH I

BORROWING STRUCTURE

CORPORATE GUARANTEE

A Stock Sold B. Stock Pledged

XYZ XYZ loptional) BANK
Corporation 0. Stock ESOT C Loan

Purchased

GRAPH 2

DEBT-SERVICING STRUCTURE

Annual

XYZ E. Contribution XYZ BisamenANK
Corporation ,. . ESOT Stock Released

Held tr Emptoyees
(it originally

pledged)

TABLE 2
ANALYSIS OF SEVEN-YEAR PERFORMANCE

On., S.en Ye." WlIhoet ESOT With ESOT

Net Before Taxes S3,500.000 53.500.000
Contribution 115% x 51.5MM x 7) 0 1,575.00

Net Alter Contribution 3.500.000 1.925.000
Est. Fed. and State Taxes 154%) 1.890.000 1.039.500

Abler-Tax Earnings 1.610.000 885.500
Loan Repayment 1.500,000 0
Net After Loan 110.000 B85.500
Tax Savings and Incremental Cash Flow 0 850,500'
Incremental Net Worth S t O.000 S2.460,000

SI.890.000 - 51.039 500 = 5850,500
St.575.000 + 9885.000 = 52.460.500
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Benefits to employees

Shares are held by the trust for the ultimate benefit of the covered employees,
thus creating for them, through dividends from the shares, a "Second Income
Plan." a vital part of the Kelso philosophy. In essence, the employees have
graduated from mere laborers to laborer-capitalists. As Kelso states in The Two
Factor Theory, "Thus, in the macrocosmic sense, the Second Income Plan is a
method for building simultaneously (I) the individual power of the people to
produce wealth and, therefore, (2) the legitimate power of the masses to con-
sume it."' Employee motivation is thus vastly increased and the result should be
improved worker productivity. Apparently persuaded by the Kelso philosophy.
Senator Paul J. Fannin of Arizona introduced a bill in Congress last year to
encourage consideration of the ESOT plan on a broader scale.a

Disadvantage

The only real criticism of the ESOT plan is the charge that it results in equity
dilution. This is not usually the problem. however, that one might immediately
assume. Although a given shareholder's percentage of ownership might de-
crease, given the rapid growth in net worth the actual value of the decreased
percentage may actually be much greater. While numerous factors would regu-
late the actual dilution, an analysis by Kenneth P. Veit in The Notional Under-
writer concluded with the statement that: "Generally speaking, however, it
appears that the claim of no dilution is valid."'

Conclusion

ESOT offers numerous benefits, many of which are beyond the scope of this
paper, as is an in-depth discussion of the full range of social, political and
economic implications of Kelso's "Second Income Plan" and related theories.
Our purpose has been to introduce the ESOT concept and to examine the
potential benefits inherent to the plan forthe corporateborrowerand the lending
institution.

When already bankable loans are made to an ESOT rather than to the corpora-
tion directly, repayment may occur with pretax dollars, with the substantial
benefits previously identified. Dilution of stock is not normally a problem.
Nevertheless,sincean ESOTmustbe tailor-madetospecificcircumstancesthe
dilution factor may be fairly well quantified in advance.

'ibid.. p. 47.
'Mtichn. T. M.t.loy. "Rihchs IrI Allt in Th-r N.a/i Ob-r- 'r. Nt.y 25. 1974. p. 27.
'Kenneth P. W 'i.K.I-o RliIed: ATr-hnkdLaoka.1 NoLekPl..nN- Radn3 Capitut.' inTh,

N.aia..t Ud-,or,. April 24. 1971.
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It is. of course, imperative that the corporate officers, together with their

banker, attorneys, accountants and an ESOT specialist analyze in depth the full

implicationsofthe plan. Inasmuch as ESOT is a sophisticated and complex tool.

the importance of securing the counsel of a qualified ESOT specialist cannot be

understated ifit is to be implemented properly and utilized to its fullest potential.

Where this procedure has not been followed. problems have resulted. Where this

is accomplished it will, in many cases, be evident that the benefits to borrower

and lender alike are substantial. 0

A-tithee highly inffirarnti-r d Tis i .l I SOT r.r.....ir Yzl Min grmiti-
er derail the sperifice tis-fhah thr C---i-rl HafLing rind Trritt
Departr ertt. is tha i' OyJiih 0. Tiid frirplirve Sit , Ownership
Tnusi-Opp-rr-tuity for Ba.A..i i th, AlRigti 1974 i- i, 1ii Bt'r-
uutigh,^ CleIririri NiRNse.-Ed.
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Wh-AT IS THE LEGISLATIVE CONTEXT SURROUNDING THE ESOP PROVISION

IN THE NORWHEAST AND MIDWEST RAILROAD REORGANIZATION LAWS?

The Regional Rail Reorganization Act of 1973 directs

the United States Railway Administration (USRA) to design

a final system plan for reorganizing the Penn Central Rail-

road and other bankrupt Northeast and Midwest rail systems

in a canner which creates "a financially self-sustaining

railway system in the region which also meets the service

needs of the region and the Nation." (Sec. 206(e)(3)(F)).

In his floor statment of December 11, 1973, Senator

Russell B. Long clearly outlined the choices available to

Congress and the USRA in designing the financial architecture

of the new regional rail system:

"What an irony of history that our railroads -- the key
to the rise of America to industrial and agricultural
greatness, and-now even more vital to the development
of a freer, more prosperous, and more environmentally
hospitable economy yet to be built -- took the wrong
turn over a century ago, leading the rest of American
industry headlong into pinnacle ownership, the concen-
trated ownership of capital.

"Our railroads today have been the first to arrive at
a deadend in that road. We,the members of this Con-
gress, more than a century later, are now given a second
opportunity to provide a prototype design for the pattern
of ownership of the American economy.

."We could take the first course and further exacerbate
the already intensely concentrated ownership of produc-
tive canital in the American economy.

"Or we could join the rest of the world by taking the
second path, that of nationalization.

"Or we can take the third road, establishing policies to
diffuse capital ownership broadly, so that many indivi-
duals, particularly productive workers, can participate
as owners of industrial capital.

"r. President, the choice is ours. There is no way to
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to avoid this decision. Non-action is a political deci-

sion in favor of continued, and indeed increased, concen-

trated ownership of productive capital.

"Which of these three ownership alternatives make the

most common sense, the most political sense, the most

social sense, indeed, the most moral sense?"

After Senator Long completed his statement, Senator

Vance Hartke, Chairman of the Senate Surface Transportation

Subcommittee and floor manager of this legislation in the

Senate, responded:

"[Tlhis is probably one of the most innovative ideas

presented in this bill. . . Individuals that would,

under normal circumstances, appear to be opposed to this

kind of operation, seem to be sympathetic to it. . . .

Not only is it possible that this could lead the way

in the railroad industry, but also, this could be the

beginning spot for giving to other major industries
in the Nation." (CONG. RECORD, Dec. 11, 1973, p. S

22552.)

Senator Long provided USRA with a comprehensive-new

perspective to guide their planning of the ConRail final

system plan, when he raised the question:

"Why did one of the most important railroad systems in

the world, located in one of the most highly populated

and highly industrialized areas of the world, possessing

a labor force that was more than adequate both in numbers

and in skills, fall into shameful disrepair and finally

bankruptcy?"

He answered his own question:

"Cne must necessarily conclude that the causes lie with-

in the institutional arrangements -- the financial designs

-- of the railroads themselves, end within the institu-

tional relationships between the railroads end governments,

both Federal and State.

"'t is not the task of Congress to restore the losses

of stockholders of the bankrupt system. Rather, while

protecting the property rights and values that remain,

it is the task of this Congress to so guide the organi-

zation and restructuring of the railroad enterprises and

of their relations with government, that they will in

the future run efficiently and economically, will take

full advantage of our internally available fuel supplies,

and will provide a model of enterprise to which we can

look for answers to the industrial malaise that mars
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other areas of our economy.' (CONG. RECORD, p. S 22548.)

In his floor statement, Senator Long advised the USRA:

"If our railroads fail to build substantial ownership
incentives and the discipline of the profit system into
its workers in the future, they will never again earn
a profit. Nationalization will inevitably follow. And,
since railroads have always been pacesetters in our indus-
trial network, in the best and worst of times, we will
have laid the foundation for eventual nationalization
of our airlines, trucking, agriculture, mass media,
telephones, energy development and production, manufac-
turing, and the rest of our enterprise system. Everyone
will be on the Government's payroll. . -

"I think it will be a grave error. . . to hand over auto-
matically all new common stock to existing creditors and
to delay in building substantial equity ownership into,
the railroad work force. How fast and how much owner-
ship we build into workers will directly determine the
odds that We can avoid nationalization ... . Only in
this way can Congress demonstrate that the misguided and
short-sighted notion that railroads cannot provide low-
cost quality service at a profit, will not become a self-
fulfilling prophecy.

"In S. 2767, the Senate offered a new ownership alter-
native, an employee stock ownership plan or "ESOP", de-
signed to correct defective corporate finance and concen-
trated ownership patterns. in our railroads. Not enough
of the conferees, particularly our House colleagues, had
sufficient opportunity to study and fully understand this
innovation and its far-reaching implications for saving
our railroads. Organized labor and railroad management
also need more time to acquaint themselves, the workers,
and the public generally on this new thrust. The ESOP,
however, still remains a key feature of this legislation
and will be studied and, hopefully, fully implemented

.by the railroads covered by the final bill." (CONG.
RZCORD, December 21, 1973, p. 5 23785.) (Underscoring
added.)

Senator Hartke then reinforced Senator Long's point:

"This approach is not only a new approach, but it is a
plan to make our democratic system work for people who
work for a living. . ." (p. S 23785.)

Having mandated that USPA conduct a study of the ESOP

as a means for saving the railroads from government ownership,

Congress has since proceeded to provide even greater encour-
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to the ES02 and its unique ownership-spreading capacity.

In the pension reforms signed by the President on Labor Day

1974, ESOP's were given special recognition within the tax

laws as a unique technique of corporate finance, separate

and apart from standard employee benefit plans When the trade

reform legislation was passed, preferential treatment was

given to corporations receiving Government-guaranteed loans

from a special $1 billion fund to aid companies locating

or expanding their facilities in trade-impacted areas, provided

that they established and used the ESOP as a conduit for at

least a portion of those loans.

A major Congressional boost to encourage ESOP financing

over traditional modes of corporate finance came in the Tax

Reduction Act passed in March 1975, when a special ESOP invest-

ment tax "bonus" of 1% beyond the temporary 10% investment

credit Congress provided to businesses that add qualified

capital investments. Hence, what had always previously been

a tax benefit to the capital-owning few, now contained a

'carrot' to corporate management to try the ESOP as an alter-

native approach to their needs for new capital formation,

a-ecoromically-beneficial departure fromtthe status-quo in

corporate financing patterns that few major corporations

took note of until they saw how the winds on Capitol Hill were

blowing.

Undoubtedly, the most important political advance for

t'e ES0 concept is contained in the Accelerated Capital

Formation Act, now before the House Ways and Means Committee

with a highly diverse, bi-partisan base of 92 co-sponsors,

including 10 members of the Ways and Means Committee. (H.R.
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462, by Mr. Frenzel and Title III of the Jobs Creation Act,

H.R. 7240, by Mr. Kemp.) Jerald ter Horst, President Ford's

first Press Secretary, reported on August 30, 1975 in his

nationally syndicated 'column that this bill provides a viable

compromise between the Administration's proposed package of

incentives to encourage corporations to add to their capital

investments and those members of Congress opposed to providing

new tax benefits for the rich. ter Horst found that people

in normally opposing camps on Capitol Hill were supportive of

the ESOP and had joined forces in backing the Accelerated

Canital Formation Act, which so- sweetens the-incentives to working

Americans and their employers that ownership-concentrating

pattenrs-otwcorporate finance would graduallyX-iither away

in favor'of-ownership-spreading methods .of capital formation,

starting with private sector employees through the ESOP.

It is interesting also to note that several Democratic

aspirants to the White House have begun to make the ESOP and

the goal of spreading capital ownership among working people a

central focus of their campaigns. Former Governor Reagan is

also waving the banner of the ESOP. And undoubtedly the poli-

tical climate in Washington will be affected by the recent

findings of the respected political pollster Peter Hart that

zAmericans are seeking major changes in our economic system,

that by a 66% to 25% margin, Americans favor workers owning

most of their company's stock; yet, and this is important in

the ConRail context, by a 81% to 13% majority, Americans

reject Government ownership of major corporations.

It thus appears that the ESOP concept -- now increasingly

accepted by labor and management -- is an idea whose time has

arrived. -22-
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V

WHNAT IS LABOR'S ATTITUDE TOWARD THE ESOP?

In r:OTIVATION AND PRODUCTIVITY, Dr. Gellerman, one of

the consultants hired by USRA, made one perceptive observa-

tion about most American labor unions. On page 270, he

stated:

"Finding themselves, so to speak, with their attacks

repulsed and their home-territory under mounting pressure,

American unions are for the first time in their history

becoming advocates of the status quo: They are now find-

ing it to their advantage to attempt to control change or

even to prevent it."

On page 286 of his book, written in 1963, Dr. Gellerman 
recog-

nized the need for a new alternative to the status quo--which

the ESOP provides--if long and bitter strikes are to 
be avoided

in many industries:

"The employees who are exposed to displacement. . .are

likely to perceive the prospect as a life-or-death strug-

gle in which no suitable alternative to the status quo

is available to them. They will therefore insist thait

generating profits and meeting competition are manage-

ment's problems and not theirs, and that the attempt 
to

make them pay for technological progress by sacrificing

their security is an injustice that must be resisted to

the last gasp. Unless convincing and attractive alterna-

tives are offered them, the not-too-distant future is

likely to witness a series of long, bitter strikes in

many industries." (Underscoring added.)

To persuade every labor leader in the United States that

the ESOP is a "clear and convincing alternative", one that

could bring management and themselves together on issues 
of

competition and profits, is, of course, easier said than

done. Those comfortable with the status quo have no -motivation

to listen to new ideas, let alone accept them. Nevertheless,

pressures from the rank-and-file and the American people

generally are now being directed at labor leadership, seeking

constructive new alternatives to labor's former game plan.
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Political pollster Peter Hart recently conducted a poll

finding that 56% of Americans agreed with the statement,

"The increases that labor unions have gotten for their workers

a-e too large." Union meebers find that pay increases go

right into higher prices. And by a 66% to 25% margin, Ameri-

cans favor the development of "programs in which employees

cwn a majority of the company's stock." (WASHINGTON POST,

August 31,.1975, p. A21)

On July 21, 1975, BARRON'S announced in its lead arti'cle

that the ESOP is an idea-"whose time has come." Since the

first ESOP was implemented in 1956 to achieve an employee

buyout of Peninsula Newspapers, Inc., the concept has been

long in coming. It is now widely being hailed among finance

eaxcerts and the news media as "a major advance in capitalism."

One labor leader, who approached the ESOP with the skepticism

of an "unreconstructed wobbly" until he viewed the recent

"60 Minutes' TV program on the ESOP, read more about it and

decided: "Our next labor agreement will include an ESOP

for our members (possibly after a lengthy strike or lockout."

Since management also will share in the benefits of an ESOP,

the probability of management resistance to the ESOP is slim.

N;o unionized company with an ESOP has ever had a strike.

Peninsula Newspapers, Inc. involved six unions. Union locals

whose members receive stock through ESOPs include the UAW, the

%lazhinists' UJnion, the Laborers' Union, the Steelworkers, and

others.

Some labor leaders recognized the enormous potential of

the ESOP long before it became popular and before Congress

gave its official "stamp of approval" on the ESOP concept
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tn he rail reorganization legislation and three subsequent

major Congressional enactments.

In 1967, Walter Reuther, speaking before the Joint Econ-

oric Committee, supported "stock distributions to workers" as

a reans "to democratize the ownership of America's vast corpo-

rate wealth" and as an alternative to inflationary wage increases.

In 1968, Harry Bridges of the International Longshoremen's

and Warehousemen's Union gave his nod of approval to the new alter-

native offered by the ESOP by joining the Board of Directors

of the Institute for the Study of Economic Systems, a non-profit

research and educational foundation devoted to spreading under-

standing of universal capitalism and various means, including

the ESOP, for achieving a more democratic base of capital owner-

ship throughout the world's economies.

In 1971, the Executive Committee of SETUFCO, the banana

workers' union representing the 3,600 field workers of United

Fruit of Guatemala, studied and adopted universal capitalism

as their union's new game plan. United Fruit was under a U.S.

anti-trust divestiture decree to sell its Guatemalan plantations.

The banana workers wanted to buy the properties for themselves

and management through ESOP financing. Del Monte, the competing

bioder for the properties, gained approval from the Guatemalan

Government over the the bid by the banana workers. A final

resolution of this situation is still in the air, in the light

of recert WALL STREET JOUBXAL articles revealing possible pay-

offs by Del Monte to former top government officials in Guatemala.

In February 1972, Joseph Curran, then President of

the National Maritime Union testified before the Senate Merchant

Marine Subcommittee in favor of an ESOP for saving the passenger
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ship industry. Six taxpayer-subsidized vessels, including

the United States, the Independence and the Constitution, waere

uo for sale to foreign buyers who wished to use then for

carrying American passengers in the vacation cruise business,

one of the fastest growing industry's on the Eastern seaboard.

This involved a loss of 5,000 jobs directly, 250,000 jobs

indirectly and millions of dollars in Ararica's balance of

payments. Having outpriced themselves in the world labor

market, Curran stated that his members would be "prepared to

reduce crew size and tighten work rules to increase worker

productivity and reduce labor costs by as much as 50 percent',

as the trade-off for Congressional permission to reorganize

that industry through an ESOP. Curran lost that round, when

he was unable to effectively communicate the ESOP concept to

the subcommittee's chairman, Senator Russell B. Long, now

the ESOP's most effective advocate on Capitol Hill.

The NYU has not dropped its interest in the ESOP. The

National Council of the NMU held a two-hour discussion on

November 5, 1974 on the ESOP as a possible bargaining issue.

Shannon Wall, the NMU's present head, has written, "Our interest

continues. It may well be that the ESOP principle can provide

a much-needed stimulus to the free enterprise system. We are

studying ways to apply the principle to some phase of the

maritime industry to provide benefits to all concerned --

maritime workers, management and the nation."

Articles on the ESOP have appeared in a number of union

journals. A series of excellently written articles on the

ESOP went out monthly to the members of Great Lakes Seamen's

Union, Local 5000 of the United Steelworkers of America.

(July to December 1972 issues of COMPASS.)
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Members of Steelworkers Local 1722 joined with the manage-

=ent of the South Bend Lathe Company, a name brand in the

machine tool industry, to null off a deal that is being

widely heralded within the Ford Administation's Economic

Development Administration as a major turn-around in

national strategy for saving jobs in economically depressed

areas. NEWSWEEK, BUSINESS WEEK, INDUSTRY WEEK, TEE WALL

STREET JOURNAL, BARRON S, TEE WASHINGTON POST, IRON AGE,

the Mike Wallace "60 Minutes" TV program, and others have

brought the South Bend Lathe Story into national prominence.

According to the September 1, 1975 issue of NEWSWEEK, "Six

months ago, South Bend Lathe seemed like a sure bet to join

the dreary list of business failures that have turned that

northern Indiana city into an economic disaster area.

Amsted Industries, the firm's parent concern seriously

considered liquidating the operation." Now, under an ESOP

strategy orchestrated by the investment banking firm headed

by Louis Kelso, the 50a-employees were able to raise $10

million in cash to buy 100% of the equity, without taking

a dollar from their savings or reducing their paychecks and

at no personal risk to the workers. The workers were willing

to take a 15% cut in pay to make the purchase, but this was

unnecessary. So far, the ownership change is working smoothly.

July production suddenly jumped 10% and expenses from poor

,crnrmanship plunged 70%. One interesting feature to this

story that should be noted is the tremendous flexibility

and keen sense of reality among union members and their

leaders when they were put under pressure by what seemed

like a hopeless case. Upon closing of the deal, Amsted
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terminated the pension plan for employees, making them 100%

vested in all benefits acquired in their behalf up to that

point. But the new company could not afford to make payments

both into a new pension plan and into an ESOP, if the acquisi-

tion lcans were to be repaid. In the face of reluctance by

officials higher up in the Steelworkers' Union, 100% of the

local's membership came out in favor of the ESOP, thus allowing

management to forego costly pension contributions, which are

a staple in every collective bargaining packege. This is'

probably unprecedented in labor circles, but it is an indication

of the problem-solving potential of an ESOP, when creatively

designed and implemented. The attitude of SBL management

regarding the ESOP is reflected in this statement by J.

Richard 3oulis, who is continuing on as president:

'For the next couple of months my biggest job will be
employee communications. I want the imagined wall between
managers and other workers torn down."

Many already recognize the difference at SBL. BUSINESS WEEK

interviewed 24-year-old Jon Mortrud as he wired a computer-

controlled machine. He told the reporter:

"The biggest fear was the liquidation. Now I feel very
secure. And the harder I work, the more I'll get. Every-
body will be watching everybody else to make sure they're
working hard. "

Then, according to the reporter, "feeling the stares of his

fellow employees as they waited for him to finish the wiring,

tMortrud turned-quickly back to his work." (BUSINESS WEEK,

August 11, 1975.)

nhat is the attitude of railwav labor toward the ESOP?

No onehas ever put this question directly to individual

members of the unions involved in ConRail. But if an impar-
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tial survey was conducted, one would expect rail workers to

respond enthusiastically, like union members who already.

owrn most of their company's stock and the 66% to 25% majority

of Amer-cans who favor employees owning most of their company's

stock.

Among rail labor leaders there is a split over the ESOP.

C.L. Dennis, President of the Brotherhood of Railway Clerks,

representing about one-third of the union members affected

by CorRail, is an enthusiastic supporter of employee stock

ownership. When a group of employees purchased the Chicago

& North Western Railway, Mr. Dennis sent this message to

the W.7ALL STREET. JOURNAL:

"In my opinion, the effort of the employe group is one
of the most refreshing ideas to come down the tracks in
a long, long time. Employe ownership, it seems to me,
has much to offer in strengthening our railroad system
in the areas of labor-management- relations, and of giving
the employes the opportunity to participate in a more
meaningful way in the fruits of the capitalistic system.
Certainly, it is an encouraging development in the midst
of talks about nationalization of railroads, which I
think is misguided and unfortunate.

"In short, here's a new idea, a fresh approach that de-
serves to be tried. If it works, and I believe it will,
everyone--the workers, the industry, and, most importantly,
the general public--will be the winners. And isn't that,
after all, what capitalism and free enterprise are all
about?"

- Other union officials involved in ConRail view the ESOP

as a possible threat to the status quo in their relations

with nanagenent. According to Mr. Al Chesser, President of

the United Transportation Union, "It sounds good, but I'm no

expert in finance and neither are most union leaders." But,

without ever hearing an explanation of how an ESOP works and

how it might be applied in the ConRail situation, the UTU

and other rail labor executives (other than Mr. Dennis)
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took a negative stand against employees' acquiring ownership

of ConRail, when they met in February 1975 in Miami Beach.

Feedback from the meeting indicated that the rail executives

oresent feared the ESOP as a possible threat to the 'wage system"

and the "work rules" they were used to bargaining over for the

past century. None of them took a stand against continuing

taxpayer subsidies of the railroads or nationalization.

It is worthwhile noting that before the ESOP provision

was injected into the ConRail legislation, the press reported

that a few prominent railroad executives and a few rail

executives worked out a deal on how the railroads would be

re-organizod, with the taxpayers picking up most of the tab.

In fairness to those rail labor leaders involved, the introduc-

tion of the ESOP at the lafst- minute, spoiled the deal. It

was deliberately introduced as a way to overcome the tradi-

tional conflict patterns within this industry and build a

true alternative to nationalization and perpetual bailouts

by the taxpayers. Given their limited patience with new ideas

and complacent attitudes toward the present state of the rail

industry, those who fear the ESOP will have to be better

educated by the Congress, the media, and, hopefully, by the

rank-and-file workers. In a sense, their fears are justified.

Inevitably, worker-shareholders would never tolerate some

of the anachronistic and costly "work rules" being retained

today. But the ESOP offers organized labor a much bigger

"wage system" than they ever bargained for in the past; the

ESOP adds the "wages of capital" to bargaining over the "wages

of labor"; after 100% of the revenue pie, what is there to

add? The ESOP offers new horizons and new benefits for labor

leaders to seek for their members. To some, this is too
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much of a challenge. But old-timers in the labor movement

suggest that labor has always opposed innovation, at least

initially. For example, pension plans and profit sharing

were once forcefully opposed by labor leaders. Now they are

accepted as a matter of course.

Under the ESOP, there will be a major structural advance

in the evolutionary development of the business corporation

as a social insitution. It will similarly produce important

advances in the democratic labor union as a social institution.

They are both in primitive stages of their evolutionary devel-

opaent, and, as a consequence, society is suffering and the

economy is not working right. Reluctantly, those who view

the future through a rear-view mirror may, by force of today's

crisis of U.S. industry, have to learn new ways. They will

have nothing to lose but their complacency.

Perry Prentice of TIME, Inc. observed:-

'Business and labor are both in the same boat and it is

almost suicidal for workers to think they can prosper
by making it less profitable (or completely unprofitable)
to employ them. The most glaring example of this kind

of suicide is the Maritime union which was so successful
in getting all the wage increases it demanded that the
American flag vanished from the seven seas. . . .

Railroad labor has been almost equally successful in

pricing itself out of the market.

"Admittedly these may be extreme examples of labor

pricing itself out of work, but union leaders would

be wise to recognize before it is too late that they

are harnessing the profit motive to disemployment when

they force wage increases far in excess of productivity

gains. .

[. ..S]uccess will depend on . . .every worker

[realizingl-.that his own bread-is richly buttered on

the same side as his employer's and-willihave a maximum

incentive to maximize productivity and minimize waste

in order to increase his own income."
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VI

DETAILED POINT-BY-POINT REBUTTAL OF USRA EVALUATION OF THE ESOP

As stated in earlier sections of this rebuttal, the three

outside consultants hired by USRA to evaluate "the extent prac-

ticable" an Employee Stock Ownership Plan or "ESOP" could be

utilized for re-structuring the Northeast rail system, started

from a position of limited appreciation and possible misunder-

standing of the legislative background behind the ESOP provi-

sions in the Regional Rail Reorganization Act of 1973. Leaving

aside their lack of experience with the ESOP as a new financing

vehicle (and in particular its applicability in a reorganiza-

tion situation like the railroads here), none of these consultants

even mentioned that both Senator Long and Senator Hatfield, the

legislators spearheading the ESOP initiative in Congress, proposed

the ESOP as "the only alternative to nationalization" of the

deteriorating Northeast and Midwestern rail system. Without the

ESOP "escape hatch", most astute political observers recognize

that the remaining provisions of the rail act represent, at best,

a bailout of creditors and workers displaced by automation and

dwindling profits, and a continuing drain on Federal taxpayers--

one small step before nationalization becomes inescapable. Others

would suggest that nationalization has already occurred, in fact

if not by name--but politically such a bold assertion is still

untenable. None of the consultants concerned themselves with the

political ramifications of nationalization, the threatening issue

that motivated the unanimous adoption of the ESOP provision in the

rail bill when it was first introduced before the Senate Commerce

Committee on the final day of mark-up on this landmark legislation.
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Being insensitive to the political context surrounding

the ESOP's baptism as a legislative problem-solver, the USRA

consultants gave no consideration whatsoever to the possibility

that 100 percent of the initial common stock of CONRAIL could be

financed through imaginative use of ESOP financing techniques,

making the employees, as beneficiaries of stock acquired by their

ESOP trust, sole owners of the new system from the outset. None of

USRA's consultants saw the big picture, as presented by the proponents

of the ESOP in the Senate floor debates of December 11 and December 21,

1973. Rather than basic innovation their eyes were glued to the

status quo. To USRA's consultants the ESOP is viewed as some sort

of a "gimmick", a "tax loophole" a "token fringe benefit", a threat

to the interests of creditors, on the one hand, and rail labor

leaders, on the other. To the Senators sponsoring the ESOP, it

represented a "major innovation in corporate finance", a fresh

approach to reconciling the interests of creditors, organized labor,

rail users, and already overburdened American taxpayers. To the

Senators ESOP offered a means by which 100 percent of future rail-

road profits would accrue to the benefit of railway workers, assuming

good management and a totally new ConRail reorganization strategy

based upon the built-in disciplines and responsibilities as well as

the rewards of full employee ownership participation.

The USRA consultants also viewed the ESOP within a static

political context. They assumed that Congress remained as un-

familiar with the ESOP as was the case when the rail bill passed in

December 1973. Nowhere did their report note that Congress gave

its "stamp of approval" to the ESOP on three major pieces of
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legislation since then, in the pension reforms, in trade reform,

and in the investment tax credit increases under the Tax Reduction

Act of 1975. Further measures to improve the attractiveness of the

ESOP to employees and corporations would have suggested themselves

to USRA and its cotisultants, had they approached the ESOP in a more

open-minded and creative way. For example, the provisions of the

Accelerated Capital Formation Act, H.R. 462, and the Jobs Creation

Act, H.R. 7240, now before the House Ways and Means Committee with

92 House co-sponsors, would offer additional tax incentives to

rail workers and CONRXIL, which would overcome some of the limitations

in the use of the ESOP under present laws. Suggestions for in-

novations in Federal Reserve policies, aimed at reducing interest

rates on bank loans for meeting the capital needs of basic industries,

like the railroads, are also being advocated by ESOP proponents.

Limiting their argument to a synthetic "negative case" against the

ESOP, none of the USRA consultants bothered to acquaint themselves

with the creative possibilities for solving the structural problems

that led to the demise of the Northeast rail system, if the ESOP

concept was applied to the limit. Not a single good point was made

in favor of the ESOP. Such unanimity among expert consulants is

indeed a rarity.

When one reads the report of USRA's consultants against

a background of the legitimate Congressional fears of nationalization

of this basic industry and of a realistic possibility that, from its

inception, CONRAIL could be owned 100 percent by its employees,

legitimately and without taking a cent from their paychecks or

savings, and without costing the taxpayers a single cent more in
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subsidies than is now planned under USRA's current plan, then

USRA's '-Evaluation of the Employee Stock Ownership Plan as Applied

to CONRAIL" falls like an elaborate castle of sand.

To assist the reader in this point-by-point rebuttal of

the USRA's evaluation of the ESOP, we will divide this section

into three main parts to conform to the reports of the three

outside consultants hired to carry out Congress' mandate for an

ESOP study. The first section will deal with E. F. Hutton's report

on the ESOP as a method of capital formation for CONRAIL (Appendix B

of the USRA Report, plus Exhibits III and IV.) The second section

will deal with ]Dr. Saul Gellerman's report on the motivational

implications of ESOPs in the CONRAIL situation. (Appendix C of

the USRA Report.) The third section will deal with the report of

Towers, Perrin, Forster & Crosby (TPF&C), who served as project

coordinator and expert on employee benefits. Although TPF&C wrote

a "Technical Review of the Employee Stock Ownership Trust" (Ap-

pendix A of the USRA Report) and the basic report itself, including

all exhibits except Exhibits III and IV, which relate to E. F.

Hutton's work), it is clear that TPF&C's analysis and conclusions

rest heavily on the E. F. Hutton and Gellerman reports, and thus-

-will be rebutted last.

1. THE E. F. HUTTON REPORT, "Evaluation of the Use of an Employee
Stock Ownership Plan as a Method of Capital Formation for ConRail",
dated May 12, 1975 (APPENDIX B OF USRA REPORT)

1. Bias against making corporate credit for capital formation

accessible to workers.

On page 13, E. F. Hutton revealed its own pre-disposition

toward the ESOP as an alternative to conventional kinds of corporate
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In addition, present creditors would gain exclusively the benefits

o: equity enhancement of $3.5 billion as ConRail pays off the costs

of its new capital formation made possible through the FedGrally

guaranteed loans. Conventional debt financing creates new capital

but adds no new owners after the financing process is completed.

In contrast, if the same government-guaranteed debt

financing were channeled through an ESOP on a 100 percent employee-

onrned ConRail, the capital would still be expected to pay for itself,

but with a difference: after the loans are repaid, the additional

equity ownership and profits would be spread among all employees,

while the value of preferred stock or debt securities held by

today's creditors would not be diminished.

E. F. Hutton's double standard of what constitutes a

-indfall" and a "free lunch" perhaps merely reflects its present

constituency--the top 1% of the Americans who today own and trade

through stock brokers like E. F. Hutton over 50% of all individually

owned corporate stock. Rail workers--like others among the 95 percent

of Americans who have little or no ownership stake in U. S. corpora-

tions--would under this double standard remain deprived of access

to corporate credit and the benefits of the tools of corporate

finance. Such access determines not only whether capital formation

is feasible--that is, that it is a self-liquidating investment

secured by its future earnings--but also who will own that capital

after its formation costs have been paid for.

In fairness to E. F. Hutton, however, who should gain the

benefits of capital ownership arising from Federal guaranteed loans
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underwritings, which investment bankers, like E. F. Hutton,

would normally be engaged to perform:

"Since in the early years ConRail's viability will
require massive Federal guarantees of debt, it is
clear that the U. S. Government will have provided
t'e means by which ConRail might ultimately achieve
profitability. When profitable, the equity of ConRail
could conceivably be worth many billions of dollars.
For example, if ConRail were to earn the $381,736,000
it is projected to earn in 1985 and have a market price
of five tines earnings, the value of the equity would
be S1.9 billion. This would clearly be an enormous

- - windfall for the 70,000 to 100,000 employees of ConRail,
who would never have contributed toward the purchase
of the shares,. even at the low price level which
would currently be required." (Underscoring added.)

COMNEST: Clearly, 'E: F. Hutton has no aversion to massive Federal

guarantees of ConRail's debt (estimated at $3.5 billion by 1985,

page 10.)

Under any form of debt financing, these loans are expected

to be amortized with future ConRail earnings. Otherwise, the loans

are not "feasible" and therefore not made. In fact, all corporate

financigs, ESOP or otherwise, are predicated upon the prospects

of the business being able to repay the costs of financing.

Under conventional debt financing, creditors of the bankrupt

railroads would not only receive new ConRail securities equal to

their bankruptcy-adjusted claims, but, in addition, would gain the

"enormous windfall" of $1.9 billion that E. F. Hutton predicts in

equity appreciation as ConRail's earnings improve; as sole stock-

holders of ConRail, the former creditors would be insulated from any

personal risk for non-payment of ConRail loans and would not be

required to make any cash contributions toward purchasing ConRail's

new plant and equipment underwritten with Federally guaranteed loans.
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In addition, present creditors would gain exclusively the benefits

o: equity enhancement of $3.5 billion as ConRail pays off the costs
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guaranteed loans. Conventional debt financing creates new capital
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but with a difference: after the loans are repaid, the additional
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while the value of preferred stock or debt securities held by

today's creditors would not be diminished.

E. F. Hutton's double standard of what constitutes a

-indfall" and a "free lunch" perhaps merely reflects its present

constituency--the top 1% of the Americans who today own and trade

through stock brokers like E. F. Hutton over 50% of all individually

owned corporate stock. Rail workers--like others among the 95 percent

of Americans who have little or no ownership stake in U. S. corpora-

tions--would under this double standard remain deprived of access

to corporate credit and the benefits of the tools of corporate

finance. Such access determines not only whether capital formation

is feasible--that is, that it is a self-liquidating investment

secured by its future earnings--but also who will own that capital

after its formation costs have been paid for.

In fairness to E. F. Hutton, however, who should gain the

benefits of capital ownership arising from Federal guaranteed loans
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to CorRail--rail creditors or rail employees -- is a fundamental

rolitical and economic question, which E. F. Hutton was not asked

to address. That E. F. Hutton does not speak for the majority of

Americans is reflected in a recent finding by pollster Peter Hart

that only 17% favor the present economic system; 41% want major

changes. [And] by a 66% to 25% margin, Americans favor employes'

caning most of their company's stock." (WALL STREET JOURNAL,

,Washingtom Wire:, August 22, 1975, p. 1)

2. Is tte ESOP "the only alternative" to nationalizing bankrupt

railroads?

E. F. Hutton was totally silent on this point.

COMMLENT: The proponents of ESOP suggested that leaving the ownership

of the rails in the hands of a relatively tiny absentee ownership

group was no longer a viable alternative and would only perpetuate

the artificial class divisions and conflict patterns between workers

and capital owners and the breakdown in management accountability

that crippled the profit potential of these railroads in the first

place. (see arguments of Senator Long in the CONGRESSIONAL RECORD

of December 11 and 21, 1973.) The industrial class struggle between

U. S. labor and U. S. capital traces back to the origins of our

railroads. Because of the primitive nature of conventional

techn-oues for financing rail capital needs over the last century--

he2 self-liquidating logic of investment finance was never extended

to rail w:orkers--there has never been a unity of ownership interests

-=mong rail w;orkers, managers and owners. At times they have all

Pul ed in separate directions, leading nowhere and allowing less
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energy-efficient modes of transportation to leave the rails behind

for serving society's needs. ESOP financing could have generated

such a unity of interest had it been instituted by the railroads

from the beginning, or, at least, when the first signs of decline

began to appear. The very process of reorganization offers CONRAIL

an opportunity to launch a new beginning.

3. Would the ESOP decrease the profit potential of ConRail?

On page 11, E. F. Hutton states that, "The establishment

of an ESOP would decrease the profit potential and possibly

lengthen the time before ConRail becomes a profitable entity. The

magnitude of these effects would be in direct proportion to 
the size

of the ESOP plan utilized." Earlier on that page, E. F. Hutton

accepted uncritically the conclusion that, "In its projections USRA

does not foresee ConRail becoming profitable until 1978."

COMMENT: E. F. Hutton carries the power of negative thinking to

absurd heights.

As Senator Long stated on December 21, 1973, "When people

plan for failure, the odds increase that they will fail. ... If we

assume that the rail systems. . cannot be operated at a profit and

therefore neglect to provide sufficient profit incentives for

workers, they are unlikely to earn any profits. . . .In business,

the formula for making a profit is simple: Maximize revenues and

minimize costs. Being so capital-intensive and inherently efficient

and low-cost energy users compared to competitive modes of transporta-

tion, railroads have been historically natural profit makers . . . .

Clearly, not having the same opportunities to accumulate growing

ownership stakes as the few who today own most of today's railroad
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stock, workers have had no incentive to make the simple formula

for profits work. In fact, our ownership system. . .was structured

to lead to ever-decreasing revenues and services and ever-increasing,

non-market-disciplined costs. And if our railroads fail to build

substantial ownership incentives and the discipline of the profit

system into its workers in the future, they will never again earn

a profit."

Clearly, USRA and E. F. Hutton disagree with Senator Long.

Clearly, neither USRA nor E. F. Hutton can conceive of

the possibility of rail management and non-management workers,

including their union representatives, working together--out of

enlightened self-interest and a shared stake in the goal of profit

maximization--for such needed reforms as:

*Eliminating obstacles to more rapid rates of capital
investments

*Procuring more highly automated rail equipment

*Rate de-regulation

*U1ore flexible treatment by the ICC and state regulatory
bodies

*Equalization treatment where competitive modes of
transportation have received special subsidies or
unfair economic advantages in the past (or in the
alternative, make those competitors pay the costs
of the capital advantages they receive)

*Reducing the interest costs of commercial loans on
ESOP-financed rail capital to "pure credit" charges
of about 30 to cover (a) risk to credit insurer that
loan may not be repaid; (b) reasonable profit and
loan administration costs for lenders; and (c)
administrative costs of the Federal Government (See
new Federal Reserve strategy proposed by Louis 0.
Kelso in his presentation to the White House Summit
Meeting on Inflation on September 27-28, 1974 and in
his testimony with Norman G. Kurland before the Senate
Financial Markets Subcommitte on September 24, 1973)
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*Lifzing remaining tax barriers to ESOP capital
formation (See The Accelerated Capital Formation
Act, mentioned earlier, now before the House Ways
and Means Committee with 92 co-sponsors)

Clearly, negativism and "tunnel vision" thinking impeded

:SRA ard E. F. Hutton from ever fully understanding and grasping

tle far-reaching and comprehensive structural changes possible,

s;ere, again in the words of Senator Long:

"Each worker would be placed in a position where
his own efforts toward cost minimization and
increased production would directly influence
the size of his dividend checks and the value of
the capital estate he can acquire during his working
lifetime. From the public's standpoint, we could
reasonably anticipate that strikes and slowdowns,
antiquated work rules, featherbedding, resistance
to automation, and unreasonable wage demands--all
seemingly unsolvable problems up to now--would
gradually disappear once workers are placed in a
position to realize how these activities not only
work against the interests of consumers as a whole,
but also against their individual self-interests."
(CONG. REC., December 21, 1973, p. S 23784-5)

In dealing with the issue of profitability, E. F. Hutton

totally disregards the point that, if Congress and the USRA follow

its recommendations, employees will have no more incentive to make

ConRail a profitable enterprise, than they had under the railroads

that went bankrupt. They will be faced with none of the disciplines

and responsibilities that go along with the potential rewards of

ownership. Tiaey will have no effective means to acquire sufficient

ownership so that ConRail's profitability is directly relevant to

eaco and every member of the work force. And, if Congress and USRA

follows E. F. Hutton's recommendations, the workers will never gain

such incentives and responsibilities. Nationalization will be

*.evitable and nationalization offers workers even less incentives
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to make ConRail meet its costs than at present. The deep pocket

of Uncle Sam will always be available to bail out the railroads.

It mill be like a bailout of New York City. The rail unions will

become another form of public employees union. Certainly, this

is not what Congress intended when it mandated the commissioning

of an ESOP study.

4. Is the SOP more costly than alternative modes of financing

ConRail's capital formation needs?

From a technical standpoint, E. F. Hutton committed an

even more serious error than in its short-sighted perspective on

the implications to ConRail profitability of ESOP financing. On

page 13, E. F. Hutton concludes:

"There is no present financial advantage in the
establishment of an ESOP."

And on page 11, E. F. Hutton states:

"The costs [of ESOP financing] exceed any of
the charges related to other financing modes."

COMMIENT: ESOP financing, as explained in detail earlier, is the

only technique in the field of investment finance, which both

enables a corporation to (a) attract externally borrowed funds to

meet its capital requirements and (2) treat the entire debt service

payment--both interest and principal--as a tax-deductible business

expense. Under a conventional loan only interest is deductible.

For a company in a 507 tax bracket, each $1 for repaying principal

cam carry twice the debt load or repay a loan twice as fast through

an ESOP as under any form of conventional debt financing.

ESOP financing, while resulting in the issuance of

stock to the employee trust, expenses capital investment and so
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lowers tax-reported or apparent income. Ordinary direct debt

financing of corporate growth, in effect, capitalizes the invest-,

meat (i.e., purchases it in after-tax dollars) and requires the

corporation to pay corporate income taxes that would not be paid

under ESOP financing arrangements. Straight debt financing thus

takes disposable working funds out of the corporation that would

otherwise be retained and presumably used productively for the

proportionate benefit of all stockholders. In fact situations

Mwere management is presented with a comparable choice, it usually

prefers the expense route over the non-expense route, because in

such instances the apparent reduction in earnings is in fact an

increase in tax savings and an increase in corporate disposable

cash or equity dollars retained and at work in the corporation.

An example is accelerated depreciation authorized by the tax laws.

The sophisticated investor is not mislead by apparent

earnings per share, an-academic accounting point upon which E. F.

Hutton is resting its case against the ESOP. The experienced

lender and corporate stockholder focus their attention instead on'

corporate disposable earnings or after-tax cash flow per share.

Without cash flow there are no funds to repay creditors and no

dividends for stockholders. For example, assume that XYZ Corpora-

tion reports earnings of $1.00 per share and has loans outstanding

requiring annual repayments of principal equal to 50U per share.

Ar intelligent appraiser would not value that stock based on the

"gross" earnings par share of Sl.00, but rather on corporate

disposable earnings of 50,5 per share. It is misleading for E. F.

Hutton to suggest otherwise.
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If a company is in a 50% corporate tax bracket, the same

S1 of pre-tax earnings can do the work of $3 if the company's debt

requirements are serviced through an ESOP. It finances $1 worth of

capital benefits for its employees' retirement, it re-captures $1

of taxes that would have been paid under conventional direct debt

financing, and it pays S1 of principal on debt for meeting its needs

for new plant and equipment or, in the case of ConRail, for paying

off creditors of the Penn Central and other bankrupt railroads.

W4ith an ESOP, a company can handle twice the debt load or repay

its debt twice as fast as conventional debt financing.

E. F. Hutton's claim that ConRail will not be profitable

which would be refuted under the approach to reorganization proposed

by Senator Long and others) and that therefore ConRail will not pay

any taxes, is also based on dubious assumptions, to be discussed

below. But even if the corporate income tax were rescinded entirely

or integrated with the personal income tax, thus making all taxable

corporate income taxable to individual shareholders, the financing

of corporate debt through an ESOP would still "cost" no more than

repayment of a conventional corporate debt, yet would still provide

added capital benefits for allocation among ConRail employees.

S. Is equity financing a viable alternative for ConRail capital

formation?

On page 4 of the E. F. Hutton report, listing the assump-

t-ons of Table I and Exhibit I of its report upon which E. F. Hutton

based its comparative analysis of ESOP financing, debt financing, and

equity financing, assumption 8 states:
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"The corporation can avail itself of any of the
three alternatives."

COMMENT: On page 6 of its report, E. F. Hutton contradicts the

above assumption:

"At the present time, conditions in the equity
securities markets are such that only major
corporations can sell equity securities through
the traditional underwriting channels. Under
such conditions, for many companies the only
practical equity financing is through an ESOP."

E. F. Hutton contradicted its own assumption again on

page 10:

"The ability of ConRail to obtain capital from private
sources independent of Federal guarantees depends on the
credence placed by the financial community on the projec-
tions developed and in their assessment of the treatment
of the creditors of the existing bankrupt railroads. It
is our opinion that without a Federal guarantee ConRail
as presently conceived will be precluded from raising
funds (other than direct mortgage indebtedness) in the
private sector until it has an operating history which
demonstrates a capability of profitable operation."

Not only is the sale of new stock to the public totally

unrealistic in the case of ConRail, by E. F. Hutton's own admission.

It is a highly unpopular mode of finance for many reasons. Less

than 5% of all new capital raised in this country in any year over

the last several decades has involved primary offerings of common

stock. The sale of new stock is a non-financeable transaction. An

immediate cash payment must be made out of one's savings or earnings,

thus effectively making it unaffordable for most Americans. Unlike

corporate investments, common stock can never be purchased in the

market under terms where it will pay for itself.
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On page 11, E. F. Hutton states that "the creation of

an ESOP 'vill reduce the ability of ConRail to obtain equity capital

throgh the sale of equity to the public." In see-saw fashion,

E. F. Hutton continues to raise a straw-man unsupported by the facts

. . .and then straw-by-straw demolishes its own argument and the

basis of its own analysis. The ultimate objective of the reorganiza-

tion process is to scale-down present claims of creditors to the

point where ConRail can commence its operations on a viable footing.

Assuming that ConRail's capitalization is properly structured at

the outset, so that it begins as a viable operation, and assuming

that any debt financing is based upon realistic projections of

future ConRail earnings, any and all future financings may be

transacted "in house" through the ESOP, without the need to go to

the so-called public market. The ESOP constitutes ConRail's own

"stock exchange" for raising its expansion capital and for purchasing

outstanding securities-issued to creditors of the bankrupt rails

and from its retiring employees. Under a 100% employee-owned

ConRail, it is far less expensive to sell new equity issuances to

ConRail's ESOP than through an expensive and time-consuming public

underwriting of new equity securities, should there ever be any

advantage to ConRail of "going public" and subjecting the value of

its stock to the whims and manipulations of outside speculators

and large institutional investors.

Since an equity financing is unrealistic by E. F. Hutton's

own admission and since ConRail employees are unlikely to be able

to afford any significant amount of ConRail stock through payroll

deduction plans, stock option plans, typical stock purchase plans,
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or from public stockbrokers--all requiring purchase with after-

personal-tax dollars rather than pre-corporate-tax dollars--

E. F. Hutton's attempt to compare ESOP financing with equity

financing (Table I and Exhibit I of the E. F. Hutton report -and-

.xhibit III of the USRA report) is entirely an academic exercise.

From the standpoint of future ConRail employees, upon whom ConRail's

future profitability will rise or fall, the advantages of an ESOP

should be obvious.

6. Does the ESOP limit the borrowing capacity of a corporation?

On page 9 of its report, E. F. Hutton states:

"As an ESOP financing is categorized as a debt, it

limits the borrowing capacity of a corporation. A

lending institution or debt investor will consider

the fixed nature of the corporation's obligations

to the ESOP before lending it additional funds."

COM>IENT: This statement is absolutely false. Loans to an ESOP,

because of the company's guarantee of all ESOP debts, are always

tied directly to the cbmpany's borrowing capacity. What the company

can borrow is always less expensive if the ESOP borrows the funds

and services that debt with tax-deductible cash contributions from

the company. Because the ESOP increases the after-tax cash flow

of the company, from which all debt repayment must originate, ESOP

financing actually increases the company's borrowing capacity.

Among the ways that ESOP financing increases a company's

after-tax rate of return, besides that of enabling the company to

treat the repayment of loan principal as a tax deductible expense,

are the following:

*The same $1 saved in taxes for servicing debt saves

the company $1 in added retirement benefits. Cash

that would otherwise be siphoned outside the employee's
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company for gambling in second-hand securities
of other companies purchased from speculators
in the open market, is available to meet the
company's own capital needs. Under an ESOP
all the savings accrue to the benefit of
employees rather than institutional middle-men.

*The same $1, as a tax-sheltered benefit for
employees, offers a potential trade-off for at
least a portion of future demands for increases

in wage levels, which would be immediately taxable
to workers,would increase operational cost and

would make the company less competitive.

*If ESOP objectives are effectively communicated to
employees, without overselling it, corporate cash
flow has a high probability of increasing from
reduced waste, featherbedding, strikes, over-manning,
and resistance to automation.

*The ESOPS puts all employees in a position where they

have a property stake in increasing profits to the
maximum, rather than keeping themselves in a permanent
propertyless class whose interests must necessarily be

antagonistic to corporate profits.

In actual practice, lenders recognize these advantages of

ESOP financing over conventional debt financing and increasingly

have been eager to increase the security of their loans by recom-

mending the ESOP route.

7. How will the ESOP affect ConRail productivity?

On page 4 of the E. F. Hutton report, it is assumed that

"no effect" should be "given to greater productivity resulting from

the [ESOP] plan." This assumption, based upon Dr. Gellerman's report

which will be dealt with below, was also a basis for E. F. Hutton's

conclusions in Table I and Exhibit I that earnings under ESOP

financing would be less than under equity and conventional debt

financing.
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CO,"M=T: The term "productivity" is a slippery term inasmuch

as overall corporate productivity ("output per manhour") is a

nix of capital productivity and labor productivity. Dr. Gellerman

has placed himself in an analytical trap by attributing all output

solely to the labor factor (management and non-management workers).

Once in this trap, every increase in output due to more efficient

rail equipment serves as a justification for higher wage levels.

Yet increases in pay levels still go directly into costs and are

therefore counter-productive for meeting the costs of new capital

formation and for enabling the company to become more competitive.

The ESOP allows company to escape from this trap by making the output

of capital accessible to its workers, without raising labor costs.

It is somewhat surprising that an investment firm like

E. F. Hutton, engaged as it is in capital formation problems, fell

into the same trap as a consultant whose experience is limited to

the far more inexact and unpredictable field as forecasting human

behavior.

In terms of increasing capital productivity, as discussed

above, the ESOP would increase cash flow for expanding rates of

investment in new and more efficient capital instruments and, if

properly communicated, should reduce labor resistance to automation

and technological change. It is true that this is difficult to

measure, since no one has yet studied the amount and efficiency of

new capital formation that never takes place because of organized

labor's understandable opposition to labor-saving technology where

outsiders own all the capital. The ESOP, by connecting workers

-49-



315

directly to the yield and productivity of capital, while

de riving worker-owners of the yield of capital during the

period that the cost of their acquired capital is being repaid,

should result in some increases in the productiveness of capital.

As owners, all increases in capital productivity will legitimately

belong to then.

Increasing the labor productivity of ConRail's labor

force is another matter. That involves motivation, which to some

degree at least should be improved by systematically connecting

workers, as owners, to the capital formation process and to waste-

reducing disciplines associated with being owner-employees, where

all ConRail's profits will be shared among themselves. They will

become less tolerant with inefficient and wasteful management and

non-productive co-workers. Self-interest will also generate self-

restraint regarding demands for higher wage levels and fringe benefits.

Here again, however, academics have not studied the impact of

employee stock ownership upon labor productivity.

Some insight on this issue can perhaps be gained from

studies conducted by the Profit Sharing Research Foundation among

12 major department store chains. Based on Forbes 22nd Annual

Report on Acerican Industry (January 1, 1970), the Foundation

reported that the 5-year annual earnings per share growth of

companies which "quite heavily invested their profit sharing assets

in own-co'nany stock" exceeded non-profit sharing companies by

, ;. (See "Does Profit Sharing Pay?" by Bert L. Metzger and

Jerome 4. Colletti, Table 48, p. 76 and letter from ?ir. Metzger

to the Institute for the Study of Economic Systems, dated July 19,

1973.)
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In any event, E. F. Hutton's assumption that the ESOP

will have "no effect" on increasing the productivity of ConRail

labor and ConRail capital seems to defy both common sense and

logic.

8. Does the ESOP encourage a dilution of the company's stock

relative to other ConRail stockholders?

On page 7, E. F. Hutton states:

"The principal financial disadvantage of the ESOP
method is its impact on income and the dilution of
the interests of existing shareholders. . .[T]he
shares in an ESOP will dilute overall earnings per
share as they are deemed to be outstanding for
computation of earnings per share."

C03ZlENT: If ConRail is re-organized along the lines proposed by

ESOP's Senate sponsors, this question would never be raised.

Through the ESOP, 100% of ConRail's initial common stock could be

acquired for the benefit of all ConRail employees and all newly

issued ConRail common stock could also be acquired through ESOP

financing to meet the growth and modernization capital needs of

ConRail. What conceivable harm could result to ConRail employee-

stockholders under these circumstances, no matter how dilution is

defined? The employees have nothing to losebut their propertylessness.

And there are no conceivable economic benefits an employee can gain

from ConRail that will exceed his fair share of 100% of the company's

capital pie.

E. F. Hutton, however, deserves a response for situations

Mere employees have no ownership stake in their company or own less

than 100% of its equity. (See also "Comments" to points 3 and 4

above.)
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As E. F. Hutton knows, self-liquidating credit is the

logic of corporate finance. Typically, capital pays for itself,

in 3 to 5 years in well-managed businesses. Every financing

involves making investments in assets that are expected to produce

additional proceeds that will justify that investment.

Although there will be a temporary earnings dilution

from the issuance of new stock for financing corporate growth

through an ESOP, that dilution is soon restored by the expected

yield on the investment itself (i.e. capital productivity increases),

toe tar savings compared to conventional borrowing, and the yield

of any cash flow gains that are retained in the corporation.

As E. F. Hutton should realize there is no scientific or

infallible way to predict the effect of ESOP financing with respect

to any particular corporation. The relevant measure of earnings

dilution is whether "after-tax cash flow per share" increases or

decreases, as a result, of an ESOP. Where corporate sales and

earnings increase and corporate costs decrease as a result of ESOP

financing, cash flow as well as earnings per share can mount

steadily, benefitting current stockholders as well as worker-

stockholders. And in the real world this has generally been the case

One example not involving an ESOP but still a case open to all

employees was Overnite Transportation Company. It was done the hard

w;ay: the workers paid for company stock out of their after-tax wages;

tae company did not obtain a source for major financing of its

growth on pre-tax dollars as under an ESOP; and the employees did

not gain the opportunity to use the same rationale that the corpora-

tion itself uses for investing, namely investing in things which are
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exnected to pay for themselves in a reasonable period of time.

Nevertheless, here are the spectacular results, as reported in

thn Wrall Street Journal of February.22, 1972: After two consecutive

years of earning declines before Overnite sold stock to its employees

in 1970, claims on damaged or lost cargo dropped by 80%; profits

rose 75% to $1.28 a share; the next year profits rose another 95%

to S2.46 a share; the price on Overnite stock registered an 125%

increase on the New York Stock Exchange, the leading percentage

gainer for 1970; in 1971, the stock soared another 145%; earnings

as a percentage of revenue grew during that period from 4.6% to 11%,

a striking improvement that can only be traced to improved operating

efficiency.

The productivity improvements and operating efficiencies

that one would expect from spreading ownership among workers is

only part of the story of why an ESOP tends to improve earnings

per share. Other factors that must be taken into account are:

reduced costs, including tax savings, in meeting the company's

financing needs; an easier way to remove worker opposition to

automation and cost-saving technology; a less expensive retirement

system not subject to the speculative fevers of the public stock

market and the overhead costs and commissions of stock traders and

large institutional investors; a built-in trade-off for inflationary

.age and fringe benefit demands which lead to price increases and

lost markets; a unique way of placing each worker in a position

where his own efforts toward cost minimization and increased
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:roduction will directly influence the value of the capital estate

-ich he can acquire during his working lifetime; reduced like-

lirood of strikes, slowdowns, and featherbedding; more harmonious

unioc-nanagenent relations; and a permanent mechanism structured

into the architecture of a corporation, which combines within a

single package a means for comprehensive, long-range planning and

resolving of financing, retirement, compensation, and employee

notivation problems. These are only a few of the factors that

should be taken into account in trying to predict any earnings

dilution that might xesult from installing an ESOP. If the

Overnite example is not persuasive enough, common sense will rule

in favor of the ESOP.

Does the ESOP involve any other kind of economic dilution?

Not at all. If General Motors, for example, expands its

productive capacity 20% and finances this new capital by sale of

new stock at market price to its employees under ESOP financing,

the equity of existing stockholders is not diminished in the

slightest. Each new share of stock issued results in investment

of the proceeds in new productive plant and equipment. The pre-

existing stockholders own exactly what they did before the expansion--

narely, all the General Motors equity that existed up to the date

of the new stock issue. For every dollar of new stock, a dollar's

rorth of new productive capital has been added.

There is, however, a possible dilution of voting power,

if votes on ESOP-held stock are passed through to ESOP participants,

an option which is open to management and employee representatives.
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But one would think that this is a dilution that is socially

desirable, particularly for the largest and most powerful of

U. S. corporations. The great corporations of America; effectively

owned by 2 million families, have a narrow voting control. Little

wonder that they are so vulnerable politically, not only in this

country but wherever their assets are located throughout the world.

The sane corporations--vastly expanded and owned by 60 million

American households--would be accountable to a broadened ownership

constituency and broad voting control. That is precisely what

ought to be. Certai ly, from management's standpoint, the more

broadly ownership is diffused, the better.

The ESOP is a legitimate means for breaking up the

monopoly access to new capital formation now enjoyed by existing

capital owners. But when you stop to think about it, why should

those who own the economy's existing assets automatically acquire

ownership of all future assets forever and ever? Why shouldn't

private and individual ownership of the means of production be as

widely diffused as the power to vote? The ESOP is intended to

protect existing ownership against dilution. Indeed, by tightening

up the laws of private property, it is designed to reduce dilution

suffered by existing stockholders. But it is also intended to

create tens of millions of new stockholding families as it brings

a-out the building of the future U. S. econony.

9. W;ill dividends on ESOP stock reverse the cash flow advantages

to favor conventional debt financing over ESOP financing?

On Table I of its report, E. F. Hutton compares ESOP
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financing wita debt financing and points out that, under the

BSOP, *Cash flow is reduced by dividend payments, if any, on the

rewly issued stock." Then in its Exhibit I, it compares ESOP

unfavorably with debt financing with figures that show that

*'Cash Flow After Dividends" for ESOP financing would amount to

S17,855 as ccmpared to S18,010 under debt financing.

COM!ENT: Notwithstanding the fact that a fair comparison of

cash flow effects would be before dividends, E. F. Hutton's

financial comparison is highly misleading from several standpoints.

First, the acalysis itself never takes into account the possibility

of ConRail being 100%,a-owned by its employees from the outset.

Second, although it is desirable that ConRail's ESOP begins to

pay out dividends as soon as possible, if no dividends are declared

until the ESOP repays a significant part of its debt obligations,

after-tax cash flow will again favor the ESOP method. Third,

dividends are frequently used to accelerate the repayment of the

ESOP's debt, thus reducing interest costs and building equity

ownership faster into ConRail employees. And fourth, cash dividends

to employees may be necessary as a non-inflationary offset to

pressures for pay increases. Cash flow is the source of proceeds

to pay for a company's capital needs, or, to the extent that stock

acquisition debt of the employees trust is repaid, to provide active

and retired employees with second incomes in the form of dividend

checks. E. F. Hutton's analysis omits any mention of these

realities.

-56-



322

10. Are the tax advantages of ESOP financing nullified

if ConRail has no earnings during its initial years?

On pages 10 and 11 of its report, E. F. Hutton states:

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

"The [Preliminary System Plan of USRA] indicates that
based on expected results and the opportunities for
favorable tax treatment, ConRail will be in a position
to eliminate or defer taxes for most of the ten year
planning horizon (1975-1985).

"Therefore; the tax advantages to ConRail of the ESOP
financing are non-existant until ConRail becomes a tax-
paying entity. Traditional debt financing will provide
an equivalent amount of capital at the same cost. . . . .

CD' 2EN-T: A closer reading of USRA's Preliminary System Plan

suggests there is no certainty that ConRail will be allowed to

eliminate or defer corporate income taxes during its first 10

years of operation. Apparently, this decision is still in the hands

of Congress, the Internal Revenue Service, and the courts. On

pages 205-206 of the Preliminary System Plan, USRA states:

"The failure to indicate income taxes on the financial
statements may not materially affect the cash flow req-
uirements of the Company. . .because opportunities for

- favorable tax treatment could result in the substantial
elimination or deferral of income taxes during that
[10-year] period.

"If additional analysis determines that the tax basis of
the acquired assets of the existing railroads exceeds
the cost of these assets to the Company, and if under
existing tax laws or through special legislation the tax
basis of the acquired assets can be carried over to the
Company, tax savings through increased depreciation and
amortization deductions should be realized.
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'If operating losses from early years of the Company's
operations are projected, they should be available for
carryover to reduce or eliminate income taxes in subse-
quent years. If the Company is permitted to maintain
its tax records on a pure betterment accounting basis
i . . .income for tax purposes may be considerably less
than income for financial statement purposes for a
considerable period of time. Also, tax liability may be
further reduced, if accelerated depreciation methods are
utilized for tax purposes. No provision is made on the
financial statements for the deferral which would arise
under these situations in which income for financial re-
porting purposes exceeds income for tax purposes because
analyses estimating income for tax purposes cannot be
completed until the tax basis has been established for
the assets acquired.

"Under existing law, substantial investment tax credits
should be-generated during the rehabilitation program.
Subject to'6arryover limitations, these credits should be
available to reduce income tax liabilities in later years."

Given the many "if's", "could's", and "should's" in the

above-quoted portions of USRA's financial projections for ConRail,

the tax advantages of ESOP financing might still be crucial to the

financial health of ConRail, particularly if the tax loss carryovers

from the bankrupt railroads are not transferred to ConRail.

If ConRail does not achieve a positive cash flow, of

course, it will have no funds to repay principal on its debts,

whether through an ESOP or through conventional debt financing.

If it does have positive cash flow to repay loan principal, repaying

it through the ESOP will build equity into the employees rather than

into the creditors of the existing railroads.

There also is a tax advantage that E. F. Hutton totally

ignored. Pre-tax dollars are still preferable to after-tax dollars

for repaying loan principal, even during years that ConRail pays

no taxes. ESOP deductions can help reduce taxes in later years

under the 7-year tax loss carryover provisions for regulated

transportation companies.
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11. In the event of default on an ESOP debt, what happens

.o the stock ourchased by the employees' trust?

On page 3 of their report, E. F. Hutton states:

"In the event of default by the Trust the lenders could
sell the stock. If the proceeds are inadequate, the
corporation is obligated to repay the balance of the
loan. However, this security interest is not meaningful
because the Trust's default would have been occasioned
by a prior default by the corporation.. In the event of
such default the equity securities would have only nomi-
nal value. This problem is further compounded by the
fact that most ESOP financings are done for either
private companies or companies with extremely thin
trading markets, making realization upon sale of large
amounts of equity difficult."

COMMEN)T: These quoted comments reflect E. F. Hutton's inexperience

with ESOP financing. For example, loans to an ESOP are never made

on the basis of the credit-worthiness of the ESOP or that of its

beneficiaries or on possible changes in the value of stock. Loans

are always made on the general credit of the corporation, the quality

of its management, and assets of the corporation that may be pledged as

security to support the corporation's ability to generate enough

future cash flow to make sufficient contributions to the Trust to

enable the Trust to meet its capital acquisition debt. The corpora-

tion's obligation to the lender takes the form of a guarantee of

the ESOP's debt. In general, therefore, the pledge of stock is

irrelevant from the lender's standpoint and many lenders do not

require that pledge. If an ESOP is properly designed, any outstanding

debt of the ESOP cannot be secured by stock already paid for and

allocated to the ESOP accounts of the employees. In other words,

FSOP loans are non-recourse with respect to other assets of the

ESOP or with respect to the employees themselves. What E. F. Hutton
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fails to point out, however, is that non-recourse self-liquidating

corporate credit has always been used when a corporation

adds new assets. Under conventional modes of finance access

to corporate credit is limited to former owners. Through the ESOP,

access to such credit, for the first time, has been extended to a

corporation's employees. No more, no less. In the event of default

on such corporate credit, problems between the lenders and the

corporation are no more difficult to handle than if the loan had

been made directly to the corporation. Whether the stock is not

traded, thinly traded or heavily traded is of minor significance to

ESOP creditors.

12. Is stock sold to an ESOP before the ESOP's capital

acquisition loans have been arranged?

On page 11 of the E. F. Hutton report, it states;

"Again, further sales to the ESOP would be limited by
debt capacity of ConRail in the absence of Government
guarantees, and the I. R. S. requirements that the
corporation have the ability to borrow equal amounts
in the capital markets."

COMMENTS: Here again, E. F. Hutton reflects its unfamiliarity with

ESOP financing. It has put the cart before the horse. Stock is

never sold to an ESOP until the ESOP has the cash to pay for it.

The loan and corporate guarantee must always be arranged first,

-bich, incidentally, is one of the vital safeguards that the ESOP

financing meets conventional feasibility standards. Furthermore,

there is no I. R. S. requirement that the corporation have the

ability to borrow; no lender will make a loan to an ESOP if the

corporation lacks borrowing ability. And it makes no difference

-60-



326

if the ESOP borrows in the conventional capital markets or

from toe Go-ern-ment, as will be the case for ConRail.

13. If existing unsecured creditors receive some of the initial

CcnRail com-on stock, with the remainder sold at "fair market

price" to an ESOP, will the ESOP lose its I. R. S. qualification,

if the value of the creditors' stock is reduced in a subsequent

adjudication of their claims?

According to E. F. Hutton, on page 12 of its report:

"In such a case, the sale to the ESOP, which must be at
'fair market value', would have to be the same price
utilized in determining the value of the shares given
to the creditors. If this value were to be reduced

by subsequent adjudication it would presumably have to
be lowered for the ESOP. At the very least, the plan
would lose its I. R. S. qualification." (Underscoring
added.)

COMITENT: Here E. F. Hutton displays either excessive anxiety or

lack of imagination, or possibly both.

If the issuance of common stock to creditors is handled

properly and the ESOP is properly designed in integration with the

issuance of securities to existing creditors, there should be no

problem in terms of possible I. R. S. disqualification of ConRail's

ESOP. The I. R. S., quite properly, scrutinizes ESOP financing to

protect employees. It is not unreasonable and does not act to

deprive employees of benefits made available to them under Federal

There are several ways to prepare for the contingency

that creditors' claims might be subsequently reduced by a future

adjudication. First, if the number of creditor shares are kept

constant and therefore the value of individual shares outstanding
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declines, the company will simply have to issue more shares to

t-e ESOP to adjust the value of all shares issued to the ESOP

tc the amount of the loan proceeds that were invested in newly

issued Conrail stock. Another option is to keep the value of

all initially issued shares constant and place in an escrow

account the number of shares whose value is equivalent to the

-alue of the creditor's claims that remain in dispute until

a final adjudication has been rendered. Thus, shares left

over in the escrow account can be returned as Treasury stock,

-ithout affecting the value of the stock sold to the ESOP.

O:her options might also have suggested themselves to E. F.

Hutton had it been more motivated to see the ESOP in a more

positive light.
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B. THE SAUL GELLERMAN REPORT, "Analysis of Probable Motivational
Effects of Employee Stock Ownership Plans on Railways in
Reorganization", dated April 25, 1975 (APPENDIX C OF USRA REPORT)

1. Gellerman's attitude toward innovation in the field of

employee motivation.

Before undertaking his analysis of the ESOP, Dr. Geller-

man might have taken this word of advice:

"To understand an opposing viewpoint opens the possibility
that one's own ideas may have to be re-examined, and for
many people this is too disquieting a prospect to be risked.'

The author of,these pearls of wisdom is' none other than

Dr. Gellerman himself in his book, MOTIVATION AND PRODUCTIVITY

(page 292).

Dr. Gellerman's credentials are closely tied to the approach

to employee motivation upon which he has built his reputation as a

consulting psychologist. On page ii of the Gellerman Report, his

solution for saving the Northeast rails is revealed:

"Apart from whether ConRail adopts ESOP or any financial
incentive plan, the purposes of the Act are more likely
to be achieved if one sets out to establish a modern,
sophisticated personnel department."

Dr. Gellerman's expertise on the subject of how to motivate working

Americans is reflected again in his contusions. On page x he states:

"In the long-run, non-financial motivators--unglamorous
as they are--probably represent the most effective approach
for achieving the motivational purposes of the Act.

"For this purposes, it is recommended that ConRail develop
a modern, fully professional personnel department with
several specific capabilities--one that could be a model
for the industry.

"Financial motivators should not be introduced for several
years." (Underscoring added.)

To his credit, Dr. Gellerman is much too modest to suggest who
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ConRail should hire to design such "a modern, fully professional

personnel department", which would operate-on the premise that

"financial motivators should not be introduced for several years."

Clearly, Dr. Gellerman's reputation as an expert on

"non-financial motivators" is threatened by the ESOP. It takes

him 179 pages of text, plus 10 more pages of "Executive Summary",

to make his case that:

"ESOPs would probably be ineffective in ConRail and
it is recommended that it not be used." (Page x of
the "Executive Summary".)

His attack on the ESOP as it has been applied, on the political

and economic theories underlying the ESOP, and on the motivations

of its proponents, is full of omissions, distortions, innuendos

and emotionalisms. As will be pointed out in this rebuttal,

Dr. Gellerman's report is hardly an objective analysis of the ESOP.

It is rather a non-scholarly and feeble attempt to state "the

negative case" on a highly complex but radically new subject on

which he has been superficially exposed.

Dr. Gellerman's bias against the ESOP is best illustrated

by the non-scientific procedure he used to prove his point that

the ESOP will be ineffective in motivating ConRail workers,

indeed, that building the benefits of capital ownership into rail

workers at no personal cost or risk might be worse from a

motivational standpoint than providing them no capital benefits

at all. He never bothered to learn the opinions of rail workers

on the subject. (Given his pre-disposition, it is just as well
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that he did not.) He never even surveyed the opinions of other

American workers who own no significant capital in the companies

for which they work. In fact, he did not even bother to survey

workers from over 100 companies which have applied the concept

of ESOP financing, one as early as 20 years ago.

Significant employee ownership of stock in their companies

has been achieved in thousands of cases by means vastly less

effective and more costly than through ESOP financing. However,

since the goal of employee stock ownership is the same as under

the ESOP, though the means are different, one wonders why

Dr. Gellerman never bothered to interview or survey employees who

acquired their company's stock through such profit sharing trusts

as Lowe's Companies, Inc. of North Wilkesboro, N.C. (where a

warehouse laborer who never earned more than $125 a week in his

17 years with the company recently retired with $660,000) or

Sears Roebuck (where atlthe end of 1971 the employees' trust

held $3.3 billion in Sears' stock or 20.7% of all Sears stock and

the average Sears retiree had an account valued at $73,000).

From Dr. Gellerman's standpoint, it is fortunate that he did not

ask the right questions to the people who might benefit from ESOP

financing. Much to his dismay, he would have discovered what

pollster Peter Hart learned:
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"Only 17% of Americans favor the present economic
system; 41% want major changes. By a 66% to 25%
margin, Americans favor employees' owning most of
their company's stock." (WALL STREET JOURNAL,
August 22, 1975, page 1.)

Dr. Gellerman would have gathered considerable evidence

on the motivational impact on employees of equity ownership

participation by consulting with the Profit Sharing Research

Foundation. In the Foundation's publication, DOES PROFIT

SHARING PAY?, a survey of 10 major department store chains

revealed that companies that quite heavily invested their

profit sharing assetsin their own stock greatly out-performed

the non-profit sharers (a superiority of 152% in company earnings

per employee and 105.4% in the earnings per share index). The

head of the Foundation, Bert L. Metzger, has stated that "eight

to nine million employees are already participating in equity

ownership through 150,000 deferred profit sharing plans" and

that'Selso's concepts can speed up this process." In Mr. Metzger's

view, "To the extent that workers' shares of profits can be

channeled back into stocks to give the workers ownership and

fdividend] income (without interferring with his consumption patterns)--

to that extent the motivational impact is doubled or tripled." Mr.

Metzger could have supplied Dr. Gellerman with substantial evidence to

support these conclusions. But Dr. Gellerman did not want to be

bothered with the facts.
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Dr. Gellerman claimed that there are many "serious motivational

disadvantages for ESOPs in this case", citing, among other things,

"lack of evidence of effectiveness." (p. x of Gellerman's Executive

Summary.) Dr. Gellerman discredits himself on pages 105-112 of his

report, covering his survey of 12 ESOP companies. Not a single shred of

negative evidence is offered against any of the cited ESOPs. Of the 5

companies with unions, 3 "never had a strike" (p. 105) The 2 which

suffered strikes "prior to ESOP have not had any since." (p.107)

"The principal tangible change reported was a reduction in turnover."

(p.108) "A few disadvantages were cited but they were negligible."

(p.106) Employees "are willing to work longer hours and harder than

before" and "job applications have significantly increased)" (p.111)

Dr. Gellerman conveniently studied ESOPs that were only recently

established, which is not surprising given the bold departure of ESOPs

from conventional employee benefit and capital financing programs. All

innovation involves a period of gestation. Because of the limited nature

of his sampling, he concluded:

"[Eexperience with the ESOP has not yet offered convincing

proof of motivational advantages. Whether they ever will

is moot. Therefore, claims for the motivational prowess of

ESOPs are, at best premature. (Underscoring supplied by

Gellerman) On the other hand, they don't seem to have done any

motivational harm, either. The best that can be said for them--

and this is important--is that they have probably achieved the

primary purpose for which they were established, which in most

if not all cases was financial, not motivational." (p. 107)
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This is a far cry from scholarly evidence of "serious motivational

disadvantages", as Gellerman asserted on page x of his Executive

Smu=ary.

Geller-an's relentless pursuit of the negative case against the

ESOP, blinded him to a study of the one ESOP that could have provided

h`r a case study with almost 20 years of experience. He dismissed the

case of Peninsula Newspapers, Inc., the first application by Louis 0.

Kelso of the ESOP concept, merely because the financing vehicle

in that case was the employees' profit sharing trust, rather than the

more effective ESOP vehicle, the stock bonus trust. The company is

lOC% employee-owned. What makes it an ESOP is that it is a technique

of finance which enabled the employees to buy-out close-holding owners

om corporate credit, without taking money out of their pockets or

paychecks. The plan covers 500 workers, including members of six

separate unions. (See PROFIT SHARING, August 1973, published by the

Profit Sharing Council of America.) Dr. Gellerman might have learned

something about motivation had he interviewed the workers of that

company. But apparently in the 12 years since he wrote MOTIVATION AND

PRODUCTIVITY, Dr. Gellerman forgot the "possibility that one's own

ideas may have to be re-examined, and for many people this is too

disquieting a prospect to be risked."
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2. An independent scholar's assessment of the Gellerman Report:

Dr. Raymond A. Ehrle is the Associate Director of New Project

Development of Teledyne Economic Development Corporation and Professional

Lecturer at George Washington University. He has authored more than

7) articles, reviews, research reports and monographs covering a

variety of topics, including several on manpower and motivational issues.

After reading the Gellerman Report, Dr. Ehrle wrote:

In going through.his comments, I find that I might agree with
some of them and disagree with others and could make comments
accordingly. But if I did, I would fall into the same trap
thinking, i.e., either analytic or synthetic. Gellerman uses
an analytic approach and succeeds in looking at all aspects
in a piecemeal manner. This is the essential problem with
the ESOP concept. In order for most people to understand it,
they must break it down into small parts and in so doing, destroy it.
People are either able to grasp the totality of the ESOP point of
view from a global perspective, or not at all.

3. The Myth of Rising Labor Productivity: A Convenient Moral Ration-

alization for Income Based on Clout, Not Reward Dased on What One Produces.

The following comments on Con Rail productivity are intended to

supplement those made previously in point 7 of our rebuttal to the E.F.

Hutton Report.

In Chapter 7 of the Gellerman Report (pages 113-114 of the full

report and pages vi-viii of his Executive Summary), Dr. Gellerman

li4erally loses his academic head. This involves his critique of

T-.o-7actor Economics, the theoretical justification for ESOP financing

wvu'ch challenges many basic assumptions that economists and social

scientists like Dr. Gellerman have based most of their writings.
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in -reading on their theoretical assumptions, Kelso has hit a raw

nerve. If he is right, those who advise policy-makers on basic

economic issues are wrong.

Two-Factor Economics deals with how wealth is actually

produced and how it should be distributed--if a free society is to

remain productive and free--not how wealth becomes redistributed when

basic ecoonmic institutions operate defectively. Two-Factor Theory

offers logic and theoretical order in a subject ruled by theoretical

disorder, mythology, and inability to make accurate predictions and

provide reliable information about the future.:

One such myth dispelled by Two-Factor Economics is the myth

of rising labor productivity. To Dr. Gellerman, the word "productivity"

adc rmotivation" are virtually synonymous.

Dr. Gellerman has lost touch with the realities of "productivity".

He seems incapable of understanding that, economically, machines are

not the extensions of the workers who operate or tend them, but of the

-people who own them, and as a consequence of their ownership, are

entitled to receive the income their property produces. Unless the

worker is identified with these capital instruments, they are not his

friends and helpers but his enemies and competitors. This is why

;.orkers take a dim view of conventional attempts to raise productivity

ande shy the very word has negative connotations in the public mind.
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Pster G. Peterson, former Secretary of Commerce, was quite right

v-n he -rote: "It appears that most Americans harbor a deep mistrust

o schemes to raise productivity, associating them with speed-ups on

t-e assembly line and harder work for the same pay." And Frank Pollara,

the AFL-CIO's Assistant Director of Research, told The Wall Street

Journal: "3ut when you're talking about productivity, you're really

talking about cutting the number of jobs, so workers will look on this

Math suspicion." Here speaks the gut knowledge of American workers,

learned from long, bitter personal and class experience. It will not be

o7ercome by slogans and education campaigns but by different institutional

arrangements.

To Gellerman, if overall productivity levels increase, organized

labor is automatically justified in negotiating for higher wages and

fringe benefits. But under Two-Factor Economics, such a demand may be

counter-productive and unjustified. Such a demand may be inflationary.

Such a demand may violate the basic principle of economic justice

that one's rewards should be based wholly on what one produces, and not

on one's "muscle power" to make a claim over the fruits of someone

else's capital or labor.

Overall corporate productivity (defined as "output per man-hour")

i-a- olves a binary, two-factor process. Wealth is produced, in other

w.n-ds, by both labor and capital -- and only capital's productivity is

arrezted by technological advance. (It is one's ownership of his labor

ro-<er or of his "tools", i.e. capital, that determine the rewards that

he is entitled to receive for his participation in production
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Red stribution is a direct attack on one's ownership of capital or one's

ownerecip 1of hs labor power).

Outnut is a blend of labor productivity and capital productivity.

(The Bureau of Economic Analysis of the U.S. Department recognizes this

distinction; see article by John A. Gorman in the March 1972 issue of

SUR-.-EY OF CURRENT BUSINESS.)

On page 113-of the Gellerman report, he totally misrepresents

T.o-Factor Ecoromics by asserting that it holds that "the only way for

people to be productive is to own capital." Two-Factor Economics, as noted

earlier, recognizes both capital and labor as essential co-equal

factors of production. In contrast, Dr. Gellerman himself is a one-factor

thinker. There is nothing in Dr. Gellerman's writings that recognizes

capital as a co-factor of production, or that a person may just as

legitimately participate in production through his ownership of productive

capital as through his productive toil. To Dr. Gellerman, capital -

ownership is irrelevant as a means for legitimating one's income.

Dr. Gellerman traps himself analytically by attributing, by his

omissions, all output solely to the labor factor, that is, to the

innuts of either management or non-management employees. Once in

this trap, there is no rational limits to one's share of corporate revenues

labor automaticallv is entitled to the whole pie, with nothing left

o7er to nay the costs of capital formation or to reward capital owners

af-er those costs are met.
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But, contrary to Dr. Gellerman's mono-factor, myopic view

of 7he industrial world, increases in productivity may or may not

have anything to do with whether employees have become more highly

motivated. It may come about where jobs are eliminated. It'may come

about when the company adds more efficient plants and equipment. It

may result from improving the "invisible structure" of the corporate

organization itself or by adding new patents or marketing techniques.

It may result from new routing decisions by the ICC.

W~av is this two-factor division of productivity so crucial?

Two-factor economic analysis offers a more realistic and less con-

flict-prone basis for dividing up corporate revenues between labor

and canital. By opening up genuine opportunities for workers to gain

legitimate access to the "wages of capital", it then becomes possible

to gradually restore the laws of supply and demand as the means of

governing a corporation's internal reward system. Under an ESOP, the

discipline of profits replace the anarchy of force and counter-force

in the division of the fruits of industry. Every employee's rewards

could, as was once the case, be based upon values objectively determined

by the free, open and democratic forces of the marketplace, rather

than on loose, subjective standards or by one's ability to wield economic

or political clout.

Under an ESOP organized labor will no longer be justified in

s-4ueezirg income from someone else's capital (where the division of

a co-pany's profits is at stake) or from someone else's labor (where

union nressure is exerted on government to redistribute taxpayers'
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n-oor'es in the form of higher subsidies, "created jobs", training

grants, etc.), simply because union members want "more".

Tvo-factor economic tools, like the ESOP, do not limit a worker

from increasing his income based upon true increases in his labor

productivity. Uniquely, without raising labor costs, the ESOP

makes accessible to each worker the fruits of his own capital. As a

.o-'ker, he can increase his wages in increasing the value of his human

efforts. And, by acquiring the ownership of additional capital

formation, he will also share automatically in the productivity increases

of capital. Thus, workers can get "more" when either their capital

or their labor produces more, not otherwise. For Dr. Gellerman to

suggest otherwise is to relegate workers indefinitely to a propertyless

status and to endless class warfare, subject only to the laws of the

jungle, where rule by force replaces rule by reason.

4. Does Labor's Share of GNP Reflect a Just Income Distribution System

to be Followed by Con Rail?

In his attempt to discredit Louis Kelso's contention that" the

more technologically advanced the economy, the greater the input

contribution of capital to total output", Gellerman (on p. 115) turns

to Dr. Paul Samuelson, winner of the Nobel Prize for his contributions

to economics.
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When Kelso was asked by former Governor Luis Ferre to design a

cprietary Fund for the Progress of Puerto Rico, Dr. Samuelson challenged

Kesso on his insight into how wealth is produced and how income

distribution policy should be structured.

Sanuelson and other leading economists maintained that "the

contribution of labor to the totality of GNP is in the neighborhood of

75 percent, with only 25 percent attributable to land, machinery and

other property (and) an increasing proportion of labor productivity

.is attributable in modern economics... to investment in 'human capital'

in the form of education and skill enrichment." (Cong. Record, June 8,

1972, p. S9053) Because this argument should directly affect the

structuring of the reward system of Con Rail and the legitimacy of rail

labor's future demands on Con Rail management and on the American

taxpayers, it is important to offer Kelso's rebuttal to Samuelson, as

that debate appeared in the CONGRESSIONAL RECORD of June 8, 1972

(pages S 9052-7)
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5. Is the ESOP A Free Gift?

On pages 89-93 and page 140, Gellerman suggests that

bcause the ESOP involves no personal risk, Con Rail employees

would not be as concerned with Con Rail's profitability as investors

wHo buy their stock for cash. What Gellerman does not realize is that

a-' capital formation acquired by debt financing is a "free gift"

in the same sense that employees gain equity through ESOP financing;

in both cases equity is gained at no personal sacrifice or risk to

tiŽeir eventual owners.

Here is Mr. Kelso's response to the "free gift" charge as made

by ?rofessor Samuelson:
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costs. Wage costs do and are therefore inflationary.

6. Gellerman's View of Employee Motivation If Con Rail is

Nationalized.

Like E.F. Hutton and Towers, Perrin, Forster & Crosby, Dr. Gellerman

totally ignored the probability that Con Rail will eventually become

nationalized, if present labor-management relations continue on their

cresenti course. He never explains how his approach--non-financial

incentives and a more modern personnel department--would help or hinder
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te railroad from becoming self-sustaining and avoiding nationalization.

His head-in-the-sand attitude toward the ESOP as a buffer against

nationalization reminds one of the story of the ARAMCO executive when

he was asked how he felt about his company being nationalized by

Saudi Arabia. He replied, as might be expected from any non-owning

bureaucrat, "What's the difference who signs my paycheck?" If Con Rail

executives take on a similar attitude when it gets underway, why should

Congress expect anything less from non-management workers? If Con Rail

cannot be operated so that it can cover its own costs, if Gellerman has

his way, there is always the American taxpayer to make up the difference.

7.. Is there an analogy between the distribution of stock under the

ESOP and the distribution of land under the Homestead Acts?

On pages 125-8 of his report, Gellerman attempts to refute

Senator Long's description of the Esop as a"Homestead" program for

industrial workers:

"The analogy is attractive since Americans tend to romanticize
the yearsof the Homestead Acts. But is does not hold up under
close scrutiny. The way homesteading farmers behaved is not a
reliable guide to how today's industrial worker will behave

- under the ESOP."

Gellerman here missed the point being made by Senator Long. The

Se.nator used the Homestead analogy to illustrate that when Government

directly intervened to influence the patterns of capital ownership in the

eccnomy, the American economy flourished like never before and never since.

-78-



344

The thirty year period from 1865-1895 was a period 
of full employment,

harfening of U.S. currency, a rising sense Of individual self-determination

a:- hope, and a flowering of industrial innovation. The distinguishing

feature between agricultural development in the United 
States as opposed

to that of Latin America and Old World societies 
then at the same level

o: economic development, like Czarist Russia was that the Homestead Acts

enabled ordinary people, for the first time in history, to acquire

ownership of the means of production, which in an 
agrarian society

is principally land.

In his floor speech of December 11, 1975, Senator Long suggested

that this "private property" approach to agricultural development

explains why American farmers were motivated to become more efficient

anc raise their productivity to heights far beyond that of their

European ancestors and of their counterparts in Latin America and

R:ssia where crop conditions were virtually identical. American family

farms and American farm corporations have today become so efficient

that with less than one-tenth of one percent of the agricultural workers

of the entire globe, America farmers produce about 25% of the world's

agricultural output. America's privately owned agricultural base,

thcugh not without its difficulties, is still the root source of our

affluence.

Senator Long pointed out that land is necessarily finite. But the

i-Custrial frontier, made possible when our highly productive farmers

-:^e able to free others from farm work, offered a frontier bounded

Cody by the limits of our technology, creativity, energy potential,
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still abundant resources, willingness to work, and our desire to

overcome economic scarcity in our midst. The Senator pointed out that

we missed a great opportunity when the industrial frontier was first

opened--particularly when railroad corporatiors were first granted land

and assisted in their initial financing--to have launched an industrial

counterpart of the Homestead Acts, which would have widely diffused

the ownership of newly formed industrial capital. Having missed

this opportunity then, the era of industrial warfare in America began.

Instead of Americans puiling together, our railroads, and the rest of

industry which followed their financing patterns, created billions of

dollars of new and more efficient plant and equipment for over a

century without broadening its ownership base, thus dividing the owners of

capital from workers without property. Today the top 1% of Americans

own over 50% of all individually owned corporate stock: Most Americans

have no stake in the corporations that produce most of our wealth. Is

it any wonder that not just our railroads, but modern corporations all over

the world are in political trouble? Few workers have any stake in their

profitability. Gellerman is apparently totally oblivious to these

realities when he refuses to consider the possibility of the ESOP

achieving for Con Rail what the Homestead Acts did for U.S. agriculture.

E. It is true that Con Rail employees have no control over their

shares held by an ESOP trust?
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On page 174, Dr. Gellerman asserts that "the inability of

ecmployees to control their share would significantly 
dilute whatever

Dositive motivational effects ESOPs might have."

CO:.sE=T : Here again Dr. Gellerman shows his ignorance about 
the

ES-P. The nain advantage from the employees' standpoint 
for keeping

the shares in the trust until they retire is because the trust shelters

them fron personal income taxes on their capital 
accumulations. Stock

continues to accumulate in their ESOP accounts while they work. When

sock is actually disbursed, workers, who can then sell their shares

back to the ESOP if they desire, must then pay taxes on their stock

as they would for any type of "deferred compensation."

On the other hand, the question of who votes the stock in the

employees' trust accounts varies from company to company. 
In large

companies with significant employee stock ownership, 
voting power

on 7SO-kheld stock is generally passed through 
to the employee-

stockholders as the stock is paid for. The issue of voting pass-through,

in any event, is a negotiable issue between labor representatives 
and

management as it should be.

From a motivational standpoint; dividend payout policies are vastly

more significant than the issue of who votes the 
share, in terms of

measIring managenent's effectiveness to their 
employee-stockholders.

The so-called bottom line" of the company's profit-and-loss statement
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becoces a matter of personal concern under an ESOP to each and every

v.orker when he accumulates enough stock that his potential "second income"

.;i1 rake a difference to his standard of living. And along with the

benefits go the responsibilities of ownership, which Gellerman

paternalistically ignores.

9. Are railroad workers willing to trade-off paternalistic "guarantees"

of "job security" for an opportunity to participate in ownership

and work toward potential self-sufficiency through the ESOP?

"Most people simply do not worry about post-retirement economic

security until retirement comes into view, "Gellerman stated on page 123 of

his report. The criteria for this statement are so subjective that even

Gellerzian has contradicted his own earlier view. In his book,

\:2-IVATION AND PRODUCTIVITY (1963, p.67) Gellerman remarked:

"The worker's time perspective is longer than the incentive
planners believe it is: he thinks ahead to the effects of
increasing his production..."

Elsewhere in his book (M&P, p.68):

"...workers simply do not sell their labor without reference
to the future or to non financial consequences."

Yet in discussing future benefits under an ESOP (p.88 of the Gellerman

report) he commented: "The asset will probably be a mere abstraction for

pecple unfamiliar with assets, until it is within reach."

WhY Gellerman has changed his attitudes toward workers in the

12 years since he wrote MOTIVATION AND PRODUCTIVITY is not clear. His

present class bias is clearly that of an anti-labor executive.

Throughout his critique of the ESOP, he is condescending and patronizing

toward rank-and-file workers. He doesn't believe rank-and-fine workers

camt to own Con Rail through an ESOP. After having been hired by USRA
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to look into the question, as we pointed out earlier, Gellerman

ne-;er bothered to approach rank-and-file workers directly on the question.

Apparently, a railroad worker is a breed of American different from

the 665 to 25% majority who favor employees owning most of their

ccmpany's stock. Gellerman would place Con Rail employees in the

13% to 81% minority who favor government ownership of large

corporations. (WASHINGTON POST, August 31, 1975.)

10. How imoortant is a program of education and follow-up

corrmunicationss to gaining maximum effectiveness and motivational

advantages out of an ESOP?

On one point, we agree with Dr. Gellerman. On page 75 of

his report, he states that "any novel and/or complex plan will require

an elaborate, carefully planned program of education and follow-up

cornmunications." He could not be more right with respect to the ESOP.

The basic idea behind the ESOP is childishly simple. Ownership

for workers now. How to achieve that result calls for highly

skilled professionals. Certainly, the kinds of "experts" hired by

the USRA have so little experience in implementing an ESOP, particularly

in situations where there has been a long history of labor-management

confrontation, that they could only confuse workers and cause them to

v-e. the ESOP more as a threat than a benefit. No doubt that among

propertyless workers there is considerable suspicion to overcome.

But it is unfortunate that USRA and'its consultants have in this

report added to that problem. Hopefully, in the future USRA will be

more careful.
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C. THE TOWERS, PERRIN , FORSTER & CROSBY (TPF&C) REPORT, "An
Evaluation of the Emnloyee Stock Ownership Plan As Applied
to ConRail", dated May 12, 1975 (Basic USRA Report, Including
APPENDIX A ("A Technical Review of the Employee Stock Owner-
shn? Trust') and "Final System Plan Draft", dated June 13,
1975]

Towers, Perrin, Forster & Crosby (TPF&C) is a national

consulting firm specializing in the area of executive compen-

sation. As might be anticipated, like the two other USRA

consultants on the ESOP, TPF&C's viewpoint reflects that of

corporate management, not one that is oriented to finding

new ways of overcoming the traditional "we/they" barriers

between management and organized labor. Since the ESOP is

new and did not fit into TPF&C's conventional approach to

corporate compensation problems, they were put on the spot

of having to justify to their clients why--if the ESOP was

so good--they never proposed ESOP financing as an alternative

to typical compensation schemes. As might be predicted,

TPF&C tried to make a negative case against the ESOP and, like

their colleagues in this USRA project, missed thei.c target

completely.

As mentioned earlier, TPF&C served as project coordinator

but rested its analysis and conclusions heavily on the E.F.

Hutton Report and the Gellermen Report. Hence, its rebuttal

comes last.

TPF&C's primary bias toward rewarding executives, as

opposed to rank-and-file employees, is amply demonstrated

throughout its report. For example, on page 41, TPF&C states:

"Another significant feature of ESOPs is the fact that
shares of stock are generally allocated in proportion
to earnings. A successful ESOP would therefore increase
the impact of salary differentials. . . . It could also
result in the union's bringing pressure to bear on
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management to restrict management salaries in order
to increase short term earnings. This pressure would
ironically be more likely if the ESOP were indeed suc-
cessful in encouraging employees to seek ways in which
corporate costs could be reduced."

It is interesting that like all compensation specialists,

TF&C is less interested in cost reductions than in pressing

their favorite compensation package. Any restraint on

executive salaries and fringe benefits that resulted from

widespread employee stock ownership is obviously threatening

to TPF&C's approach to the problem of who gets what. Had

TPF&C been more interested in saving ConRail from becoming

nationalized and safeguarding the interests of American

taxpayers, they might have welcomed such restraints on

excessive management salaries, while recognizing that once

all rank-and-file workers become profit-oriented, good

management is more crucial to them than ever before.

Out of self-interest,.employee-stockholders will support top pay

for top management talent. But TPF&C's excessive concern for

management's. interests is-self-evident.

On page 32, TPF&C again revealed its pro-management bias.

In support of its recommendation that a qualified Employee

Stock Purchase Plan allowing up to a 15% discount to those paying

cash for their company's stock, TPF&C admits that "under

normal circumstances, this approach results in participation

of approximately 20% of the eligible group. It is important

to note, however, that this 20% would probably represent the

more highly motivated individuals at ConRail and would there-

fore maximize the plan's impact." (Emphasis added.) Not only

is TPF&C insensitive to the motivational importance of owner-

ship to all employees, but they add insult to injury by treating
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emnloyees as second class citizens, inherently less motivated

than top executives. It hardly occurred to TPF&C that lower-

paid employees could not afford to buy their company's stock,

no matter how motivated they were.

TPF&C, givenitstbackground as compensation experts geared to

traditional employee reward systems, could hardly be blamed

for not recognizing that ESOP benefits do not add to corporate

costs and are not really 'compensation" in the sense of pay

for one's work. The ESOP is tied directly to the debt service

obligations for meeting the company's capital requirements.

It is realistic (and theoretically sound) to look at payments

made by the employer into the trust (along with dividends) as

part of-the yield on the trust's original investments. Thus,

in economic theory (as distinguished from tax theory), the

contribution is simply the preferential dividend that enables

the investment on non-recourse credit (as to the employee) to

pay for itself in pre-tax corporate income tax dollars. It

amounts to a relatively full payout of the "wages" of capital

to enable the new beneficial owners--the employees--to pay

for their new capital out of what it produces. It is not a

cor-orate cost since corporate growth financed in the conven-

tional way would cost as much or more--and would not benefit

employees at all. (Note that TPF&C treats ESOP erroneously

as an additional expense on pages 15 and 27 of its report and

on oage 22 of APPENDIX A.) In a nutshell, the ESOP merely

extends to working people what top wealthholders have always

had working for them: access to non-recourse corporate credit

for gaining equity ownership of self-liquidating investments.
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In the sections of TPF&C's report relating to the mechanics

of ESOP financing, corporate finance and tax issues TPF&C simply

followed the criticisms of E.F. Hutton. Our rebuttal of E.F.

Hutton's report covers the same ground and will not be repeated.

In the portions of TPF&C's report on issues of employee

motivation, the same errors committed by Dr. Gellerman were

made and need not again be refuted.: Additional shortcomings in

the TPF&C report are as follows:

1. Are "second incomes" through ESOPs a means of redistri-

buting wealth in America?

TPF&C's comment that the ESOP is a means for redistributing

income and wealth (page 35) suggests that it cannot distinguish

between socialism and capitalism. Paying higher salaries for

no additional work is redistribution. The ESOP takes no wealth

or income away from those who produce it and therefore is not

redistributive. The ultimate result of producing new capital

foroation along with new owners gradually will bring about a

more equitable distribution of capital ownership and capital

incomes, not a redistribution of present wealth.

2. Is the ESOP geared to"increasing productivity through

stimulated consumer demand"? (Page 35 of TPF&C Report.)

Here again TPF&C shows its ignorance of Two-Factor

Economics and the purpose of the ESOP. The ESOP aims at

stimulating increasing rates of capital investment in the

private sector, thereby stimulating production. The last

thing we would advocate is artificial stimulation of con-

sumer demand, which like TPF&C's recommendations is inherent_

ly inflationary. Under the ESOP, second incomes are directly

tied to incomes generated from the productivity of capital

and are therefore deflationary.
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VII

-ORE!CCENDATIONS TO CONGRESS

1. The Regional Rail Reorganization Act of 1973 should be

amended by deleting the requirement of Section 301(e) that

common stock be issued in the initial capitalization to the

estates of the railroads in reorganization. Instead, these

estates should be issued "securities other than common stock

of equivalent value in exchange for rail properties conveyed

to the corporation pursuant to the final system plan." All

initial common stock should be issued to an ESOP for the benefit

of ConRail employees in amounts equal to initial capital loans.

2. USRA's valudtion of creditors' claims should be approved

and creditors would be issued new non-voting preferred stock

or new debt securities of ConRail equivalent in value to their

claims. Additional securities equivalent to disputed claims

would be placed in an. escrow pending final adjudication by

the courts on the valuation issues.

3. All Federally guaranteed loans to meet ConRail's capital

requirements (including working capital, modernization, expansion,

rail repair, and even debt securities to creditors) should be

financed through ConRail's ESOP so that 100% of initial ConRail

common stock will be acquired immediately by the employees'

trust and allocated to individual employee accounts as those

loans are repaid. Because of present Federal tax deduction

ceilings on the amount of such debt service payments (15% of
r

covered payroll), debt repayments above the ceiling can be

made directly from the corporation rather than through the

ESOP without impairing the employees' 100% ownership status.

4. Congress should consider amending the Internal Revenue
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Cods to permit unlimited corporate tax deductions (to the

extent that external corporate loans and future cash flow

-or amortizing those loans are available) to ConRail for

(a) Debt service payments paid as ConRail contributions

to its ESOP; and

(b) Dividends paid on ESOP-financed stock which are channeled

either for accelerating repayment of stock acquisition

debt of the ESOP or, after such stock is paid for and

allocated to the employees' accounts, for providing

taxable "second incomes" to ConRail employees and their

families while they work and after their retirement.

(Similar provisions are contained within the Accelerated Capital

Formation Act, H.R. 462, and Title III of the Jobs Creation Act,

HR. 7240, which now have 92 House co-sponsors, including 10

Ways and Means Committee members.)

4. Congress should-permit private lenders to have included in

the interest rates charged to ConRail on government-guaranteed

loans an amount to cover a special government premium for

insurance to cover the risk of non-feasibility of any of such

loans, with the investment risks on each issuance of ESOP or

ConRail debt securities determined actuarially by competent

private insurance and bond security analysts.

5. Congress should require a reduction in interest rates on

capital formation loans to meet ConRail requirements, through

methods which do not affect taxpayers and would not be included

in the Federal budget. For example, Congress should permit

qualified banks that-make capital acquisition loans to ESOPs,

to discount the ESOP loan paper directly with the Federal Reserve

at a discount rate not exceeding 0.25% (to cover the Federal

-89-



355

Reserve's administrative costs), thus enabling ConRail to

co-ro3 at low "pure credit" interest rates, probably 3% to 5%

ae tnae ramum. [Since accumulated savings are not involved

hs-e the Federal Reserve generates "pure credit" into capital

investments of well-managed basic industries, the "cost of

roney" or interest will consist only of (a) risk (to be covered

by the proposed credit insurance premium), (b) profit for

leaders accepting and administering loans, and (c) the Federal

administrative costs (covered by the proposed Federal Reserve

discount rate). Lower interest rates will speed up ConRail's

reccvery to a profit-paying status and the rate of diffusion

of enployee stock participation in ConRail.]

6. Congress should remove the rate regulation authority over

ConRail by the ICC and State regulatory bodies in order to

provide ConRail management with complete flexibility for com-

ceting with alternate modes of transportation and restoring

profitability to the Northeast and Midwestern rail systems.

FOR ADDITIONAL INFORMATION,
CONTACT-

Norman G. Kurland
Washington Counsel
Kelso Bangert & Co., Inc.
2027 Massachuseets Avenue, N.W.
Washington, D.C. 20036
Telephone: (202) 667-5800

-Louis 0. Kelso
Chairman of the Board
Kelso Bangert & co., Inc.
111 Pine Street
Suite 1800
San Francisco, California 94111
Telephone: (415) 788-7200
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February 4, 1974

EXHIBIT 2
to Testimony of Louis 0. Kelso

Joint Economic Committee
Hearings on Employee Stock

Ownership Plan (ESOP) Financing

December 11 and 12, 1975

BANGERT & CO.
INCORPORATED
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te thsbinot Vost
WEDNESDAY, JANUARY 2, 1974

Rail Act to Spur
Worker Owners

By Wtiiam Jones
we ir et5! me

President Nigon ptann to
sign Into law today a S2-bil-
lion measure that is de-
signed to rejuvenate rail-
roads in the northeastera
states and which pravides a
for potential ownership of
the new system by its em-
ployees.

Incluaion of the unpubhl-
cloed, stock uwnership sec-
tion apparently marks the
first time Congresa has gone
on record endorsing em-
ployee ownership of a key
industry,

The idea come from Sen.
Russell B. Long tD-La), who
argued that the entire ecp
nomle system is threatened
unlesa the "wisdom" of the
Homestead Acts-spreading
out wealth by making tand
acaliatble to many in the last
centu-y-Is not applied to
the nation's major economle
enterprises.

"I am condnced we can-
not retain our economic
greatness," he said, 'if we
do not ... institute steps
that will make It possible
within a few years, for every
household and Individual in
America to become an
owner of a slable holding of
productive capitol,"

Long's basically Populist.
Idea won quick support
from a diverse group that
included Senators Mark 0,
Hatfield (B-Ore)i Clifford P.
Hansen (R-Wyo.), Hubert H,
Humphrey (D-Miun,) and
Lee Metcalf (D-Mont.), who
helped in the drive to incor-
porate employee stock own-
ership in the rail legislation.

They argued that the fun-
damesta; and unprece-
deitteno reorganiztion -4

bankrupt railroads is likely
to fail and prompt more re-
quests for government hail-
outs, unless railroad work'
nrs ace glenn a plte f own-

ership In the surviing sys-
tem.

Under the legistation, a
new for-profit rairoad wil
begin business about two
years from now, supplanting
sin major bankrupt systema
of today-the Penn Central,
largest in the nation, and
Lohigh Valley, Reading,
Central of New Jersey, Bps-
ton & Maine and Erie-Lok-'
awanna

A United States Railwny
Association will be created
to draw up the new railroad
network and to finunce an
overhaul of outmoded equip-
ment and fanilities with up
to S1.5 billion of gorern-
ment-guaranteed loans.

In additiono the legIslatIon
Includes some $560 mition
of direct federal paymenta-
money to pay sataries for up
to 30,000 orkers who may
lose emluloyment In the o-
organization. money to us-
derw-ite continued rail op-
erations while the new sys-
t1c is designed, and subsid-
ies to keep unprsfitable
branch lines Is business
where local governments
want to share the tosses.

Creditors of the Peonsy
and -other bankrupt rail-
rads, if federal judges ap-
prove the plan, are supposed
to receive stock in the new
railroad firm in exchange
for rail properties now
owned but needed for the
future system.

These shareholders would
have Po sia int running the
new railroad, however, until
and unless the system be-
eomes profitable and no
more federal money is
needed.

Wthat supporters of em-
ployee ownership are aim-
itg for is a decision by the
bankruptny judges to en-
change only preferred stock
for the rail properties, open-

ing up the oppmrtunity fee
nelling common stock to m-
ployees-w hile at the name
tim- raisiag neded capital
for operating and espanding
the service.

The leotnttinn requires
that U.S. Ritwa Associa-
tion in designing the final
rail system, must set fo-th
the manner in which em-
ployee stock ownership is io
be used to cai'e capital.

The U.S R.A. Amnt take'
into account. acordino to,
the legislation, the "relanie
cost saings' compared to
cnuventional methods af
raising corporate funds, I.a
hue cost savings a potential
for minimzing strikes and
produning more harnonious
industry laboe relutons. pro
jected employee dividend In-
comes. the impact on quality
of becoice and costs to con-
sumers and meeting the obh
jective of a self-sustaining
business

Although the roll bill
merely permits and does, notr quire use of employee

iieshkip, Long said it rep
isent, the "greatet ad-
vance Congress has made in
this area."

A long-range benefit for
taupayers aotd the nation, he
said, is that Congress might
have an answer the next
time some bankrupt firm
asks for a bail-out It may
be that we can say 'If you
work this out so that your
employees have a substan-
tint piece of the action, ou

,ewpeeience is that that type
thing tends toI work" he
said.

'It Is Indiapensable that
we ask ourselves a hasic
question,". aid Long. e-
ceiiI7.fiihen the Senate was
ronsiderlin the rall bill:

"Why did one of the most
Important railroad systems
it the world, located in one
of the most highly popuo
.ated and highly industrial
ned areas of the world, pos
essing a labor force that

was more than adequate
both in numbers and in
skills, fall into shameful din-
repair and finally bank-
ruptcy'"

One must conclude. Long
argued, that the esinting Ii
nantcial structure was the
culprit beaduse it concen
trated ownrilhip of the en-
tnre railroad system within
the hands of an ekte that
represents only 5 per cent
of the nation's wealthy gitl

zns.
This led. for esample. I a

.ituntisu uhere the ailing
Peso Central was distribut.

tog ebular cash dividends
on its stock in the late t0fiff
even while sowing the seeds
for future disaster by iruor-
ing una ni erdue modernisa
tion and repat" eupenses

Sen Hatfield said "Our
raitrcad crisis is merely one
more in e growing parade of
exqmples where a bank-
ruptcv In leadership and vi-
sipn has ted to n vacuum in
our corporate structure
whil', not surprisloely, has
been fillei by increasing
governmeqt powers and con-
trots and new and more
costly bureaucracies."

In addition to govern-
ment-guaranteed loans to
the Pens Central following
its mid-1970 bankruptcy, the
federal Rones.ment in en-
cent years has assisted
Lockheed Aircrat Corp' and
other defense contractors
faced with gallure.

The energy crisis has
brought reneeed worries
shout the aility of Iock-
heed inoes-is e and has ted
Pan American World Air
ways to wars that it may
have to have a federal sub-
stdv to keep free of bank-
rpti-,, courts

There are a variety of
employee ownership con-
cepts, but the drving force
behind Long's enthusiasm
is the Kelsq pl!p named for
Louis 0. kelsa, * ierer
who speclakoes it corpo-
rate finance and autlior of
"The Capitalist Manifesto
and "The New CapItalists,"
written withlv philosopher
M-otimer J. Adler,

Kelso's concept would per-
mit ral employees to retain
al1 resent pay and fringe bene-
fit levels with the added up
portusIty to buy and pay for a
sieable chunk of stock In the
new railroad (10.000 on vaer-,
age per wnrker, assuming 70,.
0O0 of 100 00f current workers
are given new jobs),

These holdings of stock'
wuld be protected en masse,
through heneficial holdings in
a trust, much the same way as
wealthy Americas, acrumu-
late more' wealth and isolate:
their risks No tales would be
paid on any worker's property
acquired through the plan, on
any apprecation of the stock
or dividends, so lng as the as-
sets remain sheltered" within
the overall plan

One large railroad was sold
last year to its employees, the
Chicago & Northwestern But
less than 10 per cent of em
ployees are Involved and
mostly they are management'
personnel.
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EMPLOYEE STOCK OWNERSHIP PLAN FINANCING
TO GET U.S. RAILROADS BACK ON THE TRACK AND IN THE BLACK

In December, 1973, Congress passed, and on January 2,
1974. the President signed, a law that could accelerate the
adoption hy U.S. business corporations of a financing
strategy of expanded equity ownership for employees. The
Regional Rail Reorganization Act of 1973 (Public Law
93-236) (the "Act-) provides, among other things, that Con-
solidated Rail Corporation ("Conrail"), the private en-
terprise corporation which will acquire the assets of the Penn
Central and other bankrupt railroads in the Northeast and
Midwest. be floinced, to the extent found by United States
Railway Association ("Unirail") to be practicable, through
Employee Stock Ownership Plan ("ESOP') trusts that build
some portion of equity ownership into employees

Section 102(5) of the Act adopts a definition of an
"employee stock ownership plan" that conforms to the objec-
tives of the ESOP financing trusts designed by Bangert & Co.
The definition reads

i( 'csric cpy ia arowcer~hiir plcn- mcrcca osthiwuacar

.orr-l fih c Ith, r .. dn oc hou- irnp- 1 r. le . .Oirscrwaicy r.nhrc wrnitij trrmxrci toowscs varim umrwnrsrron ic

-n-hip ecq - h.,wniI. roo 95 zv~raain.-nn
nror paratirse tucsn n inwo -uau inatarec aratci a ceiio iii
oiiw ccreciro ueworarc iicoes sd oitvuicuotli recaccnus-œ

corprwaioa.adndhit shkh sicadih iNacil Nowivair it a-wi
thiop hr-iai i, iv aniocer airi cIa ic cciriucac .-a-
-iaiflir in prorrira im ihehr vic irac inccaruc wmnhoa ccrciin
icy..y-ih .cc caay cicrar roivcriaaccivcaoi
twic murcion can aiher ru-t' ce ran arr.. hacrir

ESOP financing, despite its application primarily
through efforts of Bangert & Co. in at least fifty U. S. business
corporations, is still a little-understood innovation. Conse-
quently, the Regional Rail Reorganization Act of 1973 will
almost certainly have special significance for the history of
corporate Finance

The ESOP financing provisions of the Act began with
testimony introduced on behalf of Bangert & Co. into hear-
ings of the Surface 'transportation Subcommittee or the
Senate Commerce Committee on February 28,1973, by Louis
O Kelso, General Counsel, and Norman Kurland,
Washington Counsel. The text of their oral testimony is Ap-
pendi. 11 to this memorandum.

In oral and written testimony, Bangerd & Co stressed
that, notwithstanding the widely-known deficiencies in the
operation and governmental regulation of the railroads, only
a monstrous error in the financial structure of the railroads in
question could have made their bankruptcy pmoible Bangeri
insisted that only by idenifying and comrretling that structural
error could a new enterprise taking over the operating pro-
perties of the bankrupt railroads expect to achieve diffierent
financial results

That structural error, Bangert's testimony explained,
was that by placing the entire labor force of the railroads.,
from sop management down to the track inspectors and
clerks, in a position where their economic inierests were not
identified with those of the stockholders where the only way
they could acquire increased income to offset inflation, rising
tixes, and rising expeclations was to demand progressively
more pay for progressively less work, bankruplcy was in-
evithlbe and the only uncertainlty was in the lime.

Only by placing all railroad employees in a position to
buy equity in their employer, using the self-liquidating logic
of investing in capital through access to credit and on terms
where the capital will pay for itself - which logic corpora-
tions themselves have used from lime immemorial -could
this identity of economic interests between management,
stockholders, and labor be created, said the Bangerl wit-
nesses. And the only financing technique capable of meeting
these criteria, they pointed out, is ESOP financing pioneered
by Bangerl & Co

THE EVOLUTION OF THE ESOP FINANC-
ING PROVISIONS OF THE ACT

The background facts present a study in mega-crisis.
Seven Class I railroads, as well as one Class 11 carrier, were in
bankruptcy. These included the Penn Central, the largest
railroad carrier in the United States. In the words of Senator
Vance Ilarike, Chairman of the Surface Transportation Subh
committee.

Thi, -s.cs ,.r --crrciic-.ci , aIruirpricocad .co-
hvinoflhro vrk-and id- into Shcotiamid Midr.- ,ci
ihiarc,,.1aii.rliccinnanrdrri hir Nfitc airuac
articl rl~siy-i.unr r-cvc f aih Naricn- rrrlisai in r ci,
soriarci uwuivaci, -ccim .r h, ci.a _,rc Wr. ri inc
a-raclrri, cia- acatd rahice roiira,, arc acicrcd iivrc c-i
r vncarirrr rrwcc .crrcd .'h iv k irar iri rrssirc.c re-aniu ic

m Oh. r rccI crithi Narc.avoai rcaicai ri-ti ia-a
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CONGRESSIONAL RESPONSE TO THE
ESOP IDEA

When the Bangert analysis and recommendations were
presenled to the Senate Surface Transporiarion Subeoumit-
tec, the Chairman of the Subcommittee, Senator Vancc
Ilarike, was sympathetic but skeptical as to whether Con
gress would consider such a radically innovative proposal
Senator llartke said he was in substantial agreement with the
analysis and recommendations, but, he added, "I just do not
think you can sell it to Congress.-

On November 5, 1973, Senator Mark latfield wrote to
hisSenatecolleagu.s urgingthat they supportan amendment
to the Rail Services Act of 1973- to provide for use ot
Employee Stock Ownership Plan financing to build the
ownership of the proposed private railway corporation into
its employees (The letter is quoted below l

On November 29, 1973, Senaior Russell Long wroic ii
Senator Warren Gi Magnuson, Chairman ol the Senate Com-
merce Committee, with copies to other mecmbers otthe Coin-
oritee urging the amendment of the Act by the Senate Com-
merce Committec as proposed by Senator Ilafield Shortly
thereafter, the Senate Commerce Committee unanimorislr
approved the amendmenc and rpproved the Bill as amendedt
It wen to tHe hoor of the Senate on Deccmber 11, 1973, cod.
at the conclusion ol a long day ol discussions land some floor
amendments) the Senate passed the Rail Services Aci of
1973,' including the provisions lor firancing Consotidier
Rail Corporation -to the ecxien pra..icible" through an
l.mployee Stock (wonership Plan trust

PROVISIONS OF THE REGIONAL RAIL
REORGANIZATION ACT OF 1973 RELAT-
ING TO ESOP FINANCING -

The Act scts up a non-profit government corporalion to
be called "United Slates Railway Association.' which we will
call "Unirail" for short with functions somewhat reminis-
cent of the Reconstruction Finance Corporation of the
Depression days, eccept that its activities are confined to
railroads. The functions of this corporation include initially
the planning of the general financial and physical structure or
a new private business enterprise, Consolidaed Rail Cor-
poration" or "Conrail," which wilt take over the operating
assets of the bankrupt railroads and will operate them in the
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The Conference Report of (he Ilouse-Senate Conference
Committee on the Bill (93rd Congress. Ist Session. Report
No 93-744) has this lo say on the final form of the Billt

EMPLOYEE STOCK OWNERSHIP PLAN

Ntoot. Icy
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Thus it is the decision of Unirail, as uotimcrely opNrmepd
by Corgrns, that determines whether the Government
guaranteed initial financing will be made through a Conrail
ESOP. Unless Unirail and Congress can find a better answer
than ESOP financing to enable the employees of Conrail to
do in the fucure what the employees of the bankrupt railroads
failed to do in the past, the chances for ESOP financing seem
very good

THE SENATORS SEE THE LONG-HAT-
FIELD AMENDMENT AS HERALDING A
CHANGE IN THE DIRECTION OF COR-
PORA TE FINANCE IN THE US ECONOMY

The following letters from Senator Mark Hafield and
Senator Russell Long. and the following extracts from the
Congressional Record of December I1th and 21st, 1973,
reflect the significanec placed by the.sponsoringSenators and
by Senators Vance teardie and Jacob Javits on the Long-Ilta-
field Amendment to the Regional Rail Reorgantkation Act of
1973.

fuutre Unirail is given thtee hundred days from January 2.
1974, todeliver the fliat system ptan toCongress. Untrail will
atso be the agency ohich, with government-provided funds,
will initially finance Conrail. Congress retains the right to ap-
prove any final plan before appropriating additional funds
fr the fnanang of the reorganized rail enterprise.

The planning and implementation process by Unirail
starts immediately upon the date of enactment of the bill -
January 2, 1974. Special functions are assigned to the Secre-
lary of Transportation and the Interstate Commeree Coi-
mission to keep rail service going in the emergency region.
Pending the development and approval of the final system
plan, Congress appropriated $85 million to the Secretary of
Transportation in order to provide assistance to the trustees
of Ihe railroads in reorganization and Ihe Secretary of
Transportation may direct Unirail, with its approval, to issue
up to SI SO million in obligations to rorestall deterioration of
the plant and equipment of the bankrupt railroads pending
completion of the Final system plan.

Unirail, in cooperation with the Secretary ofTransporta-
tion and the Interstate Commerce Commission, will prepare
the final system plan, including the financing plan. subject, of
course, to ultimate review and approval by Congress.

Common stock of Conrail is to be initially issued to the
bankrupl estates of the conslitutent railroads in exchange for
the assets to be acquired by Conrail:
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cnd oihor ot-to C..-.ommon nik och tatil het nstt itniitay is the
t of eacirotn- In rtontanai.ton In Ihn riLmon in srhcege ton,

tait prqrenirt ececycd to the IICpontion puaon to Ihe fiai
netlee pnon (Set.ion 30leltI
Ilt the Iatl nrtoYe pltn it reittird t cot rash. among other

l3 Ithe h -neer in ohich tploypy tIoh ce-rrship pIann
woy, to the-tent p-rlicahe. he ulilite for metc-ing hreapiili-e
lice rpqup nesl ic theCeeporance, taking into awant tA) Ithe
Potaice cmtl natciege coweared i --nonnttoeal nlchodn ottortpo-cm, fince lt )he I ther co. t ncing, (C) the poonvatl to
onininttng sinket and prodLainy cmo h.,-Io.ic wntationt her
wen ohmp onranir-i-ons and rinay n -nagecel (Inl Ihe pr

-e edcplo- dwivind in-- (F. lekIh imp., -tt q~fil of
-ervt.e ..d pi-t- lo illw.y -wn and (F rl he ptronmlio o hie

otbtci-ti- o °hci Art of cani.in ..nc.nan y siett1ntatnitng til-canynyerv in Ihertiem nhitch air ne' Ihr -rciaene-ttotlhe
region and the hatite N-. Stion 20*611131

Thua not only must ESOP financing be used to meet the
initial capitalitation requirements of Conrail if Unirail finds,
on the basis of the criteria indicated, Ihat it in practicable, but
the Act also contemplates possible ultimate repUrchase by
Conrail's ESOP trUst of some portion, perhaps eventually all,
of the Conrail stock originally issued lo the estates of the car-
riers:

Nothing n thin nbhiotic rhatI prnoion Ihr colrkionloc rhon
roparch.ceg the -once stck hiniAly ita teamd throtih papeYrno
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[SENATOR MARK HATFIELD URGES HIS COiLLEAGUES TlO ONSIDER ESOP FINANCING OF ODNRAIL CORPORATIOI1

- -- = ?v~~~nAri b 4maatii Z O

Novehbe, S 1973

near Colleague:

Soon the Senate will begin consideration of legislation to revitalize the bankrupt rail system of the North-
east. I believe this offers an opportunity for a full discussion of possible alternatives to nationalizatIon.

Increasing federal subsidies are not sufficient to prevent continued deterioration and futare labor-manage-
ment conflicts. Federal solutions, In their present form, are an open Invitation to balloats of other ail-

ing railroads and industries. Our railroad crisis Is merely one more in a growing parade of examples
where a bankruptcy In leadership and vision has led to a vacuum In our corporate sector which, not our-

prisingly, has been filled by Increasing government power. and controls and new and more costly
bureaucracies.

I am. therefore, proposing an amendment to whatever bill passes the Senate. This amendment would sig-

nal a healthy, new direction for the proposed Northeast Rail Corporation and the Federal National Railway
Association, as proposed by the Pearson-Beall amendment, by adding a provision to the financing and labor

relations sections of this bill which would explicitly mandate to the maximum extent practicable the use
of an Employee Stock Ownership Plan for financing transfers of corporate assets and future expansions of

the reorganized system. Enclosed is a copy of this amendment, together with a comparison of ESOP fi-

nancing with conventional debt financing and a one -page summary of how this amendment would benefit

taxpayers, workers, railroad users, and the public generally if applied to the future system under projec-
tions of the Department of Transportation.

The Employee Stock Ownership Plan is. In my opinion, the most Important insovation in Investment finance

developed in recent years. The ESOP would spread stock ownership systematically among all employees.

at no personal risk to themselves and without reducing their take-home pay or other benefits. And by build-

Ing a vested and growing property stake and rising dividend Incomes into each member of the corporate
team, anyone -- management, union officials, and blue collar workers alike -- would share a unity of

interest in the growth and profitability of the Northeast Rail Corporation, if this is the approach adopted by

the Congress. Technological improvements, now viewed as a threat to workers, become a growing sourer

of each worker's retirement and pre-retirement Income under an ESOP. Thus, by offering significant
equity opportunities to Its work force, the new rail corporation would not only begin on a more viable footing.

but, through Its ESOP. can offer taxpayers some hope for an efficient, unsubsidized and relatively strike-

immune rail system in the Northeast corridor.

From a taxpayer's standpoint, this amendment would add no Federal costs to the present railroad proposals
now being considered. In fact, the ESOP Isn I feel, our only hope for converting what In today a significant

tax loser into a future, tax-paying member of the corporate community. The ESOPs advantages for meeting

this crisis and other kinds of ecosomic problems have received extensive treatment in many business and

scholarly journals and in several important books on the future of the American economy. A growing num -

ber of labor leaders have recognized the ESOP as offering new horizons for democratic unionism. And from

a moral and political standpoint, we have nothing to lose and everything to gain by adding an ESOP provision
to the Northeast Rail bill.

I sincerely hope that you will join me as a cosponsor of this amendment to provide all employees of the pro-

posed Northeast Rail Corporation an equal and fair opportunity to share in its ownership. Should you wish to

do so, or if you have any questions, please contact me or have a member of your staff contact Tom [meson
at x5375

3
by Tuesday, November 13,

Kindest regards.

Sincerely

{Mrk 0. Iileld
United States Senator

MOHltib
Enclosure
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REORGANIZED NORTHEASTERN RAILROAD SYSTEM
BENEFITS TO BE DERIVED UNDER

EMPLOYEE BUYOUT THROUGH ESOP FINANCING

The U.S. Economy in General.

'An efficient. unsubsidized, strike-immune rail system in the Northeast corridor.
'A dramatic example oF how a sick industry can be revived by creating a unity of interest between management and organizedlabor through widespread access to corporate ownership and dividend incomes among all employees...without affecting tradi-tional jurisdictional prerogatives of management xis-a-vis union leadership.
'A positive alternative to nationalization and current trends toward nationalization and taxpayer bail-outs of our railroads.
'Cuts government costs and reduces pressures on almost bankrupt present railway workers retirement systempyet raises the taxbase.

Workers Employed After Reorganization.

'No reductions in present pay levels, present retirement contributions and other present employee benefits.
'An opportunity to buy and pay for a sizeable chunk of stock in the new company (110.000 on the average per worker), and toown this stock in the same way as America s wealthiest families accumulated their property holdings: through access to corpor-ate credit, with personal risk cut ofF by the insulation given under law to a corporation.
'No taxes paid on any worker's property acquired through the ESOPon an appreciation in value ofa worker's holdings or divi-dends, as long as these assets remain sheltered within the ESOP.
'In addition to wages, a second income from dividends on stock held by the ESOP for each employee during his working years(an estimated supplement of almost S33200 per year for the average employee aFter 5 years, based on conservative profit projec-tions of the U.S. Department ofTransportation). Dividend checks received by workers on-the-job or upon their ultimate retire-ment or displacement by automation are, orouruse, subject to personal taxes, the same as paychecks.
'An opportunity to share with his fellow workers additional company stock and diversified holdings of other companies or realestate, acquired through future financings by the ESOP, as the new corporation expands, adds new and more efficient equip-ment or otherwise seeks new sources of income.

'A better answer to automation than demoralizing featherbedding. make-work, spread-work, etc.
'A personal stake in cost-cutting and higher corporate profits, thus enabling the industry to become more competitive, to growfaster, to expand into new territories, and to generate new jobs.
'An inflation-prooF capital estate to pass on to one's heirs.
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Thc process by which pewly formed capital (improved land, new structures, and new tools) Is brought into cxist-
ence under conventional financing techniques can be functionally analyzed from the following example. Suppose a cor-
poration has done its feasiblity study for a contemplated expansion (self-liquidation within a reasonable period of
years is the essential logic of business investment) and concludes it should spend One Million Dollars for new tools in
order to increase output of goods and services for which it foresees a profitable market. The corporation goes to its
bank or other lender. convinces the lender of this feasibility. and borrows the necessary funds--let's say repayable
in installments over five years. The picture looks something like this:

The Important aspects of this technique of finance are:

--When the loan is paid off incremental productive power equivalent to One Million Dollars of tools has
been built into a stationary stockholder base. An iWIvidual may sell stock which he owns In the corporation.
and another individual with capital may buy the stock, but no net sew capltal owners are created in the process.

--Since, as a matter of fact, virtually the entire personal ownership of productive capital in.the U.S. Vco-
nomy lies In the top 5% of wealthholders'* it Is clear that a principal contributor to this concentration of owner-
ship of productive power (productive input being the business basis for personal outtake or income) u-d&rth -
aob eentry bookeepinglogic of a market economy lies in a technique of finance that builds all incremental pro-
ductive power into a tiny stock ownership base that already owns functionally excessive productive power, hav-
ing in mind that the ultimate economic purpose of production is coinshumpiipon. so must constitute the
great majority of ultimate customers for business--the people with present and potential unsatisfied consumer
needs and wants--do not acquire incremental productive power through this process. Those who are in fact al-
ready excessively productive (in relation to their present or potential consumer needs or wants) acquire all in-
cremental productive power.

.--The other principal methods of financing new capital formation, those using Internal cash flow such
as retained earningso Investment credits, depletion, accelerated depreciation, etc. . all have precisely the
same concentrating effect. In the aggregate, all of the conventional techniques of finance above mentioned ac-
counted for nearly 98% of new capital formation durIng the past decade.

5s
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--The sole remaining financing method, the sale of new equities for cash, has the same concentrating ef-
fect: the new stock Is sold to people with capital who can pay cash for It.

in short, the logic used by business in making Investment--the logic of Investing in things that wil pay for them-
selves--is not available to the 95% of Americans born without family capItal ownership. As the non-human factor In-
creases In quantity and In relative productive power, its ownership remains concentrated In a stationary fraction of the
population. With rare exceptions, employees, Including executive employees, do not own functionally significant a-
mounts of productive capital.

Business finance, because of our Incomplete national economic policy (a failure to Interpret the Employment Act
of 1946 as requiring a broadening of the ownership of capital In order to achieve "maximum purchasing power in the
hands of those who need it) and nor attempt to solve the Income-distribution problem entirely through employment, has
failed to recognize the importance of creating new owners of capital without diminishing the take-home pay of labor.
Business operates In such a way as to deprive even the employees, borth asu-managr~a and managerial of the great
corporations (I,.000 of which produce nearly 80% of the goods and services of the private sector) of effective means of
legitimately acquiring the ownership of viable holdings of capital.

The end result, to which businessmen naturally object, is that it falls to Government to close the purchasing
power gap which occurs when 5% of families (who own all the capital) acquire ownership of all incremental per capita
productive power, and the majority, with most of the unsatisfied product needs and wants and rising expectations sti-
mulated by all the modern techniques, acquire ownership of none of the incremental productive power. The techniques
government must use to close the purchasing power gap. and the effects of its actions, are too well known to dwell on
here:

--Welfare redistribution af every imaginable kind.

---Redistributive taxation of every conceivable kind.

--Subsidization of employment, both within and outside government, of millions of people who would not
be employed except for the subsidies, the cost of which subsidies are a social burden upon the present and future
of the economy directly affecting the quality of the life of the people, although the conventional wisdom overlooks
them in evaluating the performance of the economy.

--The adoption of myriads of pieces of legislation encouraging employees to demand and receive more pay
for less work, even to the point of demanding increasing pay for no work Input whatsoever. All such costs go
Into the prices of products, thus creating inflation, artificial scarcities and a decline in the economic quality of
life, where plentitude and growth in the affluent quallty of life should prevail because it is consistent both with
the objectives of business, with its technical capabilities and with the desires of the people.

--A rising sense of strife between management and labor, and between the rich and the poor--a natural
result of governmental redistribution.

--A growing sense of economic alienation and helplessness, the natural result of not owning capital in a
world where most of the wealth is produced by capital.

--Thefiscal Integrityof government Is being destroyed at every level, as a result of our defective corpori-'
ate strategy and incomplete economic policy that attempts to solve the income distribution problem through em -
ployment alone rather than jointly through employment and broader ownership of capital, the other factor of
proddction. From the municipality. the county, and the state, to the Federal government and the United Nations,
staggering but still growing debt (the not-so-secret source of our precarious present prosperity) is being piled
upon unwiling taxpayers and the taxpayers of the future, while the underproductive and non-productive masses
demand more welfare, more subsidies, more redistribution.

The solution is to facilitate financing a significant portion of new capital formation, and normal business changes
in the ownership of existing assets, by techniques that legitimately build the ownership of viable capital holdings Into
corporate employees without taking anything from their take-home pay or their universally inadequate (or non-exis-
tent) savings, and to do this by making the self-liquidation Investment logic, traditionally used by the corporation It-
self, available to the corporate employee to whom capital ownership is traditionally only a frustrated dream--the
frustrated American Economic Dream.

The basic building block for bringing about such change in the pattern of ownership of capital In the U.S. eco-
nomy is ESOP financing (the possible variations are numerous). Using the assumptions referred to in connection ifth
the discussion of traditional financing, Model I (See page 16 above), it may be described sq follows:



364

MODEL II
DMPLOWEE STOCK OWNERSHIP FINANCING

-CAS~urons k e G
CORPORATION -- I psly LENDER

T___OOLS

cuvs Pradised.mrTheostm a aspects h S ek OP c t

an | ROWERHP RUT

The most important aspects of the ESOP financing techniques are:

--The loan is made not directly to the corporation, but to a a specially-designed ESOT that qualifies as a
tax-exempt employee stock bonus trust, or money-purchase pension trust designed to be invested in employer
stock, under Section 4

0
1(a) of the Internal Revenue (>de. Such trusts normally cover all employees of the

corporation; their relative Interests are proportional to their relative annual compensation (however defined)
over the period of years that the financing is being paid off The trusts are normally under the control of a
committee appointed by management and its membership may Include labor representatives.

--The committee Invests the proceeds of the loan in the corporation by purchasing newly Issued stock at
its current market value.

--The trust gives its note to the lender, which note may or may not be secured by a pledge of the stock.
If it is so secured, the pledge Is designed for release of proportionate amounts of the stock each year as In-
stallment payments are made on the trust's anote to the lender and the released stock is allocated to partici-
pant's accounts.

--The corporation issues its guarantee to the lender assuring that it will make annual payments into the
trust in amounts sufficlent to enable the trust to amortize its debt to the lender. Within the limIts specified
by the Internal Revenue Qide, such payments are deductible by the corporation as payments to a qualifled em-
ployee deferred compensation trust. Thus the lender has the general credit of the corporation to support re-
payment of the loan, plus the added security resulting from the fact that the loan Is repayable In pre-tax dollars.

--Each year as a payment ls made by the corporation Into the ESOT there is allocated proportionately a-
mong the accounts of the participants in the trust a number of shares of stock proportionate to the participant's
allocated share of the payment. Special formulas have been designed to counteract the relatively high propor-
tion of early amortization payments used to pay interest and the relatively high proportion of later amortization
payments used to repay principal.

--As the financing Is completed and the loan paid off, the beneficial ownership of the stock accrues to the
employees. Most trusts are designed to permit the withdrawal of the portfolio In kind, subject to veating provi-
slons, either at termination of employment, or at retirement. However. it is desirable to so design the ESOT
that any dividend income on shares of stock that have been paid for by the financing process and then allocated to
the employees' accounts be distributed currently to the employee-participants, thus giving them a second source
of incime.

---Diversification of the trust can ho achieved after a particular block of atock has hoesn paid for by eschang-
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tlg the stock, at fair market value, for other shares of equal market value. Since the trust Is a tax-exempt en-
tity. such diversification is without tax impact.

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

--When all factors are considered. including the cost and relative inadequacy of most alternative private
retirement systems (for which the ESOP becomes a substitute), the probable costs and losses to the corporation
resulting from (i) the inevitable demands of employees for progressively more pay in return for progressively
less work input where they have no opportunity to accumulate significant capital ownership over a reasonable
working lifetime; (ii) the shrinkage of markets for the corporation's products or services from the otherwise
inevitable inflation of its product prices; and (iii) the added costs to the employer from alienation and demotiva-
tion of employees not enabled to acquire capital ownership in an economy where capital is a chief productive fac-
tor, etc. , the cost of capital under Model U ESOT financing over the long term, i.e., beyond the financing per-
iod, Is no greater, and will normally be less than the cost of capital resulting from any of the techniques dis-
cussed under Model I above.

Following is an excerpt from page 202 of the "Preliminary System
Plan," Volume 1, for restructuring Railroads in the Northeast and
Midwest Region pursuant to the Regional Rail Reorganization Act
of 1973, dated February 26, 1975, published by the United States
Railway Association.

Fmployee Stork Ownersh/p P OD (E.SVOP).-Section
206(e) of the Art requires that the Final Svstem Plan
set forth the manner in which employee stock owner-
ship plans may to the extent practicable. be utilized for
meeting the capitalization requirements of the Corpora-
tion. USSRA is giving tloiough consideration to this
issue and is aware of the possible advantages to he
gained through employee stock plans for ConRail. How-
ever, whether ESOP or some alternative incentive sys-
tem ran he made applicable to ConRail is not vet knoosn.

Any plan will need to Ie conceived and administered
with great carm in order to he a positive rather than a
negative motivator of emplooyees. The Association is
attempting to determine the extent to whirls employee
stork ownership plans provide an opportunity for lower
coot financing and for more employee participation, in-
volvemenit and commitment to no organization. The im-
plementation of an HSOP most Ie fair and effective for
all rlasses of stockholders and the employees themselves.
Diistribstion of stock to employees shonlid result in an
inrestnent which has value to them, and/or an incen-
tire from which all parties will benefit as employees
work to improve the economic performance of ConRail.
IFSRA is studying the practicality of employee stock
oanership from both of these points of ciew and in the
light of the pro forma projections

69-174 0 - 76 - 24
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November 29., 1973

[Senator Russell Long, a
member of the Senate Commerce

Committee, takes the initiative
The Honorable Warren G. Magnuson, Chairman to bring about the amendment of
Senate Commerce Committee the House-passed Rail Services
Suite 127 Russell Senate Office Building Act of 1973 by the Senate
Washington, D.C. Commerce Committee.]

Dear Warren:

Tomorrow, I will offer an amendment to Working Paper
Number 1 of the Rail Services Act of 1973, which would enable all
employees of Northeast and Midwest rail systems now undergoing
reorganization to acquire ownership of up to 100 percent of the
newly issued common stock of the new system through an employee
stock ownership plan. A description of the employee stock plan and
how it would affect the Northeast rail situation is attached. Also
attached is a copy of my proposed amendment, which essentially follows
that proposed by Senator Hatfield in his "Dear Colleague" letter
of November 5, 1973.

This, in my view, is the solution to our present rail
crisis. As explained in the attached materials, this amendment would
hurt no one. Existing creditors would be made more secure. Since
these railroads have not paid taxes in years, there would be no additional
tax loss to the Treasury by adopting this amendment to the present bill
now being considered by the Commerce Committee. Employees of the
new rail corporation, through this highly effective financing innovation,
would gain stock ownership without any cash outlay or loss of other
present benefits on their part. To the relief of our taxpayers and
railroad users, the ESOP is the only logical alternative to nationalizing
our railroads. And to rail union officials, the ESOP opens a wholesome
new era of broader bargaining potential in behalf of their members.
No one stands to lose anything. Everyone will benefit by affording
our railroad workers an effective opportunity to become more self-sufficient
through expanded capital ownership.

I urge your support of this vital new thrust in American
economic policy.

With every good wish, I am

Sincerely yours,
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Senate

[FLOOR STATEMENT BY SENATOR MARK
HATFIELD]

S 22527-28

Employee Stock Ownership Plan

Mr. Hatfield. Mr. President, let 'ne again ex-
press my appreciation to the members of the Com- -
merce Committee for including within this bill my
amendment for an employee stock owme rship plan. I
believe this will be a most significant step toward ex-
panding the base of ownership in society. By attach-
ing this amendment to the Northeast rail bill, we will
establish the railroads as a model for demonstrating
the effectiveness and viability of employee stock
ownership plans. I ask unanimous consent that infor-
mation explaining ESOP be printed is the RECORD at
this point.

There being no objection, the information was
ordered to be printed in the RECORD,

[FLOOR STATEMENT BY SENATOR RUSSELL LONG]

Mr. Long. Mr. President, in approaching oar con-
consideFa-tion of S. 2767, a bill designed to establish a
planning framework within which the reorganization
and revitalization of our Midwest and Northeast rail
services can be carried out, it is indispensable that
we ask ourselves a basic question. Why did one of
the most important railroad systems in the world, lo-
cated in one of the most highly populated and highly
industrialized areas of the world, possessing a labor
force that was more than adequate both in numbers
and in skills, fall into shameful disrepair and finally
bankruptcy?

One must of necessity conclude that the causes
lie within the institutional arrangements--the finan-
cial designs-- of the railroads themselves, and with-
in the institutional relationships between the rail-
roads and governments, both Federal and State.

It is not the task of this Congress to restore the
losses of stockholders of the bankrupt system.
Rather, while protecting the property rights and
values that atill remain, it is the task of this Con-
gress to so guide the organization and restructuring
of the railroad enterprises and of their relations
with government, that they will in the future run ef-
ficiently and economically, will take full advantage
of our internally available fuel suppiles, and will pro-
vide a model of enterprise to which we can look for

la

answers to the industrial malaise that mars other
areas of our economy.

When the railroads were built, the United States
was in the midst of accomplishing the most decisive
economic revolution in history up to that time: it
was, through the direct intervention by Government,
engaged in broadening its capital ownership base with
a view to making the then most important form of
capital--land- -available to every citizen who sought
it. Though we were struggling to become Industrial-
ized, we were still primarily an agricultural nation.
We understood the importance of broad, private owner-
ship of the means of production only in terms of owner-
ship of land.

Accidentally, in the 30 years following the Civil
War, we stumbled upon the formula for simultaneous
rapid economic growth, full employment, and gentle
deflation or increase in the purchasing power of
money; the only time in modern history when these
three much-sought after economic characteristics si-
multaneously concurred.

No doctrine seems better entrenched among
modern economists than the notion that price stability
--for example freedom from inflation--and full em-
ployment are mutually incompatible. The idea has
come to be accepted that there must be a deliberate
trade-off between unemployment and price stability.
in spite of this widely accepted idea, however, there
is an extraordinary period in American history,
namely, the 302-year period following the Civil War,
when we had enormous national economic growth, full
employment even with high levels of immigration, and
gently but constantly declining price levels. This was
a unique period in economic history.

Of course, there have been times of price de-
clines, but these have been associated with depres-
sions, panics, or the collapse of societies. But dur-
ing the period to which I allude, the nickel was an im-
portant unit of purchasing power, and every year ac-
cumulated savings became more valuable. That was
the great period of railroad building. Railroad
mileage in the United States increased from 35,000
miles to 160,000 miles, or 357 percent. The milling
of floor increased 120) percent and the production of
steel ingots increased by 23,000 percent. it was a
period of growth, excitement, and industrial ferment.
It witnessed the inception of the electric utility, the
telephone, and the petroleum industries, plus the be-
ginning of modern merchandising and distribution
and numerous other significant developments in in-
dustrial history.

What was it that occurred in the 30 years from
1865 to 1895 in American economic history to simul-
taneously bring about the cherished objectives of
rapid economic growth, full employment, gentle de-
flation, and the flowering of industrial Innovation?

The answer, Mr. President, Is that the 30-year
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period from 1865 to 1895 was the only time in the
history when a government--this Government--
directly intervened to influence the pattern of capital
ownership in the economy. This was the most ef-
fective period of the Homestead Actg. Congress,
after a full decade of turbulent, and at times almost
violent, debate, had legislated the steps to bring
about the realization of the American economic dream
--the accumulation, over a reasonable working life-
time, of a holding of productive capital that would
provide significant income and economic security, as
well as the economic underpinnings for political de-
mocracy. it was an agrarian economy in spite of its
rush to bring about industrialization. Productive
property was thought of primarily in terms of land
ownership. it was the accessibility of land owner-
ship to those who were born without capital that alone
explains the openness of that society, its full employ-
ment, its economic growth, and the rising solidity of
its currency.

But at the very moment in history when we were
discovering how government could assist private
enterprise by guiding the growth and the pattern of
ownership and development of the country's pro-
ductive system, we were laying the foundations for
the most serious of errors that brought our great
railroads into their present troubles. While we were
trying to get the private ownership of land into the
masses of our citizens, we so structured the financ-
ing of our railroad systems that by the decade of the
1970's, virtually all of our industrial capital--which
now included much of our productive land--would be-
come owned by only the top 5 percent of wealthhold-
ers.

It is today again time for Congress, taking a
long view of history, to return our economy to the
principles that made us great.

It is time for us to innovate in laying down the
guidelines for the reorganization of our Northeast
and Midwest railroad system, a new equivalent to
the Homestead Acts that will broaden the private :
ownership of our industrial economy even more ef-
fectively than the Homestead Acts did for our agrari-
an economy.

Had we structured our railroad system In the
first place so that, instead of becoming owned by the
top five percent of our wealthy citizens, they would
become owned In reasonable-sized holdings by great
numbers of our citizens--particularly those em-
ployees whose labors and talents make the railroad
system function, we would not be experiencing our
present difficulties.

Now, as in the period following the Civil War,
the pattern which we establish for the ownership of
our railroads can become decisive for the health of
our economy In the future, If we lay down guidelines
that permit the pinnacle ownership of the reorganized
Midwest and Northeast railways from this point for-
ward, we will foredoom the American economy to
disaster. In an age when the productive input of capi-
tal instruments--land, structures, machines, and
intangible capital--is greaterthan the productive in-
put of labor by perhaps a factor of 10, and this dis-
parity will grow at an accelerating rate, to build In-
cremental productive power into the rich rather than
into the propertyless masses Is to Insure the collapse
of our private property economy and the advent of in-
flationary and totalitarian socialism that is making
such headway in other parts of the world.

We have a recent lesson in the Western Hemi-
sphere for statesmen who frustrate the aspirations
of the people not just for full employment, but for
the ownership of productive capital. When the late
President Allende of Chile threatened the confisca-
tion of the trucks of the small truckowners. the lands
.of the small landowners, the businesses of the small
businessmen, and the hopes of all the propertyless
serfs who dreamed to become such owners,
reaped the predictable whirlwind that leaders wto
fall to heed the reasonable economic aspirations of
the people must suffer.

Thus, for the serious business before us at the
moment, we must realize that at the very moment
when we saw the importance of broad ownership of
agricultural capital, we failed to generalize the
underlying idea and laid the foundations for the con-
centrated ownership of industrial capital.

I am convinced we canmot retain our economic
greatness If we do not now apply the wisdom of the
Homestead Acts to economic enterprises as a whole,
and to institute steps that will make it possible, with-
in a few years, for every household and individual In
America to become an owner of a viable holding of
productive capital.

Fortunately, through the tools of modern finance,
we can accomplish this critical objective wholly with-
in the principles of private property and free-market
economics: The foundation stones of our economic
greatness and of our political freedom. We can now
make "haven" of the "have-notas," without taking from
the "haves."

Between now and 1980, the U.S. economy will
have to put into place something on the order of $1
trillion of new capital formation if we are to continue
our economic growth, restore our prosperity, pro-
tect our environment, and fulfill the economic enpec-
tations of our people, If we assure that this trillion
dollars or so of newly formed capital becomes owned
In reasonable-sized holdings by families and indi-
viduals from the 95 percent of our citizens who today
owns no productive capital, we will have adopted what
Is in effect an Industrial Homestead Act: an economic
policy that will apply generally and to the economy as
a whole. We will restore the economic dynamics
under which we can enjoy rapid economic growth, full
employment and gentle deflation--the hardening of
money,

The place to begin this quiet revolution, this
revolution of common sense, Mr. President, Is with
S. 2767, a bill laying down the guidelines and estab-
lishing the governmental machinery, for facilitating
the restructuring and reorganization of our Midwest
and Northeast region railroads.

S. 2767, the Rail Services Act of 1973, squarely
addresses Itself to the Issue of expanding the base of
capital ownership for our railroads, and for the vast
new capital formation which must take place within
the railroads in the foreseeable future. The Senate
Commerce Committee added, provisions to the bill to
assure, to the extent found practicable, by the pro-
posed Government National Railway Association, the
use of a technique of finance known as Employee Stock
Ownership Plan--ESOP--financing. The ESOP is a
remarkable Innovation In corporate finance designed
to reverse the heretofore universal tendency ofall
widely accepted.techniques of corporate finance to
concentrate ad Infinitum the ownership of capital,
it has enormously important social, economic, and



369

political ramifications for strengthening our free
enterprise economy.

Mr. President, I submit that the use of the ESOP
financing technique to the maximum extent- -ideally
to the extent of l00 percent--in connection wth solv-
ing the current railroad crisis, is the only logical al-
ternative to nationalization of the railroads, for it is
not just a way to efficiently finance economic growth,
but also to build market power, and to motivate, in
the most powerful way, the entire labor force to per-
form as never before in order to solve this problem.

The ESOP would enable the entire work force of
the reorganized rail system to purchase, without de-
ductions from their paychecks or savings up to 100
percent of. the newly Issued common stock of the pro-
posed United Rail Corporation on credit tied to the
new capital requirements of the United Rail Corpora-
tion and secured by Its future profits. Shares of
stock, when paid for, would be allocated to the Indi-
vidual accounts of each employee in a tax example de-
ferred compensation ESOP trust, without reduction of
the take home pay or other benefits of the worker.
Unions and management would retain their normal
bargaining prerogatives and responsibilities. but sub-
ject to a broader range of bargaining possibilities.
Given these incentives, i the new system cannot be
run at a profit, without subsidies, the workers will
have no one to blame but themselves.

Each worker will be put in a position where his
own efforts toward cost minimization and increased
production will directly influence the value of the
capital estate which he acquires during his working
lifetime. I would anticipate that strikes and slow-
downs, antiquated work rules, featherbedding, re-
sistance to autdmition, and unreasonable wage de-
mands--all seemingly ussolvable problems up to now
--will eventually disappear once workers come to
realize how these activities not only work against
the interests of consumers as a whole, but also
-against their individual self-interests.

Before describing the mechanics and Implica-
tlions of the ESOP, I think it fitting to acknowledge
the contributions of those responsible for launching
ESOP as a solution to the labor and capitalization pro-
blems of the new Northeast and Midwest rail system,
This concept was first proposed by our distinguished
colleague from Oregon (Mr. Hatfield) In his "Dear
Colleague' letter of November 5, 1973. Cosponsor-
lng Mr. Hatfield's proposal were Mr. Curtis, Mr.
Hansen, Mr. Humphrey, and Mr. Metcalf.

Description of the Basic ESOP Financing Technique

Liet me briefly describe the basic logic of Em-
ployee Stock Ownership Plan financing and how it
would work In the contemplated railroad reorganiza-
dton. In my opinion, the ESOP financing technique is
the most important innovation in investment finance
developed in recent years. The ESOP addresses it-
self to three of the moat fundamental barriers to
broadening the private ownership of equity capital in
connection with the financing of economic growth or
the financing of changes in the ownership of business
assets.

First. The logic of corporate finance is built
around the idea of investing under conditions where
the investment is expected to pay for itself. This can
be most easily accomplished if the investor can get
to the pretax--income produced by the newly acquired
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capital. To accomplish this objective, the ESOP In-
volves using, in an innovative way, either or both of
two traditionally recognized deferred compensation
trusts designed to be qualified under section 401(a) of
the Internal Revenue Cide. These are the stock bonus
trust and the money purchase pension trust designed

'to be invested, at least initially, either wholly or pri-
marily in the stock of the sponsoring corporation.

Second. The employee must be shielded from In-
come tax during his period of capital accumulation to
the extent that his capital-derived Income is used to
defray the purchase price for his stock. Any "second
income" or income from his newly acquired capital
investment, thereafter used for consumption purposes
would be subject to normal personal income taxation
by Federal and State governments.

-Third. The inechanism must not be capable of
being abused by anyone for the purpose of building
concentrated ownership rather than broad-based capi-
tal ownership. The present statutory law and regula-
tlions of the Treasury Department are admirably de-
signed to prevent this abuse, and to assure building
broad ownership Into the employer.

Fourth. The financing technique must be so de-
signed as to build significant capital ownership In the
worker over a reasonable working lifetime. it often
happens that where ownership of capital is Insignifi-
cant In terms of its income -producing power it does
not arouse the natural acquisitive Instinct of the work-
er to protect and preserve his investment.

Fifth. Any technique suitable for building capital
ownership Into the workingman must be capable of do-
ing so without making deductions from his paycheck or
calling upon him for the investment of his generally
nonexistent savings, or his invariably Inadequate per-
sonal savings. The ESOP technique thus fully bar -
nesses the logic of corporate Investment, namely.
that Investment should be made upon terms where it
can reasonably be expected to pay for itself within a
reasonable period of years.

The ESOP is not a plan to redistribute the profits
or dilute the equity of existing shareholders. It Is not
a stock option plan. It is not an antiunion technique,
but rather is designed to broaden the outlook of both
union officials and union members to comprehend both
factors of production: nor just the employment of
labor, but the acquisition of privately owned capital
by employees. And ESOP financing is not a handout
or tax loophole scheme in any sense of the word.

The ESOP is merely the most logical and most
economical vehicle devised to date for ownership plan-
ning and for the creation of vast amounts of new capi-
tal formation which we so desperately need within
our corporate sector. The key to corporate owner-
ship, as bankers and businessmen know so well, is
having access to corporate credit. Under convention-
al financing techniques corporate credit Is used to
make the rich richer; to build capital ownership into
the top S percent of U.S. wealthholders. who today
own all the productive capital.

The ESOP makes some of that corporate credit
available to employees while simultaneously financing
the growth or normal operations of the corporation
Itself. it is a practical means for providing access
to corporate credit and the normal self-liquidating
logic of corporate flnance to the new employee
owners. It does no more than to place corporate em -
ployees In the same position that has enabled Ameri-
ca's wealthiest families to become rich, but does so
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without depriving anyone of his existing property
rights. As applied to the reorganized rail system, It
would spread ownership of up to 100 percent of the
newly issued common stock into all employees. It
should be noted here that the fact of bankruptcy itself
indicates that the present common stock of the bank-
rupt rail corporations has been made substantially
valueless. The ESOP financing technique can be used
in such manner as to protect. and indeed to greatly
enhance the likelihood of full recovery of their claims
by existing creditors, while providing them, to the
extentof their legally recognized claims, with either
readjusted debt securities, or with preferred stock,
or with a combination of the two. The important as-
pect of the ESOP financing technique In this instance
Is that, once the claims of creditors have been paid
off through their preferential claims on the income of
the reorganized corporation, the growing equity of
the corporation, to the extent that the ESOP is used,
will be built Into employees. Thus, prior to paying
off existing creditors and newly acquired creditors.
the employees are motivated by the prospect of build -
ing their own capital holdings to do everything poss-
ible to ran the system profitably. When and as credi-
tors are paid off, the employees are equally moti-
vated to build the value of their own equity holdings
through diligent and cost-conscious efforts on their
part.

Over 40 highly successful U. S. corporations
have adopted, or are In the process of adopting
ESOP's since the first application of this financing
technique in 1957. Not only does the ESOP provide
lost-cost capital for the employer, but it provides
the most Important form of job enrichment known to
man: Enrichment for each employee in the form of a
reasonable capital holding. it Is ideally designed to
generate labor-management harmony. expanded cor-
porate profits. and to avoid the structurally inevitable
inflation that arises in modern economies so long as
employees are put in a position where, in order to
keep up with rising living costs, rising taxes, and
rising expectations, they must demand progressively
more pay for progressively less work.

Financing loans, which under conventional tech-
niques would be made directly to United Rail Corpora-
tio,, would, under ESOP financing be made to a spe-
cially designed ESOP. While the details of the design
of the ESOP would, under the Rail Services Act of
1973. be ultimately determined by the Government
National Railway Association, it would seem that the
trust in this case, as in most other ESOP financing in-
stances, would cover all employees of the corpora-
tion, and their relative interests would be proportion-
al to their relative annual compensation--however de-
fined- -over the period of years that they are em-
ployed. The voting power of the stock In the trust
would normally be vested in a trust committee ap-
pointed by management and the membership on the
committee would undoubtedly include representatives
of the employees. Voting power on stock held In the
trust to employees as the stock is paid for, or it may
remain with the trust committee.

The trust committee invests the proceeds of loan
financing and other trust Income into newly Issued
stock of the United Rail Corporation at its current
fair market value at the time of investment.

The trust gives its note to a lender, which note
may or may not be secured by a pledge of the stock.
If it is so secured, the pledge is designed for release

of proportionate amounts of the stock to the trust each
year as installment payments are made on the trust's
note to the lender and the released stock is allocated
to the participants accounts.

United Rail Corporation would issue its guarantee
to each credit source making a loan to the trust, in-
suring the lender that United Rail Corporation will
make periodic payments Into the trust sufficient to en-
able the trust to amortize its debt to the lender.
Within limits specified by the Internal Revenue Code.
--IS percent of covered payroll for a stock bonus
trust and an additional 10 percent of covered payroll
if a money purchase pension trust of ESOP design is
added --and such payments are deductible by the
Corporation as payments to a qualified deferred com-
pensation trust. Thus the lender would have the gen-
eral credit of United Rali Corporation to support re-
payment of the loan, plus the added security result-
ing from the fact that the loan is repayable in pretax
dollars. in contrast, it should be noted under con-
ventional financing the repayment of principal on any
loans is always In after-tax dollars.

Periodically, as payment Is made by the Corpora-
tion ino the ESOP. there is allocated proportionately
among the accounts of the participants in the trust a
number of shares of stock proportionate to each par-
ticipant's relative compensation from the Corpora-
fon. Special formulas have been designed to counter-
act the relatively high proportion of early amortiza-
tion payments used to pay interest and the relatively
high proportion of latter payments used to pay prin-
cipal.

As each particular financing Is completed and
the loan paid off, the beneficial ownership of the stock
representing that financing accrues to the employees
and Is allocated proportionately to the individual ac-
count of each In the ESOP.

Most ESOP trusts are designed to permit the
withdrawal of the portfolio in kind, subject to vesting
provisions, either at termination of employment or at
retirement. Special provisions concerning the port-
ability of accounts of employees in the trust should
be developed for the United Rail Corporation ESOP.
it Is desirable to so design the ESOP that any dividend
income on shares of stock that have been paid for by
the financing process and are thus allocated to the
employees' accounts be distributed by the ESOP trust
currently to the employee-participants, thus giving
such employees a second source of income--'the eye
of the owner.'

Diversification of the portfolio of the ESOP can.
if desired, be achieved after a particular block of
stock has been paid for by exchanging this stock, at
fair market value, for shares in other corporations
at equal market value. Some modifications of pre-
sent Treasury rules and regulations with respect to
this aspect of the ESOP would probably be desirable.
Since the trust is a tax exempt entity, such diversifi-
cation is without tax impact to the employee owning
the acount that Is diversified.

Through the use of ESOP financing, the corpora-
tion can obtain low cost capital and save the addition-
al expenses of conventional public stock offerings.
Once installed, the ESOP becomes a permanent part
of the corporation's financial machinery, combining
within a single package a mechanism for comprehen-
sive long-range planning and the resolving of basic
corporate problems: Financing, employee motivation.
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compensation, and retirement benefits. which in the
past have been handled on a piecemeal, generally un-
planned, and quite often aeli-defeating and mutually
disruptive basis. Although there will be a temporary
earnings dilution from the issuance of new stock in fu-
ture financings through the ESOP. that dilution is soon
restored by the inherent financing advantages of the
ESOP technique: The use of pretax dollars to finance
growth, the simultaneous building of property-sup-
ported retirement benefits as corporate growth is fI-
nanced. the harnessing of the natural tendency of the
employee under such circumstances to minimize
costs and thus maximize profitability In order to
benefit his own investment, and the normal savings
in corporate retirement costs that occur when re-
tirement funds are invested in the recycling of
secondhand securities purchased in the market place.

Mr. President. U.S. business corporations, in-
cluding railroad corpoations. have always needed
but heretofore have never had, a way to raise the in-
comes of employees, without raising corporate costs.
Most approaches for liberlizing the railroad retire-
ment systems, particularly measures calling for
earlier vesting, have the same effect as wage salary
increases, namely, they are inflationary. Most re-
tirement programs are so designed that contributions
become costs of doing business and enter into the
costs of goods and services produced. Where retire-
ment income payments are not made directly by
business to the retirees, they are in general invested
in outstanding securities --secondhand securities --
purchased from speculators in the public markets.
The funds thus invested do not. with rare exceptions.
go into new capital formation to increase the pro-
ductive power of business. Rather, the $15 to $20
billion annually contributed to private retirement
systems, as recent testimony before the Financial
Markets Subcommittee of the Senate Finance Com-
mittee has shown, are used to inflat the prices of out-
standing stocks of "glamour corporations.' Such
securities are normally purchased by retirement
trusts on a yield basis that is presently more than
offset by the inflationary loss of purchasing power of
the underlying funds. The very process that deprives
the corporate sector of a major source of financing
growth is thus devoted to the financing of stock mar-
ket speculation and inflation. It should be remember-
ed, that most private retirement funds contain re-
cycled outstanding securities acquired in this Ir-
rational process.

This bill Is designed to overcome these basic
structural defects of present private retirement
systems, while permitting earlier vesting without
raising corporate costs--indeed while greatly reduc-
ing corporate costs. It Is not designed, however, to
adversely affect contributions to the existing Rail-
road Retirement System, which are mandated under
present laws on a pay-as-you-go basis similar to
social security. Contributions to the ESOP go direct-
ly Into new capital formation, or. In certain
cases can be used to acquire assets purchased on a
self-liquidating basis.

Contributions to the United Rail Corporation
ESOP would go directly into capital formation. using
the funds to be provided under S. 2767 for that pur -
pose. Eventually, such contributions may also be
used to finance the acquisition of other operating as -
sets. The important point to remember here, how-
ever. Is that the pretax yield of productive capital is

harnessed directly to the repayment of financihg
while building ownership Into employees.

Mr. President, I know of no more efficient and
effective way to build into railroad employees benefI-
cial ownership of a private, viable capital holding.
capable of supplementing the Ir wage and salry In -
comes during their working lives, providing retire-
ment security thereafter, and estates to pass on to
their heirs. I know of no more practical way of
enabling corporate management to raise the incomes
of employees without raising corporate costs and
with a long-term deflationary impact on the economy
as a whole. Because the ESOP financing technique
can both accelerate the growth and lower the costs of
railroad transportation, it can open up the opportunity
for greatly Increased employment in the enormously
more important railroad system of tomorrow.

Managements search for a way out of the class-
conflict era of labor-management relations would take
a new and brigher turn through the use of ESOP fi-
nancing. be united with that of employees In revitaliz-
ing the private enterprise system generally, while
building economic security into all employees. Em-
ployee stock ownership financing accomplishes the
ultimate synthesis of Interests defined by economist
ohn Bates Clark almost 90 years ago as:

Productive property owned in undivided
shares by laboring men, contention over
the division of products replaced by general
fraternity...
Thus. Mr. President. the potential benefits of

providing every worker the chance to participate in
the ownership of capital are enormous.

Some of my colleagues who favor the ESOP ap-
proach have expressed concerns that over-zealous
tax reformers might level unfounded charges that this
bill is a 'tax loophole. " I it is, and I deny that it is,
then It is the first such "loophole" ever provided to
working Americans. To the extent that existing ESOP
tax incettives are taken advantage of by United Rail
Corporation under S. 2767. to that extent we will have
achieved truly structural reform of the U.S. tax sys-
tem. it represents a new thrust for cutting the costs
of welfare, eliminating future consumer subsidies of
dozens of different kinds for the purposes of "creat-
ing" jobs, and other nonproductive forms of govern-
ment spending, as redundant workers among the un-
employed are absorbed into a healthier and more dy-
namic private sector.

ESOP financing techniques are designed to build
market power into the American people as they Ii-
nance the growth of the American economy. I can
imagine no better method for making common sense
of the double-entry bookkeeping logic that Is the very
basis of any market economy.

This technique systematically broadens the per-
sonal income tax base for State and Federal Govern-
ments as more Americans begin drawing paychecks
and dividend checks directly from enterprises that
produce most of our goods and services. It is clear-
ly a move in the direction of simplicity, fairness.
and common sense, and that is what genuine tax re-
form is all about. Any reform that Increases our de-
p-ndency on government should be auspect. Con-
versely. the ESOP provision in S. 2767 is designed to
increase the self-sufficiency and productive potential
of America's railway workers and to encourage them
to demonstrate the value of broadened corporate
ownership as a catalyst and motivating force for up-
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dating and revitalizing today's undercapitalized rail
and mass transit systems.

Only when workers can become owners of new
and more efficient means of production can we over-
come the enormous alienation and resistance to tech-
nological advancements that have become common-
place within modern corporations, despite all the
palliatives and psychological manipulations we have
invented to mask the root cause of employee aliena-
tion and industrial disorder. That cause, for a cer-
tainty, lies in the inability of the worker to Inctease
his productive power.

Without having legitimate access to the owner-
ship of productive capital acquired on self-liquidating
terms, one cannot be expected to use moral restraint
against the tendency to demand progressively more
pay in return for progressively less work when one
must compete with the enormous productive power of
modern capital. If a modern worker cannot acquire
his share of the ownership of the machine, it must
be a feared and hated enemy for it threatens his
power to earn a living. Dignity can, however, come
from acquiring legitimately, over a reasonable work-
Ing lifetime, an ownership stake In the employer cor-
poration and sharing in the "wages of capital" --the
profits of the corporation in which the capital Is em-
ployed.

Mr. President, there are but three political-eco-
nomic roads from which we can choose.

We can take the course to the right, advocated
by laissez-faire philosophers and economic anar-
chists, which would allow pinnacle ownership to re-
main and would Indeed add enormously to its concen-
trated holdings. This would result, for example, if
the existing creditors of the bankrupt railroads be-
came the owners of the common stock of the United
Roil (Orporation. Under this approach, each advance
In technology, and each added Investment, would
heighten the confrontation between the "haves" and
the "have-nots", and would perpetuate economic class
conflict.

We can take the road to the left, making every-
one a "have-not" under the banners of "nationaliza-
tion" and "equality." This would force an equal shar-
ing of misery and scarcities, using the State or a
collective to impose a new form of monopoly owner-
ship. substituting robber -bureaucrat for robber -
baron, perpetuating effective ownership by a small
but different elite. This "new class" would, by such
a step, be placed in a position where it could control
the society not only through its stomachs, but also
through the guns and nightsticks which It possesses,
making corruption and tyranny even more inevitable
than under pinnacle private ownership. Preventing
workers from enjoying the power and distribution
rights that flow from the personal ownership of pro-
ductive capital, this second road Invites a continuing
class struggle and relentless inflation. it should be
noted that the socialist-leaning critics who argue that
the government-owned railway systems of nonsocial-
ist countries would not incur losses If the "ecological
benefits" from greater uses of railways were added
to the Government corporation's revenues, avoid
mention of the fact that each of those economies is
saddled with rampaging and accelerating inflation.

Such Inflation inevitably flows from putting labor
in a position where it must demand progressively
more pay in return for progressively less work Input.
whether the workers' nonownership of capital results

from pinnacle private ownership, or governmental
public ownership.

Or, Mr. President, we can steer a middle course.
getting back to the original road that was opened by
Jefferson, Adams, Madison. and other Founding Fath-
ers; and expanded by Lincoln under the then revolu-
tionary homestead programs. This was the essence
of the American dream that sparked the hopes of the
propertyless everywhere and worked so well before
our land frontier closed. The third road opened by
our pioneer ancestors was Intended to make everyone
a "have" an owner of income -producing property:
it was Intended to provide each person a stake to help
him become independent of others for his subsistence
and thus providing the economic foundation for a free
and just political democracy. This road ended when
our geographic frontiers ran out and our industrial
frontier began.

What an irony of history that our raliroads--the
key to the rise of America to Innustrial and agricul-
tural greatness, and now even more vital to the de-
velopment of a freer, more prosperous, and more en-
vironmentally hospitable economy yet to be built--
took the wrong turn over a century ago, leading the
rest of American industry headlong into pinnacle
ownership, the concentrated ownership of capital.
Our railroads today haw been the first to arrive at a
deadend in that road. We. the Members of this Con-
gress, more than a century later. are now given a
second opportunity to provide a prototype design for
the pattern of ownership of the American economy.

We could take the first course and further exacer-
bate the already intensely concentrated ownership of
productive capital in the American economy.

Or we could join the rest of the world by taking
the second path, that of natlonalization.

Or we can take the third road, establishing poli-
cies to diffuse capital ownership broadly, so that many
many individuals, particularly productive workers.
can participate as owners of industrial capital.

Mr. President. the choice is ours. There is no
way to avoid this decision. Non-action Is a political
decision in favor of continued, and indeed Increased,
concentrated ownership of productive capital.

Which of these three ownership alternatives
makes the most common sense, the most political
sense, the most social sense, the most economic
sense, indeed, the most moral sense?

The eyes of the world are upon this chamber as
we deliberate this fundamental question at this mo-
ment of truth of our Nation's history.

Mr. President. are we ready to begin anew where
our revolutionary forebearers ended, constructing a
modern extension of the third road, the road of ex-
panded ownership of productive capital, so that every-
one will hav the right to own the corporations that
will, regardless of our decision, propel us further
into the uncertain age of automation.

The have-nots of the world, including the 95 per-
-cent of the American people who own no capital,
await our answer.

[FLOOR STATEMENT BY SENATOR VANCE
HARTKEJ
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Mr. Hartke. Mr. President. let me say to the
distinguished Senator from LoUIsiana, the chairman
of the Finance Committee, that this is probably one
of the most Ihnovative Ideas presented lh this bill.
which has a lot of Innovation In it. His amendment
deals with basic aspects of the industrial system.
The Senator has given great thought to the theory of
Industrial democracy which in substance allows those
people making their contributlon to the industrial pro-
duction of this Nation to share not alone as wage
earners. but also as participants in the profits of
their labor. Individuals that really would, under nor-
mal circumstances appear to be opposed to this kind
of operation, seem to be sympathetic to It. In view of
the fact that It is the chairman of the Finence Com-
mittee who is the proponent of this measure as a re -
suIt of which we may be moving much more rapidly
toward a democratic system. Under the private
ownership plan that had heretofore been envisioned
by some. people were ready to sell this system short.
In other words, we are now saying that the concentra -
tion of wealth might b- brought to an end by concen-
trating the wealth In the hands of those people who
are really producing the wealth of the Nation.

I commend the Senator from Loulsiana. He has
a great deal of material there. Not only is It poss-
ible that this could lead the way in the railroad indus-
try, but also this could be the beginning spot for giv-
lng consideration to other major Industries in the
Nation.

[FURTHER COMMENT BY SENATOR RUSSELL
LONGI

Mr. Long It might be well to find out how em-
ployees, properly motivated, can make the bankrupt
corporation succeed. If this proposal works and I
think it should be given a try--and I hope the Senator,
as one of the conferees, will work for this--then we
may wery well have the answer for the future when
some bankrupt corporation comes to the U.S. Govern -
meat asking to be bailed out. It may be that we can
say. "If you work this out so that your employees
have a substantlal piece of the action, our experIence
Is that that type thing tends to work. -

My big objection to our private property system
Is not that I do not favor it-- do favor it very much--
but I object that not enough people own some of it.
It would be well to see how It works when you give
the employees an opportunity to own a major share of
the stock, perhaps even lOG percent, if they will
make the railroad a big success.

I look upon this as a great challenge for us to
urge employees to be a part of the team and elimin-
ate all those divisive labor-management practices
which could be avoided when people of good will work
together to make a success of an enterprise.

Urn ongressionat Record
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Senate
[FLOOR STATEMENT BY SENATOR RUSSELL LONG AT TIME OF FINAL PASSAGE BY THE SENATE

OF THE CONFERENCE O0MMITTEE BILL]
S 23784-5

Mr. Long. Mr. President, I want to c6ngratu- Mr. Sutcliffe has been assisted in his efforts by
late the very able Senator from Indiana for the many, a number of other members of the Senate Commerce
many long hours and the diligent efforts he has de- Committee staff on both sides of the aisle: Art Pan-
voted to the problems of the railroads of this copf, Tom Allison, Paul Cunningham, Mal Sterrett,
country. This is the culmination of a great deal of Bob joost. John Kirtland, Dave Clanton and many
the Senator's efforts. No Member of this body has other people.
been more diligent or more energetic In trying to There is one area In this bill In which I am great-
solve the extremely difficult problem with which this ly interested. Because I believe a plan for employee
Nation has had to grapple than has the senior Senator stock ownership can do much to eliminate the con-
from Indiana, and his leadership in this area is par- flict between management and labor over various con-
ticularly appreciated. . ditions of employment and to help to provide the type

In addition to that, I think It should be added that of cooperation that Is so necessary in the joint en-
Mr. Lynn Sutcliffe, who sits beside him, has burned deavor that Is needed to make any major enterprise
a great deal of midnight oil In helping the Senator and succeed. I favor the provisions in the bill before us
the Committee to work out the compromise involved referring to this subject.
In the conference report before the Senate. I have a statement to make discussing the ad-
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vances made in the employee stock ownership plan,
which I believe is the greatest advance Congress has
made in this area. I am particularly pleased that at
least part of it emerged from the conference. I
thank the Senator from Indiana, as well as the Sena-
tor from Maryland, the Senator from Kentucky, and
the Senator from Washington, for their assistance
in seeing that this measure was at least retained to
the extent that it could be, because I believe in the
long run employee stock ownership will be one of the
ways that will help eliminate and dissolve some of
the insoluble problems that could grow between
management and labor.

When people plan for failure, the odds Increase
that they will fail. Similarly, if we assume that the
rail systems of our Northeast and Midwest corridors
cannot be operated at a profit and therefore neglect
to provide sufficient profit incentives for workers,
they are unlikely ever to earn any profits, the
"wages of technology. "

Presumably, reorganization of the Penn Central
and the six other presently bankrupt railroads being
assisted under the Rail Services Act of 1973 is in-
tended to wipe the slate clean, to allow these rail sys-
tems to correct mistakes that led them into financial
collapse and to enable them to start anew and con-
tinue on a profitable basis.

In business, the formula for making a profit is
simple: Maximize revenues and minimize costs.
Being so capital-intensive and inherently efficient and
low-cost energy users compared to competitive
modes of transportation, railroads have historically
been natural profitmakers. Only with one absurdity
piled on another -- mistakes which have been well
documented and need not be repeated here -- could
railroads have failed. But insufficiently documented
and still uncorrected is the century-old and underly-
ing cause for today's railroad failures: Their con-
tinued concentrated ownership by a relatively self-
perpetuating group of wealthy absentee capital lords,
alongside their day-to-day operation by propertyless
managers and workers, the latter conditioned to de-
pend exclusively upon paychecks to meet their In-
come needs, increasingly antagonistic to present
owners and profit system generally, and now in des -
peration prepared to replace welfare recipients in
the line for taxpayer subsidies and bailouts.

Clearly, not having the same opportunities to ac-
cumulate growing ownership stakes as the few who
own most of today's railroad stock, workers have
had no incentive to make the simple formula for pro-
fits work. in fact, the ownership system was wired
for failure from the beginning. It was structured to
lead to ever-decreasing revenues and services and
ever-increasing, non-market-disciplined costs. And
if our railroads fail to build substantial ownership In-
centives and the discipline of the profit system Into
its workers in the future, they will never again earn
a profit. Nationalization wilt inevitably follow. And,
since railroads have always been pacesetters in our
industrial network, in the best and worst of times,
we will have laid the foundation for eventual national-
ization of our airlines, trucking, agriculture, mass
media, telephones, energy development and produc-
tion, manufacturing, and the rest of our enterprise
system. Everyone will be on the Goverhment's pay-
roll.

In 52767, the Senate offered a new ownership
alternative, an employee stock ownership plan or
"ESOP", designed to correct defective corporate fi-
nance and concentrated ownership patterns in our
railroads. Not enough of the conferees, particularly
our House colleagues, had sufficient opportunity to
study and fully understand this innovation and its far-
reaching implications for saving our railroads.
Organized labor and railroad management also need
more time to acquaint themselves, the workers, and
the public generally on this new thrust. The ESOP,
however, still remains a key feature of this legisla-
tion and will be studied and, hopefully, fully imple-
mented by the railroads covered by the final bill.

The ESOP, a unique tax-free financing method,
would enable the entire railroad work force to pur-
chase as individuals, without savings, newly issued
common stock on credit tied to the capital require-
ments of the new system and secured by its future
profits. Each worker would thus be placed in a
position where his own efforts ioward cost minimiza-
tion and increased production would directly influ -
ence the size of his dividend checks and the value of
the capital estate which he can acquire during his
working lifetime. From the public's standpoint, we
could reasonably anticipate that strikes, and slow-
downs, antiquated work rules, featherbedding, resis-
tance to automation, and unreasonable wage demands
-- all seemingly unsolvable problems up to now --
would gradually disappear once workers are placed
in a position to realize how these activities not only
work against the interests of consumers as a whole,
but also against their individual self-interests. If
the railroads cannot become profitable, then the em-
ployees will have no one to blame but themselves.
But they must first be placed in a position and given
maximum Incentives to make the system profitable.

I think it will be a grave error for the courts,
the administrators of this legislation, and the pro-
posed United Rail Corporation to hand over automati-
cally all new common stock to existing creditors and
to delay in building substantial equity ownership into
the railroad work force. How fast and how much
ownership we build into workers will directly deter -
mine the odds that we can avoid nationalization.
There is still enough flexibility left in the conference
in my opinion, to unite, through fair and wide-
spread ownership sharing, the interests of individual
workers, their labor representatives, management,
and existing creditors. Only in this way can Con-
gress demonstrate that the misguided and short-
sighted notion that railroads cannot provide low-cost,
quality services at a profit, will not become a self-
fulfilling prophecy.

Mr. Hartke. Mr. President, I want to say to the
Senator from Louisiana that this approach is not only
a new approach, but it is a plan to make our demo-
cratic system work for people who work for a living,
and I thank the Senator for his interest and efforts.

Mr. Long. The Senator shares with me the
thought that our principal objection to the way in
which free enterprise is operated is that not enough
people own it. We want to spread the ownership sys-
tem among those who help build up this country. I
think this proposal is the greatest advance in that
area that has occurred. I am hopeful that the com-
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mittee's work in that regard will bear fruit. At least
we have a plan in which it can go forward.

THE REGIONAL RAIL REORGANIZATION ACT OF 1973
Public Law 93-236

Sections of the Act Relating Specifically to Employee Stock Ownership Plan Financing

"Sec. 102. As used in this Act, unless the context otherwise requires --

"(5) 'employee stock ownership plan' means a technique of corporate finance that uses a stockbonus trust or a company stock money purchase pension trust which qualifies under section 401(a)of the Internal Revenue Code of 1954 (26 U.S.C. 401(a)) In connection with the financing of corporateImprovements, transfers In the ownership on corporate assets, and other capital requirements of acorporation and which is designed to build beneficial equity oenership of shares In the employer corpo-ration into its employees substantially In proportion to their relative incomes, without requiring anycash outlay, any reduction in pay or other employee benefits, or the surrender of any other rights onthe part of such employees."

"Sec. 206. (a) Goals. -- The final system plan shall be formulated in such a way as to effectuate the fol -lowing goals:

"(e) Corporation Features. -- The final system plan shall set forth --

"(3) the manner in which employee stock ownership plans may, to the extent practic-able, be utilized for meeting the capitalization requirements of the Corporation, taking Into ac-count (A) the relative cost savings compared to conventional methods of corporate finance; (B)the labor cost savings; (C) the potential for minimizing strikes and producing more harmonious
relations between labor organizations and railway management; (D) the projected employee divi-dend Incomes; (E) the impact on quality of service and prices to railway users; and (F) the pro-motion of the objectives of this Act of creating a financially self-sustaining railway system in theregion which also meets the service needs of the region and the Nation."

"Sec. 301. (a) Establishment. -- There shall be established within 300 days after the date of enactmentof this Act, In accordance with the provisions of this section. a corporation to be known as the Consoli-dated Rail Corporation.

"(e) Initial Capitalization. -- In order to carry out the final system plan the Corporation is author-ized to issue stock and other securities. Common stock shall be issued Initially to the estates ofrailroads In reorganization in the region in exchange for rail properties conveyed to the Corporationpursuant to the final system plan. Nothing in this subsection shall preclude the Corporation from re-purchasing the common stock initially Issued through payments out of profits in order to establish anemployee stock ownership plan; and nothing in this sub-section shall preclude the recipients of commonstock Initially issued from establishing an employee stock ownership plan."

I 8
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EXHIBIT II

Senator HAmwrE. The next witness is Mr. Louis 0. Kelso, general
counsel, Bangirt & Co., San Francisco, Calif.

STATEMENT OF L0UIS 0. KELS0, GENERAL COUNSEL,
BANGERT & CO., SAN FRANCISCO, CALIF.

Mr. KELSO. Senator Hartke, congressmen, and gentlemen. My name
is Louis 0. Kelso. I am a lawyer, economists and writer. My main field
of activity over the past 35 years has been corporate finance and cor-
porate law.

I am here as general counsel for Bangert & Co., a highly. specialized
investment banking firm, organized 2 years ago, in part with my par-
ticipation, and with others, from the financial and business commu-
nity, for the purpose of putting into action some underlying concepts
that I will discuss today.

It seems to me that when we have the techical or the physical ca-
pability for building, improving, and operating railroads, keeping
them well equipped and instrumented and carefully controlled; when
we have the manpower, and the technological know-how, and when at
the same time, we have an enormous need for low-cost, efficient trans-
portation, and we do not get it and our railroads get into trouble, we
must ask where the major error is.

I sense in your questions, Senator, through the morning, as the wit-
nesses have testified, you are also, if I may interpret you, saying that
some thing. We are not addressing ourselves to the great pervasive
error which has caused our railroad system to break down under those
circumstances.

The same difficulties underlie the fact that we no longer have pas-
senger vessels operating under U.S. registry. We have lost 20 percent
of our steel markets and 16 percent of our automobile markets. The
Japanese can buy iron ore and coke in the Western Hemisphere, haul
it 10,000 to 13,000 miles across the Pacific, manufacture it into beams,
automobiles, heavy machinery and what-have-you, and haul it back to
the United States again and still undersell our local producers.

To me this means that we are not asking the right questions. We are
not getting to the structural defect, the basic defect that underlies all
of these problems. Now confronted with the difficulties of the rail-
roads, it seems to me it is time to take a stand and examine whether or
not we are doing something wrong that we could correct.

I wish to suggest to you that the problem lies in the underlying
economic concepts upon which our corporate institutions, our bank-
ing institutions, our investment banking institutions, our labor unions
and also our governmental regulations operate.

That concept, that erroneous concept reflected in our national
economic policy, the Employment Act of 1946, or at least in its inter-
pretation is that we can solve the income distribution problem solely
through employment. Mr. Dumaine said this morning that the rail-
roads, if merged and consolidated with a lot of excessive management

4
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and a lot of excessive labor cut. out, might work very effectively.
We cannot, however, escape double entry bookkeeping. What about

the thousands of people who are made unemployed by these transac-
tions? In other words, if our thinking is so narrow that we create 10
problems in the process of solving 1. we have hot really done anything
in the big sphere.

While a particular president of a particular railroad can take that
limited view, the Congress of the United States, to which the people
of the United States looks for guidance and governance, can hardly
do so.

The structural defect to which I refer-and it seems to me that this
committee in connection with the investigation of the railroads could
now raise this point and could authorize a study of it, debate it and get
to the root of it-is simply this: The underlying logic of a market
economy is double entry bookkeeping. What each man puts into the
economy is supposed to be the basis for what he takes out.

And there are two ways of making that input. One is through the
performance of a job. I do not care what kind of job we are talking
about-anything performed by a human being falls in the category
of labor in this definition. Labor includes management as well as
workers. White or blue collar-it does not make any difference.

The other input factor we label capital-land, structures and ma-
chines. Technological change shifts the input mix. That is its sole func-
tion. Technology is a process by which man harnasses the laws of na-
ture and makes nature work for hm-not through human beings but
through capital instruments, through improved land, through struc-
tures, through machines, through railroads, if you will.

If we are going to enable the masses of people to participate in the
production of wealth as a means of enabling them to get an income
and live, and still produce all of the necessary services that wve wvant.
and all of the luxuries we want for that matter, then as technology
makes the performance of labor less and less adequate as a basis for
income, our institutions must make it possible for more and more men
and women legitimately to acquire the ownership of captal and to
broaden their participation in production through that ownership.

In my humble opinion, there is no better place to begin than with the
railroads. Conventional finance is carried on in such a way that even
though we bring into existance $100 billion of newly formed capital
every year, it becomes automatically owned by the same people who
owned it all yesterday.

All of the studies of the concentration of the ownership of wealth-
the qualitative studies rather than the quantitative ones-show that
the economy's productive capital is owned, really, by the top 5 percent
of consumer units.

Yes, the New York Stock Exchange will tell us there are 32 million
shareholders in the United States. But what it does not tell us is that
26 or 27 million of those shareholders own only enough shares that, if
they collect the dividends for several years, they could buy a pair of
shoes.

In other words, their ownership is qualitatively inconsequential.
What does this situation do for labor? It forces labor into doing exact-
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ly that which has been a primary factor in wrecking the railroads,
wrecking the shipping industry, and gradually wrecking the entire
U.S. economy.

It forces labor into the position of demanding progressively more
pay for progressively less work. When that happens, the pay increases
go into costs. It is a form of concealed welfare. Pay is pay or produc-
tion. But you do not get pay for production, you do not even know
what the worth of pay for production is, unless labor is evaluated under
competitive market conditions.

Let me say that American labor is now beginning to be just as con-
cerned with this problem as American business. Ever time there is a
wage increase, which is based on no increased physical labor productive
input, the cost of living goes up. The unions are aware, or at least
certain of the more advanced labor leaders are aware, that as they
achieve what their members expect them to achieve in this way, they
also cancel out the gain.

And this is a major area of inflation from which we suffer. Our pro-
posal is submitted in writing before the committee and I would ask
permission of the chairman to insert that into the record

Senator HARTEE. Your entire statement will be made a part of the
record. The publications will be included by references.

Mr. KELSo. Thank you, sir. And certain of the exhibits that are not
published may those be included in the record as well?

Senator HARTKE. They will be included.
- Mr. KE.Lso. Thank you, sir. Our proposal is that a Comsat-type

corporation-we have not had time to do the careful design work, the
details of execution-but, nevertheless, a Comsat-type corporation be
authorized to acquire the railroads. We think this should probably
take place in the reorganization process. Through a device which we
are using in the financing of corporations today-and we are doing it
under existing law, although the law could be improved, as my testi-
mony on May 16 before the House Ways and Means Committee shows-
the corporation would be so financed that, over the course of paying off
its debt, which I assume would either be governmental or government-
ally guaranteed, the ownership of the equity of the railroads would
gradually be built into the employees of the railroads.

The object of this device is, I think, quite self-evident. First, it
would enable a man, over a reasonable working lifetime, to accumulate
ownership of enough private-equity capital to provide for his retire-
ment, and even to give him a supplemental second source of income
during his working years.

Second, its objective is to put each railroad employee in a
position where, if he demands more pay for less work, he will be
impairing the value of his own investment. In other words, he will be
committing a form of financial suicide, and most people are not
suicide-prone.

Third, it will enable us to plateau off and perhaps, over a period
of time, reduce wages as capital income rise. I think it will not be
necesary to legislate this change, or to impose it by regulation; I think
it will come about automatically, because of the vision of union leader-
ship and the self interest of workers.
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Today our financing techniques build the whole growth of newly
formed capital into people with no unsatisfied needs and wants, into
the top 5 percent of consumer units. We fail to build that capital
ownership into those who do have unsatisfied needs and wants-peo-
ple who are in a postion where they otherwise must demand progres-
sively more pay for progressively less work.

Our national economic policy, represented by the Employment Act
of 1946, is inadequate and incomplete. It urges the solution of our in-
come-distribution problem solely through full employement; it should
urge the solution of the income-distribution problem through as much
full employment as we technically need, together with broadened, ex-
panded ownership of the nonhuman factor of production to make up
that deficiency and, indeed. to provide the participants in production
with higher incomes.

If all men participate in the production of wealth, all men can
enjoy the consumption of wealth. The way to fight poverty is not to
give handouts to the poor. but to make men more productive.

How do you make workers more productive? In the past, we as-
sumed we could do that by simply paying them more, but that has
turned out to be inflataionary and inadequated; in fact, illusory. We
make them more productive by enabling them to buy capital, pay for
it out of what the capital produces, and then own it and husband it.
and receive its income.

The logic of corporation finance is the logic of investing in things
that will pay for themselves. Historically, that opportunity has never
been open to individuals. Yet. under the employee stock-ownership
trust that we have designed, and which we have used in some 25 cor-
porations so far, and which we hope will use in somewhere between
50 and 100 additional ones this year, is a financial and legal design
which puts the individual in the same position that the corporation
has historically enjoyed: namely. where he has access to nonrecourse
credit, which he can use to buy newly issued stock in the corporation
that he works for, and get a commnitmient from the corporation to the
lender that it will, in effect. make a high payout of the wages of capi-
tal, the per share net earnings of the capital to the trust in which lie
is the beneficial owner so as to enable him to pay for his stock out of
what the underlying real capital produces.

It is the redesign, 'r. Chairman, of the invisible structure of the
railroads that is called for. If we retreat today from solving the rail-
road problem, and retreat tomorrow from solving the airline prob-
lem-because the difficulty they are up against is the same-and the
next day from solving the steel problems, and the next day the shoe
manufacturers' problems, we are retreating from private enterprise,
we are being plowed under, not by our incompetence, not by our lazi-
ness. not by our lack of resources, but by our out-of-date, outmoded,
unrealistic economic concepts.

Those can be changed. It is up to Congress to set policies. It is up to
Congress to analyze the world and tell us if we are doing the 'wrong
thing. I think that the destiny of man is controlled by the people who
ask the questions. not by the ones who answer them, and not even
by whether the answers are right or wrong, because wrong answers
can be corrected.

69-174 0 -76 -25
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But wrong questions can keep a nation on the wrong course until,
like the British Empire, it dwindles from a great power to insignifi-
cance. I hope that we will not do that.

Senator HARTKE. Mr. Kelso, I hear you. You have got a long way
to go.

Mr. Kelso. Yes, sir; we all do.
Senator HARTKE. W17ell, I am going to tell you why I think you have

a long way to go. It is very simple. I do not think many people are
going to hear you down here. 1 do not ask you to comment on that.
You say you have been in front of the Ways and Means Committee. I
think you have put your finger on at least a philosophical concept
which I do not find at all contrary to many of my own views.

Mr. KELSO. Senator, some-
Senator HAiRTKE. Look. I am not disagreeing with you. I just do

not think you can sell it to Congress.
Mr. KELSO. Senator, I do think that the winds are changing. I think

that, given an opportunity-if this committee, for example, will make
- a study of the subject-we have all of the tools for analyzing the un-
derlying problems. I think it can be shown that, if we redesign the
financial structure of the railroads, we can protect the existing share-
holders and bondholders. at least with whatever value is left in those
securities---

Senator HARTKE. And probably very better service.
Mr. KELSo. And I think we can vastly improve service. And I think

we can get the unions, by the way. to cooperate. Joseph Curran, of the
National Maritime Union. came before a Senate subcommittee about
a year ago that was considering legislation to authorize sale of some
American ships to foreign owners. Mr. Curran said if those ships
could be acquired by a new corporation financed in such a way that the
employees. over a reasonable working lifetime, would acquire a rea-
sonable piece of capital ownership, the union would cut wage costs by
50 percent.

And there is nothing sacred about the figure 50 percent; maybe it
should be 75 percent. In other words, they would have eliminated
featherbedding. They are realists. They would have cut out feather-
bedding; they would have tapered off their pay. But unless there is
some other economic hope, other than becoming charges of welfare,
they are not going to do that.

Senator HARTKE. 'Maybe the proper approach is the one used by the

Chicago & North Western Railroad where the employees did acquire
the railroad. Do you think that is a step in the right direction?

Mr. KELSO. Senator Hartke. one of the exhibits attached to my tes-
timony-and I would hope this would go in the record-is a letter to
Larrv Provo of the Chicago & Noorth Western Railroad. In my humble
opinion, which the C. & N.W. did in fact use is a spurious imitation
of the right method.

The ownership of that railroad, the equity owvnership, is in less
than 10 percent of the employees. There is no way in the world that
the employees as a whole are going to surrender their power to de-
mand more and more pay for less and less work in order to fatten
up 10 percent of the employees.
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By the way, the top 1 percent of those employees own about 90
percent of, what the 10 percent owns including Mr. Provo himself.
with $100,000 of the leverage stock. That is not the right answer.

The techniques we use. that the banks and companies use, build
over a period of time ownership, proportionate to relative incomes,
into the entire labor force.

It does not ask sacrifices of the labor force without giving them
something that is better. The Chicago & North Western, in my opinion.
is a disaster in the sense that it is not going to work. And when it does
not work, people are going to say that this is proof that private owner-
ship by employees is bad. It is a bad application of an idea rather than
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a bad idea.
Senator HAiRrE. I follow you. All right. I hear you, and I think

at least this is innovation. and I see so little of it that I appreciate it
when it comes.

Mr. KELSO. Mr. Chairman. I hope that this committee will not back
away from the responsibility of addressing itself to this question. We
must not abdicate our society, our economy, as the British have.

Senator HAirrKE. Do you not think vou ought to address that to the
President, maybe?

Mr. KELSO. I have done that, too, Senator Hartke. We are all in the
boat together.

Senator HARTKE. All right. Fine. We will stand in recess until 2.
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Income Maintenance
through

TWO-FACTOR THEORY and THE SECOND INCOME PLAN *

Memorandum for Panel
of the

President's Commission on Income Maintenance Programs
at its

Hearing in Los Angeles, California
11:30 a.m. - May 23, 1969

by Louis 0. Kelso

INTRODUCTION:

I am proposing a plan which, with a start-up
time of five years, would take at least one million
families per year off the welfare rolls, and would
enable them to produce an income of $4,000 per
year or more. Within a second five-year period,
the rate of transfer from dependence on welfare to
dependence on independent incomes could accelerate
to five million families per year.

In the short space of time allotted to me by the
Commission, it is not possible to do much more than to
outline my argument, made more fully in a number of
writings, that the long-range income maintenance prob-
lem of the United States must be solved through effect-
ively enabling millions of additional families, and
eventually all families and individuals, legitimately
to acquire and own productive capital through ways that
will enable us to build a vastly larger economy. The
case for this approach -- the Second Income Plan -- is
stated in TWO-FACTOR THEORY: THE ECONOMICS OF REALITY,
published by Random House in hardcover and by Vintage
Books in paperback in 1968.

* Copyright 1969 by Louis 0. Kelso.
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Here is the essence of the case:

Conventional economic concepts, from
Adam Smith through John Maynard Keynes,
and governmental and business institutions
based upon them, assume that the perform-
ance of labor is the primary method of leg-
itimating individual income: that capital
instruments increase "labor productivity"
and that the goal of an economic system is
to keep labor employed. The function of
the welfare state is to raise funds by
taxation or by borrowing to subsidize and
thus increase the number of jobs, and to
the extent the number of jobs is insuffici-
ent, to provide direct distributions of
cash welfare. Administrative techniques
aside, such approaches are based upon one-
factor economic thinking: i.e., that however
wealth is produced, it should be distributed
as pay for labor to the maximum extent pos-
sible, and beyond that in the form of a dole,
which may be named unemployment compensa-
tion, welfare, aid to dependent children,
food stamp programs, guaranteed annual in-
come, negative income tax, family allowance,
etc.

Two-factor theory represents a quantum
advance in the social sciences over tradi-
tional economic concepts. It recognizes the
fact that there is productive equality be-
tween the two factors of production: the
human factor (labor) and the non-human factor
(physical capital in all of its forms, includ-
ing land, structures, and machines). Two-
factor theory and the Second Income Plan are
concerned with the proper structuring of an
economic system. This structuring would
achieve income maintenance by planning the
sustained and high-level economic productive-
ness of each family and single individual
through employment, to the extent there is a
market demand for employment, and beyond that
through the ownership of reasonably sized and
viable holdings of productive capital.

Of all the proposals to solve the income
maintenance problem, two-factor theory and
the Second Income Plan alone seek to solve it
by raising the productiveness of each consumer
unit in the economy.

-2-
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Throughout this paper, the reference to "CAPITAL"
is to physical capital, i.e., LAND, STRUCTURES,
and MACHINES

1~~~~_6 0 , ILL P

and NOT to money.

The purpose of charts and illustrations in
this paper is to show basic relationships, rather
than precise quantifications or percentages which
are not important to the argument. The relation-
ships shown are believed to be accurate.

WHAT IS THE LOGIC OF A MARKET ECONOMY?

The U.S. economy is, and is said to be, a
market economy. What is the logic of a market
economy?

-3-



Double-entry bookkeeping is the logic of a market economy
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"SYSTEM" means LOGIC...

IF THERE IS NO LOGIC TO AN ECONOMY, OR IF

ITS LOGIC CANNOT BE IDENTIFIED, THEN THE

ECONOMY CANNOT BE CALLED A SYSTEM.

THE LOGIC OF A MARKET ECONOMY IS

DOUBLE-ENTRY BOOKKEEPING

Input by a consumer unit is the basis for

Outtake (that is, personal income).

-5-



Out-take without input violates the logic of
double-entry bookkeeping
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The market value of goods and services pro-
duced in a given time period is exactly equal to
the purchasing power generated out of the process
of production.

Productive input by the two factors, labor
and capital, or human and non-human, measured in
dollars, equals the purchasing power outtake,
also measured in dollars.

Without attempting to quantify the relative input
and outtake factors, the relationship can be illustrated
this way:

Kconomic Input Economic Outtake

Labor + Capital + Capita+ ers' + ~~~~~~wnrs
Input Input Income ncom

The sole purpose of peaceful economic activity is
consumption:

To satisfy consumer needs and wants and to
provide a sense of security that such needs and
wants will continue to be satisfied in the fore-
seeable future.

Increased income for a family or an indivi-
dual in a market economy is a function of in-
creased productive input -- input that is valued
by the market because it is necessary to an end
result for which the market exists to satisfy:
consumer needs and wants.

Free men are committed to the principle of the
market economy: that economic outtake should be the re-
sult of productive input.

-7-
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This is the principle of double-entry book-
keeping.

It is the only imaginable concept of economic
justice.

It is the only imaginable moral basis for eco-
nomic activity.

It is the only principle of economic distribu-
tion (there are but two) consistent with each
man's individuality, his human dignity, his
economic machismo.

No man wants to be a ward of charity
(the other principle of distribution)
unless he has no other choice.

No man wants to support strangers with
his own productive input; he detests
carrying others on his back economically.

Understanding
TECHNOLOGICAL CHANGE

The only major causitive factor of change in
human affairs is technological innovation. What is it?

It is a process by which man harnesses
the laws of nature and makes her work for him
THROUGH CAPITAL INSTRUMENTS: land, structures,
and machines.

For all practical purposes, man's evolu-
tion takes place in his capital instruments
rather than in his body, as in the case of the
sub-human species.

Technological change does not raise the
productiveness (or "productivity") of labor --
ever.

Technological change raises the produc-
tiveness of capital instruments, both through
facilitating the addition of more capital

-8-
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instruments, and through the addition or substi-
tution of better capital instruments.

Technological change shifts the burden of
productive input at an accelerating rate from
labor to the non-human slaves.

The greater affluence of any industrial
society is due to its non-human slaves, not to
the economic superiority of its people, or to
their education, or to their experience, except
as these are reflected in the addition of capi-
tal instruments to the economy.

In fact, the source of affluence, where it exists
aside from slavery or theft, is increased productive
input by the non-human factor: capital goods.

Announcing his plans to use Second Income Plan
financing to build the industrial base of Soul City,
North Carolina, on broad capital ownership, Floyd B.
McKissick, former national director of C.O.R.E.,
declared on Lincoln's Birthday, 1969:

"Abraham Lincoln freed the slaves only in the
legal sense. Technology was the slave's real
emancipator. Technology freed the human slave
by transferring his toil onto the tireless
backs of non-human slaves driven by water,
steam, petroleum, and electricity. But the
Black man has been alienated a second time,
because he never has owned, and never had a
chance to own, the machines that replaced
[him]... For all his good intentions, Lincoln
didn t free the slaves. He fired them... This
time, Black people are determined to be the
slavemasters. But our slaves won't be weak
and defenseless human beings. They will be
the non-human things that produce industrial
wealth... We intend to work, and to work hard.
But we do not intend merely to work. We intend
to own."

The skills required to produce goods and services
change; many old ones become obsolete, and a few new
ones are added. Technological change is designed to
eliminate dependence upon skills.

-9-
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But in general, each new generation of men "puts
in" less and less of any kind of measurable human input
-- muscular or mental. More and more productive input
comes from capital instruments and less and less from
labor. This shift in input mix accelerates with time;
technology builds upon itself.

WHAT DOES THE SHIFTING OF PRODUCTIVE INPUT
FROM CAPITAL INSTRUMENTS TO LABOR.
DO TO INCOME DISTRIBUTION?

If we remember that the logic of a market economy
is double-entry bookkeeping, under which outtake from
the economy is based upon productive input into the
economy, then we know that as technological change moves
forward, more and more of the productive input is by
capital instruments and more and more of the income
(under free market conditions) will shift to the owners
of capital instruments. Less and less income will be
received by the owners of labor power -- the individual
workers themselves.

If we actually had the determination of
the value of labor under free market conditions,
unsupported by minimum wage laws, overtime laws,
the legalization of union coercion, and by gov-
ernmentally subsidized and synthesized employ-
ment, my estimate is that labor in the aggregate
would provide about 10% of the productive input
into the economy and would receive about 10% of
the resulting income.

Since all of the studies that have been
made on the distribution of the ownership of pro-
ductive capital show that it is wholly owned
within the top 5% to 10% of wealth-holders in the
economy, what pattern of income distribution would
a free market economy provide under present tech-
nological conditions? The answer can be illus-
trated as follows:

-10-
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Economic Input and Income Distribution in the U.S. Economy

Assuming Free Market Conditions
and

The 1969 Level of Technological Development

ECONOMIC INPUT

10% 90%

Capital =

5% of
Families I

ECONOMIC OUTTAKE

10% 90%

+g.o'4)

>1

95%. of
Families

Capital Owners'
Income

I

5% of
Families

Obviously, if labor were to be suddenly evalu-
ated at its free market value, the condition could
continue only momentarily. Starvation of the masses,
and the collapse of consumption, as well as produc-
tion, would be instant.
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GOVERNMENTAL MODIFICATION
OF THE INCOME DISTRIBUTION PATTERN:

Since families without income would starve, and
since production cannot be carried on in the absence
of consumption, what has government done to prevent
the collapse of the market economy in the face of the
concentrated ownership of the most productive factor
of production?

Through governmentally supported redistribution,
achieved (1) partly by the legalizing of coercion and
the threat of coercion in the fixing of wages and
salaries, and (2) partly by redistribution of income
through using funds collected by taxes of various
kinds from one segment of the population to finance
welfare and "created" jobs for the other segment, the
actual picture looks more like this:

ECONOMIC INPUT
ESTIMATED ON THE

BASIS OF ECONOMIC OUTTAKE
FREE MARKET VALUES AFTER REDISTRIBUTION

10% 90% 78% 22%

Income
of Workers

p 4 + Capital =and +
o Unemployed Ma

95% of 5% of 95% of 5% of
Families Families Families Families
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Even so, it is clear that under the accelerating
rate of technological change and the continuing con-
centrated ownership of productive capital, the pattern
of income distribution is such that we do not bring
into existence more than a fraction of our ability to
produce goods and services simply because the purchas-
ing power to buy those goods and services, once pro-
duced, is not possessed by those who have unsatisfied
needs and wants.

Our techniques of financing new capital
formation continue to add more productive
power to those whose present productive power
is already vastly in excess of their ability
or desire to consume. At the same time, the
under-productive (the poor) remain poor.

THE TWO BASIC APPROACHES
TO SOLUTION OF THE
INCOME DISTRIBUTION PROBLEM:

Route I
Increase governmental redistribution to the workers

and the unemployed, who constitute 95% of consumer
units, but who furnish only a small fraction of the
economy's productive input, until these consumer units
receive in fairly equal portions 95% or more of person-
al income.

The disadvantages of Route I are that:

Since functionally private property in
capital instruments exists only where the
owner receives all that his capital produces,
it would totall3yIestroy private property in
the non-human factor of production.

Since capital owners are discouraged by
being deprived of the fruits of their capi-
tal, it would either slow down the rate of
new capital formation on which increase in
the output of goods and services is dependent,
or the government would have to substitute

-13-
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wage and price controls, and even government
ownership of the non-human factor for private
ownership -- an arrangement which has never
been able to achieve economic growth rates
comparable with those achieved under free
enterprise.

Route 1I

Make it possible on an accelerated basis for pro-
gressivels more and eventually all of the non-capital-
owning 95; of consumer units to engage in production
through the ownership of both factors so that they may
receive income, in accordance with the logic of the
market economy, from both factors of production;

-14-



If wealth went proportionally to those who produce
it, here's what would happen:

CAPITAL-OWNING GROUP
(SHAREHOLDERS) INCLUDES
LESS THAN 10% OF ALL
U.S. FAMILIES



Wealth doesn't go proportionally to those who
produce it. Here's what really happens:

1/4 PLOWED

BACK FOR
EXPANSION

1/4 TO

SHAREHOLDERS

OF WHICH 1/4 TO 1/2

GOES TO PERSONAL

INCOME TAX

INCOME TAX OF WHICH I/Io TO 1/5

GOES TO PERSONAL

INCOME TAX
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Except for the Second Income Plan, all income
maintenance programs -- including the guaranteed
annual income, the negative income tax, the expan-
sion of unemployment compensation, governmental
employment or subsidization of employment of the
unemployed, etc. -- utilize Route I -- redistribu-
tion of output of the existing economy.

The Second Income Plan alone utilizes Route II.

-17-



Out-take without input violates the logic of
double -entry bookkeeping

INPUT , , I I

0)WINT*r XCZ

GUARANTEED
ANNUAL INCOME
( a guarantee that
the productive
must support the
non-productiveOUT-TAKE
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ONE-FACTOR ECONOMIC CONCEPTS
and

TWO-FACTOR ECONOMIC CONCEPTS:

The income maintenance hangup is, and has always
been, the attempt to make one-factor economic con-
cepts work in a two-factor real world. Let me now
-- in half a minute -- explain two-factor theory:

It is the idea that each of the two
factors produces wealth in exactly the same
sense:

This idea is contrary to explicit
socialist dogma.

It is also contrary to U.S. economic
policy: the Employment Act of 1946
and the Economic Opportunity Act of
1964.

Both political parties espouse one-
factor economic policy.

The various studies on economic goals
that have been made in the U.S. since
the T.N.E.C. studies of 1938-42 uni-
formly conclude that our proper
economic goal is full employment, so
they are contrary to two-factor theory.

Two-factor theory is contrary to
Keynesian doctrine.

While physical capital does not pass un-
noticed in the western economies, we assert
that its function is to enhance the "produc-
tivity of labor."

This, of course, is contrary to reality
and to two-factor theory.

If two-factor theory is sound, and if
double-entry bookkeeping is the logic of a
market economy, then the only way to eliminate

-19-
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poverty, and to bring about a condition of
general affluence, is to make it possible
for every family and every individual to
produce general affluence.

To make a greater productive input
into the economy.

But if most productive input is by
capital, the non-human factor, this
means virtually every individual and
family must be enabled to become the
private owners of productive capital.

To buy, pay for, and own viable hold-
ings of productive capital.

The tools of the Second Income Plan -- financing
techniques and modifications of tax laws and corporate
practices -- are designed to build productive power
into households and individuals now insufficiently
productive so that they may be enabled to produce an
affluent share of income. This method has yet to be
employed as national policy in any economy. It is a
method designed to protect existing private property,
highly concentrated though it may be, and to build a
Second Economy owned in reasonable-sized holdings by
the great majority of households who own no productive
capital in the existing economy. This is the correct-
ive method of the Second Income Plan-. -

The object of the program which we are
urging industry and business to undertake
can best be illustrated like this:

Let the small circle below represent the
capital structure of the present economy of
the United States, and let the larger circle
surrounding it represent a second economy, to
be built over an estimated 25-year period
through expansion several times over of the
present economy:

-20-
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The principal tool of the Second Income Plan
is one that can be used by business corporations
under present state and Federal laws. It consists
of a radically new and different use of the fam-
iliar qualified deferred compensation stock bonus
plan in such way that it can both finance corpor-
ate growth and build equity ownership into employees
without diminishing their takehome pay. It is ben-
eficial to the corporation, its existing share-
holders, the employees, and the economy. Its use is
outlined below.

In THE NEW CAPITALISTS (Kelso and Adler,
Random House, 1961) and in TWO-FACTOR THEORY: THE
ECONOMICS OF REALITY (Kelso and Hettet, Random
House and Vintage Press, 1968), we have shown that
with modest legislative changes, equity ownership
that can be built into corporate employees now
under existing law could be built into non-corporate
employees such as civil servants, teachers, judges,
legislators, professionals, artists, invalids,
widows with children, the aged, etc.

Income Maintenance
AND THE BUSINESS CORPORATION STRATEGY:

-22-



America's economic problem is simple:

Almost nobody owns any
productive capital anymore.

Meanwhile, capital is producing at least
90% of our total wealth.



In the past century, capital has gradually taken
over from labor:

100 % 100%
90 90

80 me, 80

70 C70reLr

60 6

50 50

40 4

30 3

20 20

18 12
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Roughly 80% of the goods and services produced in
the non-agricultural, non-governmental sector are pro-
duced by corporations.

This automatically means, under double-
entry bookkeeping that 80% of the purchasing
power generated by the private economy (out-
side agriculture) arises in corporations.

Present strategy employed by business corporations
consists of maximizing production and sales, minimiz-
ing costs, and being a law-abiding corporate citizen.

Thus, while 80% -- approximately -- of

the income (outside agriculture) generated
by the private economy arises in corpora-
tions, there is no recognition that one con-
cern of sound corporate strategy should be
to make certain that income is channeled to
people with unsatisfied economic needs and
wants, and not to those whose needs and
wants, however lavish, are already pro-
vided for.

The chief productive factor in the
modern corporation is the non-human factor
of production: capital.

All modern techniques of corporate
finance are designed to assure that
the ownership of virtually all newly
formed capital flows into the hands
of the top 5% of wealth-holders who
today own all the corporate capital.

-25-



2 ways to finance corporate productive capital (new plant)

1. CONVENTIONAL DEBT FINANCING :*

COST IN
PRE- TAX
DOLLARS $2.3 MILLION
(- NO NEW - ImKWN

* Plowed-bock earnings have similar effect

2. EMPLOYEE SECOND-INCOME-PLAN FINANCING:

COST IN PRE-TAX DOLLARS:
$ 1.0 MILLION
( ALL EMPLOYEES ARE STOCKOWNERS)

SAVING IN PRE-TAX DOLLARS:
$1.3 MILLION
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What closes the purchasing power gap created by
defective corporate strategy?

Answer: Government and consumer credit.

Government welfare distributions.

Redistribution of income from capital owners to
non-capital-owners and from highly paid workers
to the unemployed by graduated income taxes,
personal and corporate; graduated estate taxes
and graduated gift taxes; social security taxes,
unemployment compensation taxes, property taxes,
etc.

Government employment, particularly in public
works, military overkill production, space
waste, etc.

Governmental enfranchising of labor unions to
use coercion in the marketplace to effect re-
distribution, by demanding progressively higher
pay in return for progressively diminished
quantity and quality of labor.

Governmental subsidies of agriculture, ship-
building, military stockpiling, export of
foreign aid, etc.

etc. etc.

Consumer credit closes the purchasing power gap
today and makes it radically larger tomorrow.

A consumer may buy a home with a modest
downpayment today

and pay for three homes over the rest of
his lifetime.

The purchasing power gap is similarly,
although less drastically widened by
all other forms of consumer credit.

19 * ( $ fw * A.= )

-27-
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A CORPORATE STRATEGY FOR INCOME MAINTENANCE
BASED ON The Second Income Plan:

What can BUSINESS do to solve the income
maintenance problem?

The answer is to employ as widely as possible

Employee Second Income Trusts.

The following illustrates how these operate:

-28-
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2 ways to finance corporate productive capital (new plant)

1. CONVENTIONAL DEBT FINANCING:*

COST IN
PRE- TAX
DOLLARS $2.3 MILLION
(NO NEW STOCKOWNERS)

* Plowed-back earnings have similar effect

2. EMPLOYEE SECOND-INCOME-PLAN FINANCING:

COST IN PRE-TAX DOLLARS:
$1.0 MILLION
( ALL EMPLOYEES ARE STOCKOWNERS)

SAVING IN PRE-TAX DOLLARS:
$1.3 MILLION
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The main highlights of the operation of these
trusts is as follows:

An employee deferred compensation trust is
established, or if one is already in existence,
it can be remodeled to suit Second Income Trust
financing purposes.

Loan financing from conventional loan
sources -- insurance companies, banks, etc. --
is arranged so that loans are made directly to
the deferred compensation trust.

The trust takes the loan proceeds and in-
vests it in the sponsoring corporation's stock.

The corporation sells and issues its
stock, at the full current market value, to the
trust.

The trust gives its note to the lendor and
may pledge the stock to secure it.

The sponsoring corporation guarantees that
it will pay off the note to the lendor in annual
installments through the trust, rather than
directly to the len or as iFtwould if the cor-
poration itself were the borrower.

The Internal Revenue Service, within the
limits prescribed by the Code, will treat the
corporation's loan repayments as "contributions"
to the employee trust, because under this ar-
rangement, the employees, including corporate
management, become the owners of the stock as
the debt is repaid, without any reduction in
their takehome pay or fringe benefits.

WHAT CAN GOVERNMENT DO TO SOLVE THE
INCOME MAINTENANCE PROBLEM THROUGH

The Second Income Plan ?

-30-



The Second Income Plan can be accomplished in
2 steps:

An Act of Congress to:

* Repeal the "Employment Act of 1946"
(with its narrow focus on LABOR alone. )

*Enact the "Full Production Act of 196_ -'

( with its broader focus on both LABOR and CAPITAL )

This would establish the national policy.

A series of " Ways and Means" by both government

and business to encourage the widespread ownership

of CAPITAL. This would implement the national

pol ice.

Step 1:

Step 2:



How the Second Income Plan finances the purchase
of stock by individual families.



A partial list of proposed "Ways and Means" to
implement the Second Income Plan.

*Change death taxes to induce the
wealthy to spread out their wealth.

* Encourage corporations to set up more
employee stock-ownership trusts.

* Devise ways for closely-held family
corporations to sell out to employees.

* Finance urban-renewal projects so that
the displaced families can own shares
in the' new buildings.

* Finance government water- and- power
projects (like TVA) so that the families
who live there can become owners.

* Finance anti-trust divestiture of corporate
assets so that thousands of families can
become owners.

* Finance sale of government-owned
corporations ( like General Analine) so
that thousands of families can become
owners.

* Finance industrial development in impoverished
areas ( like Appalachia) so that the
families who live there can become owners.

* Set up the financed capitalist program
whereby families can borrow on insured
loans (like FHA) to buy stock which
pays for itself out of dividends.
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I recommend further that government:

launch an intensive investigation of two-
factor theory and the Second Income Plan in the
appropriate House and Senate committees, the
Department of Health, Education and Welfare,
the Department of Commerce, the Department of
labor, the Department of Urban Affairs, the
Department of Transportation, etc.

Revise the national economic goal as set
forth in the one-factor Employment Act of 1946,
into a two-factor national economic goal. [See
the Appendix to TWO-FACTOR THEORY: THE ECONOMICS
OF REALITY.]

Hold hearings in the appropriate congress-
ional and executive departments and solicit pro-
posals for implementing the new two-factor
economic goal.

Enact the negative income tax as a tempo-
rary expedient, acknowledging its structural
deficiencies, for the purpose of alleviating
immediate economic misery and simplifying
welfare administration pending the broadening
of participation in production through legiti-
mate full employment and broader capital owner-
ship.

Have Senate and House labor committees
and the Department of Labor initiate studies
on revising the goals of labor unions to en-
compass both factors of production.

Encourage the proper House and Senate
committees to hold hearings on means of achiev-
ing legitimate full employment through applica-
tion of the Second Income Plan.

Encourage the proper House and Senate
committees and the Treasury Department to initi-
ate studies for broadening the use of joint
trusts in employee Second Income Trust financ-
ing, making individual contributions to employee
deferred compensation trusts deductible for
personal income and gift and estate taxation, as
in the case of contributions to qualified chari-
table foundations; broaden the Treasury limits
for the deductibility of corporate contributions

-34-
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to employee deferred compensation trusts; and
make dividends payable into escrows, estab-
lished to facilitate the purchase of capital
ownership under the financed capitalist plan,
deductible from corporate income tax and ex-
empt from personal income tax until the stock
being purchased has been fully paid for.

Conclusion:
Unlike income maintenance proposals

based upon redistribution, the Second Income
Plan is consistent with the institution of
private property, the Puritan ethic and the
American tradition of economic opportunity --
all deeply embedded in the mores, ethics and
aspirations of the American people. The Second
Income Plan addresses itself to the problems of
all segments of society -- the up-tight blue-
collar worker, the economically squeezed white-
collar worker, the propertyless professionals,
including corporate management. Everyone has
something to gain from the Second Income Plan --
the young and the minorities, who find them-
selves economically unneeded in the existing
economy; the retired generation on small, fixed
incomes, the returning servicemen, as well as
the out-and-out have-nots. The Second Income
Plan, vigorously espoused and pursued, is capable
of stemming the rising tide of alienation. By
enabling the propertyless to acquire a capital
stake in an economy growing at several times the
present rate, it will knit into the economic
fabric those who are now or soon will be out-
side of it. And finally, the Second Income
Plan utilizes the genius of existing American
institutions, and the know-how of corporate
management, labor unions, and government.
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MEMORANDUM CONCERNING ADMINISTRATION'S ENDORSEMENT AS TRANS-
MITTED BY THE DEPARTMENT OF THE TREASURY AND THE DEPARTMENT
OF LABOR OF A PROPOSAL TO THE HOUSE AND SENATE CONFEREES ON
H.R. 2, PENSION REFORM BILL, TO TERMINATE THE LEGAL FEASI-
BILITY OF USE BY CORPORATIONS OF EMPLOYEE STOCK OWNERSHIP
PLAN FINANCING.

ADMINISTRATION RECOMMENDATIONS TO ABOLISH EMPLOYEE STOCK
OWNERSHIP FINANCING.

By "strongly recommending" the substitution of the pro-

visions of the Senate bill. (Secs. 511 and 522), which is

exquisitely designed to make the entire technique of employee

stock ownership plan ("ESOP")financing and certain related

transactions unusable, for the provisions of the House Bill

H.R. 2 (Sec. 111), which would authorize sale of stock by

a "party in interest" to an ESOP trust and party in interest

guarantees of financing relating thereto if such transfer is

in return for no less than adequate consideration, the Admin-

istration is employing logic equivalent to the Congressional

abolition of the automobile to spare the damage done every

year to a few hundred good solid, God-fearing, tax-paying

American citizens.

1 The Departmental endorsements, signed by Secretary of Treasury,
George P. Schultz and Secretary of Labor, Peter J. Brennan and
the text of recommended changes in H.R. 2, are set forth in the
"Daily Report for Executives", No. 95, Special Supplement dated
May 15, 1974, published by the Bureau of National Affairs, Inc.
The only provisions covered by this memorandum are to be found
on pages 13-14, title "IV FIDUCIARY STANDARDS", subtitle "Pro-
hibited transactions".
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This memorandum is intended to reflect the extent of

potential damage to the U.S. economy, its growth, its sta-

bility, and even its survival that is threatened by this

rash, unwarranted, and politically misguided proposal.

Presumably, the defective thinking lying behind the

Administration's position is that of Frederick W. Hickman,

Assistant Secretary of the Treasury for Tax Policy, as re-

flected in Mr. Hickman's letter of April 30, 1974 to the

Hon. Russell B. Long, Chairman of the Committee on Finance

of the United States Senate. Mr. Hickman's letter deals

with the provisions of S. 1370, a bill proposing added tax

incentives to accelerate the use of ESOP financing. While

it does not comment on H.R. 2. the Pension Reform bill,

Mr. Hickman's letter (the "Hickman letter") reflects its

author's misconceptions of the nature of ESOP financing, a

distorted grasp of the significance of the only proven

technique for broadening the ownership of productive capital

in the U.S. economy and its importance to the fiscal health

of the Federal and State governments.

The purpose of this memorandum is not to discuss our

reasons for supporting the provisions of S.1370, which the

2 For completeness, a memorandum specifically analyzing the
errors of the Hickman letter, together with a copy of S.1370,
is attached hereto as Exhibit I.
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Hickman letter opposes -- we deal with that in Exhibit I

hereto -- but rather to discuss the relative merits of the

Prohibited Transactions Provisions of the Senate bill

(secs. 511 and 522), as set forth in the Administration re-

commendations to the House and Senate Conferees on H.R. 2,

Pension Reform Bill. Mr. Hickman's letter, however, sug-

gests that there is an effort on the part of certain indi-

viduals within the Treasury Department to destroy the use

of the ESOP concept for financing corporate growth and

building broad capital ownership into employees in the U.S.

economy.

The Hickman theory of ESOP financing is that it en-

dangers the retirement security of employees by encouraging

... speculative leveraged investments, as opposed to a more

conservative investment policy...". This position ignores

the following fundamentals of the ESOP vehicle.

THE PURPOSE OF ESOP FINANCING

1. A stock bonus plan under Code Section 401(a) is not

primarily a "retirement plan". In the Revenue Act

of 1921, Congress first provided tax exemption to

profit sharing and stock bonus trusts. It was not

until the Revenue Act of 1926 that exemption was

-3-
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extended to pension trusts. Clearly, the tax in-

centives granted for stock bonus plans were for

the primary purpose of providing ownership inter-

ests for corporate employees. As recently as

Revenue Ruling 69-65, the Internal Revenue Service

stated its position that "the purpose of a stock

bonus plan is to give employee-participants an

interest in the ownership and growth of the em-

ployer's business."

2. Notwithstanding its primary statutory purpose, an

Employee Stock Ownership Plan may and frequently

does provide significantly greater retirement bene-

fits to employees than conventional retirement plans.

Conventional pension and profit sharing plans gener-

ally invest trust funds in accordance with the so-

called "prudent investor rule" or "prudent man rule."

The experience of the last five years has clearly

demonstrated that investment in the public stock

markets has seriously endangered the retirement secu-

rity of employees by subjecting the value of trust

funds to the irrational fluctuations of a marketplace

dominated not by investors but by speculators. ESOP

financing extends to employees the credit (non-

recourse as to the employees) of the employer-corpo-

ration for investing in a stock whose value they may

-4-
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themselves enhance through the motivation generated

by ownership. In addition, conventional retirement

plans generally are designed to minimize costs and

contributions by the employer. Under an ESOP, the

employer's incentive is to maximize its contribu-

tions so as to provide larger amounts of capital

for financing its own corporate growth. The typical

corporate pension plan requires contributions of

less than 8% of covered payroll, while an ESOP gen-

erally is funded to the extent of 15% of payroll,

thereby maximizing both corporate financing and em-

ployee benefits.

3. ESOP financing is the most effective vehicle for fi-

nancing corporate growth, while providing for broad-

ening of capital ownership. The U.S. economy faces

capital requirements of $4.5 trillion over the next

decade. 3 Conventional methods of corporate finance

simply are not adequate to meet this need. Even if

they were, without the broadened use of ESOP finan-

cing, all newly-formed capital will become owned by

the same 5% of the population that currently owns 95%

of existing productive capital. ESOP builds capital

U.S. NEWS AND WORLD REPORT, May 27, 1974, pp. 22-23, 38.
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ownership into workers who currently are solely

dependent upon their labor income. Economic self-

sufficiency and expanded consumer purchasing 
power

can be provided, without inflation, only by 
means

which broaden the ownership of capital through 
ESOP

type financing techniques.

ESOP FINANCING SEEKS TO CORRECT A DEFECT IN 
OUR BUSINESS

STRATEGY AND IN OUR NATIONAL ECONOMIC POLICY.

The economic policy of the United States, as represented

by the Employment Act of 1946 and supplemental 
legislation,

contains a fatal deficiency in that it seeks 
to solve all our

income distribution problems solely through 
employment and wel-

fare, whereas only a rapid broadening of the 
ownership of the

capital base of the U.S. economy, present and future, carried

out consistently with the logic of private property 
and of cor-

porate finance, can really solve our income 
distribution prob-

lems and reverse the deepening economic crisis 
into which we are

plunging.

In a series of books including The Capitalist 
Manifesto

and The New Capitalists (Kelso and Adler, Random House, 1958

and 1961), and Two-Factor Theory: The Economics 
of Reality

(Kelso and Hetter, Vintage Press, 1967) and in testimony before

executive panels and committees and before Congressional 
commit-
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4
tees, Louis 0. Kelso, general counsel for Bangert & Co. and

Norman G. Kurland, Washington counsel for Bangert & Co. have

shown:

1. That the productive capital of the United States

economy is owned entirely by the top 5% of wealth-

holders and that conventional corporate finance

assures that this condition will continue and in-

deed grow more severe in the future.

2. ESOP financing, which employs stock bonus trusts

and/or money purchase pension trusts designed to

4 (a) 'Eliminating the Purchasing Power Gap through To-Factor Theory and the Second Income Plan'
by Louis 0. Kelso and Patricia Hetter, INCOME MAINTENANCE PROGRAMS, Hearings ... Joint Economic
Co=ittee, 90th Congress, 2d Session, Volume II, pp. 633-652; (b) 'Income Maintenance Policy
Needed to Increase Employc.nt an.d Buying Power for the Poor Without Inflation through New Tech-
niques for Financing a Broader Ownership Base for American Industry' by Louis 0. Kelso and Nor-
man G. Rurland, Social Securitv and Welfare Pronosals, Fearings ... Co.oittee on Ways and Means.
House of Representatives, 31st Congress, 1st Session, Volume IV, p. 1357; (c) "Proposals to
Amend the INternal Revenue Code to Encourage and Facilitate the Use of Employee Stock Ownership
Financing" by Louis 0. Kelso, Tao Proposals Affecting Private Pension Plans. Hearings ... Com-
mittee on Ways and Mleans, House of Representativ-s, 92cd Congress, 2nd Session, May 16, 1972,
Volume III, pp. 647-720; (d) Appendix II to "E.ployee Stock Ownership Plan Financing to Get
U.S. Railroads Back on the Track and in the Black' by Bangert & Co. , Road Tra-s-ortation Crisis
Hearings.. .Surface Transportation Subcommittee, Committee on Commerce, U.S. Senate. 93rd Con-
gress, lst Session, February 28, 1973. pp. 89-149: (e) Statecent of Louis 0. Kelso and Norman G.
Rurland for Bangert & Co., March 9. 1973, General Tan Refor., Hearings... Comevttee on Ways and
Means, House of Representatives, 93rd Congress, 1st Session. pp. 793-828; (t) Statement of
Louis 0. Kelso and Norman G. Kurland for Bangert & Co., September 24, 1973, Financial Markets.
Hearings...Subcoccittee on Financial Markets, Committee on Finance, U.S. Senate, 93rd Congress,
1st Session, Part II, pp. 13-18, 37-42, 48-98.

-While the quantitative studies indicate some 30 million shareholders in the U.S., the quali-
tative studies show virtually all the stock in the top 5. As to indirect ownership, through
financial intermediaries stch as insurance companies and mutual funds, such investments are
almost never acquired oc a self-liquidating basis, so they do not cake a net increase in the
buyer's standard of living. They substitute i0cice from capital for inco-e from labor, but they
rarely raise the ecoromic productiveness of the individual. Such investments evidence a re-
duced present standard of living and the 'storing" of purchasing power, subject to the effects
of inflation, for future use. In oar advanced industrial economy, it is rare indeed for one to
acquire through personal savings, a capital holding that would yield a viable income. On the
degree of concentration of ownership of productive capital, see Robert J. La.man. National
Bureau of Economic Research. The Share of Ton l'ea1th-9o!ears in National Wealth. 1922-1956.
(Princeton: Princeton universaty Press, 1962) p-. 23. 10., 19k; (Wiharton School Stock Owner-
ship Study, Proceedings of the American Statistical Association. Business and Economic Statistics
Section, 1963), pp. 146-163; McClaughry Associates Inc. Emeanded O-oershin. the Sabre Foundation,
Fond du Lac, Wisconsin. 1971: At pages 101-198 is a comprehensive survey of the studies on
The Distribution of Weathi in the Twentieth Century by Professor James D. Smith of the Pennsyl-
vania State University. All of the studies surveyed confirmed the general accuracy of the
Lampm.an analysis.
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qualify under Section 401(a) of the Internal Rev-

enue Code, the details of which are more fully ex-

plained in the letter of Bangert & Co. of Septem-

ber 28, 1973 to John M. Martin, Jr., Chief Counsel

of the Committee on Ways and Means in connection

with H.R. 4200, is the only technique so far de-

veloped that is capable of enabling U.S. enterprise

both to meet the staggering new capital formation

requirements facing it during the coming years and

to so effectively broaden the capital ownership

base (and build up the corporate and individual tax

base) that the U.S. economy will once again begin

to function automatically without radical wealth

redistribution, destructively high interest rates,

spiraling inflation, debauchery of our currency,

and uncontrollably rising federal debt.

THE POLITICAL SIGNIFICANCE OF THE ADMINISTRATION RECOMMENDATIONS
ON PROHIBITING ESOP TRANSACTIONS.

The evidence taken by four committees of Congress preceding

the drafting of the bill now before the conference Committees

demonstrated clearly that conventional pension and profit shar-

ing plans, with very rare exceptions, do not solve the current

6
See Exhibit II hereto.
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income inadequacy of the American consumer, and furthermore

do not solve his retirement income problem. Those hearings

further demonstrated that to so accelerate funding and ves-

ting of pensions (upon which the great majority of private

retirement system members depend) sufficiently to enable

them to provide adequate retirement income while still in-

vesting in the wares of the Wall Street casinos -- the out-

standing second-hand securities -- will bankrupt much of

American industry. We cannot presume that those who urge the

abolition of ESOP financing through the Senate version (Sec.

522) of the new Pension bill are unaware of the reality of

this judgment. Consequently, we must presume that they wit-

tingly or unwittingly are pushing the United States towards

the elimination of private retirement plans altogether and

the substitution of an income policy based upon redistribu-

tion of income through an expanded super-social security.

America, if they prevail, will become the greatest socialist

state on earth.

EVIDENCE THAT EXPEDITING NEW CAPITAL FORMATION IS CRITICAL

That the stock ownership base of the U.S. economy should

be broadened with all possible haste and should be given every

conceivable Congressional encouragement is evidenced not only

by the fact that our economy will be called upon to put in
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7
place some $4.5 trillion of new capital formation by 1984,

but that already enterprises large and small are rushing to

the government for financial aid because they cannot survive

under the defectively structed pattern of narrow concentrated

capital ownership. Among those seeking government assistance

are our largest railroads, our largest manufacturers, our

largest utilities, several of our largest banks and several

of our largest airlines, along with spectacular increases in

the bankruptcies of smaller businesses and of individuals.

The human alienation of workers, of the young who want to

be employed, of the elderly who cannot cope with inflation,

of the many who turn to economically-oriented crime is evid-

ence of the tide of disaster calling for a change in economic

policy and in corporate strategy to broaden the ownership of

the economy's other productive factor -- capital.

Nor is the evidence of urgency confined to the crescendo

of crises within the U.S. economy. Every economy on earth is

affected by the health of the U.S. economy and the health of

the U.S. monetary system. Every non-socialist economy on

earth looks to the United States to innovate solutions to its

economic problems, so that its example may be imitated.

7
U.S. NEWS AND WORLD REPORT, May 27',1974, pp. 22-23, 38.
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THE ECONOMIC CRISES CAN ONLY BE EXPLAINED THROUGH TWO-FACTOR
ECONOMIC THEORY.

The two factor explanation of the economic, fiscal, mon-

etary, and social crisis is simple, stark, and irrefutable:

In market economies, what each individual receives

in income is expected to be based on his economic

input into the process of production.

Our morality is built upon this principal, which

we call the Puritan Ethic (not a work ethic, but

a production ethic, because there are two factors

of production, not just one).

--- The logic of the economy, double-entry bookkeeping

also reflects this market economy rationale.

If we divide the input factors into people (labor

power or the human factor) and capital (the physical

non-human factor) for the reason that the ownership

of one (capital) can be concentrated and the owner-

ship of the other (labor) is totally diffused and

non-concentratable, we find the main thrust of

technological change is shifting the productive

burden off the human factor and onto the capital

or non-human factor. With this shift goes a change

in income distribution, because the principal of

distribution in a private property market economy
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is "from each according to his economic input, to

each according to his economic input."

To complete the prevailing design for the collapse

of the free market, private property society,

which is the American economic ideal, conventional

corporate finance assures that all future new cap-

ital formation become owned by the tiny minority

who have previously owned it all. 8

To make the situation more explosive under this eco-

nomic policy and its concomitant corporate strategy

that causes capital to increase its productive

share and labor to decrease its productive share,

while the ownership of capital becomes more concen-

trated in an ever smaller class, the production of

almost all kinds of goods and services is becoming

more capital intensive at an accelerating rate.

THE ONE WAY OUT OF THIS IMPENDING DISASTER.

ESOP financing, as pioneered and designed by Bangert &

Co. and its general counsel, Louis 0. Kelso, is the theoret-

ically sound and practically proven method for reversing our

rush to economic and social collapse from these cataclysmic

forces under which vast incremental power is being built into

8
See testimony of Kelso and Kurland of September 24, 1973, to

the Financial Markets Subcommittee, Senate Finance Committee;
Kelso and Hetter, Two-Factor Theory: The Economics of Reality.
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the tiny class of capital holders who have no present or poten-

tial unsatisfied consumer needs and wants, 9 and is being de-

nied to the 95% of American consumers whose unsatisfied consu-

mer needs and wants are virtually unlimited.

But, ESOP financing for the purpose of efficiently build-

ing capital ownership into American workers without taking

money from their pockets or paychecks depends upon the avail-

ability of Section 401(a) stock bonus and money purchase pen-

sion trusts using ESOP financing techniques to give the property-

less workers (including that most strangely propertyless class

of all -- U.S. management) rational access to the speedy,

effective, acquisition of the ownership of capital and a

second source of income.

--- No other technique does this.

Fifty years of conventional pension and profit

sharing have not only failed to broaden the

capital ownership base, but indeed have seen it

shrink, as the effects of the Homestead Acts of

the period 1865-1900 wore off.

THE RATIONAL "PROHIBITED TRANSACTIONS" PROVISIONS OF THE HOUSE
BILL, H.R. 2, SHOULD BE RETAINED AND THE PROVISIONS OF THE
SENATE BILL (SECS. 511 AND 522) WHICH WOULD DESTROY ESOP FINAN-
CING SHOULD BE REJECTED.

On the effective and continued availability of ESOP finan-

9
As Aristotle wisely noted, the purpose of all economic pro-

duction is human consumption. Financing techniques that defeat
enjoyment of a good standard of living by every consumer in the
economy are clearly defective.
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cing, which the Administration recommendations on fiduciary

standards would destroy, depends the reversal of our econ-

omic rush to disaster.

Our reversing spiralling inflation.

Our creating legitimate full employment;

Our regaining competitive supremacy in world economic

markets;

Our meeting the requirements of financing $4.5 tril-

lion of new capital formation within this decade

(See U.S. NEWS AND WORLD REPORT, May 27, 1974, Page

22, et. seq.)

Our assuring the American family and the American

consumer of economic self-sufficiency and ending the

welfare mess;

Our regaining our national fiscal health by restruc-

turing.the private economy so that it supports all

families and consumers and gets the welfare burden

out of federal and state budgets and off the taxpayers

backs.

Our providing an example to the free world as to how

a modern economy, by casting out the cancerous theo-

retical errors which threaten its destruction

(the idea that income distribution can be solved solely

by employment and welfare) can enable us to contribute

to restoration of the other economies of the world to

health, sanity and prosperity.

- 14 -
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DETAILED EXPLANATION OF HOW THE SENATE VERSION OF H.R. 2
(Secs. 511 AND 522) WOULD TOTALLY DESTROY ESOP FINANCING
FOR U.S. EMPLOYEES AND U.S. ENTERPRISE.

The Senate version of H.R. 2 (originally H.R. 4200), con-

tains fiduciary standards provisions which would, in effect,

abolish the use of ESOP financing. Specifically, the following

activities by a qualified ESOP would become "prohibited trans-

actions":

1. An ESOP trust would be prohibited from buying for em-

ployees, with accumulated contributions or with borrowed funds,

newly-issued stock at its fair market value from the employer-

corporation (a "party in interest").

2. An ESOP trust would be prohibited from buying for em-

ployees, with accumulated contributions or with borrowed funds,

outstanding stock of the employer-corporation from a close-hold-

ing stockholder (a "party in interest").

3. An employer-corporation would be prohibited from loan-

ing funds to an ESOP trust to enable it to buy for employees

the corportion's stock, either newly-issued or outstanding in

the hands of close-holding stockholders.

4. An employer-corporation would be prohibited from

guaranteeing repayment of a loan by a bank or insurance company

or other lender to an ESOP trust to enable it to purchase

for employees the corporation's stock, either newly-issued

or outstanding in the hands of close-holding shareholders.
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5. A close-holding stockholder, such as a holding corpo-

ration with an operating subsidiary, would be prohibited from

guaranteeing repayment of a loan by a bank or insurance company

to an ESOP trust to enable it to purchase for employees the op-

erating corporation's stock, either newly-issued or outstanding

and owned by the close-holding parent (for example, a dives-

titure to employees).

6. A corporation, or a close-holding stockholder would

be prohibited from selling stock to an ESOP trust for employees

under an installment payment contract, pursuant to which the

trust would make payments from the corporation's annual contri-

butions into the trust. This method now enables employees to ac-

quire stock at a fixed price and to pay for it over a period of

years, even where financing from a bank or other loan source is

not available either because interest rates are excessive, or

because of tight money, or because the lender balks at 100%

financing.

7. When the installment contract method referred to in

Paragraph 6 above is used to buy stock for employees from a

close-holding stockholder, the corporation would be prohibited

from guaranteeing to the close-holding stockholder that the an-

nual payments will be made by the corporation into the trust.

Thus the credit of the corporation would not be available to

the seller, although it is invariably necessary to make em-

ployee acquisition feasible. In fact, in virtually every case

of ESOP financing, it is exclusively the credit of the cor-
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poration that the lender relies upon.

In the House version of H.R. 2, the requirement for trans-

actions which involve "self-dealing" is that the standard of

"adequate consideration" be applicable. The only possible

abuse in ESOP financing that may be accurately described as

"improper self-dealing" is the sale of stock to the Trust by

the employer corporation or by an existing shareholder, at a

price in excess of its fair value. This potential abuse,

in practice is unquestionably rare, either because the market

value is known from trading in active markets, or because com-

petent and careful appraisals have been obtained to avoid the

dire consequences under present law of fraud, disqualification

of the trust, denial of corporate tax deductions, etc.

Nevertheless, if the Conferees doubt that the present deter-

rents to this possible abuse are inadequate, it can easily be

absolutely and totally eliminated by a "no-action" procedure

whereby the Internal Revenue Service would issue an advance

determination as to the fair market value for the stock proposed

to be sold to the Trust.

THOSE WHO RECOMMEND THAT THE PROVISIONS OF THE SENATE BILL

(SECS. 5=11 AND 522) ABSOLUTELY PROHIBITING THE PURCHASE AND
FINANCING OF THE PURCHASE OF EMPLOYER STOCK BY AN ESOP TRUST

SUPPORT THEIR POSITION ONLY BY THE ASSERTION THAT THE TREASURY

DEPARTMENT "WOULD HAVE THE DIFFICULT BURDEN OF PROVIDING THAT

THE FIDUCIARY'S DETERMINATION OF ADEQUATE CONSIDERATION WAS
NOT MADE IN GOOD FAITH." ISee B.N.A. Special Supplement #95,

dated May 15, 1974, on H.R. 2, p. 13.1
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We have shown above that without the simple ESOP reform

of business financing techniques in order to build broad capital

ownership and second sources of income into the American working

population, the U.S. economy may well not extricate itself from

its deepening economic crisis. The Administration, without

so much as being aware either of that problem or the ease of

its solution under ESOP financing techniques, would restore

the "Prohibited Transactions Sections" of the Senate bill

(Sections 511 and 522) that would effectively make impossible

the broadening of capital ownership in the U.S. economy, and

indeed will insure that such ownership will continue to narrow

at an accelerating rate.

It is important to understand at the outset that the

administration does not take the absurd and self-defeating

position that the ownership of an employer, or an equity

interest in an employer by an employee, is an inherently

bad thing. It can hardly be disputed that the American eco-

nomic dream is, always has been, and presumably always will

be the opportunity, over a reasonable working lifetime, to

acquire a large enough capital holding to provide economic

security and a vicarious means of producing income, irrespec-

tive of ability or opportunity to work. Thus, the only pos-

sible abuse in ESOP financing techniques relates to the ques-

tion of "adequate consideration", that is, whether stock pur-

chased by an employee stock bonus trust or money purchase

-18-



444

pension trust, either from the public (if financed), from the

employer, or from an affiliated corporation, or from another

"party in interest" has been unfairly overpriced. The real-

ity of the difficulty here alleged deserves careful analysis.

In the first place, if on an audit or otherwise, the

Treasury determines, for whatever reason, that the price paid

for the employer securities was in excess of "adequate con-

sideration", and so asserts, the burden, as a matter of pro-

cedural tax law, is on the fiduciary to prove otherwise,

not on the government. Thus the intimation that the Government

has "a difficult burden of proving that the fiduciary's deter-

mination of adequate consideration was not made in good faith"

is grossly and unfairly misleading, for in fact the burden

lies on the employer, or the selling stockholder, or other

fiduciary, rather than on the Government.

Furthermore, it should be noted that most ESOP Trusts

cover all employees -- everyone from the chairman of the

board to the maintenance employees. Thus, the management

of the company, who presumably have both the knowledge and

the confidence to prevent their trust from being overcharged

for company stock, are in a perfect position to so assert.

Thus, the likelihood of an overpricing is minimal. In fact,

in our own experience in installing some fifty Employee Stock
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Ownership Plans, we have noticed a strong desire on the part

of companies in selling newly-issued stock to an employee

trust, and on the part of close-holding stockholders who sell

their stock to an ESOP Trust, to minimize the price, that

is, to use the lowest justifiable price out of sheer interest

in developing maximum employee good will and motivation.

A SIMPLE MODIFICATION OF THE HOUSE BILL WOULD SEAL OFF FOR-
EVER ANY POSSIBILITY OF OVERPRICING EMPLOYER STOCK PURCHASED
ON CREDIT OR OTHERWISE BY AN ESOP TRUST.

Socrates once remarked that the unexamined life is not

worth living. To paraphrase Socrates, we might also note

that the unexamined tax law can become a source of immeasur-

able irritation and a serious barrier to carrying on life

and business in an orderly society.

As the law involving plans designed to be qualified under

Section 401(a) I.R.C. stands today, and for our purposes here,

particularly plans designed to be invested wholly or primarily

in the stock of the employer, setting the price to be paid

by an employee trust for any asset, whether stock of the

employer or otherwise, involves serious risks, except in those

many cases where the stock is widely and publicly traded. It

so happens that the Internal Revenue Service accepts prices of

publicly traded stocks as realistic, although thousands of ex-

perts and corporate executives today believe otherwise.

It should be noted, parenthetically, that in its zeal to pre-

vent broadening of the ownership of American enterprise by

-20-

69-174 0 - 76 - 29



446

American workers, the Senate version (Secs. 511 and 522)

urges modifications which would prohibit the purchase of em-

ployer stock by an employee trust from an interested person

at the market price, even where the stock is widely and pub-

licly held, and widely traded!

The risk of error in fixing the price of a closely-held

stock to an employee trust include fraud charges by the Internal

Revenue Service, loss of corporate tax deductions, possible

disqualification of the trust, expenses of audits and liti-

gation, additional appraisals, and what not. In other words,

it is a step taken by all concerned with trepidation and care.

But we wish to attack the matter somewhat more deeply

here. There are literally thousands of companies in the U.S.

economy whose top managements and boards of directors are

deadly serious in saying that the public stock markets radi-

cally underprice the value of their stocks. The Senate Fi-

nancial Markets Subcommittee Chairman, Senator Lloyd Bentsen,

has issued a series of press releases based on staff studies

showing that such in fact is the situation. These studies

further show that the inadequacies of the public stock markets

cause, through the "herd instinct" of securities analysts,

certain major corporations ("the nifty-fifty") to be radically

overpriced because of the concentration of the intitutional

investors trading in those securities. Thus the truth of
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the matter is that the active "auction market", once believed

by all, is still believed by the Internal Revenue Service to

be the paragon of ultimate precision in determining "real" and

"objective" value of securities. But this belief is being very

widely questioned by industry, by knowledgeable people in govern-

ment, and by a great many security analysts themselves.

So far as deferred compensation trusts are concerned,

the Internal Revenue Service will not issue advance rulings

or determination letters relating to the value of securities.

Thus, take the case of an elderly family that has built a

very valuable business and owns all or most of its stock.

The family wishes to sell that stock to the employees, who,

for their part, dearly want to acquire the business and to

continue their operation of it. While virtually every other

method for accomplishing this is hopelessly unusable, the ef-

fectiveness and efficiency of ESOP financing techniques make

it an easy transaction to accomplish in many, many cases, even

without taking money out of the pockets or paychecks of the

workers. This is possible simply because valuable business

assets tend to pay for themselves in cycles again and again.

ESOP financing simply provides the legal and financial design

that extends non-recourse credit to employees so that when the

capital involved pays for itself the next time, the employees

are its beneficial owners.

-22-



448

RATHER THAN MAKING IMPOSSIBLE A WHOLESOME TRANSACTION THAT IS
SOCIALLY AND ECONOMICALLY DESIRABLE, THE LAW SHOULD FACILITATE
AND TAKE THE UNNECESSARY RISK OUT OF IT.

What is needed, in order to assure that a satisfactory price

is used when a "party in interest" sells stock to an ESOP Trust,

is a "no-action" procedure, whereby the entire facts and pro-

posed price can be submitted to a specially established division

of the Internal Revenue Service and an approval or disapproval

obtained in advance. Under such a procedure, if the Service

concluded that the price was high, negotiations to achieve a

mutually acceptable price would ensue. Similar no-action pro-

cedures have been used by the Federal Trade Commission and the

Securities and Exchange Commission for decades, and have saved

both citizens, corporations, and the Government millions of

dollars in litigation and frustration.

Perversely, however, the Internal Revenue Service insists

on putting taxpayers who want to build capital ownership into

their employees without risk or cost to the employees in a

position of jeopardy if the seller and buyer pick a different

price than the I.R.S. personnel involved, with the priceless

benefit of hindsight, think, to be the correct one. This is

the glorious and amusing game of ambushing --and possibly bank-

rupting the taxpayer.

Why is it that a taxpayer cannot go to the Internal Revenue

Service and outline a proposed sale procedure and price and

get an opinion from the Service on which all parties can rely
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on closing such a transaction? That such a method would be

infinitely better for everyone concerned, including the United

States economy and the Internal Revenue Service than the %

acquisition of the business by a conglomerate, or "taking

the business public" by selling it to the faceless specu-

lators in the stock market, is beyond question.

RATIONALE OF THE INTERNAL REVENUE SERVICE IN NOT GIVING

AN OPINION ON VALUE OF STOCK SOLD TO AN ESOP TRUST.

Why does the Service refuse to issue an opinion after

the taking of adequate evidence in such cases? Here is its

official explanation:

"SEC. 4 AREAS IN WHICH RULINGS OR
DETERMINATION LETTERS WILL NOT ORDIN-
ARILY BE ISSUED.*** 1. Any matter
where the determination requested is
primarily one of fact, e.g., market
value of property." (REV. PROC. 72-9:
I.R.B. 1972-1, 28). -

Very little reflection is required for anyone to quickly

convince himself that the "market value of property", whether

it is employer's stock, an old rocking chair, an old painting,

or whatever, IS NEVER A FACT OR A QUESTION OF FACT. Actually,

market value is almost the perfect example of something that

can never be a fact. It is an anti-fact. It is only an opinion.

Three opinions are important in ESOP financing: (1) the

Seller's opinion that the price is high enough, (2) the Buyer's

opinion that the price is low enough, and (3) the opinion
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of the Internal Revenue Service. When the first two mentioned

opinions concur, a sale can take place. When the third opin-

ion concurs, if given in advance, a tranquil, safe and efficient

sale can take place.

Of course, once a sale is made and buyer and seller,

being under no compulsion on the one hand to buy or on the

other hand to sell, have concluded a sale, you have found

not a fact, but a case of concurrent opinions. This makes

the sale possible. The same buyer and a different seller

might well reach a different result. Different buyers and

sellers would most likely reach various different results.

The absurdity of treating market value as a fact rather

than as purely a matter of opinion, leads to the administra-

tion of the tax laws in such way as to ambush taxpayers.

That is, taxpayers are forced to conclude transactions --

often transactions involving large sums of money or large

values of property, only to have the values questioned by

the Treasury, and to be saddled with the incredibly expen-

sive procedure, anguish and heartache of having to carry

the burden of proving that their opinion was the right opin-

ion, when in fact there is no such thing as an ultimately

right opinion about value at all. Adam Smith's discovery that

value is determined by the forces of-supply and demand was not

a discovery about how a fact is ascertained, but rather about

how opinions interact in the market place. Nothing more.
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From the taxpayer's standpoint, there is only one opin-

ion about market value that needs to be known with certainty

in order that orderly life and business transactions can be

carried out. That is the opinion of the Internal Revenue

Service -- the Service that dodges on giving such opinions

on the grounds that they are matters of "fact" in order to

push the burden of reaching an opinion on some judge or jury,

or series of judges and a jury, all of whom will almost cer-

tainly be the rankest of amateurs in such matters.

It would be infinitely more sensible and infintely less

expensive to the taxpayers and to the Government, to require

the Treasury to establish a department of experts who, upon

proper presentation of information, taking of evidence and/or

testimony, and upon proper examination, will issue an official

opinion of fair value upon the request of interested parties.

The individuals staffing such a division of the Treasury would

become expert in their fields, which is a great deal more than

can be said for most tax court judges or Federal judges, or

any jurors who are ultimately forced to do in the hardest and

most grotesque way possible what the Internal Revenue Service

could easily and inexpensively do in the first place.
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PROPOSED MODIFICATION OF H.R.2 TO ELIMINATE ALL DOUBT ABOUT

THE ADEQUACY OF CONSIDERATION IN THE SALE OF EMPLOYER STOCK

TO A QUALIFIED PLAN DESIGNED TO BE INVESTED SOLELY OR PRIMARILY

IN THE EMPLOYER STOCK.

To make life greatly simpler and less vexing for the tax-

payer, and to put on the Treasury one of the burdens that is

inherent in the collection of taxes from the people for the

conduct of Government, and to eliminate the Administration's

objection to the present provisions of the House bill (Section

111) relating to purchase of employer.securities by such a

qualified trust, we suggest the following amendment to H.R. 2:

Add at the end of Paragraph (3) of SEC. 111(b) the

following:

"The Secretary of the Treasury or his delegate
shall establish and implement a procedure for
issuing, upon the request of a fiduciary or an
employer or other interested person a deter-
mination of fair value on the basis of which any
proposed acquisition of securities described in
subparagraph (B) of this paragraph will not
violate the requirement of subparagraph (E)
of paragraph (2) of this subsection."

This simple provision should dispose of the Administra-

tion objections to the prohibited transactions provision of

the House Bill, and should make life vastly easier and more

livable for both the Treasury Department and the citizens of

the United States in the future.

CONGRESS HAS ALREADY BEGUN TO RELY UPON ESOP FINANCING TO

SOLVE THE ECONOMIC CRISIS IN CERTAIN MAJOR SITUATIONS.

In December, 1973 Congress passed, and on January 2, 1974
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the President signed the Regional Rail Reorganization Act of

1973 (Public Law 93-236). This Act mandates that ESOP financing

shall be used to build a portion or possibly all of the owner-

ship of the reorganized Penn Central and related railroads into

the employees, provided that the United States Rail Association,

and ultimately Congress itself, concludes that such financing

meets certain criteria. The purpose of including this provi-

sion in the very important railroad reorganization bill was,

as the letters and floor statements by Senators Long, Hartke,

and Hatfield demonstrated, to avoid repetition of the same

railroad crisis in the future if the the employees of this

major U.S. railway system are left in a position where they must,

of necessity, demand progressively more pay for progressively

less work because of their lack of access to effective acqui-

sition of the ownership of the other factor of production --

capital.

1. Section 102(5) of the Regional Rail Reorganization

Act of 1973 adopts a definition of an "employee stock owner-

ship plan" that conforms to the objectives of the ESOP financing

trusts designed by Bangert & Co. The definition reads:

(5) "employee stock ownership plan" means a
technique of corporate finance that uses a stock
bonus trust or a company stock money purchase pen-
sion trust which qualifies under section 401(a)
of the Internal Revenue Code of 1954 (26 U.S.C.401[a])
in connection with the financing of corporate im-
provements, transfers in the ownership of corpo-
rate assets, and other capital requirements of a
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corporation and which is designed to build bene-
ficial equity ownership of shares in the employer
corporation into its employees substantially in
proportion to their relative incomes, without
requiring any cash outlay, any reduction in pay.or
other employee benefits, or the surrender of any
other rights on the part of such employees.

2. Section 206(e) (3) of the Act requires that the

final system plan for the Consolidated Rail Corporation

set forth, among other things:

(3) the manner in which employee stock owner-
ship plans may, to the extent practicable, be uti-
lized for meeting the capitalization requirements
of the Corporation, taking into account (A) the
relative cost savings compared to conventional
methods of corporate finance; (B) the labor cost
savings; (C) the potential for minimizing strikes
and producing more harmonious relations between
labor organizations and railway management; (D)
the projected employee dividend incomes; (E) the
impact on quality of service and prices to rail-
way users; and (F) the promotion of the objectives
of this Act of creating a financially self-sustain-
ing railway system in the region which also meets
the service needs of the region and the Nation.

In his floor statement of December 11, 1973, Senator Long

characterized ESOP financing as:

"...a remarkable innovation in corporate finance
designed to reverse the heretofore universal tendency
of all widely accepted techniques of corporation fi-
nance to concentrate ad infinitum the ownership of
capital. It has enormously important social, eco-
nomic and political ramification for strengthening
our free enterprise economy."

"...the only logical alternative to nationaliza-
tion of the railroads, for it is not just a way to
efficiently finance economic growth, but also build
market power, and to motivate, in the most powerful
way, the entire labor force to perform as never before
in order to solve this problem."
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"...a new ownership alternative... .designed to
correct defective corporate finance and concentrated
ownership patterns in our railroads.... a key feature
of this legislation... (which) will be studied and,
hopefully, fully implemented by the railroads covered
by the final bill."

THE MOST PERFECT OF PENSION LAWS MAY NOT SOLVE THE RETIREMENT
INCOME PROBLEMS FOR MOST AMERICANS. FOR THIS EASON, THE
PROTECTION AND ENHANCEMENT OF LAWS MAKING IT POSSIBLE TO
BROADEN THE OWNERSHIP OF PRODUCTIVE CAPITAL BY PEOPLE WHO
ARE LIVING AND WORKING IS OF THE UTMOST SOCIAL, POLITICAL,
AND ECONOMIC IMPORTANCE, SINCE FAMILIES AND INDIVIDUALS
WITH SIGNIFICANT CAPITAL ESTATES ALREADY HAVE A MAJOR
PRE-REQUISITE TO SOLVING THEIR RETIREMENT INCOME PROBLEMS.

Four of the most diligent and highly qualified Committees

of Congress, and both Houses of Congress, have labored long

and hard over pension reform for the past four years and more.

They have had at their disposal volumes of testimony showing

that, up to this point, the private retirement systems in

the U.S. economy simply don't work. A typical retiree or

retiree family from private industry adds together his or its

social security income and his or its private retirement system

payments and drops to a poverty level of consumer income during

the very years when he or they have the leisure to enjoy life

-- if they could afford to.

The power of the U.S. economy to produce goods and ser-

vices is very great indeed, and its potential power to do so

is still greater by a. large but unknown factor. Nevertheless,

most people are poor. Indeed, if we define being "rich" as

owning sufficient productive capital to provide the family
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or individual with income sufficient to support a reasonable

standard of living, whether or not that individual or members

of that family are able to work or can find work, then well

under 5% of consumers (families and individuals) in the U.S.

economy can be said to be rich.

THE HAUNTING UNKNOWN HANGING OVER THE PROPOSED NEW PENSION
LEGISLATION.

Irrespective of what detailed provisions may ultimately

be agreed upon by the Conference Committees with respect to

traditional pension and profit sharing plans which now cover

virtually all workers and families covered by private retire-

ment systems, since ESOP trusts are still not widely known,

one big haunting question will remain:

IT IS ANYTHING BUT CERTAIN THAT -- IN TERMS OF

RETIREMENT INCOME -- THE RETIREE UNDER A PRIVATE

PENSION OR PROFIT-SHARING PLAN OF THE FUTURE

WILL HAVE A BETTER STANDARD OF LIVING AFTER

ENACTMENT OF THE NEW LAW THAN BEFORE!

Some of the reasons are:

-- Pension and profit-sharing plans will con-

tinue to invest, and indeed under improved vesting

and funding requirements of a new law, will increase

investment -- in second-hand, outstanding securities,

contributing virtually nothing to the growth of
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newly-formed capital. They will continue to be pure

cost to business, contributing indefinitely to in-

flation. Inflation, so far as we can tell, will go

merrily on its way.

-- The new law will add substantially to the

corporate costs of maintaining retirement systems,

and this, too, will go into the cost of goods and

services.

ESOP FINANCING PROVIDES A CRITICAL ALTERNATIVE TO CONVEN
TIONAL RETIREMENT SYSTEMS THAT IS DEFLATIONARY, CONTRIBUTES
DIRECTLY TO FINANCING THE GROWTH OF THE ECONOMY, ENCOURAGES
CORPORATIONS TO PROVIDE MORE ADEQUATELY FOR EMPLOYEE RETIRE-
MENT, AND HARNESSES TO THE GROWTH OF OUR ECONOMY AND THE PUR-
CHASING POWER OF OUR CONSUMERS THE GREATEST SOURCE OF MOTIV-
ATIONAL POWER KNOWN TO HUMAN HISTORY: THE ACQUISITIVE IN-
STINCT, OR DESIRE TO OWN THE MEANS OF PRODUCTION.

We respectfully urge the Conferees to retain the House

version of the prohibited transactions legislation (Sec.III),

and to enact, as part of the new H.R.2 our suggested provision

requiring the Treasury to establish a "no action" procedure

for reaching a government approved opinion on fair value for

stock sold to ESOP's before the transaction takes place.

Respectfully submitted

LOUIS 0. SO, C.

By

ter L ,

Director

-32-



458

EXHIBIT I

Analysis of Letter dated April 30, 1974 from Frederick W. Hickman,
Assistant Secretary of the Treasury, to The Honorable Russell B.
Long, setting forth "the views of the Treasury Department" on
5.1370, a bill to amend the Internal Revenue Code of 1954 to
facilitate ESOP financing.

According to Mr. Hickman's letter, a copy of which is at-

tached hereto, the Treasury Department opposes the enactment

of S.1370, a bill intended to facilitate ESOP financing by

increasing the tax incentives to corporations to build stock

ownership into their employees.

Unfortunately, Mr. Hickman's letter is based upon almost

total misconception as to the legal structure of employee stock

ownership plan ("ESOP") financing and reflects lack of awareness

of the growing chasm within the U.S. economy that ESOP financing

alone promises to bridge within a time span capable of reversing

what many informed people believe to be an impending economic

crisis.

Presumably, if the drastic errors in his understanding

of the nature of ESOP financing were corrected, and his breadth

of vision as to its significance broadened, the Treasury view

of S.1370, as expressed to the Chairman of the Senate Finance

Committee, may be altered.
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THE ERRORS REFLECTED IN MR. HICKIAN'S LETTER AS TO HOW ESOP
FINANCING WORKS.

Error Number One. "The effect of the arrangement

is very much the same as if conventional financing

had been utilized and a contribution of employer

stock equal in market value to the amount of the

loan had been made to a stock bonus trust. The

principal differences are that, under ESOP financing,

the trust is liable to repay the loan if the employer

defaults, and the trust's investment in employer

stock is in effect leveraged."

This statement is totally erroneous. The arrangement is

radically different, as Mr. Hickman himself notes on the next

page, than making a conventional loan and then making a con-

tributibn of stock to the employee trust, for the very simple

reason that an installment loan payable over a period of

years permits employees to buy stock at a price which does not

fluctuate, and the price remains fixed over the financing per-

iod. The guaranty of the corporation to make annual payments

into the trust to enable the trust to amortize its loan obli-

gations, is, in economic theory, merely a commitment to make

a high payout of the "wages of capital" or net earnings allo-

cable to the stock purchased by the trust, in pre-tax dollars,

so as to enable the employees, thus having access to the basic
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logic of business finance, to buy stock on terms where it,

in effect, pays for itself.

The trust is not liable to repay the loan if the employer

defaults except to the extent of stock which may be pledged to

secure the loan and which has not yet been paid for by corpo-

rate contributions. In other words, as the loan is paid down,

any pledged stock (very often the loans are made without the

pledge of any stock) thus paid for is realeased from the pledge

and returned to the trust where it is allocated, irrevocably

(subject only to the vesting schedule) to the employees' ac-

counts. Thus, every cent of contribution made to the employee

trust irrevocably redounds to the benefit of the employee

participants. The word "leveraged" is a false, inappropriate,

and misleading term where every share of stock paid for by con-

tribution is released from the risk of any non-payment of the

remainder of the debt.

Thus, the investment by employees in the stock is not

"in effect leveraged." It is a straight financing transaction

under which employees are given access to non-recourse credit,

to buy company stock, with a commitment on the part of the

company to make a high payout of the earnings underlying the

stock (in the form of a contribution to the trust that meets

the limits prescribed by Section 404(a) of the Internal Revenue

Code) so that the stock will pay for itself.
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We have participated in excess of 50 ESOP financing trans-

actions and in no case--in not one single case--has the credit

of the trust ever been relied upon in the slightest; only the

general credit of the corporation itself. Most loan agree-

ments between banks or insurance companies and ESOP trusts

in fact recite the non-liability of the trust assets to secure

the loan. It is the credit of the corporation that is used

for the exclusive benefit of the employees while at the same

time the proceeds of the financing are used to finance the

company which the employees have thus invested in. Thus a

rational use of both the trust and the financing is made,

as contra-distinguished from the typical "safe" trust which

Hr. Hickman refers to, in which the assets are invested in

second-hand, outstanding, reshuffled securities in the emotion-

controlled gambling casinos of the stock markets.

Error Number Two. "However, it (the ESOP) has the

disadvantage of decreasing employee's retirement

security. Since the stock bonus trust is buying

employer stock with borrowed funds (i.e., on margin),

a reduction in value of employer stock would result

in a significant reduction in the funds available

for retirement."

This is simply self-evident nonsense. It amounts to an

assertion that an employee has less security where ESOP financing

-4-
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is used to simultaneously finance the growth of the corporation,

build economic security and retirement security into the employee,

and to create the motivational, legal, and psychological

relationship of owner between the employee and the employer.

Mr. Hickman's assertion that pension trusts and profit sharing

trusts invested at random in the second-hand securities market

are "safer" retirement security than ownership of the company

for which the employee works simply does not conform to the

facts of life or the facts of history. 1r. Hickman, of course,

is alluding to the so-called "prudent man rule" under which

it is generally held that diversification of investments is

a basic aspect of protecting the principal of a capital estate

and assuring a reasonable yield.

Mr. Hickman overlooks the fact that the "prudent man

rule" is a rule that was laid down, and only makes rational

sense, when applied to rich men -- that is, people with sub-

stantial capital estates. The working employees of America

are not -- with the rarest of exceptions -- "rich men." Vir-

tually every significant fortune in the United States, and

indeed in industrial history, has been built upon investment

in the company with which the employee is associated over his

working lifetime. Andrew Carnegie laid down the principle

very clearly in his biography, when he said "if you want to

be rich, put all your eggs in one basket and watch the basket

very closely." The precise rule which enables the rich man
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to stay rich ("the prudent rich man's rule") also has enabled,

when applied to poor men, to keep them poor. It is inconceiv-

able that anyone, using the prudent man rule, could build a

significant capital estate which would give him economic inde-

pendence, and therefore retirement security. Such gross oversight

on the part of Mr. Hickman is the kind of backward thinking

that causes the richest nation on earth to turn out such great

numbers of propertyless, impecunious, retired employees,

totally lacking in capital estates which could provide them

with economic security and retirement income. It is the same

kind of thinking that has raised pension costs of U.S. corpo-

rations to crushing levels, while contributing virtually noth-

ing to the financing of new capital formation in the U.S.

economy.

ESOP financing not only builds formidable capital estates

into employees, but finances growth and motivates groith for

the companies that use it.

It would appear that Mr. Hickman does not understand the

meaning of the word "margin" in the securities business. A

margin loan is one which, if the value of the stock fluctuates

below the specified margin, requires the borrower either to

put up more security, or to pay down the loan, or permits

the lender to sell out the security interest and apply the

proceeds to the loan. To use that slanderous term, which

comes from the gambling world of stock speculation, on an ESOP,
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where there can be no possibility of foreclosure of a loan

because of fluctuation in the value of the stock, is simply

to attempt to mislead the Chairman of the Senate Finance Co-

mmittee.

Error Number Three. Mr. Hickman advances as criticism

the fact that if the stock purchased by the ESOP in-

creases in value, the employee will be better off and

that if it decreases in value the employee will be

worse off. This can hardly come as a revelation to

-the Chairman of the Senate Finance Committee. How-

ever, if Mr. Hickman has discovered a way to invest

in productive capital through non-recourse financing

so that the investor wins both on increasing values

and on decreasing values, we will be pleased to incor-

porate his wisdom into the design of ESOP trusts.

Error Number Four. Mr. Hickman states 'a basic

question posed by ESOP financing is whether employee

trusts should be encouraged to enter into such more

speculative leveraged investments, as opposed to a

more conservative investment policy designed to max.-

imize the security of the employees' provision for

retirement."
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We submit that this statement is not only groundless and

misleading, but that it is senseless. Thousands of pension

plans and profit sharing plans today are suffering from the

fact that their total portfolios have values of only a fraction

of the original amounts contributed for the covered employees.

Thousands of companies in the U.S. economy are suffering from

the fact that their retirement costs are "pure costs" because

the funds are invested in recycled, regurgitated, outstanding

second-hand securities, rather than financing the growth of

new capital formation in the U.S. economy itself. Thousands

of companies are suffering from lack of motivation of their

employees because there is no property relationship between

the employer and the employee capable of giving the employee

"the eye of the owner." Conventional profit sharing and pension

plans contribute enormously to inflation in the U.S. economy,

particularly the wildest and most erratic inflation of all --

the irrational and emotion-controlled fluctuations in the

securities markets for second-hand stocks. Mr. Hickman would

do well to focus first on understanding what employee stock

ownership plan financing is, and secondly on what the needs

of the U.S. economy and the U.S. government's fiscal structure

are. If he did so, he would not make irresponsible and mis-

leading statements such as the preceeding one.

I-lost of the literature on ESOP financing urges that it

be used in the largest and solidest enterprises in the economy;

- 8 -



466

that it be used to connect the economically weakest people

with the economically strongest corporations. Mr. Hickman's

gratuitous advice about such "speculative leveraged invest-

ments" seems entirely ludicrous in view of this.

Error Number Five. The "Treasury is opposed to the

use of the charitable deduction as an incentive to

make contributions to qualified trusts. Among

other things, the deduction for a contribution to

a charitable organization is justified on the basis

that it encourages the financing of organizations

which achieve social objectives which would benefit

the public in general. The direct benefits of ESOP

will be limited to corporate employees.'

Again, 'Mr. Hickman is deficient in his comprehension of the

facts of economic life, the facts of history, and of philosophy.

No charity is greater than making American workers self-

sufficient, so that they need not be wards of charity. This

is a "social objective which would benefit the public in gen-

eral." In fact, I challenge Mr. Hickman to name a greater

and more socially desirable one. The ancient Jewish philoso-

pher, Maimonides, in his description of the "eight degrees of

charity" described the eighth and highest degree of charity

as that kind of charity which enables men to become self-

sufficient and never again be wards of charity. Rather than
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channel the great and grotesquely concentrated fortunes that

defective one-factor finance has created in the United States

into foundations where bureaucrats can administer them in

accordance with their whims as to what the "public need' is,

a wise society would break up those great capital holdings

in reasonable sized holdings and would connect them to citizens

who otherwise will never own significant productive capital,

for the purpose of raising their economic productiveness,

for the purpose of giving them individual economic power,

for the purpose of motivating them to do their jobs well because

their acquisition of such holdings would depend upon performing

their jobs well over a reasonable working lifetime, and provid-

ing them with capital holdings that would keep them from being

wards of charity, claimants for higher social security pay-

ments, or engaging in other forms of parasitical activity to

which many such "charities" administer.

Again, Mr. Hickman's comprehension of what life should

look like in a private property free enterprise society is

too dwarfed to be used as the basis for Treasury policy and

certainly not for legislative policy.

It is perfectly true that ESOP financing cannot be used

to instantly eliminate all need for charity overnight and

to build viable capital estates in the entire population over-

night. But if used heavily and encouraged by Governmental

leadership and tax policy for U.S. corporations, it can make
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enormous steps within as short a period as five years, and

can totally change the character of our economy into one of

universally broadly held capital ownership within twenty years.

Every day that we fail to correct the defect of concentrated

capital ownership in our economy sets that great day of eco-

nomic salvation back one day further.

Error Number Six. Mr. Hickman criticized the provisions

of S.1370 for permitting a deduction for dividends

paid by a corporation on its stock held by an ESOP

on the grounds that the entire "second tax" should

be eliminated from the system at once.

This is a matter of opinion, but it occurs to us that

we could well experiment with its use in connection with ESOP

financing and that to do so would help communicate to employees

the significance, importance, and motivational import of

growing capital ownership, since it would encourage corporations

to pay dividends which would pass through the trusts into

the employees' pockets after their stock has been paid for.

Error Number Seven. J4r. Hickman criticizes sections

3 and 4 of S.1370, which would give added tax incentive

to corporations to use ESOP financing.
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Whether such added tax incentives are desirable or not

is something for Congress to evaluate on the basis of its

views as to the gravity of the economic crisis of the United

States and the degree of speed needed to expand the proprie-

tary base of ownership of U.S. productive capital in order

to stem the clearly impending disaster ahead. If the higher

limits proposed by Sections 3 and 4 seem too high, then lesser

limits should be fixed. Conversely, if Congress believes

that we have waited too many years to begin to make capital

owners rather than propertyless working serfs out of the masses

of Americans, perhaps the levels of deductibility proposed

by S.1370 should be increased rather than decreased.

Point Number Eight. The impact of S.1370 is not limited

to ESOP financing.

As S.1370 was originally submitted, this is proper criticism.

We would be content to see -the provisions of the bill limited

to ESOP financing because of our confidence that as the rational

soundness of ESOP financing becomes evident throughout industry,

and the irrationality of conventional profit sharing and pension

plans investing in the reshuffling of second-hand securities

also becomes evident, the future financing of growth of our

economy as well as the financing of retirement security and

second sources of income for employees will take place primarily

if not exclusively, through ESOP trusts.

- 12 -



470

Error Number Nine. Mr. Hickman admits the difficulty

of estimating the revenue effect of S.1370.

The difficulty is greater than he imagines, since we

do not know the productive power of men and women once they

realize that they have been put in a position where they can

acquire a viable capital holding over a reasonable working

lifetime. Looking back in history, we do know that the dream

of such accumulation of modest wealth drove men and women

to incredible economic performance in the past and that the

latent and unused incentive of the acquisitive instinct is

very great indeed.

As for revenue losses, we think that at best, however

heavily ESOP financing may be used in the U.S. economy, they

would be temporary and within four or five years at most, would

be replaced by the diminishing burden on government to subsidize

phony jobs in order to keep the economy functioning satisfac-

torily, the diminishing demands for future welfare, the growth

of the tax base, the elimination of the need to use high

interest rates to control the structural defects in the economy

flowing from the concentration of ownership of capital, and

that the cumulative result of these would be to put the United

States government on the road to fiscal health, diminished

taxes, gentle but beneign deflation, and to restore the strength

of its productive power and competitive power in world markets.
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All of these aspects seem to lie above the reach of M.

Hickman's insight into the problem.

We trust that neither Senator Long nor other conferees

on H.R.2, nor the members of the Senate or House of Represen-

tatives in general will be swayed by the superficial and

shortsighted criticisms of ESOP financing levelled by

Mr. Hickman.

Dated: June 14, 1974

LOUIS 0. KELSO, INC.

By
Louis 0. Kelso
Managing Director

LOK:bh
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g EDEPARTMENT OF THE TREASURY
WASHINGTON, D.C. 20220

ASSISTANT SECRETARY

APR 3 01974

Dear Mr. Chairman:

You have asked the views of the Treasury Department on S. 1370,
a bill to amend the Internal Revenue Codc of 1954 to facilitate acqui-
sition of ownership of private enterprises by the employees of such
enterprises.

The Treasury Departmcnt opposes the enactment of S. 1370.

We understand that the general intent of S. 1370 is to provide addi-
tion al tax incentives for the adoption of Employee Stock Ovnershlip
Plan (ESOP) financing, as advocated by Louis 0. Kelso on behalf of
Bangert & Co. Incorporated before the House Committee on Ways
and Means on MŽa'cl1ch 9, 1973. ESOP financing and the provisions of
the bill arc described below.

ESOP Financing

ESOP financing is intended as an alternative to conventional bank
loan financing by corporations. Under ESOP finqancing, the needed
funds are obtained indirectly through a trust established under a profit-
sharing or stock bonus plan. The trust borrows the money and uses it
to buy employer stock from the employer. The employer agrees to
contribute to the trust sufficient funds to pay interest and principal
on the loan. The effect of the arrangement is very much the same as
if conventrionai financing had been utilized and a contribution of em-
ployer -stock equal in market value to the amount of the loan had been
made to a stock bonus trust. The principal differences are that, under
ESOP financing, the trust is liable to repay the loan if the employer
defaults, and the trust's investment in employer stock is in effect
leveraged.

ESOP financing has the advantages of encouraging the growth
of the private retirement system, cncouragilig stock ownership, and
(hopefully) improving employee productivity. However, it has the dis-
advantagc of decreasing employees' retirement security. Since tle
stock bonus trust is buying employer stock with borroevcd funds (i. e.
on margin), a reduction in value of cmpl-ycr stock wvould result in a
significant reduction in the funds available\ for retirement. In a low
market, employer contributions would have to be used to repay loans
rather than to buy investments at bargain prices.
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An example wi1l illustrate the effect of ESOP. Suppose that
$100, 000 in stock would have been contributed each year for five years
to an employee stock bonus plan. The number of shares contributed
each year would have varied inversely with variations in the mzarket
price of the stock. Supposc further that the employer adopts an ESOP
financing plan in lieu of the stock contribution plan. Under the plan,
the trust borrows $500, 000 and purchases $500, 000 worth of stock
from the cmproycr. The employer contributes each year $100, 000,
plus the amount necessary to pay interest on the loan. The effect
of ESOP financing is to fix, as of the time of the loan and stock pur-
chase, the price at which the annual employer contributions will be
converted into stock. This magnifies the advantages to the employees
of an upward trend in the price of the employer's stock and multiplies
the disadvantages of a downward trend. Because it is buying stock on
margin, the trust's gains and losses are leveraged. Thus, if a share
of stock is worth $10 in the first year, and it appreciates 10 percent
per year, the trust will own 50, 0CO shares worth $805, 000 in the
sixth year ($16.10 per share). If it depreciates 10 percent per year,
the trust will own 50, 000 shares worth $295, 000 in the sixth year
($5. 90 per share). By contrast, if the trust had purchased $100, 000
worth of stock each year, the risk would have been less. If the stock
appreciated 10 percent per year, the trust would have owned 37, 908
shares worth $610, 319; if the stock depreciated 10 percent per year,
the trust would have owned 69, 367 shares worth $409, 265.

A basic question posed by ESOP financing is whether employee
trusts should be encouraged to enter into such more speculative lever-
aged investments, as opposed to 2 more conservative investment policy
designed to maximize the security of the employees' provision for
,retirement.

Provisions of S. 1370

Section 1 of the bill wiould allow income, gift and estate tax
deductions for contributions to trusts maintained under qualified pension,
profit-sharing or stock bonus plans. The trusts would be treated as
public claritics eligible for income tax deductions up to 50 percent
of an individual's contribution base. Contributions to trusts created
by the doiqor, or by a corporation which controls or is controlled by or
under common control with the donor taxpayer would not qualify for this
special treatment.

The Treasury is opposed to the use of the charitable deduction
as an incentive to make contributions to oualified trusts. Among other
things, the deduction for a contribution to a charitable organization is
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justified on the basis that it encourages the financing of organizations
which achieve social objectives which would benefit the public in gen-
eral. The direct benefits of ESOP will be limited to corporate em-
ployees. The deduction would be available for contributions to qualified
plans under scctionr401. While a plan must be nondiscriminatory; i.e.,
it cannot favor the highly compensated employee, officer or shareholder,
often the plan will include only a fraction of the employees in the business
Thus, the benefits of ESOP are very limited and would not justify treating
a contribution as a charitable deduction.

Section 2 of the bill would allow a corporation a deduction for
"qualified dividends. " A qualified dividend would be defined as a dis-
tribution to a qualified profit-sharing or stock bonus trust with respect
to stock held by such trust, if the distribution is currently passed through
to employees covered by the plan.

Under present law dividend distributions may not be deductec !
the distributing corporation, and corporate earnings thus arc: suijj ct
to a double tax, first at the corporate level and again at the share-
holder level. Alterations inthis system, if they are to be made, should
be general and not confined to such limited situations as those covered
by section3. For example, we see no justification for according more
favorable treatment to dividends on stock held by a profit-sharing or
stock bonus trust than to dividends on stock owned directly by employees
or by the general public.

Section 3 of the bill would increase the limitation on deductible
contributions to profit-sharing and stock bonus trusts from 15 percent
of compensation to 30 percent and would increase the limitation on
deductible contributions to a combination of pension and either profit-
sharing or stock bonus trusts from 25 percent of compensation to 50
percent.

Increasing the amount and limits on contributions to profit-sharing
and stock bonus trusts for all employees is contrary to the purposes of
the pension legislation presently being considered by Congress. The
pension bill passed by the Senate and the Ways and Means bill, HI. R.
12855, contain limits on the maximum retirement benefits which could
receive tax shelter treatment. -To the extent that S. 1370 would allow
additional contributions to qualified plans for the highly compensated.
executives it would defeat the intention of these limits.

Section 4 of the bill wvould allow a special deduction whenever
contributions paid by an employer to a stock bonus or profit-sharing
trust are used by the recipient trust for reducing "stock acquisition
indebtedness, " defined as indebtedness incurred by the trust to make
certain purchases of employer stock. The special deduction would
be equal to 50 percent of the amount of employer contributions to the



475

-4-

trust used by the trust to reduce stock acquisition indebtedness during
the taxable vear. The special deduction would be in addition to the
regulardeduction for employer contributions, and the combined deduc-
tions might equal as much as 150 percent of employer contributions.

This section of the bill would create a tremendous premium on
deferred compensaticn, i. c., a 150 percent deduction for deferred compen-
sation vs. a 100 percent deduction for current compensation. We believe
that such a bias in favor of deferred compensation is unwise and runs
counter to the recent trend in tax legislation, which has attempted to
achieve neutrality as between deferred compensation and current comn-
pensation or to favor current compensation. For example, the maximum
tax on earned income under section 1348 of the Internal Revenue Code,
which was enacted in 1969, was intended in part to encourage highly
compensated employees to takc income currently rather than to defer
the receipt of such income.

Finally, it should be noted that the impact of the bill is not limited
to ESOP financing. The charitable contribution provisions would apply
to all qualified trusts. The deduction for qualified dividends would apply
to all profit-sharing or stock bonus plans. The increase in deduction
limits would apply to all qualified plans. The special deduction related
to stock acquisition indebtedness would apply to all stock acquisition
indebtedness of profit-sharing or stock bonus trusts.

Revenue Effect

The revenue effect of S. 1370 is very difficult to estimate because
it requires a guess of how people would react to the new tax incentives.
The revenue effcctof sections 1 and 2 would probably not be great. The
increases in percentage limitations on contributions by employers to
qualified trusts might result in a substantial revenue loss, but it is diffi-
cult to predict how many corporations would make additional contributions
in excess of the present limitations.

Presumably, many employers would take advantage of the special
deduction for reduction of stock acquisition indebtedness since a $1. 50
deduction would be available for every $1. 00 of expense. Employers
would have a very strong incentive to persuade pension trusts to enter
into ESOP financing arrangements, even if it meant increased contribu-
tions to the trust. Thus, athough the revenue effect is very difficult to
estimate, we believe there would be very significant revenue losses --
perhaps as much as, or more than, $1 billion per year. For instance,
the corporate deductionfor contributions under qualified plans wvas $11.1
billion in 19G9 and $12. 2 billion in 1970. Assuming roughly $16. 0 billion
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is currently deducted, if 25 percent of those deductions related to pro-
fit-sharing or stock bonus plans, if the profit-sharing or stock bonus
contributions would be increased by 25 percent because of the tax in-
centives offered by this bill, and if all of the profit-sharing or stock
bonus contributions were used to pay off stock acquisition indebtedness,
the resulting revenue loss might be in the neighborhood of $1. 5 billion
per year.

The Treasury Department is strongly opposed to the enactment
of S. 1370. While in particular cases ESOP financing may prove ad-
vantageous to employees, on the whole it decreases the security of
funds held by employee trusts. Where a stock bonus or profit-sharing
trust is a major ingredient in the employees' retirement plan, it is
questionable v.'hether the trust should commit any substantial portion
of'its funds to ESOP financing. Moreover, the extent to which profit-
sharing plans should invest in stock of the employer is itself a much
debated question among plan administrators, many of whom believe
such plans should hold a diversified investment portfolio. For instance,
II. R. 4200, the pension bill passed by the Senate on September 9, 1973,
contains limits on the amount of assets which may be invested in the
securities of any corporation. Accordingly, the tax laws shoAlld at least
be neutral with respect to ESOP financing rather than according a massive
tax incentive, as under section 4 of S. 1370, to induce employers and plan
administrators to adopt ESOP financing.

In any event, we do not believe that any advantages that may
result from ESOP financing are sufficient to justify the significant
revenue loss that would be incurred under S. 1370.

The Office of Management and Budget has advised the Treasury
Department that there is no objectionfrom the standpoint of the admin-
istration's program to the presentation of this report.

incerely yours,

(rederic W. Hickman
Assistant Secretary

The Honorable
Russell B. Long, Chairman
Committee on Finance
United States Scnatc
Washington, D. C. 20510
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S 5757 SENATE

STATEMEN=S ON INTRODUCED
B'LIS AND JOINT RESOLUTIONS

By Mr. FANNiN (for himself, Mr.
lNssoN. and Mr. Doeneorg):

S. 1370. A bill to amend the Internal
Revenue Code of 1954 to facilitate ac-
quisition of ownership of private enter-
prises by the employees of such enter-
prises. Referred to the Committee on Pi-
nance.

Mr. PANNIN. Mr. President, on behalf
of mryelfb Mr. M-st". and Mr. Dos-
NIC. I Introduce a bill to amend the In-
ternal Revenue Code and ask that It be
appropriately reerred.

This legilation is designed to facIlitate
the expanding of the capital ownership
base of the US. economy. beginning with
the employees of US. corporations which
account for over 80 percent of the goods
and services produced by the private sec-
tor.

Today there is vital need for recital-
loatlon of the free enterprise system. We
need to create Incentives that wili re-
kindle the work ethic in America.

You may be famIliar with sowe of the
unhappy statistics:

The fact that more people draw money
from the Government for not working
today than during the depression:

The fact that General Motors esU-
mate, that absenteeism cost the com-
pany more than $50 million annually in
fringe benefita alone:

The fact that some workers purposely
sabotage the assembly lines they work
on;

The fact that too many workers have
no pride In the product they are turn-
ing out.

We obviously have a problem that
threatens our national well-being and
our ability to remain competitive in
world trade.

We have been told that the allenaUon
of youth and the general frustration of
many Arnericans today is the inevitable
result of the capitalist or free enter-
prise system. tn the past, the solution to
every problem is to create more bureau-
cracy, to provide more government con-
trol, to dilute the capitalist system.

This attitude has prevaled in the Con-
gress now for the better part of four dec-
ades: and as a result we have found that
we have Inflation, unemployment, and
an apparent lack of national determina-
tion or purpore.

Mr. President, the amendments to the
Internal Revenue Code contained in this
bill would allow f&r the expansion coo
development of corporate inancing tech-
niques called employee stock ownership
plan-ESOP-which are ouccessfuly be-
Ing employed by a growing number of
corporatIons.

One of the major problems in the cur-
rent economic scheme is the manner in
which corporations obtain new inancing.
In most cases a corporation will borrow
money to buy new productIve machinery.
When the loan is paid off, it means usu-
ally that the book value of the outbtd-
bng ctock has tncreosed. This Indirectly
benelits the old stockholders, or the es-
tablished capitalists, but does not in It-
self add any new stockiholders.

Today when corporations issue new
stock to finance their expansion, this
stock is usually purchased by the already
established capitalists Lower and middle
class Americans simply do not have the
excess income to make large Investments
in steek.

Under thin biUU, corporations would
have new incentives to obtain r eer new
flnancing through employee trusts.

The exisilng ESOP plans Incorporate
the use of a deferred compensation
trust-technically a stock bonus trust-
into the financing process Itself. Under
one ESOP technique, the trust borrows
funds to invest In the employer corpo-
ration. This instantly makes the employ-
ees beneficial owners of the corporation's
stock, subject only to the trusts paying
off the lon. The employer corporatlon
obligates Itself to make annual payments
into the trust in amounts sumiclent to
amortize the debt out of tax-deductible
dollars.

The tax deduction makes it possible
for the corporation to build greater capi-
tai ownership into employees than. It
otherwise could, and the cost of financing
Its growth Is about the same as U It con-
ventionally borrowed and repaid-as to
principa-i n after-tax dollars After the
employer's stock has been Paid for in this
manner, the trust can. Ui desired, be dl-
versified by tax-free exchanges of stock
for other securities, or by a public offer-
ing out of the trust

In order to facilitate the use of ESOP
financing methods by business by inking
the day-to-day performance of work by
employees and the day-to-day growth
and operation of business. the bill mod-i

fiie the Internal Revenue Code as
follows:

First, Provides that a qualifed em-
ployee benefit trust ehall have the tlx
characteristics of a charitable organtsle-
lion for purpose of income, estate, and
gift taxes.

Second. Provides a tax deduction to
corporations for the amount of dividends
which they pay on stock held by qualified
profit-sharing or stock bonus plan truste.
prorided that the dividends are promptly
paid over to the employees covered by the
Plan.

Third. Provides for an Increase from
15 percent to 30 percent in the percent-
age limitation on the msximum annual
tax-deductible contributlon that can be
made to a qualified employee benefit
trust

Fourth. Provides an additional tax de-
duction for a corporation making a con-
tribution to a qualified prort-sharing or
stock bonuo trust where the trustpays off
indebtedness incurred to purobase stock
of the corporation. The amont of thli
special deduction would be S0 Percent of:
the principal amount of the lndebtednr
paid by the trust during the taxabl yeor
of the corporation.

Wr. President. the most important atd
pent of the ESOP financing technique
are:

Thi loan is made not directly to the
corporation, but to a specialy designed
ESOP that qualifies es a tax-exempt
employee stock bonus trust under sec-
tion 401(a) of the Internal Revenue
Code. Such trusts normally cover KU em-.
ployees of the corporation and their
relative interesab are proportional to
their relative annual compensatov-
however defined-over the period of
years that the financing is being paid
off. The trusts are normally under the
control of a committee appointed by
management and its membership may
include labor representatives.

The committee Invests the proceeds of
the loan in the corporation by purchas-
ing newly issued stock at lis current
market value.

The trust elves Its note to the lender.
whkth note may or may not be secured
by a; pledge of the stock, If It 1s so se-
cured, the pledge is designed for release
of proportionate amounms of the stock
each year as instaUment Paymenta 2e
made on the trusto note to the lender
andthe released stok is allocated to



479

3 5758 CONGRESSIONAL RECORD-SENATE March 27, 1978

particIpsants' accounts. can be conceived, sent that the foil lest of thie bill be
The corporation issues It. guratntee The concern about the problems of Placed In the RAcross at the conclusion

to the lender watauing that It will make rkainto thtbudIn ur fmyemks
annua paymnt. nto te trut In society today turn primarily on the fact There being no objection, the bill wass
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BAINTGERT & CO. II PINE STREET
* SAN FRANCISCO.,CALIFORNIA 94111

INVESTMENT BANKERS k45 785-7454

September 28, 1973

John M. Martin, Jr., Chief Counsel
Committee on Ways and Means
Room 1102, Longworth House Office Building
Washington, D.C. 20515

Re: House Bill H.R. 4200 (H.R. 10470)

Dear Mr. Martin:

Proposed Amendment to H.R. 4200 (H.R. 10470)

Senate Bill S.1179, recently reported out by the Senate Finance
Committee and added as an amendment to House Bill H.R. 4200 (H.R. 10470),
on the whole responds carefully to many of the problems raised in the
various hearings, but it does contain at least one serious flaw.
Unlike Senate Bill S.1179, as originally proposed and reported to the
Senate on August 21, 1973, the prohibited transaction sections of
H.R. 4200 contain no exemptions for the purchase of employer securities
by a stock bonus plan from the employer or from a ten percent (10%) or
more stockholder, or for the guarantee by the employer or other party
in interest of loans to a stock bonus plan. This change, we believe
inequitably defeats the efficient acquisition of ownership of company
stock by employees covered by such plans. From the standpoint of U.S.
employees, such plans are far more generous than other types of retire-
ment plans.

It seems inconceivable that Congress, in its attempt to expand
and protect employee benefits, would knowingly eliminate this exemption.
It also seems inconceivable that Congress would, on the one hand, require
greater protection of employee benefits by requiring expanded coverage,
earlier vesting, earlier funding, portability of benefits, etc., but
would, on the other hand, eliminate the one benefit that is most directly
meaningful to employees, the ability to acquire a substantial ownership
interest in the companies for which they work.

In order to correct this technical flaw in H.R. 4200, we recom-
mend that the exemptions which were contained in proposed Internal
Revenue Code §4973(d)(2)(C) and §4973(d)(2)(H)(ii) of S.1179, as orig-
inally proposed, be reworded and reinserted in H.R. 4200 as new sub-
paragraph (K) under 54974(d)(2) as follows:
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"(K) STOCK BONUS PLAi - The acquisition from a party
in interest of a security issued by an employer or a mem-
ber of an employer group by a stock bonus plan described
in section 401(a) is not a prohibited transaction if the
trust pays therefor an amount which is not in excess of
the fair market value of the security at the time of ac-
quisition and if the loan or other extension of credit
incurred in connection with such acquisition is on terms
at least as favorable to the trust as an arm's-length tran-
saction with an unrelated party would be."

We also recommend that a corresponding exemption be made under
proposed S15(c) of the Disclosure Act by adding the following new
paragraph (7):

"(7) the acquisition frcm a party in interest of a
security issued by an employer or a member of an employer
group by a stock bonus plan described in section 401(a) if
the trust pays therefor an amount which is not in excess
of the fair market value of the security at the time of
acquisition and if the loan or other extension of credit
incurred in connection with such acquisition is on terms at
least as favorable to the trust as an arm's-length transac-
tion with an unrelated party would be."

THE LIMITED EFFECT OF THE
PROPOSED ATlfIDMENTS

The amendments herein proposed create a very limited and narrow
exception to the prohibited transaction provisions. The exceptions
created would only apply to stock bonus plans. The purpose of the
exceptions would be to enable a stock bonus plan to purchase or other-
wise acquire shares of the stock of the employer company either from
the company or from any shareholder, and to enable the employer company
or a shareholder of the employer company to lend money or extend credit
to a stock bonus plan for the limited purpose of enabling the stock
bonus plan to acquire stock of the employer company.

It is most important to the operation of the stock bonus plan
that the trust thereunder be permitted to purchase or otherwise acquire
stock of the employer company. Indeed, one of the elements of the def-
inition of a stock bonus plan is that benefits thereunder are distribu-
table in stock of the employer company. See Income Tax Regulation
S1.401-l(a)(2)(iii). As is stated in the Senate Finance Committee re-
port on S. 1179 (Section IV.G. entitled "Acquisition of Securities of
the Employer"), ". . . such limitations in these cases would be incon-
sistent with the nature of these plans."
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Again, the exemption would apply only to stock bonus plans
and only to the lending of money or other extension of credit to
the trust and only if the purpose of the loan or extension of credit
is to enable the stock bonus plan to achieve its principal purpose,
which is to acquire stock of the employer company.

Accordingly, the proposed amendment creates a much more lim-
ited exception than the exceptions which were originally included
in S. 1179 in §54973(d)(2)(C), (H)(ii) and (H)(iii).

A DESCRIPTION OF EMPLOYEE STOCK
OVUqERSHIP PLAN FINANCING

In an ordinary stock bonus trust the annual employer contribu-
tions to the trust may be made in cash or in company stocks. If in
cash, the funds contributed are used to purchase employer securities
for the accounts of employees either from the company or from holders
of outstanding shares. When the employee retires or terminates his
employment with the company the shares are distributed from the em-
ployee's account in the trust. An Employee Stock Ownership Plan is a
stock bonus plan in which the employer securities are acquired at the
outset with borrowed funds and the loan is paid off out of annual em-
ployer contributions. The essential aspects of Employee Stock Owner-
ship Plan financing are as follows:

An employee stock bonus trust is established under 5401(a) of
the Internal Revenue Code. Such trusts normally cover all employees
of the corporation and their relative interests are proportional to
their relative annual compensation over the period of years that the
financing is being paid off.

The trust obtains a loan from a bank or other lending organiza-
tion, gives its note to the lender, and uses the proceeds of the loan
to purchase either newly issued stock of the corporation or outstanding
stock of the corporation at its current fair market value.

Since no bank or lending institution would be willing to loan
the trust sufficient money to make such an investment, the corpor-
ation issues its guarantee to the lender, thereby assuring the lender
that it will make annual payments to the trust in amounts sufficient
to enable the trust to amortize its debt to the lender.

Each year as the payment is made by the corporation into the
stock bonus trust, there is allocated proportionately among the ac-
counts of the participants in the trust a number of shares of stock
proportionate to the participants' allocated shares of the payment.
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As the financing is completed and the loan paid off, the bene-
ficial ownership of the stock accrues to the employees.

Although the foregoing is the most typical example of Employee
Stock Ownership Plan financing, two other variations are used:

1. The trust may borrow funds from a bank or other lending
institution and, instead of using the proceeds of the loan to
purchase newly issued stock, the trust may use the proceeds to
purchase stock from existing shareholders at no more than its
current fair market value.

2. If the shareholders are willing, the trust may,
instead of borrowing from a bank or other lending institution,
purchase stock from the company's shareholders at its current
fair market value and give the shareholders its note for the
purchase price.

In each of these transactions, the entire benefit of the trans-
action accrues to the employees covered by tht stock bonus plan in
that they acquire the beneficial ownership of a block of shares at
present fair market values and in a block larger than could be pur-
chased with a single year's contribution.

The advantages of an Employee Stock Ownership Plan to the cov-
ered employees are threefold:

1. The employees obtain beneficial ownership of the
securities at present fair market values. In an ordinary stock
bonus plan, each year's annual employer contribution must be
used to purchase employer stock at its then present fair market
value. Hence, during periods of inflation and during periods
of increased corporate stock values, each year's annual contri-
bution purchases fewer and fewer shares for the benefit of
covered employees. In an Employee Stock Ownership Plan, on the
other hand, the trust obtains ownership of the shares at the
fair market value of the employer's stock on the date of purchase.

2. In an Employee Stock Ownership Plan, the trust is
normally thus able to obtain a larger block of securities than
could be purchased with a single year's contribution.

3. In an Employee Stock Ownership Plan, since the secu-
rities are acquired at the outset rather than gradually over a
period of years, there is a larger potential benefit to em-
ployees in that there is a larger investment that is subject to
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appreciation; the appreciation occurs over a longer period
of time, and, in the case of dividend paying securities, there
is a larger investment which accrues income which accumulates
over a longer period of time.

EFFECT OF THE PRESENT PROVISIONS
OF §4974(d)(1)(A) and (B) OF H.R. 4200

Subparagraph (A) of §4974(d)(1) prohibits the sale or exchange
of any property between the trust and a party in interest. Sub-
paragraph (B) of §4974(d)(1) prohibits the lending of money or other
extension of credit between the trust and a party in interest.-

Under subsection (e) a party in interest is defined to include
an employer, a controlling shareholder, an officer, director, or
ten percent or more shareholder.

The effect of subparagraph (A) would be to prohibit an Employee
Stock Ownership Plan from purchasing either newly issued stock from
the corporation or outstanding stock from the corporations's share-
holders.

The effect of subparagraph (B) would be to prohibit an Em-
ployee Stock Ownership Plan from financing the purchase of either
newly issued stock from the corporation or existing stock from
the corporation's shareholders. That is, if the Employee Stock
Ownership Plan desired to purchase newly issued stock, it would not
be allowed to give a note to the corporation. Similarly, if the trust
desired to purchase stock from the corporation's shareholders, the trust
would not be able to acquire the stock by giving a note to the share-
holder. Nor could it purchase in either case under an installment-
purchase contract.

Subparagraph (B) also has the effect of prohibiting an Employee
Stock Ownership Plan from borrowing money from a bank or other third
party lending source. Since an Employee Stock Ownership Plan has no
assets other than the assets beneficially owned by employees because
allocated to their accounts and securities that are purchased but not
paid for, an Employee Stock Ownership Trust is able to borrow funds
from a third party lender only if the loan is guaranteed by the cor-
poration. Subparagraph (B) prohibits the lending of money or "other
extension of credit" by a party in interest. Accordingly, subpara-
graph (B) would also prohibit the corporate guarantee of a third party
loan to the Employee Stock Ownership Plan, and also would prohibit the
company itself to make loans to the trust for such purposes as purchasing
stock from retired employees wishing to convert their holdings into cash.
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Subparagraphs (A) and (B) were surely not intended to have
these effects. Subparagraphs (A) and (B) were intended to accomplish
a wholly different purpose, relating to pensions, and it was apparently
not realized that these subparagraphs would virtually stalemate the
use of Employee Stock Ownership Plans and Trusts.

An Employee Stock Ownership Plan, however, does not involve
any borrowing of money from the trust by the company or by any party
in interest. Moreover, an Employee Stock Ownership does not involve
a situation wherein the borrowing of funds by the trust has either the
purpose or effect of furnishing capital or property for use in the
employer's business at a time when the employer's financial condition
is such that is is unable to borrow money from usual financial sources.
Clearly the Employee Stock Ownership Trust would be unable to borrow the
money and finance the purchase of the conoany stock unless the company's
guarantee were the real security behind the financing. In the case of
all Employee Stock Ownership Plan financings which we have ever seen,
it has been the credit worthiness of the company and its guarantee of
the trust debt that the lender has relied upon in extending the financing.

EFFECT OF PROPOSED AMENDMENT TO §4974(d)(2)

The effect of the amendment herein proposed to H.R. 4200 would be
to create an exemption from subparagraphs (A) and (B) in order to enable
a stock bonus plan to purchase securities from the employer corporation
or from an existing shareholder of the employer corporation, as they
have been permitted to do under present law, and in order to enable the
employer corporation or a shareholder of the employer corporation to
loan money or otherwise extend credit to a stock bonus plan for the
limited purpose of enabling the plan to purchase employer securities.

We believe that this exemption, which would apply only in the
case of a stock bonus plan and not to a pension plan or profit-sharing
plan, creates a very limited exception, which would be beneficial to the
employees covered by a stock bonus plan, and would in no way involve any
potential for misuse or diversion of trust fund assets.

ARGUMENTS IN SUPPORT OF
THE PROPOSED AEN:DMENT

We would like to emphasize that we strongly support the various
provisions of H.R. 4200 which provide for earlier vesting, earlier
funding, and for greater assurances that trust assets will be ad-
ministered and distributed in a manner which is in tke best interest
of the employees.
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We recognize that the principal purpose of a pension plan
is to provide fixed retirement benefits to employees and that the
incentive element should be down-played in the case of a pension
plan.

Unlike a pension plan or a profit sharing plan, a stock bonus
plan is specifically designed to invest its assets in employer
securities. In a stock bonus plan, the emphasis is on employee in-
centive and, accordingly, the Internal Revenue Code has long per-
mitted employers to use a stock bonus plan to create..employee owner-
ship in securities.

Since a stock bonus plan is necessarily a plan which invests
in employer securities, no purpose would be served by prohibiting
a stock bonus plan from purchasing employer securities. Such a
restriction would be a major impediment to the continued operation
of many stock bonus plans in the United States whereby employees,
in many cases, have been able to acquire a major portion, and in
some cases total ownership of the company for which they work. To
prohibit a stock bonus plan from purchasing employer securities
would be wholly inconsistent with these objectives.

Further arguments in favor of the adoption of the proposed
amendment are as follows:

1. Firstly, a larger number of shares can be purchased due
to the purchase at a fixed price. Secondly, employee incentive is
greatly enhanced due to the fact that the emoloyees have not merely
an unspecified committrment from the comoanv to make future contri-
butions, but, in efrect, have a "funded" trust and an identifiable
interest in specificallv segregated trust assets which can be "earned-
out" by them over a period of years. Accordingly, an Employee Stock
Ownership Trust is of more benefit to the employees than an ordinary
stock bonus plan.

2. The whole purpose of the Private Pension Security
Bills of 1973, the whole tenor of the hearings, and of the
testimony that has been presented before Congress; and the
principal emphasis and all of the various bills, has been to
provide greater protecticn to employees, to allow greater bene-
fits to employees and to insure and guarantee that benefits
promised to employees actually accrue to employees upon termin-
ation of service or retirement. Accordingly, all of the Bills
have provided for expanded participation, for earlier vesting,
for earlier funding, for higher fiduciary standards, etc.
As shown above, a stock bonus plan which purchases employer



488

BANGERT & GO.

5ohn M. Martin, Jr., Chief Counsel
September 28, 1973
Page Eight

securities at the outset does commit the corporation in advance to
funding and assures emplovees that they will acouire the maximum number
of shares which the emnloyer contributions can possibly provide. Hence,
an Employee Stock Ownership Plan provides greater assurances that the
benefits promised by the plan will actually be provided to the employees
than any other type of plan. Accordingly, it would be wholly anomalous
for any Private Pension Security Bill to eliminate the option of
employers voluntarily to use Employee Stock Ownership Plans.

3. H.R. 4200, in the section relating to fiduciary stan-
dards (§15(b)(2)(A)) of the Disclosure Act, provides that the in-
vestment of trust assets in employer securities by the trustee
of a stock bonus plan, a profit sharing plan, a thrift plan or
similar plan, shall not be deemed to be a breach of fiduciary
obligations. Again, it would be wholly anomalous to provide,
on the one hand, that a trustee of a stock bonus plan may invest
trust fund assets in employer securities on a year-by-year basis,
but may not, on the other hand, provide even greater employee
benefits by purchasing employer securities at a fixed price at
the outset, using borrowed funds or installment purchase contracts.

For the foregoing reasons, we urge you to approve the proposed
amendment for insertion into H.R. 4200. If you have any questions
concerning the amendment, or if you desire us to comment further on
any matters regarding these amendments, please call Louis 0. Kelso or
John D. Menke at (415) 788-7200.

Very truly yours,

BANGERT AND COMPANY, INC.

By
Louis 0. Kelso,
General Counsel
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IS RELATIVELY little is known about
the patterns of stockownership or

IS changes in these patterns over time,
although stockholdings are a highly

19 important component of total wealth,
23 especially for individuals at upper

income levels. Even the available
2, historical series on the total market

value of stock owned by U.S. indi-

24 viduals (and by individuals and nonin-
dividuals combined) ore subject to a

25 substantial margin -of error. More

27 deficient still is the information on the
value and characteristics of individual
issues and stock portfolios held by

29 various income and other sociodemo-
29 graphic groups and on the investment
30 experience of these groups. Such infor-
3 mation is valuable for analyses of a

wide range of economic issues, incliding
problems associated srith theinequality
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The purpose of this article is to fill
in some of these deficiencies, mainly
on the basis of data on individual
dividend receipts and the income,
occupation, location, and broad age
grouping of the recipients, as reported
in two large stratified random samples
of individual income tax returns (forms
1040) for 1960 and 1071. Although
the information from the 1980 special
sample was analyzed in earlier papers,
this article represents the fint use of
the 1971 data.'

The 1971 results are based on a spe-
cial random sample of 17,058 returns,
stratified so as to oversample greatly
the tipper income groups. The actual
returns were sampled by the Internal
Revenue Service (IRS). For each re-
turn in the sample, the data an the
amount of individual dividend receipts,
the names of the payer corporations,
and the income and other sociodemo-
graphic characteristics of the taxpayers
(but Riot their names) were transsitted
to the Census Bureau. The authors
provided to Census the information on
the dividend yield, market rates of
return, industry, size, and risk charac-
teristics for each of the payer corpora-
tions listed in the sample returns;
Census then prepared tapes matching
the corporate information with the
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SURVEY OF CURRENT BUSINESS

data on the individual returns. These
tapes, which were designed to preserve
the anonymity of individual returns,
were used by BEA to carry out the
tabulations necessary for this study.
Only IRS had access to the actual
returns.

The 1960 and 1971 special samples
are unique in that, by permitting the
matching of characteristics of individual
stockholders with those of the stock-
issuing corporations, they make it pos-
sible to estimate the market value of
stock owned by different socioderno-
graphic groups. Although IRS publishes
annually the distribution of dividends
by income class of recipient, it is not
possible to estimate satisfactorily the
distribution of market value directly
from these data, since price-dividend
ratios may vary substantially by income
las. Using dividend receipts from in-

dividual payer corporations and appli-
cable price-dividend ratios, the 1960
and 1971 special samples provide the
basis for estimating average price-
dividend raties for stock held by dif-
ferent groups of individuals. While the
market value of stock held by these
groups can be estimated directly from
the sample data, somewhat more reli-
able estimates of the distribution of
market value by income class are
obtained by applying the estimated
price-dividend ratio for each income
class to the aggregate IRS figure for
dividend receipts by that class. The
distributions of market value by other
sociodemographic characteristics esti-
mated from the sample data are made
to conform to the distribution by in-
come class obtained in this way. (A
detailed description of the procedures
followed, including the adjustments
made for nondividend-paying stock, is
provided in the appendix to part 5.)

From the 1960 and 1971 data, it is
possible not only to obtain fairly reliable
estimates of the distribution among
saciodemographic groups of the market
value of all stock held by individuals
but also to determine other character-
istics of the stock held by these groups.
The data con further be used to analyze
portfolio performance and risk charac-
teristic. and to improve the accuracy
of estimates of the total market value

of outstanding stock in the United
States.

Some information-specifically, esti-
mates of the distribution of dividend
income and market value of all stock
by income clas-ill be presented for
1958, 1964, 1969, and 1970, as well as
for 1960 and 1971. However, the
market value estimates for the first 4
years are not as reliable as for the
last 2.

Summary of main result

The main results and implications of
the analysis are:

1. The concentration of dividend in-
come and market value of. stock among
upper income groups continued to
decline from 1958 to 1969, but not
from 1969 to 1971. The share in stock-
ownership of the weulthiest 1 percent
of the population changed very little
over the entire period, in contrast to
an appreciable decline from 1958 to
1969 in the share of the other upper
income groups. Other data suggest that
the 1958-71 period was characterized
by stability, or s.slight decline, in the
concentration of total family income
and net worth, although these esti-
mates-especially those for net worth-
are subject to substantial error.

2. Although data on the distribution
of income and net worth after 1971
are not available, -the sharp drop in
stock prices since then, relative to
prices of other assets, implies a sig-
nificant decline in the concentration of
net worth, inasmuch as stock consti-
tutes a major part of the assets of the
upper, but not of the lower, income
groups. However, no similar effect on
the distribution of total income between
the two groups would be expected,
since dividends, unlike stock prices,
have not been depressed.

3. Although the distributions of
both total income and dividend income
became considerably less concentrated
from the 1920's to the end of World
War 11, only the latter continued to
show a significant trend toward less
concentration in the following years,
and even that trend seems to have
abated substantially in recent years.

4. Despite the fairly substantial
movement in the postwar period, and

probably earlier, toward a mare egali-
tarian distribution of stockownership,
the 1971 distribution among different
income classes remained quite con-
centrated. Thus, the I percent of U.S.
families (including single individuals)
with the largest personal income ac-
counted for 47 percent of dividend
income received and 51 percent of the
market value of stock owned by all
families, while the 10 percent of families
with the largest income accounted
for 71 percent of dividend income and
74 percent of market value. (Foreign
as well as domestic stock and beneficial
ownership of stock hbld by fiduciaries
and agents are reflected in these
figures.) The I percent and 10 percent
groups in 1960 owned 50 percent and
79 percent, respectively, of the market
value of families' shareholdings. The
1971 and 1960 figures, each of which
is based on a single year's income,
probably understate the concentration
of stockownership that would be indi-
cated for upper income groups if families
were classified by their normal lifetime
income or their average income over
a period of years.

5. As of mid-1971, U.S. individuals
owned an estimated 6790 billion in
stock. (This is moderately higher than
the corresponding Securities and Ex-
change Commission (SEC) and Fed-
eral Reserve Board (FRB) estimates
and may be compared with S335 billion
for mid-1960.) Of the $780 billion,
$460 billion was held in domestic New
York Stock Exchange (NYSE) and
other listed issues, 950 billion in mutual
fund stock, S35 billion in enlisted bank
and insurance company stock, and
6190 billion in direct holdings of other
traded and privately held unlisted
stock.

6. The two. employment status
groups with the largest stockownership
in 1971 were the managerial and the
retired. The relative share of tork
owned by families headed by retired
persons was appreciably higher than
in 1960.

7. In 1971, a surprisingly high pro-
portion of the portfolios held by in-
dividuals was dominated by a cray
small number of issues; thus, the port-
fois were not well diversified. This
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finding applies to all income groups.
Since there is ample evidence that
investors are risk-averse, the lack of
effective diversification strongly sag-
gests that two of the basic assiimptioas
typically made in capital asset pricing
theory cannot both be salid: namely,
that investors measure risk by the vol-
atility of the rate of return on the
entire portfolio, and that investors
hold homoegeneous expectations about
rates of return and risk. The lack of
effective diversification also has im-
portant social implications since, in a
major downturn in the stock market,
a high proportion of investors will
do vern much worse than the market.
Thus, siice early last year, when the
market value of NYSE stock as a
whole dropped nearly 40 percent from
its high point, millions of investors-
including many with moderate means-
must have experienced catastrophic
losses.

8. The lower income groups tended
to hold somewhat less risky stock than
did the upper income groups. Although
the latter owned substantially more
stock on the average, as high a pro-
portion of their portfolios were as
poorly diversified as those of the lower
incoice groups. Mutual funds were a
much more, and NYSE stock a
somewhat more, important part of
lower income portfolios. Among the
NYSE stock, the lower income groups
svere relatively more likely to hold
telephone and electnic and gas utility
stock than the upper income groups,
but the differences for telephone stock
were smaller in 1971 than they had
been in 1960. Electric and gas utility
stock constituted a much smaller
proportion of holdings of all income
groups in 1971 than ii 1960.

9. Among emiploymenit status
groups, aenagers tended to hold the
riskier stock and retired and other not
gainfully employed persons the less
risky stock.

10. linvestors in the upper incoise
groups tended to hold stock with higher
pricre-diviile Il ratios than other in-
vetoes diid. This tendsncry is consistent
iwith the greater tax advanitages to
high-iniclme individuals of stock with
low diislend payout, that is, o high
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earnings retention ratio. The same
tendency wvas observed in 1960, but
became more pronounced by 1971.

It. The rates of return realized on
average in 1970-72 on stock held by the
lower income groups in 1971 were out
significantly different from those
realized by the middle end upper in-
come groups in these periods. This
result is quite sililar to that found for
the years immediately preceding and
following 1960.

12. There were no noteworthy dif-
ferences in 1971 investment perfor-
mance among occupational or regional
groups holding a substantial amiount of
stock. This article provides the first
comprehensive data on this subject.

13. While the total market value of
stock owned by U.S. families and the
number of individuals owning stock
increased greatly from the late 1950'.

Nocemaer 19a4

to 1971 (and still remained much higher
than io the earlier period), the per-
centage of stock owned by individual
investors declined apprecihbly. This
decline reflects both the rapid rise in
a-sets of financial institutions aml the
increased proportion of these assets
channeled into stock investment. Many
inldividual holdings of all sizes have
been replaced by a touch smaller num-
ber of large institutional holdings, and
a large number of new and generally
rather small stockholders have acquired
shares through the reduction in holdings
of more substantial individual investors.
As a result, since institutions have not
played an active role in corporate
affairs, and small individual investors
have tended to he less active than large
investors, managerial control of U.S.
corporations may have been enhanced
over this period.

Part 2: Earlier Studies of Trends in Stockownership

Earlier studies have provided lis-
torical insights into a number of differ-
ent facets of stockownershio, though
much of the information provided by
these studies swas based on fairly
tenuous data. There are reasonably
usefil, but rough, bong-term estimates
of the: (1) total tmasket value of stock
outstanding in the United States,
(2) aggregate amounts owned by the
two major groups of investors-finan-
cial institutions and families or house-
holds, (3) number of individuals own-
tUg stock, and (4) amounts of dividends
ind of total income received by groups
of families classified by total income.i

Historically, the market value of
-tock has increased considerably more
than that of total net worth either of
the economy as a whole or of the tealse-
holdI sectucr.i For many years, stock has
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been by far the lirgest of the financial
assets held by families and has consti-
tuted one of the two major components
of household net worth.

Iep-erence of inetiteitiine

Excluding personal trusts, most of
uvhich are administered by commercial
banks, stockholdings and stock trading
by financial institutions became impor-
tont onIv after World War II. In 1940,
such hoidings accounted for less than
5 percent of the market value of all
outstanding stock in the United States;
even by 1950 this percentage was less
than 9, ii contrast niith over 24 percent
currently. Stock held in personal trust
funds experienced little change in rela-
tive iniportance over the post half-
century, accounting for about 10 per-
centi of all outstanding stock owned by
noocorporate entities. A relatively smell

tember of institutions now hold close to
35 percent of all outstanding stock; the
rei iiailet- is owned by souuehat under
32 iulliot ioudivhial stockhiolders.i

*. Ne er tlak Ovtsr (uYSE) lsJ sae a*.
vs. vsNEnSE nn,,lnue~ranoao,,ria~llrniai
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Despite the marked decline in the
shore of the market value of all stock
owned by individuals, the number of
such stockholders has increased greatly
since the turn of the century. Earlier
studies have indicated that the number
of individual stockholders in the first
three decades of this century may have
risen from about I million to 10 million.a
In the next two decades, the number
actually declined, but the decline was
reversed in the 1050's. By the end of
the decade, the number had increased
to about 12.5 million, and by early 1972
a peak of 32.5 million was recorded.

Information on the number of stock-
holders, or the ratio of that number to
the total population, obviously provides
a completely inadequate picture of the
diffusion of ownership among different
sectors of the population. It does not
even provide an altogether satisfactory
picture of the growth in the number
of basic consumer units (families or
households) owning stock, since several
members of the same basic unit may
hold stock in their own names and the
number doing so may vary aver time
as a result of changes in tax laws.

The two major sources of information
on historical trends in the distribution
of stockosenership among different
groups arc the dividends reported by
icome class on income tan returns
(forms 1040) and the asset data on
estate tax returns.' Of the two, the
estate tax data are less useful informa-
tion sources because they cover a
considerably smaller range of incomes,
and, more importantly, because they
require a number of questionable as-
sumptions to estimate the assets of
wealthy survivers from those reported
for wealthy decedents (see part 4).
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I portenne of upper income groups
The analyses of trends in the dis-

tribution of dividend income based on
income tax data point to a substantial
decrease in the proportion of dividend
income received by the highest income
classes over the 1919-57 period. On
the other hand, over this period, esti-
mates derived from estate tax data
point to o moderate increase in the
concentration of the market value of
stockholdings in the top wealth group.
The discrepancy seems too large to
be explained wholly by differences that
may exist between the concentration
of dividend income by income class and
the concentration of value of stock by
wealth group as a result either of
differential movements in price-divi-
dend ratios of stock held by upper and
lower income faminies or of differential
movements in the relation of income
to wealth for these two groups. As noted
previously, the findings from the income
tax data seem more reliable and appear
to suggest some decrease in the pro-
portion of stock held by the upper
income and probably also the upper
wealth families. Those findings also
seem more plausible in light of the
fairly broad range of evidence that the

A basic input in estimating the ag-
gregate value and distribution by in-
come lass of the shareholdings of
individuals is the information on divi-
dends reported on Individual Incomo
Tax Forms 1040. Such information,
based on a very large sample of returns,
is developed each year by the Internal
Revenue Service (IRS) and published
in Statistics of Income: Indiniduoa In-
comne Tax Returns. However, the Sta-
tistics of Income (SOt) data omit two
components of dividends allocable to
individuals: (1) dividends retained by
estates and trusts on individuals' behalf
as beneficiaries, and (2) dividends re-
ceived by individuals, but not reported
on individual tax returns, either be-
cause recipients were not legally re-

concentration of total income in the
upper income groups diminished lurinL
most of this period!

Data on the distribution of dividend
income, based on income tax returns,
and on the distribution of the market
value of stock, based on estate tax
returns, are available for a number of
years after the late 1950's. These will
be discussed in part 4 of this article
in conjunction with the data for 1971.

Probably the most comprehensive
and reliable data previously available
on the distribution of stockownership
by income class and by other sucio-
demographic characteristics ore con-
tained in the 1960 study, which is the
precursor of the present a01lysis '
The 1960 and 10971 studies make pos-
sible the first reliable estimates of the
market value and of the ownership
trends of stock held by different groups
of families over this period. In addition
to giving information on the distribu-
tion of stockownership, the two studies
also make possible improved estimates
of the market value of outstanding
stock in the United States and provide
new information in the risk, rate of
return, and other characteristics of
the stock held by different groups.'

quired to report them or because re-
cipients illegally underreported them

The dividend gap
The aggregate magnitudes of the

two omitted components were esti-
mated by the following procedure. The
first aggregate was derived from total
dividend receipts of estates and trusts
as reported on fiduciary income tax
returns, after allowance for distribu-
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tions of fiduciary income to individuals
and other categories of beneficiaries.
The income tax data, wshich are avail-
able for 970, were updated by using
the market value of stock held by bank-
administered trusts and estates in 1971
(see appendix to part 3). The second
aggregate was derived by compering
domestic corporations' total cash dis-
tnbutions to stockholders, as reported
on corporation income tax returns,

with total dividend receipts as reported
on forms 1040, after allowance for

dividend receipts of other stuckowner-
ship groups and a number of reconcil-
iation items (see table t).'

Total cash distributions of domestic

corporations exceed the receipts of

domestic individuals by the dividends

paid to domestic corporations, non-

profit institutions, and foreigners and

by the dividends paid to fiduciaries,

but retained by them or used to pay

taxes or defray expenses. Such divi-

dends therefore had to he subtracted

in arriving at the cash distributions

paid to individuals." On the other hand,

cash distributions paid by foreign cor-

porations to domestic individuals had

to be added. These adjustments pro-

disce a figure of $20.5 billion for 1971

cash distributions by domestic and

foreign corporations to domestic in-

dividuais (see table 1).

Some portion of this total is not

reportable as dividend income on

individual income tax returns: (1) dis-

tributions of small basins corporations

electing to be taxed as partnerships,

(2) distributions taxable as capital

gains, and (3) nontaxable distributions.

For comparability with dividends ac-

10. A d.b u s d a etasaoe o1 tt . ..=d o r d as.
odiload In Os~ st 's t as urns. a th il. b s is s I to t s.

at'teoo5 to wt * .A r moo b bst usie tbb olae see .' I,,
cmxketuidF -n, Cblndob¢

tr F. 55 m. nensotip amoes. distosod omoirt 5' dto
helon esd mbm tts ooeaireav~t, data rotided roy eonf
roso toso m h isn c l.

5
ai 50 t ,oa tan osio s m ultlsi eii d

be - d..da aos t i .i .o .aa I sbxi to bos abook setepdtat
to 1. tt 0,0 to a1 d. t bo.bt n it, osia or iord d.n
eseta a m a on0 T h ib bs o taco m ost br onisieU d b

5
e.

,iit td.o Yeisd iddd o .e .ati - at b0 0h.
t tl a. ld O . bto as daj &di. FT etarn tm st,

noooe ot tiooai ueoo so d t to as s. t. e mo ae raooa a
-orio dladdom . aad as. dldd.od dlbd autisd at Ibhs

e t oe o o tts i a tt a r n a n n a s od s o t.a n i o t etl a as s t ot sd
assb r (t oTOO. Fo dmbeltte to.tom s oas O.

arn.s -k mm d mdm ` eat,.' ol db
thr 'oatl ot dlnitdsnd to sossi ooast 'asa -as too md
't o s n a u r as a e e m o s t a t. . t o s a st r sb o to a e s~ ta e i
a~ooaneslie sone

Tabl. L-Ecsiiaaiaa af Dtlidend tes-ips br Indiaidola. Nat Rlep-rsed an lnldioid.al
Income- Ta le.earn,, 19TI

SNtitos oU dotto

2 tot. oomttdbO~,aohsa toos mi e d oso d soo ttsobs 'motm SesDtowao

Fg i s Do ia dt tdb (rib(.d eto ',u tbno g a ai b t totesd oa ds b to totio rm it ei d d iot to t .sd sot datb a tee-

o trss D . -s -aii -Ast . . . . .om. U..dl. . . ..s .ai. t.osse g.o. . .

a c1 ' a ata o oiss ia a.d sr a a s o o a ed o s. . ats a sstsss ta o o s asi a ,. s...a , .. a

I,55 tomeands oterissd Se esee est esooiarr toa~ ds. l d d n h d R db s d b b S i b i i
o Dlddmd.aonood osesuus md tmsi nrssoU.,dtmtinmioitn or ds d ~ m .
O5 _ I csa s ad idos s s O h o s r t s o o s io oaio oansn < iio et d o s. Oad adtd s nd a te ls e o d tt
a.1 n o oioEdbuos to sion be ta s 0 t ents to asa sa to P~ reat p bar a a -i ~ asto. c a b o .... . .... s..... ............... . ... . .................................... ..........

i. tam asnbnioaa at sm ~ons anos ted ss xbaa. ...............ro...
Dbo r . b. Dld........ _-1.. sd_ l. 1 ~. ............. ....... .. ... ....o ooattua dostis ao tat.. a................... ...................

t o 6. O a o i d d o t_ i .d .............a . .- .- .- - .- .-- -- . ..... ... ....................
to. Lam Disosdsd tI.sdsotoi .is i .n to 'soe............... ............
Is.cosl 50504-0 ss. ................................

moods. a samit otaot at oaootd~~~aod ama diototosam sou ao Oomnrie omososooss sod treesoan~~
xtei t dobW. dd -o UhT .. nd teas.

a- s.. .sb . .

tually reported on forms 1040 in 1971,
these distributions had to be sub-
tracted; this procedure yields a figure
of £17.8 billion for dividends reportable
on individual income tax returns. Com-
pared with the $16.8 billion reported in
1971, there is a dividend gap of about
$1 billion.

This dividend gap is presumed to
consist of three components: (1) the
small amount of illegal underreporting
of dividends revealed by audit checks,
(2) dividends received by nonfilers-
either those with gross income so low
that they were not legally required to
file or those who escaped audit checks,
and (3) dividends below the exclusion,
which the recipients neglected to indi-
cate on their tax forms and which were
not found on audit."

Since different procedures should be
used in distributing the three compo-
nnets by income class, rough estimates
of their relative magnitudes were made.
An estimate of illegal underreporting
at 2 percent of reported dividends gives
a figure of $340 million. This per-
centage is considerably less than the 5
percent figure assumed in the 1960
study. The 5 percent figure, based on
1959 IRS estimates published by Hol-
land, was derived by checking corporate
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information reports against stock-
holders' income tax returns." No cur-
reot estimates on this basis have been
priblished, but unpublished IRS studies
show a substantial reduction in under-
reporting since 1959. This reduction is
partially attributable to increased en-
forcement effort by the IRS and par-
tially to the policy of making available
to the individual stockholder a state-
ment of the dividends ascribed to him
in corporate information reports to
IRS. A lower limit to current under-
reporting is probably represented by
the 134 percent implied by the IRS
1963 Taxpayer Compliance Measure-
ment Programn data, which do not
attempt to match individual reports
with corporate information reports.

The dividends attributable to non-
filers are estimated at S430 million, or
two-thirds of the remaining gap. This
figure is considerably above the 1960
estimate, in part becamve the gross
income requirement for filing was subse-
quently raised from $600 to $1,700
($2,300 on joint returns and higher for
retired persons). In addition, New York
Stock Exchange (NYSE) figures in-
dicate a very large increase (of almost
I million from 1965 to 1970) in the
number of minors owning stock,"
a high proportion of whom are likely

i3t . Or. stoito ,t d .O o d t i t s . a.
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to have gross income below the current
requirement for filing."

The remaining $210 million of the
dividend gap is attributed to the
omission of dividend receipts from tax
returns in cases where receipts were
within the legal exclusion. Although
about 431 million filers in 1971 listed
dividends totaling less than the ex-
clusion to which they were entitled,
the NYSE stockholder census indicates
that there were 121 million holders
with portfolios under $5,000 at the
beginning of 1970." Receipts of a large
proportion of these stockholders would
be expected to full below the 5100
exclusion, so that the total number of
individuals receiving dividends in this
amount may substantially exceed the

411 million filers who reported dividends
below the exclusion. The average divi-
dend received in such cases would, of
course, be very small.

Usliat.d donsrseic stoek

The information in table 1, aug-
mented by data drawn from Govern-
ment or industry sources and from the
1971 special sample of individual in-
come tax returns described in the
appendix to part 5, can be used to
generate estimates of the aggregate
market value of unlisted domestic stock
and of its distribution among ownership
groups. Such stock is a very substantial
component of the total financial wealth

of households, but existing estimates of
its total value are subject to wide
margins of error. While the Investment
Company Institute (ICI) provides reli-

able figures on the market value and
business and institutional holdings of

mutual funds, and the Securities and

Exchange Commission (SEC) estimates
the market value of unlisted stock of
banks and insurance companies, no
similarly reliable estimates are available

for other unlisted stock. This residual

group is largely nonfinancial; and a

significant proportion is not traded over
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the counter (OTC), in which case, price
quotations are unavailable.'

5

Two basic approaches that have
customarily been used to estimate the

-alue of the residual group of unlisted
stock are followed here. A third pro-
cedure, depending in part on the 1971
special sample of individual income tax
returns, is also presented.

The first approach is based on ag-

gregate cash distributions on all cate-
gories of stock, which can be determined
with a high degree of accuracy from
corporate income tax data. From this,
di-idends on listed stock, mutual funds,
and unlisted stock of banks and in-
surance companies, which can be esti-
mated with varying degrees of accuracy
from industry and Government sources,
are removed." Next, nondisidend dis-
tributions are removed, leaving divi-
dends on other unlisted stock as a
residual. (These computations are
shown in the appendix to part 3.) An
estimate of the aggregate value of
dividend-paying stock ;. the residual
category is obtained from aggregate
dividends by dividing by an appropriate
dividend yield, based on a large market
value-weighted sample of stock in the
category under consideration.

This method, hocever, provides no
firm basis for estimating the value of
nondividend-paying stock. Evidence
indicates that a far higher proportion

of unlisted than of listed stock pays no
dividends. It is possible to estimate
this proportion on a sample basis for
the category of stock under considera-
tion; and the aggregate previously
obtained for dividend-paying stock
can then be correspondingly augmented.

However, little confidence can be
placed in such an estimate because
samples are necessarily drawn from an
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ncomplete listing that consists only
of issues for which price quotations
are available, and because the large
sample that is available from the
Rodney L. White Center files almost
certainly overrepresento large firms to a
very substantial, but unknoscn, degree. "
Since it is clear, from clessifiving this
sample by market value of stock, that
the proportion of nondividend-paying
stock increases sharply as firm sire
decreases, the overrepresentatiun of
large firms is a considerable dis-
advantage.

The second approach deals directly
with market values, but on a sample
basis. Data on number of shares out-
standing are collected for individual
firms for which price quotations can
be found. The NYSE, in connection
with its most recent census, Share-
owectuhip, 1970, contacted 7,450 un-
listed firms (other than mutual funds)
eurly in 1970 and determined their mar-
ket value to be 5369 billion. Such a
sample aggregate, since it is not ex-
haustive, necessarily understates the
universe total. At a minimum, the
NYSE figure must be adjusted up-
ward to amount for unlisted stock
(other than mutual funds) not traded
OTC. From the adjusted figure, it is
then necessary to eliminate the market
value of unlisted stock of banks and
insurance companies to arrive at the
aggregate that is being measured.

Apart from the mutual fund com-
ponent, any estimate of the market
value of unlisted stock not traded OTC
is subject to a wide margin of error.
The procedure in this study follows that
of Tri in basing the estimate on 1965
estate tax data, which distinguish
privately held stock" from the holdings
of traded stock reported in the 97,000
Federal estate tax returns filed in that
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year'' Stich stock amounted to 15J%
percent of other stockholdings, as
reported in these returns.

In the 1971 special sample of indi-
vidual income tax returns, a basis
exists for approximating, for that year,
the aggregate holdings that correspond
to the category of traded stock rec-
ognized in the breakdown of stock-
holdings from the 1965 estate tax
retitrns." An estimate is then derived
for individuals' ownership of prirately
held stock in 1971 by taking 151
percent of traded holdings. This pro-
cedure assumes that the relationship
of privately held to traded stock for
all individuals in 1971 is similar to
that for the decedents represented in
the 1965 estate tax returns. To obtain
the figure for total market value of
privately held stock, a small allowance
mist be made for holdings of other
ovnership groups (which may be ex-
pected to constitute a rather small
proportion of such stock), and the
stock of small corporations electing
to be taxed as partnerships must be
deducted (This last category of stock
is apparently included in the privately
held category in the estate tax data,
although it is excluded here.)

Both approaches to estimating un-
listed stock, other than that of mutual
funds and banks and insurance com-
partnies, can be seen to involve question-
aible steps The first approach en-

'0 t-In~ o S Eo.. iC 000 rtdo oi r. u, s C m
W1rxrr.-fr -r1 r Id, aro

t
l.so,es nsal i L0 TO, "TO,. 5tbokl 55tAY 00 cow,,,.
5ito Oklnti .l .s Q'oecuct o ir~o ti o o aso oos ioootl s
or . iti .

-s o s toa idloso t~ osi coos lr ro e I oI d . vo -

iiiioook t hoos ho5 o is .0 o 00 h i 00 in t s I do d
roo'dsoo ro h .oost I., ks- o ,,d T, s d ,.c n N

o e on - i, ad outoi . hs,,, i 1 a. coco c, .be
0 lom ok ,1',obsm scow, Ico ti toi oo otis com on ,coI

too , o i 5I oi 00 c. o I . 1 0 r 11 . too n o s o
oo ,ieo or o .so upor ot0 0 I 0. omo. o oIsoo- h a s,0 0 00 0, olc o 0 . 0 toh f 5 0 0 0 ev, 00 o o i d tc .o c ooon r u r 00 t

t h ,e n 0 0 .i s o .s t O or 000 h i o ri0 n , oi o o o tt h t e b i ou g

,oo c 0t& 0 en . Iu beautoo so orokovSnOod u oi oooS~s r r h 0 0 0 0 0 0 0 00 0 0 c ocoa l. tn¢ l io o s edo-
Ad it aooo rl toobru s 0 0. 5, ly s l i o o c o aookil , 00 000a k
0000i-omotiIO Oored 0 root. m0 05 eiocic Ooooil hi'ch
,, , lood >< o lootoo lrcd u boc c coce too r o e atom To.

oiiO tothi s so rtooi o Oo Sr,, n oun ioo olrD d om mo os o d 0000 001
0,0 P iem' t l o to 00000000 a or toitglod too As , os f Ih.

XGodioooor-O In0 0000 Pita" tofjo oto.{Ik olosti tod _e0any 0 0 0 0 t 5 00I 0 0lo r fIir ot o00 o0 .o

too 0 0. 0 t o 0v l 0 ,

counters particular problems in the
estimation of the nondiidend-paying
component and the second in the esti-
mation of the prirately held comm
ponent. In addition, inaccuracies are
certain to be introduced in any process
that converts dividends to market
value, or vice versa, on the basis of
sample estimates of the ratio of one
to the other for a particular class of
stock.

The third procedure depends, as
does the first, on an estimate of the
total dividends paid on stock of the
requisite type, but it uses the 1971
special sample of income tax retirns
in determining these diridends. The
dividends received by individuals on
direct holdings of unlisted stock other
than mutual funds are immediately
available from the sample. This is
a fairly reliable figure, but it must
be augmented by estimates of the
dividends from unlisted stock held
by individuals in agency and custodial
accounts and in street name and by
fiduciaries and other ownership groups.D

Total dividend receipts for stock
held in agency and custodial accounts
and in street name are obtained from
the 1971 special sample; for fiduciaries
and other ownership groups, dividend
receipts have already been estimated
for the purposes of table 1. (See ap-
pendix to part 3 for details.) If plau-
sible assumptions are made as to the
proportion of dividend income derived
from unlisted stock, an estimate can
be obtained of dividends on all un-
listed stock not held directly by in-
dividuals. The assiomptions as to port-
folio composition for the various groups
must meet one ronstraint the total
dividends allocated to listed stock
(including individuals' direct holdings
as determined from the 1971 special
sample) must be consistent soith the
highly accurate external figure for
total market value of listed stock,

za Too', a. 0000 ar coo. dotlenoo. Oeoa rno M00 Soh.
ooo5 Itc Iofo 00r 0 a. dolvdood 0to50 is iootoh Wran ompom
O o o o o 0 0 o c o tota o sot ',rro c ood b d _ i titote d.o c o c o ato o c o o o ly
cicootwcot toy is. u. c o o t.,. c t .d c . 1.dtoie
001 ,000m 0 d0 tot 000, -1los s -i-i is. - iiot0
000m 0 00 0l 00a ,, T o o 10 In 0 00 0000e n 00 0 0', t r ' , ip 0l OiO 0
.0 0 0 0 0 , 0 0 l0 0 0 0 T Oe ', 00 o l o t 0 0 ot o c c o t t sof iitii o o t o o t o

0000000o Sioco cotS co. ac td.<. 00004000 trkttuieo-oRo0
Oontre ussoook0't o o h.O SO lS ocool O.00tocm s tS dl=oootS

loo t to o to . d tzci uso t o d 0 lo 0 h e ottcd io ot 00 0 0 0 0 0,

taking into account the average div-
idend yield and the proportion of
stock paying dividends that charac-
terize listed stock "

To this estimate of the dividends
on unlisted stock not held directly by
individuals, the sample-based estimate
of dividends on individuals' direct
holdings of unlisted stock other than
mutial funds must be added. After
subtracting the small amount of mutual
fund dividends received by groups
other than individuals and the aggre-
gate dividends on unlisted stock of
banks and insurance companies, an
estimate is obtained-alternative to
that developed by the first approach-
of dividends on the category of stock
for which the market value is being
determined. The market value of
dividend-paying stock is then derived
by multiplying dividends by the
estimated dividend yield.

As with any approach based on
dividend information, the problem re-
mains of obtaining a satisfactory es-
timate of the value of nondividend-
paying stock. However, the 1971 special
sample provides some assistance here
also. To derive a figure for nondividend-
paying stock from the estimated ag-
gregate of dividend-paving stock, it is
necessary to estimate the overall ratio
of nondividend-paying to dividend-
paying issues for the ulass of stock
under consideration. However, it is
not feasible to obtain a large random
sample from the relevant universe on
which to base such an overall ratio.
The available sample is believeol to be
strongly biased in favor of large firms,
but it should provide a relatively
unbiased estimate of the required
ratio sithin each size class. If appro-
priate weights were available (ideally,
the population aggregate of dividend-
paving stock within each size class),

M Il S la 0 150 ,l oo r u 00 t to o d 11010 000000ma ter boo oct o sid .iokirm h ampl. 0005 010odod,

It 00 hcto h cco 0 0iO dl loLi l d . -500.

000 ns 50 a 05 i 0 r . ro~ ct c Mo i gh, =,00 0 t 0 cir 4004.0
Ct p,, , too oo doo 5 tco o to to o oct o ..od O 000 a n 

0
ro.0 0.lt

t ,o .o o t o O I 0 0 0 0 0 0 0 ciu," d o t i i 0 0m0m .1 0 0 ttt o o', 0 to

22 November 1974



497

SURVEY OF CURRENT BUSINESS

a weighted average of the ratios for Tabl 2-...Slaeket .8
individual size classes would provide a
suitable estimate of the oseroll ratio.
The 1971 special sample data on the
relative importance of each size class in
individuals' holdings of dividend-pay-
ing stock within the relevant category
is used to indicate population weights.'

This use of sample information on ------------
individual holdings of disidend-paying ited¶?.7'X
stock to approximate population c,...................
weights is equivalent to assuming that, rt.-kIU ......
for each dollar of dividend-paying 07.. -
stock held in a giren size class, an -3------e-----
amount of noodividend-peying stock is -4777,433m=.co 5k d
held equal to the ratio of nondividend- 2 h'add~ h
paying to dividend-paying stock for s32r3rr33a745dipp
that size class. When this weighting
scheme is used for averaging over size paMm. The third
classes, the average ratio obtained is dividend estimate o
termed "sample-weighted ratio." utilizing the aame d

As a check on the sample-weighted proportion of nondiv
ratio of nondividend-paying to as m the first approa
dividend-paying stock, a random of $350 billion-intk
sample of 130 unlisted stock (not the first two estimat,
stratified by size) was drawn from the second. Thus the
Bank and Quotation Record, a listing approaches tend to
subject to somewhat less size bias than and this provides sol
the large sample available from the assumptions as to pa,
Rodney L. White Center files. The that are utilized in t
small random sample provided an esti-
mate almost identical to the sample- Alleoseoiestock
weighted ratio just described. Market value fig

The estimates obtained by these three listed issues, mutual
approaches are in fairly close agree- stock of banks and in
ment. The first approach yields a as obtained from ind
dividend figure of $5.2 billion and, ment sources are c
utilizing sample-weighted averages for second estimate for o
the dividend yield and for the proper- to obtain total mark
tion of nondividend-paying stock, tic issues (table 2).'
implies a market value of S318 billion. mate, the largest of i
The second approach yields a figure of partly because it
S358 billion. This figure is derived by attempt to memo,
taking the $366 billion figure obtained rather than an indi
by the NYSE in early 1970 for 7,450 dividends, and thus
unlisted firms that were traded OTC," problem of evalua
adding S33 billion for privately held paying stock by inf
stock, other than that of corporations because its conceptu
electing to be taued as partnerships, in the direction o
and subtracting $41 billion of unlisted rather than overstate
stock of banks and insurance coro- statement arises b4

sample cannot have
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Total holdings of individuals (direct
holdings plus beneficial ownership of
stock held by fiduciaries or in agency
or custodial accounts or in street name)
are derived from the 1971 special sam-
ple of income tax returns, after adjust-
ment to exclude holdings of foreign
stock (see table 2). Those of foreigners
and nonprofit institutions (corporate
pension funds, State and local govern-
ment retirement funds, foundations,
and educational endowments) are de-
rived from Government sources and
adjusted as shown in the appendix to
part 3. The stockholdings of fiduciaries
have been allocated between individuals
and charitable organizations in the
same proportion as the distributions by
fiduciaries shown in that appendix.
While total receipts of domestic divi-
dends by domestic corporations are
known from corporate income tax data,
the market value of the corresponding
domestic stockholdings is not known,
and so it is computed as a residual (see
table 2).

Individuals' direct holdings of listed
stock can also be obtained fron the
1971 special sample. Information on
other holdings of hsted stock depends
on the assumptions mentioned esrlier
as to portfolio composition. Specifi-
cally, the assumptions are that, (1) for
estotes and trusts and agency and
custodial accounts, 25 percent of the
market value (and hence a smaller per-
centage of the dividends) is assignable
to unlisted stock, and (2) for nonprofit
institutions, foreigners, and the stock
of individuals held in street nasie, 10
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percent of market value (and hence a
smaller percentage of dividends) is
assignable to unlisted stock.

Corporate holdings of listed stock
are again determined as a residual.
When this value is compared with the
amount of intercorporate dividends
previously assumed to arise from listed
domestic issues (that is, 27 percent of
the $5.1 billion aggregate obtained from
corporate income tax returns), the
resulting ratio of dividends to market
value'2 is that characteristic of listed
stock as a schole. This tends to con-
firm the reasonableness of the assump-
tions as to portfolio composition.

Since the stock of mutual funds and
unlisted stock of banks and insurance
companies is to a very large extent
held directly by individuals, and since
there are good external estimates of
the total market value of such stock,
individuals' direct holdings are obtained
by adjusting total market value for the
holdings of fiduciaries and other owner-
ship groups. The market value of indi-
viduabi' direct holdings of other un-
listed stock is then obtained by remov-
ing, from the sample-derived dividends
on all direct holdings, the dividends
already accounted for by the estimated
direct holdings of listed stock, stock of
mutual funds, and unlisted stock of
banks and insurance companies. The
residual dividends are then converted
to a market value figure."

The value of unlisted holdings of
fiduciaries, nonprofit institutions, and
foreigners is already determined by the
portfolio composition assumptions,
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given the data on total stockholdings.
The holding of corporations are again
determined as a residual.le

The total market.value for domestic
issues nas $1,220 billion in mid-1971
(table 2). This is 21 times the corres-
ponding estimate for 1960. (The total
includes intercorporate holdings-finan-
cial and nonfiancial-unlike the SEC
figures that are discussed in part 4.)
The value for listed stock increased at
a slightly lower rate, unlisted nonfinan-
cial stock at a somewhat more rapid
rate, and mutual funds, of course, at a
much more rapid rate, than the total.-'
In view of the substantial trend during
the intervening years toward the listing
of bank holding company stock, it is
perhaps not surprising that the market
value of unlisted stock of banks and
insurance companies increased very
little.

In 1971, individuals' direct holdings
accounted for over 40 percent of listed

stock, somewhat over 50 percent of
unlisted stock other than that of mutual
funds and banks and insurance com-
panies, and about 60 percent of all
unlisted stock. Total stock of indivi-
duals, including beneficial ownership
of stock held by fiduciaries and in
agency and custodial accounts and
street name, amounted to about 60
percent of listed stock and 70 percent
of unlisted stock. Nonprofit institutions
accounted for 18 percent of listed stock
and, under the assumptions here, for
very little unlisted stock. Intercor-
porate holdings accounted for 18 per-
cent of listed stock and over one-fourth
of unlisted stock. The latter result
depends to some extent on the assump-
tion that corporations are consid-
erably more likely than individuals to
hold substantial amounts of nondivi-
dend-paying stock in small unlisted
firms other than mutual funds and
banks and insurance companies.

Part 4: Trends in Concentration of Stockownership
Since Late 1950's

The most widely publicized structural
developments in the securities markets
over the past two decades have been the
very substantial growth in the relative
importance of financial institutions in
the ownership of corporate stock and
the even more rapid rise in their
stock-trading activity. These develop-
ments, associated with a corresponding
decline in the relative importance of
individual investors, have been cited
as having. seriously adverse effects on
market liquidity and, indirectly, on
the ability of most corporations to
raise equity capital. Thus, it has been
argued that institutions tend to buy
and sell large blocks of stock and to
concentrate their activity on a rela-
tively small number of large issues.
Also, it has been asserted that, since
they are subject to the same influences,
have access to the same information,
and closely follow each other's assess-
ments and actions, institutions are

SIi S .a i s, god m i e t, o i m ut i hmd he ho

O e c e- d i .iei is. 'ckcl a. I .

more often than not on the same side
of the market. The result is said to be
much greater price volatility in the
stock in which institutions trade than
would exist in a market dominated by
individual investors." Price volatility,
except to the extent it can be offset
through diversification, increases the
risk of stock investment and hence
the cost of equity capital. Moreover,
it has been claimed that, to the extent
institutions divert funds that would
otherwise have been invested in small
and risky issues, they tend to depress
the prices of such issues and, as a
result, penalize new ventures.

Trends in iestitutionel etockiomer-
ship

Pension funds accounted for the larg-
est growth in institutional stocko.ner-
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ship. Mutani funds, which were a
not-too-close second for the period as a
wholc, were of dinmiuishing relative
importance in recent years. Until this
study, there had been no systematic
examinatioa of the types of intividinls
whn accouiited for the decline in the
individuals' share of storkosnership
and trading. It has frequentily been
asserted, however, that it is the smoll
investor who has left the titarket as a
result of a loss of market liquidity
and unfavornble investment experience.
Before presenting the nese data on
trends sinee the 1950's in the distri-
bution of stocko nership among differ-
ent family income classes, it is useful
to review the available information on
the changing relative importance of
aggregate institutional and family
stockholdings.

In 1950, stockholdings of financial
institutions, other than stock in bank-
administered personal trusts, were
about 7.6 percent of the market value
of all nnninvestment company stock
outstanding in the United States ousined
by domestic individuals, institutions,
and foreignersm. This figure increased
to 16.5 percent in 1960, 19.8 percent in
1969, 22.5 percent in 1971, and 24.0
percent in 1973. The share of the trusts
remained relatively constant at 10 per-
cent of all such stock during this period.
The share of domestic individuals, in-
clusive of trusts, declined from 89.1
percent in 1950 to 72.5 percent in 1973.
Institutions' relative importance in
stockoawnership is greater for publicly
traded corporations and especially so
for corporations traded on the Neor
York Stock Exchange (NYSE).

The changes in the proportion of the
market value of stock held by institu-
tions reflect the magnitude of their net
purchases of stock compared with the
size of net corporate stock issues and,
presumably to a lesser extent, tshe price
performance of tbe stock they hell
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compared with the performance of the
market us a whole.

0
For 1950-73,

institiitionol net stock purchasf of
S153 billion substantially esceeded net
corporate stock is'ses of $77 billion.
(Net stock issues are defined as sales of
stock issues less stock repiurchaces by
U.S. corporntions other Ihan mutunl
funds.) Net stock issues moderately
exceeded institutional net purchases
uaitil the late 1950's; since then, institu-
tional net purchases have greatly ex-
eceeled net stock issues. This excess of

institiitional net purchases over corpor-
ate net sales of stock in recent years,
averaging more than $7 billion annually
since 1965, represented almost exclu-
sivcly net stock sales by domestic
individuals.

Trends in individuafi' tocko.aoor-
.hlip

Some insights into the characteristics
of the individuals bho sold these sub-
stantial amounts of stock to institutions
can be obtained from data available
before this study. Thus, it is known that
odd-lot balances (purchases less sales)
on the NYSE Rnd American Stock
Exchange (AMEX), which are rela-
tively more important for smali than
for large investors, turned negative in
the late 1950's. The rate of add-lot
net sales, which amounted to $5.0
billion for 1950-73, increased over the
period and reached a level of about $2.0
billion annually after 1970. Moreover,
since 1971, these odd-lot sales balances
have been in excess of net purchases of
mutual fund shares, which are generally
bought by small investors, and since
1972, more mutiil fund shares have
been sold than purchased. The rate of
odd-lot net sales over the past two
decades was only a small fraction of the
total net sales by domestic individuals
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to financial institutions. There is thus
some reason to believe that, over this
period, larger individual investors -ere
olso selling stock on balance, thal is, the
dollar value of their soles was greater
than their purelases.

This belief is further supported by
the extremely rapid rate of increase in
the number of stockholders after early
1959. This rate of increase was very
much larger than the rate of groslh'
in the value of all stock osyned by indi-
viduals that is attributable to nct
purchases of stock rather than to
changes in stock prices." Thus the
average stockholder owned a stmndle
proportion of all stock at the end of
the period than at the beginning.
These results seem to suggest on in-
crease in the diffusion of stockosner-
ship among small investors.

However, none of this information
provides very much insight into the
extent of changes in the distribution
of stockownership among different
groaps of families since the 1950's
and, in particular, among the more and
less affluent sectors of the population.
Before the availability of the data
provided in this article, there were tloo
sources of data for investigating such
changes.

The first consists of Smith's and
Franklin's estimates, based on estate
tax returns, of the share of corporate
stock (and other major components of
net worth) held by the richest 0.5
percent and 1.0 percent of the popula-
tion in 1953, 1958, 1962, 1965, and
1969." The second consists of the more
comprehensive data on the income
distribution of dividends by adjusted
gross income (AGI) class available
annually (currently through 1971) from
the Internal Revenue Service (IRS)
publication Statietiw of Jniome-In-
dicid,,al Inome T2arz Rdeurn3'
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are less reliable than the revised figures
presented in this article.

The second published source of data
for analyzing changes in the distribu-
tion of stockownership by different
income groups-the Statistic of In-
come (SOI) data on the income distri-
bution of dividends-is subject to fewer
deficiencies than the estate tax data.
It also has the great advantage that
both the total of dividends reported
by all individual taxpayers (on forms
1040) and the specific amounts reported
on each return are subject to check
against external sources. These checks
include the total of dividends reported
paid by U.S. corporations on corporate
tas returns, adjusted in the manner
described in part 3 of this article, and
the IRS audits of many individual
returns, also mentioned in part 3. The
check results provide a reasonable de-
gree of confidence in these data as an
indicastion of the AGI distribution of
dividends receiveid by individtiul, who
are required to file tax returns, where
AGI is defined as in the tax lairs.

Even the income tax data, however,
have three significant deficiencies for

500
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Smith's and Franklin's estimates
point to a substantial decline in the
lhare of the richest 0.5 percent and 1.0

percent of U.S. individuals in corporate
shareownership over the 1953-69 period.
This decline is associated with relatively
little change in the share of such in-
dis-isals in total net svorth. There is
some evidence of a decline of the share
of these upper wealth groups in total
net worth from 1965 to 1969; but given
the margin of error associated with esti-

tates based on estate tax data, little
confidence can be placed on this
evidence since it could be changed by
a. small revision in either the 1965 or
1969 figures. For corporate stock, the
estate tax estimates indicate a decline
in the share of the richest t percent of
indisiditals, from 86.3 percent of the
ninrket value of all stock in 1953 to

74.4 percent in 1958, 62.0 percent in
1962, 61.2 percent in 1965, and 50.8
percent in 1969.

There are, however, a number of
potentially serious inadequacies in the
estimates derived from estate tax data.
these include (I) possibly substantial
biases involved in the assumption that
the assets and liabilities of decedents
are representative of the assets and
liabilities of living individuals in the
top wealth groups, (2, deficiencies in
the mortality rates used to characterize
specific groups in the population," (3)
systematic understatement in the estate
tax estimates of the values of certain
assets held by the top wealth group
(incltling closely held stock and large
blocks of publicly traded issues) even
after the reported values are adjusted
on the 1sasis of sample audits, and (4)
the treotment of individuals rather than
faIsilies or households as the basis
consumier tnits. AMoreover, Smith's ant
Fraskliox., estimates of the ratio of the
holdings of the upper incone groups
is the total market value of stoca
,-woed by all itdividliuals appear to in
daild the shares and certificates a

vsaings and loan associations as par
of sto-kholdings, and thev 15se eacie
estisate., of total market valie, whirl
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the purposes of this study. First, AGI
per return is not a satisfactory econom-
ic measure of income for a household
smit. It does not conform very closely
to the concept of income used in the
national income accounts or to the
family suit used for distributional
analysis in those accounts. The tax
measure of income is deficient perhaps
most notably because wealthy families
have a tax incentive to distribute
dividend income among different mem-
bers of the family, each of whom would
file a separate return, and because
certain forms of income are fully or
partially tay-exeopt and therefore not
properly reflected in AGI. Second,
families or individuals with AGI below
specified limits do not have to submit
income tax returns. Third, the distri-
bsticin of dividend income by income
class may differ appreciably from the
distribhtion of the market salui of
stock owned, since in view of the tax
strtictuire, high income fanilies might
be expected to hold stock with a rela-
tively low dividendl psyoit, a high
growth rate of earnings, iud, hence, a
high price-dividend ratio.

Table 3.-P-rwo giae Di.t-ibaUina tf Fusaim,' Dividrnd 1eams, and Value
of Slack by F.amily Imm. Lesr, 1958-71
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Table 4.-Tentd in the Di-taimliotn of 51toebnonohip by Selected Total bonnie
l'ceeetilen, 1950-71
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Despite these deficiencies, the income
tax data might be expected to provide
a reasonably good indication of the
trend in the income distribution of
dividend receipts, from which the trend
in market value can be estimated, in
periods when there were only small
changes in the relevant tax lovs.
Thus, in 1958-69, when there were no
major changes in the definition of AGI
or in the minimum income classes
required to submit taxereturns, there
is again evidence of a reduction in
concentration of dividend income by
total income class." The Lorenz curves
for these years, with the cumulative
percentage of returns on one axis and
the cumulative percentage of dlvidends
on the other, indicate a continued shift
in dividend income (in percentage
terms) away from the upper income
groups. A further small movement in
the same direction oecurred in 1970,
but in view of the very substantial
upward revision in the minimum income
classes required to submit taxv returns,
not too much reliance can be placed on
this finding. No further change in the
income distribution of dividends oc-
curred in 1971.

Thua, the income tax, like the estate
tax, data point to some tendency to-
ward a further reduction in the con-
centration of stockownership among
the upper income groups after 1958.
However, the reduction implied by the
income tax data on dividends seems
less than that indicated by tIle estate

10 o100 11.4 In rddvdCtomot leon110 tOIOA d lo t
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tax data on market valte of stock held,
unless the differential changes in price-
dividend ratios for the upper and lower
income groups are much larger than seems
plausible. According to the income tax
data, tile 1 percent of returns with
highest income received 52 percent of
all dividends reported on tax returns in

195S, 49 percent in 1960, 43 peeceot in
1969, and 42 percent in 1971. This
trend implies t much smaller decline in
the concentration of stockooller-lhip
than tile estate tax estimates lmlelti-lcd
earlier.

New data ota ditribuctiun of ctock-
ownerol-ip

Neore satisfactory estimates of the
recent trends in the distribution of
stockownership by incolne class can be
obtained by extrapolating the BEA
estimates of the distribution of dividend
income by family income class. Thesc
estimates can be extrapolated from thle
one year for which they are available to
other years on the basis of the IRS
data an dividend income by AGO
class. The resulting time series can theti
be converted to a series on the distribu-
tion of market value on the basis of

CHART 6

Trends in the Distribution oa Stockownership
Llrenz Curves, 1958-71

, 4 , :

102 - s, , s

It s / - - ,i

- S - : -, - / S Pa- r s~~~~~4117

- - -- - - /: a.-!.-.,0 .0

_ - - -- + - *-.s -l / r -~~~~~~~'

0 ~ ~ In Oa9>/ 00 00 50 to

O .lo 0 30 GO so 1O 10
-ombe, o n t I 0Perctoo)

0.0 t t o t t n .a t a _

7oeatber 1974 27

I

*0 1e ...

I; OH



502

SURVEY QF CURRENT BUSINESS

appropriate price-dividend ratios de-
rived from the two special samples of
individual tax returns for 1960 and
1971 discussed in the appendix to part 5.

The BEA estimates used for this
purpose consist of the distribution of
families and income by family income
class for 1598, 1960, 1964, 1970, and
1971 and the distribution of dividend
income by family income class for
1994." The SOI data used are those on
the distribution by AGI class of the
number of income tax returns, AGI,
an- dividends for 1958-71. The meth-
odology followed in combining these
different sources utilized the SOI data
on changes in the distribution of returns
sod dividends by AGI clas in 1958,
1960, 1969, and 1971, relative to a 1964
bave, to estimate the corresponding
changes in the BEA distribution of
diiiends by family income class.
Appropriate price-dividend ratios were
then applied to obtain estimates of the
distribution of the market value of
stock held by different family income
rlasses (see appendix to part 4 for
details). The distribution of dividend
income by BEA family income class,
which was obtained as an intermediate
step, shows a smaller shift in Loren.
curves from 1968 to 1971 and in the
concentration of dividend income
among the top income recipients than
the income tax data described pre-
viotialy.':
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The results of this analysis show a
continued downward movement in the
share of dividends received and stock
held by upper income groups for the
period 1598-69, with little change for
1969-71 (see tables 3 and 4 and chart 6)
The share in stockownership of the
richest I percent of the population
changed very little over the entire
period, in contrast to an appreciable
decline from 1959 to 1969 in the share
of the other upper income groups. The
absence of any clear decline in the
concentration of total family income
(see table 4) may reflect the fact
that the 1958 and 1960 income dis-
tributions tend to overstate somewhat
the share of the bottom quintile in
total income as compared with the
1964, 1970, and 1971 income
distributionsa.

Thus, for this period, there does not
seem to be any support for the belief
that small individual investors have
been switching out of stocks to a greater
extent than large individual investors.
On the other hand, it is true that the
substantial rate of decline in the con-
centration of stockownership among
upper income groups, which charac-
terized the period preceding 1958,
seems to have slowed. To some extent,
the slowing in the historical trend
toward a more equal distribution in the
direct ownership of stock among dif-
ferent income groups might be con-
sidered to reflect the rise in indirect
ownership by the lower and middle
income groups as a result of their
growing beneficial ownership of stock
through financial institutions that do
not issue their own stock. However,
such beneficial, ownership largelv re-
flects the growing importance of cor-
porate pension flnds, where, as a
result of contractual obligations, the
corporations are more likely than the
employee beneficiaries to gain (or lose)
by the composition of the funds port-
folio. As a result, there is little reason
for families to take into account their
indirect interest in stock held by such
funds in determining the proportion of
their own a.sets to invest directly in
stock. While fanilies, mai aell treat
cqiity in p pension fund IS, a partiol

ii. O o te ,r e -t -l v vn cs. v o ai z e st a t,"

sihbstittte for other forms of saving as
a whole, any effect of an increase in a
family s pension equity on a single form
of saving, such as investment in stock.
is likels to be -mall.

A question that naturally arises is,
Ilow do these trends in the income dis-
tribution of stockovnershiip compare
with trends in the income distribution
itself? Though the estimates on the
distribution of total income by income
clas are subject to a considerable
margin of error, they probably are
sufficiently accurate to depict signifi-
cont changes over time. The estimates
show very little change in the con-
centration of total income by income
class in the entire period after World
War I. There is some evidence of a
decline in the share of total incomes
received by the 

t
op income brackets

(the highest five or so percentiles).i
However, the decline in concentration
of income among the top five per-
centiles after the war was rather small,
and the Census Bureau's Current
Population surveys suggest that the
share of the top percentile in total
money income may have been rising
since 1967.<

It would appear, therefore, that given
the margin of error in these estimates,
the mast impressive finding is the
relative constancy of income shares by
different income groups. This contrasts
to the substantial movement toward a
more egalitarian distribution of income
from the 1920's to the postwar period-
a movement that would be even more
pronousced on an after-tax basisi"
This, while the distribution of both
total and dividend income became mcuch
less concentrated from the 1920's to the
end of World War 11, only dividend
income continued to show a significant
trend toward less concentration in the
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following years, and even that trend
seemed to have been mated consider-
ably in recent years.

Another question that can be raised
is, How do the trends in the incolse
distribution of stockowvnership compare
with those in total vearlth or net 'eorth
(that is, the market value of assets less
liabilities)? Whilc the data available for
ansisering this question are rather weak,
they again point to a decline in the
share of wealth owned by thc top
income groups (highest I percent) from
the 1920's to 1945, with no definite
trend thereafter.'

The finding that a clear trend toward
a more egalitarian distribution of in9di-
vidual income and stockownership per-
sisted after 1945, unlike the behavior of
net worth or income, may reflect the
fact that the ownership of corporate
stock was (anI to a lesser degree still
is) much more concentrated among
upper income groups than is true of
wealth generally. Thus, the observed
trend is consistent with a greater di-
versification of asset structure by both
upper and lower income groups. It may
also reflect (1) the increased use by
wealthy investors of other forms of

investment (sttch as municipal bonds
and real estate holdings) to minimize
taxes, in view of the marked rise in tax
rates from the presar period, (2) the
publicity given to the high stockmarket
returns realized over the postwar period
until recent years, and (3) the extensive
efforts made by the WVall Street comn-
munity to attract small investors itto
the market.

Finally, the reduction in concentra-
tion of stockownership among upper
income groups that has taken place over
the past half-century does not neces-
sarily imply any reduction in the
concentration of corporate control.
What has occurred is that many indi-
vidual holdings of all sizes have been
replaced by a small number of very
large institutional holdings, and an
extremely large number of new and
generally rather small stockholders have
acquired shares through the reduction
in holdings of a comparatively small
number of much more substantial
individual investors.' Both develop-
ments would appear to facilitate mana-
gerial control of U.S. corporations, at
least until institutions play a more
active role in corporate affairs.

Part 5: Distribution and Performance of Stockholdings
by Types of Investors and by Types of Stock

Besides providing an estimate of the
market value of stock held by in-
dividuals and permitting an analysis
of the trends in the concentration of
holdings the 1971 special sample of
Individual Income Tax Forms 1040 col-
lected for this study can be used to
gain insight into the distribution and
performance of stockholdings by types
of investors and by types of stock.'"
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Eepfoymenr starts
The 1971 special sample of individual

income tax forms reveals that employed

persons, including (for this article)
the self-empluned, accounted for 60.3
percent of the forms 1040 filed in 1971,
but only 49.0 percent of the rlonrket
value of stock held by individuals
(see table 5). As a group, therefore,
employed persons accounted for a
smaller percentage of stock held than
of forms filed Within this group,
however, a more detailed breakdown
shows that managers were responsible
for only 10.2 percent of the forms filed,
but accounted for 19.0 percent of the
stock held by individuals.

In 1971, retired persons filed only
1695 percent of the foims, but owned
19.3 percentof individual stockholdings.
Like the retired, the other tao
broadly defined employment statls
groups, not gainfully employed and
unknown, owned larger percentages of
stock than the percentages of forms
filed. The not gainfully employed u99-
doubtedly included some unemployed,
some housewives, some wealthy in-
dividuals who had no need to work,
and some minors who filed forms
separately from those of the economic
head of the household. The unknown
category represents forms for which the
occupation box was left blank. These
filers could have had any employment
status, but data to be presented later
suggest that most of these forms were
filed by retired and not gainfully
employed persons.

A more detailed analysis of the
occupational data suggests that the
larger percentage of stock held by
managers relative to the percentage of
forms filed, and the correspondingly

labje 5.-Di.9r999a99 of 1.d1uida.1 .51-okhldi9ng. by Employ-ment S.t.., 1960 and 1971
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Table 6-Percentage Dbittbition of 3lrkbet V.tue of Indiciduat.' Stoehkoldiog,. i. Va.os AGI Clis by Market Tyipe of I..in4
Firm, 1971
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smaller holdings of other employed
persons, stem not from soy greater
predilection of managers, as managers,
to hold stock, but rather from the fact
that managers have higher incomes than
other employed persons. If managers
were to have a greater predilection for
stock, ooe would expect that at any
level of income, the ratio of the pro-
portion of stock owned to the propor-
tion of forms filed would be larger for
managers than for other employed
persons. However, an examination of
such ratios for each of several income
classes -o reveals no such tendency.
Thus, for any class of employed per-
sons, the percentage of market value
held by filers in any adjusted gross
income (AGI) class of less than $50,000
is smaller than the percentage of forms
filed, and greater for those in any AGI
class of $50,000 or over."

For each of the three remaining
cate.gries-retired, not gainfully em-
ployed, and unknown-filers in any
AGI class in excess of $25,000 accounted
for more stock than their numbers
would have implied, while the reverse
occurred for those in lower AGI
classes Since individoals in the first
two categories moold be receiving little,
if any, o-age income, it might be os-
pected that more of their AGI would
come from dividend income than for
employed persons. Therefore, the levels
Of AGI at shich the percentage of stock
held exceeded the percentage of forms
filedl would be expected to be lower for
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these two groups than for the employed
groups. A comparison of the percentage
of stock owned with the percentage
of forms filed in the unknown category
reveals a pattern more like that of the
retired and not gainfully employed than
of the employed. This fact suggests
that most of the filers in the unknown
category were not employed.

Compared with the 1960 results, the
share of the market value of individual
holdings attributable to the employed
filers fell by 6.2 percentage points."
Over the same period, the retired in-
creased their share 5.7 percentage
points. Since the proportion of retired
in the population of persons over 21
increased by only 1.0 percentage point,
this abolute increase in stockownership
also represents a relative increase.
Because the breakdown of the employed
in 1960 appears to be based upon
slightly different definitions, a satis-
factory comparison with the new results
is not possible.'

Types of grock held

To analyze the kinds of stock held
by AGI class, the total value of each
issue held by filers within each AGI
class was estimated. Each issue was
then classified into one of several
broadly defised stock categories, and
the total market value within each
category sas calculated. Table 6 lists
these categories and the market values
expressed as a percentage of the total
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stock held within each AGI class.
With the exception of the unidentified

stock, the descriptions are self-explan-
story. The unidentified banks and
insurance companies consist of the
companies whose names are clearly
those of a bank or an insurance
company, but for which additional
financial data are unavailable. For the
most part, the stock in the unidentified
msiscellaneous categoryrepresents closely
held over-the-counter (OTC) stock
with. limited markets or OTC stock
with a small number of shares out-
standing.

The proportion of stock invested in
New York Stock Exchange (NYSE)
issues and held in an individual's own
name tends to decrease as income in-
creases. The rank order correlation is
-0.67, which is significant at the 10
percent level. Within the NYSE, this
negative relationship is apparent for
issues larger than $500 million and
smaller than 5100 million. For the
middle-sized issues, $100 to $500 mil-
lion, the relationship is positive but not
significant (rank order correlation of
0.23). OTC, agency and street name,
and estates and trusts are strongly
positively related to AGI, with rank
order correlations of 0.73,0.00, and 0.0,
respectively. (Street naise stock is
stock held as nominee by a brokerage
house for the interest of the beneficial
owner.) If not a statistical aberration,
the large percentage of assets in agency
and street isame for those with AGI
in excess of $500,000 may stem from the
olesirability for indicidouals with ex-
tremely large portfolios to delegate the
cotmlinl fonction. Fur the niolentified
stock, the relationships between the
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percentage of stock held and AGI cless
arce ery seak."

A percentage disteibation for each
AGI class by industry gpoop instead of
by broad market type was also pre-
pared. An analysis of this distribution
rereals a remarkable similarity in the
percentages of each indastry held
acroes AGI classes. The only major
differences across AGI classes occurred
in the telephonc and communication
industry and in the utilities. Both of
these indtstries tended to be . much
more important part of the portfolios
of lower income filers than of upper
income filers.

For filers in AGI classes of less than
$25,000, the percentages in utilities
ranged from 4.7 to 6.5; for incomes of
$200,000 and above, the percentages
were less than 1.0. While the 1960

study found a similar pattern by AGI,
it may be noted that the percentages of
individual portfolios held in utility
stock at all levels of AGI were larger
in 1960 than in 1971.

For filers with incomes of less than
$25,000, the percentages invested in
the telephone and communication in-
dttstry ranged from 5.0 to 10.5; for
incomes of $200,000 and above, the
percentages ranged from 0.6 to 3.6.
In 1960, the comparative importance
of holdings in this industry in port-
folios of persons in the lower, relative
to the upper, AGI classes was even
more pronounced than in 1971.

Dieeeuifeaetian and ceturn heaeac-
terwttius

To measure the diversification and
return characteristics of the portfolios
of indieiduals, several statistics for
each portfolio were calculated. Table 7
presents averages of these statistics by
AGI class and in total. Before examin-
ing these averages, however, it may be
useful te resiese some of the funda-
mental tenets of portfolio theory.

Under severul altemative assump-
tions, it can be shown 5 that an in-
Sd rea tase - We s t me n o o nidu o k. _cd t u

n es tn te D adAdcd.. .I - t- i s tsooo .e.s d u N u- d dis n lsc susio otic s oe at o :
sal oe t ed r CWsoN - t, oat _s A. u rnco s i tt ..se,-d c -1. at J.*hnt u ts- d

tu~... o ml ~ ca, ls sh "ta oate Sp ec, tOOs

vestor, whether he be riosk-verse or
not, can evaluote a portfolio iii terms
of the prospective expected return and
stanotard deviatioti of the return, wherc
return includes all dividends and capi-
tal gains or looses.' Furthee, a risk-
averse investor ,ould always want to
minimize the standard deviation of the
return for any given level of expected
retarn. In this theoretical framework,
the risk of a portfolio might be equated
with the standard deviation of returns.
As long as returns on individual secu-
rities are not perfectly positively corre-
luted, diversification will always pay."

The 1971 special sample does toot
provide an ideal basis for estimating the
extend to which individuals have diver-
sified their portfolios of common stock
because the sample contains informa-
tion only on dividend-paying itenos.
Yet an analysis of jitst these items does
give a great deal of insight into the
amount of diversification in individual
portfolios of common stock." The

.. In t.-W -~h . rt-ruo.U m0 lnad.f .n1 Dnt
Nlldb,-lmlulmlauhmmct-sm
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results are so Ctmnt that it is dotobtftld
that the itctlasion nf isuEs, cith 1t t
tlividents soult sutbstantially olter the
qtalitative nature of the coalcisio,

One theoretically appealing intls xof
diversificatitn sotldl be a fittetiott of
the potential reduction in the variubility
of the returns on a portfolio throauh
ftrther diversification, holding expecrted
return constant. Since the httu tteeded
to construct stch an index ore uavttil-
able, other less sati~foctors ooeosttces
must be used. One measure of dirersi-
fication that has been used it other
other studies is the number of iosues in a
portfolio. The underlying asstomption
is that the greater the number of ki,-,s
the greater the potential for diversific-
tion. On average, this statistic racges
from 3 2 for filers with AGI of le~s
than $5,000 to 2S.7 forfilers with AGI of
9500,000 and over (table 7). It is not

until an AGI of $100,000 is reached
that the average number of items per
form exceeds 10.0.

In 1963, the Internal Revenue Serv-
ice (IRS) collected information on the
number of payer corporations per
return by AGI class.i Because of
changes in the levels of income and
definition of AGI, it is difficult to
compare the 1971 results with those for
1963. Nonetheless, it does not appear
that there have ,jeen marked changes
in the number oflassues held per poet-
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folio at comparable levels of AGI.
Below en AGI of S50,000, the number of
dividenir-psyinlg issues held per port-
folio was less than 10 in 1963; above
this AGI, tIre number sees greater than
10. If an AGI of 050,000 in t963 is
roughly comparable to an AGI ol
itOO,0i0 in 1971, the 1963 and 1971

results are strikingly similar.
With any reasonable estimate of the

number of nondividend-paying items
the portfolios in 1971 or 1963 would
not be considered highly diversified
even at the higher levels of AGl.

0

At the lower levels of AGI, diversifica
tion is extremely limited.

To achieve the frll potential o
diversificticion within a fixed number o
issues, not too much of one's asset
shoelol be concentrated in any one o
two secrrities. A better measure that
number of items held of the extend tc
which the value of a portfolio is con
centrated in a few issues can be con
steucted by summing the squares o
the proportions invested in eaci
secenritv. Thonsi a portfolio of two secu
rities with 90 percent in one and If
percent in the other wonld have
riverrification measure of 0.82, the sun
of the sqonres of 0.9 and 0.1, while on
equnraly weighted portfolio of two secu
rities would have a diversificatioe
measure of 0.5. In general, this diversi
firutionu measure will be between 1.
mid the reciprocal of the number o

items in the portfolio. The lower th
divrrsifiration measure, the more
dircrfierl the portfolio.

The overage values of these measurre
gi-ee in table 7 by AGI class, rang
from 0.47 to 0.64. This range is roughl
consistent with the level of diversifies
lion rchiesed in an eqreilly seighte
triretfolis of teo securitis. Thus, at leas
stir a-unege, individuals tend to conrce
trnue their holdings in a limited numbs
of isstres, probably taking on considet
ibbI more risk than necessary.

'',r' inirerct dlanger in reporting ont
an ateruge of some statistic is that ther
i' olrriv a tendency to attribute I
clrch crnnlunent the average vairte rent

'5(. Lo.,S,. -Os suodin.i or .,551nr o r 0,5,55, Ilsrus
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not to recognize that the oahlor for the
components can sory quite widely.

- Consider, for instance, an naeroge
* diversification measure of 0.46 for two
* portfolios, each of which contains 10

securities. This figure of 0.46 could be
obtained from teo pcoorly diversified
portfolios in which 48 percent is in-
vested in each of two securities and

e the remaining 4 percent spread eqaluly
over the remaining eight. The same
average could be obtained from one
ewell-diversified portfolio with 10 per-

cent invested in each security and a
- virtually undiversified portfolio with 90

percent in one security nid the re-
f mainder spread equally over the other
I nine securities.
i For an examination of the disper-
r sion in the diversification measures,
i the data underlying table 7 were fur-

ther analyzed. This analysis shows
- that there is much variability in the
- extent of diversification of individual
I portfolios. It is estimated that 13 per-
h cent of filers reporting dividends and
- holding 24 percent of stock had a diver-
O sification measure of 0.23 or less, while
a more than 40 percent of file- holding

22 percent of stock had a diversification
measure of 0.88 or lnrger.Y

- One reaon why a person might hold
n an undiversified portfolio is to be able
- to realize the potential returns from
0 superior security analysis (In this
*f connection, it might be noted that there
• is no evidence that any substantial
r group of investors, except for ex-

change specialists and, to some extent,
corporate insiders, has outperformed

e the market consistently over long
y periods of time.) A second reason is

that an individual may have a large
ad holding in a particular security in order
it to maintain effective control over the
i- company. A third reason is that, over
!r time, cite one or two secrrities with the
r-i highest returns will tend to dominate

a portfolio if, because of tax considera-
y tions or other reasons, no adjustments
*e aie made. A fourth reason is that some
o investors do not uorderetnid the piri-
id ciples of disersificatini; therefore, the

stiradarod deviation of returns on a

ol ~il -To -ccosts, -ccl',, mol.nemisba. or
a.: .so coirhi So, li'od in ,aw -oslo, li-d s.-
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psrtfolio is not the appropriate measiure
of risk in explinting their behavior.
TIre explanation for silch poorly diver-
rsified portfolios must s.-sit further
research.

Though these tao- measures of di-
versification suggest that some investors
nay be assuming greater risks than
necessary through improper diversi-
fication, the measures are deficient in
that they do not distinguish anrong
stock with different degrees of noa-
diversifiable risk. A preliminary analt-
sin using the so-called beta coefficient-
a standard meosure of nondiversifiable
risk-shows that filers sith larger
AGI tended to hold stock with greater
nondiversifiable risk.

0
This analysis

also shows that managers tended to
hold the riskiest, and retired and not
gainfully employed the least risky,
portfolios.

The final characteristic to be meas-
ured in this part is the rate of return,
including dividends and capital gains,
that individualns realized on their stock
portfolios. Returns have been cal-
culated for NYSE issures for 1970 and
for July 1971 through June 1972.

Returns were also calculated for all
items in the latter period.' Since the
composition of individual' portfolios
is estimated from the dividends re-
ceived over all of 1971, the estimated
composition would be expected to be
closest to the actual composition on
June 30, 1971-the midpoint of the
year. Thus, the returns from July 1971

through June 1972 can be interpreted as
those that would have been realized on
tire portfolios attrihuted to individuals
in mid-1971 if there were no changes in
these portfolios over the subsequent
year. The rates of return for 1970 are
more suspect, since they are based upon
tire composition of the portfolio as esti-
mated from dividends in 1971, even
though the 1970 composition would be
expected to be somewhat different.
However, the turnover rate of the
aggregate of stock held by individuals
is not great, so that these returns

et. Ciesma a -ros,, no. is, -usoe asd Oak.
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probably approximate quite closely the
returns realized by individuals in 1970.

In 1970, individuals on average
gained I percent on their NYSE
dividend-paying investments. From
the files of the Rodney L. Whlite
Center, it was determined that the
value-weighted return an all dividend-
paying stock was 0.7 percent; thus,
individuals fared as well as the market..
On average, filers with AGI less than
$25,000 realized somewhat greater re-
turns than those with higher AGI.

From July 1971 through Jdme 1972,
individuals on average realized 5 per-

The dididesd gap (table 1)

Items 1, 2, and 11: These items were
obtained from SOI, Prelinary 1971:
Corporution Irncane Tax Returns, pp.
4 and 18. Item 2 was adjusted to ex-
elude dividends paid by Federal Re-
sers'e banks, which did not enter into
item 1. Itens 11 was slightly reduced
on the basis of later information.

Item 3: Market value figure was
derived from R. B. Scholl, "The
International Investiment Position of

nT, NYSE CO-.o 1 z.d. to t= s0 Sta Ce ee ese
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cent on their NYSE stock and II
percent on all items. The larger returns
on all items resulted fronm the sub-
stantially better performance of OTC
issues in this period. From the Center's
files, it wes found that the value-
weighted return on all NYSE dividend-
paving stock wsea S.8 percent.' Indi-
viduals thus .fareol somewhat worse
that the market, at least on theirNYSE
stock." In contrast to the 1970 results,
individuals with higher AGI averaged
marginally higher returns than those
with lower AGI!

the United States: Developments in
1972," SUmRvEr OF CURREar BUSINESS,

August 1973, p. 18. Dividends on the
$7 billion of foreign portfolio stock
held by domestic ownership groups
were estimated by multiplying market
Value by the ratio of aggregate divi-
dends to aggregate market value for
NYSE, American Stock Exchange
(AMEX), and large OTC issotes com-
bined as of mid-1971. The resulting
figure was slightly increased to allow
for cash distributions other than divi-

dends, and $90 million was allocated

to holding and investment companies

on the basis of SOI information on

the foreign dividends received hb such

companies. The remainder was assigned

to individuals, fiduciaries, and tax-

exempt institutions.

33

Items 4 and 6-8: Mfarket salue data
were derived from SEC Stsleticul
Buletin, Mlay 30, 1973, p. 520. Yeareol
values were adjusted to muidyear on
the basis of the NYSE index of stock
prices; they were then multiplied by
the ratio of dividends to market value
utilized for item 3. For item 0, this
estimate of dividend receipts wsas ulog-
mented by 8 percent of the divideod
receipts of estates and trusts, to allow
for dividends retained by fiduciaries on
behalf of charitable organizations as
beneficiaries. The estimate was further
augmented by S150 million, estiiated
to be received by church and hospital
endowments not covered by the SEC
figure for foundations. The dividend
receipts of corporate pension funds and
of State and local government retire-
ment funds, ao derived from SEC
market value figures, were increased by
$150 million and S50 million, respec-
tively, to account for stockholdings of
union pension funds, corporate profit-
sharing funds, and understatement of
municipal retirement funds due to
incomplete coverage.

Item 9: Market value of stock-
holdings of bank-administered trusts
and estates were obtained from Trust
Assets of Inesred Commercal Banks-
1971, Board of Governors of the Federal
Reserve System, Federal Deposit In-
surance Corporation, Office of the
Comptroller of the Currency. Divi-
dends were derived by multiplying
market value by the ratio utilized for
item 3. This dividend estimate wos
then expanded to cover dividend re-
ceipts of all estates and trusts by
multiplying by the ratio of the 1970
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SOI figure for dividend receipts for all
estates and trusts (SOI, 1970: Fidu-
ciary Income Tax Rttzurs, p. 14) to
receipts of bank-administered trusts
and estates estimated, in the manner
described previously, from the 1970
stockholdings reported to bank regula-
tory agencies by these fiduciaries. (The
ratio of 1.5 thus obtained is somewhat
below the ratio implied by 1962 SOI
diata, which segregate bank-admin-
istered from other trusts and estates
(SO, I962: Fiduciary, Gift, and Etate
Tax Retutrns, pp. 16, 22, and 26).)

The proportion of fiduciaries' divi-
dtend receipts not distributed to benefi-
ciaries eas estimated from the 1965
breakdown of the uses of fiduciary
iocoote from all sources (SOI, 1965:
Fidtteiarp, Gift, and Eotate Tax Returns,
p. 25). In table A, the percentage
allocation, among uses, of gross income
less business deductions and disti-
butions to other fiduciaries is developed
from the SOI data and applied to the
1971 dividend total. (It is assumed that
no business expense is incurred in the
generation of dividend income and that
administrative costs represent the same
proportion of net income for dividend
ieceipts as for all income.) Distributions
to charitable organizations are included
as part of item 8 in table 1. Distribu-
tions to individuals, augmented by a
proportional share of undistributed
diridend income and reconverted to a
market 'alue figure, provide a control
total of 9138 billion for individuals'
beneficial ownership of stock through
fiduciaries, in the analysis of the 1971
sample.

Items 12 and 15: These items were
derivtd from SO, 1971: Individumal
ltteome Tax Returas, p. 62. Item 12

was adjusted otpward by 650 million
for estimated underreporting and for
nontaxable distributions to ownership
groups other than individuals. To the
extent that liquidating dividends are
successfully excluded from item 1, but
are included in nontaxable distributions
reported on individual income tax
returns, this figure may represent an
overadjustment. Item 15 was adjusted
to delete 699.5 million (based on
findings from the 1971 sample) for the
misreporting, as dividends, of income
received from such sources as credit
unions, mutual savings and loan associ
ations, mutual life insurance companies,
and mutual savings banks.

Item 13: Net realized capital gains
of mutual funds were obtained from
Mutual Fund Fact Book, 1971, p. 54.
This item was adjusted by adding an
estimated $100 million for capital
gains distributions of closed-end funds
and of mutual funds not members of
IC. Item 13 substantially exceeds the
$662 million reported on forms 1040
as distributions taxable as capital gains
(SOI, 1971: Individual Inconie Tax Re-
turns, p. 6

2
), but the $662 million figure

excludes capital gains distributions to
ownership groups . other than indi-
viduals.

Dividends on unlisted damestic stock

Aggregate dividends on unlisted do-
mestic stock other than that of mutual
funds and banks and insurance com-
panies were derived from total cash
distributions of domestic corporations,
as shown in table B.

llarket rvlue of all domestie stock

The 1960 data, which were obtained
from Crockett and Friend, "Character-

Table B.-Etin-ttoe of Dividends on Uclietea Nonfinaanial Stack, 1971
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istics," p. 163, were adjusted to remove
foreign stock.

NYSE listed stock was calculated
by slimming data for individual firms.
Foreign stock listed on NYSE ($12.4
billion) was obtained from the NYSE
1972 Fact Book. Total stock and for-
eign stock listed on AMEX ($49 billion
and S12.3 billion, respectively) Wero
obtained from the exchange. Domestic
stock listed on regional exchanges seas
estimated at 65 billion. Stock of
mutual funds was obtained by increas-
ing the figure given in the MAtfual Fund
Fact Book, 1972, by 10 percent to allow
for nomnembers of the ICI. Unlisted
stock of banks and insurance companies
was based on SEC figures, increased
by 62 billion to allow for privately held
issues.

The estimate of unhsted stock other
than that of mutual funds and banks
and insurance companies svas based on
the NYSE figure of $366 billion for un-
listed traded stock other than that of
investment companies in early 1970.
This figure was adjusted by subtracting
the estimate for unlisted stock of banks
and insurance companies and adding an
estimate for stock of closely held com-
panies derived by the following method.
Based on 1965 estate tax data, indi-
viduals' holdings of such stock were
taken to be 19.5 percent of their hold-
ings of traded stock, as determined from
the t971 special sample. This figure,
975 billion, was increased by 25 percent
to allow for holdings of other ownership
groups, giving a total of 694 billion.
However, much of this presumably
represents the stock of small corpora-
tious taxed as partnerships, virtually
all of which must fall in the present
category. Based on dividends of 91.3
billion for such stock, an assumed divi-
dend yield of 3.5 percent (relatively
high to reflect low prices due to lack of
marketability), and the average ratio
of total to dividend-paying market
value for nonfinancial firms traded
OTC, the value of such corporations
was estimated at about $61 billion, and
this amount seas subtracted from the
$94 billion total.

Individuals' direct holdings of listed
stock scere based on the market valte
of identifiea N YSE and AMEX hold-
ings in the 1971 special sample, ssth

34 Nacezaber 1974



509

SURVEY OF CURRENT BUSINESS

minor adjustments to incorporate a
small fraction of the unidentified stock
included in the sample and to remove
estimated holdings of listed foreign
stock. Individuals' direct holdings of
mutual funds and unlisted stock of
banks and insurance conmpanies were
obtained by removing, from the total
outstanding market value in these
categories, the relatively small holdings
(13 percent and 20 percent, respec-
tively) of other groups, including fidu-
ciaries. Other direct holdings of un-
listed stock by individuals were deter-
mined from the residual remaining
after dividends already accounted for
by the assigned amounts of listed stock,
mutual funds, and unlisted stock of
bank; and insurance companies had
been removed from total sample divi-
dends for all direct holdings. The
ratio of dividends to total market
value used in converting this residual
to a market value figure was the sample-
weighted ratio for medium-sized non-
financial firms traded OTC (market
value, $15 million to $100 million).
The figure for mediamr-siced, rather
than total, OTC firms was chosen be-
cause it seems unrealistic to assume
that individuals would be inclined
to hold nondividend-paying stock of
small corporations (market value under
t15 million) in the proportions in which

such stock is represented in the sample
of firms in this size class.

Twrenty-five percent of the stock held
by fiduciaries or in agency accounts
and 10 percent of stock held in street
name was assumed to be unlisted. These
proportions are consistent with the
sample estimate of total dividends on
beneficial holdings of individuals, when
sample-weighed ratios of dividends to
ttoal market value for listed and sin-
listed stock, respectively, are applied.

Ten percent of the stock held in the
portfolios of nonprofit institutions or
foreigners was assumed to be unlisted.
Again, this is roughly consistent with
the dividends assigned previously to
nonprofit institutions and foreigners,
given ratios of dividends to total
market value appropriate to the two
classes of stock. The figure of $135
billion for holdings of listed stock by

nonprofit institutions is reasonably
consistent with an estimate by the
NYSE of S124 billion of NYSE issies
held by scart institutions at the rod of
1971 (NYSE press release, Ystarcls 12,
1973).

Intercorporate holdings of listed and
of unlisted stock Vera determined as
residuals. As a rough check of reason-
ableness, the ratios of dividends to
market value implicit in these estimates
may be examined. If, as assumed
earlier, unlisted stock accounts for
about 27 percent of the $5.504 billion

of domestic dividends receivest, the
implicit ratios ore 0.029 for li-ted nuld
0.012 for unlisted stock, equal to the
sample-weighted ratio in the case of
listed stock and somewhat loer than
the sample-sceighted ratio (001G) that
characterizes traded unlisted stork of
firms other than mutual funds noa
banks and insurance companies. Thi
latter finding results from the previous
decision to apply a ratio sotaicirhat
higher than 0.016 in converting in-
dividuals' dividends on direct holdings
of such stock to a market value figure.

Appendix to Part 4: Estimation of Distribution of Dividends and
Stockholdings of Individuals by Family Income for Selected Years

The basic source of recent informa-
tion on the distribution of dividend
income by family income class is BEA
Staff Paper No. 21, which presents
such estimates for 1964. To derive
comparable distributions for other
years, average dividend receipts per
family by income class were determined
from the 1964 BEA estimates and ad-
justed to other years by the change in
average dividends per return for
roughly equivalent AGI classes, as ob-
tained from SOI individual income tax
data for those years The adjusted
average receipts were then combined
with BEA esimates on number of fam-
ilies by income class for those years to
yield aggregate dividends by family
income class.

The first step in integrating BEA
estimates on family income with the
IRS data on AGI was to determine the
approximate range of AGI correspond-
ing to each of several fairly broad
family income classes. The upper limit
of the AGI range was established by
(I) subtracting, from the upper limit of
the family income class, an amount
based on the average proportion of
income due to transfer paynsents and
to imputed income and (2) adding an
amount based on the average propor-
tion represented by personial contribu-
tions for social insurance, sithin that
class, as determined from the i9r4 BEA
stud 3.In addition, the average dividend
exclusion claimed in 1964 and the aver-

age adjustment required to convert
gross income to AGI for the most
nearly corresponding AGI class were
removed and the average net capital
gain was added.

The equivalences thus established at e
very rough. It is not certain that the
relative importance of transfers, im-
puted income, and other reconciliation
items for 1964 are equally applicable
for other years. More importantly,
multiple returns may be filed by mem-
bers of the same consumer unit; theic-
foae, a return with relatively low AGI
may relate to a member of a high
income family. Thus, at low incomes,
the returns in the equivalent AGI
range, while reflecting the dividend
receipts of consumer units in the
corresponding family income class, es-ill
be somewhat distorted by the presence
of other returns representing indi-
viduals from higher family income
classes.

In particular, the number of returns
in the AGI ranoe corresponding to
family income of 62,000 to $5,999 far
exceeds the number of consumer units
in that family income class. The same
is true for faminly income under $2,000
(enuebly corresponding to AGI under
9600) if allowance is made for the fact

that a substantial fraction of consume,
units in this range may well be nonfilers.
On the other hand, for families with
incomes of 515,000-549,999, and es-
pecially 515,000-519,999, the number

69-174 0 - 76 -33
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of consumer units somewhat exceeds
the number of returns in the corre-
sponding AGI range. For family in-
m.ine. of S6,000-St4,999, results are
varisble from year to year, but the
general tendency is for the number of
returns in the corresponding AGI range
to exceed slightly the number of on-
sumer units.

The second step seas to estimate aver-
gee dividends per consumer mnit by

familm- income class for oears other than
1964. This sias done by adjusting the
1964 value based on BEA estimates by
the sometimes considerable change,
fron 1964 to the desired year, in average
lividends per ret,,rn for the correspond-
ing AGI range. To the extent that this
movement fails to reproduce move-
ieuts, in average dividends per con-
-limer unit, errors will be introduced.

Since underreporting of dividend in-
come declined somewhat over the
1958-71 period and since this under-
ivporting was somewhat more prevalent
emong the lower income families, the
estimated concentration of dividend in-
come among the upper income groups
in the years after 1964 may be alightly
understated relative to the earlier years.
Finally, the average dividend thus
obtained was multiplied by the number
of consumer units in the appropriate
i1(0..ne class in the given year, as
determined in Radner and Hinrichs,
"Sine Distribution." The distribution
of comsunmer units by family income
class is not directly available for 1965-
69; thus, the 1969 distribution -ar
obtained by interpolation, utilizing the
1964, 1970, and 1971 distributions.

A check of the results thus obtained is
available for 1960 and 1971. The sum-
oatui over income cladues of dividends
deiried us mentioned snas compared
sith tihe total dividend receipts of indi-
vidunl, obtained by augmenting SOI-
reported dividends by estimates of (1)
illegal underreporting and (2) dividends
received by nonfilero and by filers vho
fail to report dividend, totaling less
thlni tile legal dividend exc.lsion. The
two alternative estimate', are very
close for 1960 onil within 4 percent for
1971, awit] the apilroacih based on
SOt aggregates yieiling the higher
figure.

The third step was to use the BEA
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distribation of dividend receipts to
construct distributiois of niarket values
of holdings. Since the ratio of market
value to dividends tends to iacresce
seith income, as demonstrated for 1060
by Crockett and Friend, "Character-
istics," aisd for 1971 by the results
presented in part 5 of this article, the
distribution of market value should be
somewhat more concentrated than that
of dividend receipts. To make this
adjustment, the logarithms of the
ratios of total market value to dividends
by AGI class were regressed upon the
logarithm of (100-p), arhere p is the
average of the two percentiles from
the distribution of all filers correspond-
ing, respectively, to the lower boind
and upper bound of an AGI class.
Such a regression awas fitted using the
1960 data (Crockett and Friend, "Char-
acteristics") and the results from the
1971 special sample given in table G
of this appendix to pait 5.

Using the same definition of p, but
calculated frem the BEA distribution
of income, the regressions were used
to estimate price-dividend ratios ap-
plicable to each of the BEA income
groups. The 1960 regression was used
in 1958, 1960, and 1964; the 1971
regression, in 1969,--1970, and 1971.
These estimated pnce-dividend ratios
were interpreted as those applicable
to the BEA classes up to a multiplica-
tive constant varying from year to
year. Multiplying the BEA dividends

This appendix presents detailed
descriptions of the sampling procedures
followed in selecting the 1971 special
sample of individual Income T'ox Forms
1040 and the adjustments made to the
sample in deriving tile various estiniates
presented in the test

4
' To prerserve

confidentiality, the IRS seas the oily
group that had access to the actual
forias.

Tile appendix is organized in three
stages, according ts the three stages in

a~mibdwp rs ni idhasO "rssoaaoes ins,,,,..

Noveiaser 1074

by the corresponding estimate from
one of these regr-.sians gives the
distribution of market volue up to a
multiplicative constant. E.spresing the
rc.ulltillg vldules as percentage distribu-
tians gia es the roquired distributions
of market value.

A. final step seas necessary to inter-
polate these.distrbutions of dividend
income and market value of stock by
income class in order to obtain the
percentage of each accounted for by
alecifiedl percentiles of families with
highest total income. For 1964, there is
no significant problem of interpolation,
since the BEA dividend distribution
shows information for 22 income classes
and since both linear anid curvilinear
interpolations give almost identical
results. However, this is not true for the
other years for which lata, on dividend
incoine and market value, are available
only for seven broader total income
groups. For thesee years, the method of
interpolation used assumed that the
distribution of families and dividends
among the several narrower income
classes corresponding to each of the
seven broader income groups seas identi-
cal to that in 1964. While the results of
curvilinear and linear interpolations
applied to the narrower income classes
are fairly close, the curvilinear inter-
polation seemed preferable and was
used. Curvilinear interpolation of data
for the broader income groups gives
similar results.

which the sample was selected and
processed. The first stage describes the
sampling design and analyzes the extent
oid magnitude of potential biases in
the special sample relative to the pop-
ulatioti of forms 1040 filed in 1971. The
seconi stage presents the procedure,
that the Census Bureau followed in
prepsring a tape for subsequent pro-
cessing at BEA and iniicates the steps
taken to preserve complete confident-
iality of the original returns. The
third stage discusses the adjusstments
made to the sample and then derive
estiiates of the dividends received and

Appendix to Part 5: The 1960 and 1971 Samples of Individual
Income Tax Forms 1040
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the value of stock owned by indisidual
investors by AGI closses.

Th. filact tage

In the first stage, IRS designated a
subsomple of the 1971 S01 sample for
further processing. The SOI sample
itself is a sample of forms 1040 stratified
by: (I) the presence or absence of busi-
ness receipts end (2) the absolute sice
of the largest income item and, if a
business return, (3) the value of re-
ceipts. In addition, one small stratum
incltides al forms with a tax in excess
of $17,000 on tax preference items ex-
elusive of those in sample strata where

all forms were sampled. Within either
the business or nonbasiness groups, the

ampl
i
nog rates increased with tile eb-

solute sice of the largast income item
or, wahere apjpropriate, receipts. Table
C presents the criterias for the strata,
the nttmber of forms for each strotitin
it the tpotlation, and the ntimber
dresrn in the SOI semple.

To be sure that, at the lower income
levels, there would be sufficient num-
ben of forms with dividends for later
statistical snalysis, the 1971 special
sample was selected in such a way as to
reduce the magnitude of the over-
sampling of upper itcome forms in the
SOI sample. To this end, the IRS
selected a subsample of the forms in
each of the SOI strata according to a
procedure that should have yielded a
predetermined minimum nutmber of
ratidomly selected forms from each
stratum. This predetermitled minimum
nutmber varied from stratum to stra-
tum."

t

A comparison of these minimum
nutmbers with the ectual numbers stb-
saiopletl frto. the SOI sample shows
that tte ictital numbers hy sample
strata are in excess of the minimum

numbers, as they should be, except for
nonbusiness forms with AGI under
$100,000 (table C). IRS personnel
could provide no plausible explanatiots
of why the numbers subsampled for
these nonbusiness forms were less than
the predetermined minimum under the
sampling design." If it can be assumed
that there was nothing unique about
the forms that presumably should have
been in the subsemtple, but were not,
the ratios of the populatiots number
of forms to the actual number sampled
in each stratum provide the appropri-
ate blowup factors for stb.sequently
estimating the tarket value and other
characteristics of stock held by indi-
viduols (see table C).

As the forms 'Vere selected from the
SOI sample, IRS personnel phitocopird

.t DY Jt. eretat eorw .a tin tOO -e t,,donindwt
it S t e c e tll . tic ato n i . a-tol d h is ' t e a c ai I t- . ,=te s t tie t a. e, ,all cs ,cl r , le e t e s ,
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oil those sith completed schedule B,
part 1, for later processing by the
Census Bureau. This photocopying sas
done in such a way as to esclode the
ninmes, oddresues, and social security
rumbers of the filers. Table C shows
the number of forms with schedule B's,
part 1, in the 1971 special sample.

Schedule B, part 1, contains a list
of the sources and corresponding
iitciits of any dividend income or

capital gain distributinos. The sum of
these amounts less capital gain distri-
biutions is entered on the front of form
1040 in box 13a. After deducting the
exclusion, shich may range tip to $200
for a joint return, the dividends in AGI
fire entered in box l3c. Any single or
joint filing with dividends and other
distributions in excess of $100 should
contain a completed schedule B, part 1,
even if there is ultimately no dividend
incunre in AGI. Undoubtedly, some
filings contain a completed schedule B,
tort 1, een though dividends and other
distribritions sere less that $100. Like-
wise, some filings probably do not
.critaoin completed schedule B, part 1
(encel though required), particularly if,
ifter the eoclusion, there 'ere no divi-

dends in AGI.
Thus, the photocopied forms can be

viesced as a sample of forms with com-
rioted schedule Brs, part 1-hence-
forth referred to simply ox schedule B.
If schedoile B's were properly completed,
fnd only shen required, the popula-
tioir iuiplicit in the 1971 special sample
sould ioclude all filings with dividends
in AlT plus all filings with dividends

and distributions in excess of $100,
but tith dividend income below the
allowable exclusion. If, us is probably
the case, some schedule B's were com-
pleted even though not required and
some not completed even though re-
quired, this clear interpretation becomes
blurred. Although implicit in this dis-
cunsion, it should be pointed out ex-
plicitls that the photocopied forms do
not include all dividends receivedl by
individuals; therefore, in estimating the
market value of stock held by individ-
uals, a series of adjustments for these
omitted dividends were necessary.

Before describing the work (ion. by
the Bureau of the Census, the extent
and magnitude of any biases in this
subsample of the SOI sample will be
assessed by comparing the bloiwn-irp
figures for numbers of forms in the 1971
special sample and the average divi-
dends reported per form sith blown-up
figures from the SOI sample (see table
D). Unfortunately, figures tabulated
from the SOI sample are not exactly
comparable with the 1971 special sam-
ple of forms with schedule B's. None-
thelens, there are both published and
unpublished figures from the SOI sam-
ple that can be used oa rough checks.

Consider first the number of forms.
The SOI sample for individual income
tax forms in 1971 provides an estimate
of the niumber of forms that included
the receipt of dividends on the front
of form 1040 in box 13a. Since not adl of
these forms would have a schedule B,
these numbers shoald be larger than
the population number of forms im-

.Ts!. lf.orpneinon of loIn.-Up Namober of Po-m, and Dioide-ds Pe FPorm feon
s0! Sample and the 1971 Special Sample by AGI
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plicit in the 1971 special sample that
scs subsequently processed by the

Bureau of the Census. The SO sample
also provides populotion estimates of
forms with dividends in AGI. Every
form in this category should have hadi a
schedule B attached. Since some filers
may have attached innecessarily a
schedule B or were required to attach
one even though no taxable dividend
income resulted, the number of forms
implicit in the 1971 special sample of
forms with schedule B's would be
expected to exceed the number with
dividends in AGl. Only if a substantial
number of filers reported dividends
in AGI on the front of form 1040 and
failed to complete a schedule B ,old
this last expectation be in error.

Thus, the estimates of the number of
forms with schedule B's from the 1971
special sample should fall between the
SOI estimates of the number of forms
reporting dividends in box 13a and the
number of forms with dividends in
AGI. Table D shows that for forms
sith AGI of less than f100,000, the
estimates of the number of forms from
the 1971 special sample do fall between
the appropriate SOI estimates. For
forms with AGI in excess of S100,000
or above, the estimates from the 1971
special sample are marginally belosv
the expected range.

Next consider dividends per form.
Again tabulations based upon the
SOI sample do not contain figures
exactly comparable with those from the
1971 special sample with schedule B's,
but perhaps conceptually the closest
number available from the SO! sample
is dividends in AGI per form. This
number differs from tlre corresponding
number for the 1971 special sample
in two principal respects. First, dii-
dends in AGI are after deduction of
capital glins and nontaxable disti-
bution- mud after provision for the
dividend exclusion, which could range
up to 0200 per filing. Second, the 1971
special simple undodibtedly includes
some farcs vith schedlde B's, but no
di idorids in AGI. The first effect
shouldl result in same tendency for the
ilivideils per form feim the 1971

-shicial smnple to exceed the SOI
estimates Thie second effect should

38 November 197.4
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cause the reverse; but, on bolance,
particularly for the larger AGI classes
or sampling codes, tbe first effect is
probably more important than the
second.

An examination of table D discloses
that the dividends per form as esti-
mated from the 1971 special sample
tend to be marginally less than those
estimated from the SOI sample for
AGI between $15,000 and S199,999.
Mlost of the understatement in these
middle-ineome categories can be traced
to the nonbusiness forms, though there
is some evidence of a slight under-
statement in the business forms. IRS
personnel were unable to provide any
adequate explanation of these phe-
nomena. For most of the analyses in
this article, the adjustments in stage 3
will proeide appropriate corrections.
The only onalysis that might be affected
is that of diversification presented in
part 5, but external figures presented
in part 5 suggest that this bias is not
serious.

The second otgee

Next, IRS forwarded the photo-
copies to the Bureau of the Census for
coding. As pointed out above, nmnes of
filers, nddresses, and social security
numbers were deleted from these photo-
copies. The Bureau prepared a file that
included socioeconomic and sociodema-
graphic characteristicm, the names of all
sources of dividends and other distri-
butiens listed on schedule B, and the
associated dollar amounts. From the
resulting file, the Bureau prepared a
list of these dividend sources and sent
it to the authors. Personnel at the
Rodney L. White Center copied onto
this list an identification timber for
each stock that was contained in the
ISL tapes. The ISL taptes re o standard
source of security prices and coser all
NYSE and AMIEX stock, roughly 400
mutual funds, and more thau 3,000
OTC issues. In addition, a small number
of issues not listed on the ISL tapes,
principally somll OTC conipanies, were
assigned unique identification numbers.

For each of these identifiei is-es,
the Center's iats files atid stnidrtd
filitaiciol ltthlcalions ssere tised to
dev-eloti etock chirntoer-icst If the
vaole of an import-nt characteristic
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for an identified stock was missing,
what is teLinicaly known as a default
value was assigned. These default
values, listed in table E, were usually
based upon avalaable data for similar
kinds of assets.

t
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A dividend or distribution sourec
was not assigned a unique identification
number if the ISL tapes did not cover
the company or if the name of the source
was incomplete, like "First National
Bank." These sources were classified os
accurately as possible into one of
several generic categories by using the
names of the sources as guides. Table F
lists these categories, the percentage of
sample dividends falling in each, and
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the defailt values of selected character-
istics used in the subsequent processing.
Because of the diversity of these
c.tegories, the misceilanomus (uniden-
fifed) stock are most likely to be closely
held or small publicly traded industrial
corporations. Some items, such as
imterest payments, should not have

teen reported as dividend income.
These items were deleted in some of the
ralcidations presentsd in the text.

The third a taga

The Censuls Bureau merged the stock
characteristic file with the tax form
information and forwarded the result-
ing file to BEA for final procexsing. To
estimate the dividend and market value
of all stock held by individuals by size
of AGI, the following calculations were
performed:

1. The population estimates of the
dIvleads and other distributions for
filers with dividends and the distrihu-
ti-s reported on schedule B's as de-
rised frout the 1971 specinl sample
a'cre otade to conform to the cur-

re.2poming SOI estimates for all filers
for cacti of the AGI clusses given in
table G. The specific adjustment was
to multiptly every dividend and dis-
lcihtitiott on tol forms sithin a specific
ir7-me clits by the ratio of the SOI
iiggrcglte eitimate for that class 7 to
to: 1971 special sample aggregate es-
iuittelt Thit atljistment nucounts for

the diiiendd reported art the front of
the furiot, 1040 hut tiot on schedtle

72. SO t 722 o: * doS ad 283e.a0 , 3t 26
6

0 .^ .p 67.832 e

B's. It also bas the desirable property of
making the 1971 special sample less
sensitive to any sampling bias that,
may be associated vith the level of
AGI.

2. From the estimates prepared in
part 3, the dividends that should have
been reported on schedule B's, but were
not, are estimated at roughly $336
million. This sum was distributed over
reported dividends and other distribu-
tions in such a way that the noncom-
pliance ratio for each income class
would be a multiple of that for persons
with AGI of $50,000 or over. For AGI
less than $10,000, the multiple was 4.0,
for AGI of S10,000-14,999, 5.5; for
AGI of S15,000-024,999, 4.5; and for
AGI of $25,000-S49,999, 3.5. These
relative ratios of noncompliance were
derived from an IRS stxdy in 1959 r
by equating the fractile ranges of AGI
in l959 with those in 1971.

3. From the estimates prepared iu
part 3, it is determined that $433 million
represent dividends received by persons
not required to file. These dividends
sere allocated to the lowest AGI closs.

4. From the estimates prepared in
part 3, it is determined that S217 mil-
lion of dividents were received by filers
who had dividend incuitte less than the
alloswable exclusion ind failed to report
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them in box 13a of form 1040. This
sum was distributed according to the
same distribution by AGI us returns
that did report dividends, but failed to
exhaust the exclusion. This distribution
was taken to be proportional to the
difference in each AGI class between
the SOI estimates of the number claim-
ing dividend exclusion " and the num-
ber of returns with dividend 3 in AGI.
About 60 percent of such rettirns fall in
the AGI range $15,000-524,999, with
90 percent under 325,000.

5. To allow for dividends retained by
estates and trusts for their beneficial

sownern, each dividend from a trust was
increased by 57 percent. This adjust-
ment moves the market value of these
kinds of assets implicit in the 1971
special sample to $130 billion, nwhich is
in rough conformity with the external
estimate developed in part 3.

6. All but $7.5 million of dividends
reported as received from publicly
traded brokerage firma were reclassified
as dividends received on stock held in
street name accounts.

With these adjustments, the 1971
special sample implies that individuals
received S20.3 billion in dividends and
other distributions. Table G shows the
breakdown by AGI class. After sub-
tracting the SOI estimates of capital
gain and nontaxable distnbutions," the
dividends received by individuals, in-
cluding retentions by e6tutes and trusts,
are estimated at $19.1 billion (see
table G). The dividends and other
distributions, together with the stock
characteristics and the default valoes
i2 tables E and F, imply a market value
of individial stockholdings of $780
billion.

Finally, table 0 gives the dividend
yield rates that were tted in analyzing
the change in the concentration of
holdings over time in part 4 For
eomparison, table G also presents
dividend yield rittes for 1960 thot cere
calculdel cotceptually it the same scay
as thoue for 1971.
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Chairman HUMPHREY. Mr. Fay, I know you had to make some
adjustments. We will come to you. You have to catch an airplane a
little bit later.

You speak from the corporate point of view, is that correct?
Mr. FAY. No, sir. I speak as a tax lawyer who is practicing in the

area of employee benefit plans, and I speak as a tax lawyer, not for
any firm or any other person, but myself.

Chairman HUMPHREY. Go right ahead. We are pleased to hear from
you.

STATEMENT OF RICHARD H. FAY, ATTORNEY, REED, SMITH,
SHAW & McCLAY

Mr. FAY. I understand your time constraints, and that you would
like us to summarize. Therefore, I would like to give briefly what I
feel are the major points of my prepared statement, and to paraphrase
Upton Sinclair-I have been to the future as envisioned by ESOP's
and it does not work.

One, most of the interest in the creation of ESOP's-with some
exceptions, but most of the interest has nothing to do with making
the worker an owner. In most of the cases, ESOP's will not be a fable,
it will be a fraud.

Two, workers have a right to think of deferred compensation plans
as offering something of value they should expect to receive. This is
recognized in law. It is recognized in ERISA.

ESOP's would defeat that expectation.
Three, we are taking an inherently dangerous situation, as far as

workers are concerned, and maximizing the risk to the worker with
leverage.

As I said, I will not read the prepared statement, but let me to back
to some parts of the prepared statement.

These hearings must try to clarify why the reasons given in public
forums like this for the establishment of ESOP's are so entirely
different, in fact, contradictory, to the reasons I hear at the presenta-
tions by these same spokesmen before businessmen.

At such meetings, you hear about a cheap way to obtain corporate
financing and how to handle wealthy taxpayers' estate planning,
reasons having nothing to do with making the worker an owner and a
capitalist. At such meetings, the employee is not mentioned first; he
is not mentioned last; he is not mentioned at all.

ESOP's can be a very complex topic involving highly technical
rules of tax and other applicable laws, but some commonsense prin-
ciples can be enumerated to place the magic of ESOP's in context.
First, the American businessmen are not in the business of giving their
businesses away. They may feel overtaxed and overburdened by the
Federal Government, but they have not thrown in the sponge.

Businessmen are in business to make money. I see nothing wrong
with this, which is why I can state it so plainly.

Second, when talking about ESOP's, we seem to have developed a
certain Gertrude Stein mentality, that a corporation is a corporation
is a corporation. In fact, corporations are very, very different, and
they vary greatly. Probably the greatest difference is that between a
publicly held corporation whose stock is publicly traded, subject to
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extensive governmental regulations, protecting the shareholder, and
whose value therefore can be easily ascertained; and a private, closely
held corporation whose stock, operating totally without regulations,
having no market whatsoever and whose value, therefore, is highly
arbitrary.

This is true for most closely held private corporations, regardless of
how successful they are. This is one of the reasons for the inordinate
interest in ESOP's.

The ESOP can create a market where none has existed before under
terms and conditions dictated by the seller, free from Governmental
regulation. Once this contrived market has been created, it permits
the ESOP to be used for a variety of purposes that have nothing to do
with the worker, for example, a corporate bailout.

Let us take the example of the corporate bailout. It is not my word,
but the word used by people advocating the use of an ESOP. Business-
men incorporate for many valid reasons.

In a small incorporated business, however, you face a problem when
you come near to retirement how to get your value out. The tax code
is unfortunate from their viewpoint. It insists that they be taxed at
ordinary income. If they do not try to take their value out, it is left
to their estate, and the heirs have the exact, same problem.

What do you do?
This problem, which has been so troublesome to small businessmen,

is now going to be solved. We are going to create an ESOP trust,
establish a value-I can tell you, gentlemen, one of the most contro-
versial areas in the tax law, even before the present interest in ESOP's,
is the value placed on a stock in privately held corporations-which
is highly arbitrary. You create the trust, you assign a value, and now
you give the stock to your employees, and you receive cash taxed at
capital gains rates.

This is sort of like calculating the future performance of a race
car based on the past performance of the engine and driver, then
taking that driver, that engine and prize money away and leaving
the pit crew to carry on.

There have been some questions about what labor's position is.
I think they are probably as confused about the complexity of the
subject as everyone else is. I think that traditionally labor has
viewed employee benefit plans as a form of deferred compensation.
This view is recognized in labor law.

That is the reason why benefits under a pension plan and benefits
under profit-sharing plans are mandatory items of collective bargain-
ing. Also, under the tax code, we provided these taxable provisions
because it was felt that they serve the socially useful purpose of pro-
viding retirement income for a substantial number of employees.
These tax provisions deviate from the normal tax treatment in
that you allow a deduction, but nobody has any taxable income.

This concept that you are serving some purpose for the worker
was picked up by ERISA, and if ERISA had any thrust at all,
it said that the worker had some reason to expect some value from
the creation of these programs. It is my contention that the worker
will see little, if anything, of value in the creation of most ESOP's.

Third, and last, when I say this is inherently dangerous for a worker,
I mean you are placing him in double jeopardy. lie now has his job,
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his retirement income, and his deferred compensation riding on the
same horse. He loses his job if the company goes out of business
and also he loses everything else.

I might add that for this reason the Senate Finance Committee,
in reporting its version of the pension reform bill in the 93d Congress,
limited investment by a profit-sharing plan in the securities of an
employer whose securities were not traded in an established market
to not more than 10 percent of the trust assets.

The report of the Senate Finance Committee stated: "This limit
is needed because of the greater difficulty in selling such securities
and, therefore, the greater risk involved in the situation."

I am sure we have all heard the phrase that those who do not learn
from history are doomed to repeat it, and the concept of investing
in stock is not new. It is interesting that today's solution was yester-
day's scandal.

In 1939, a subcommittee to the Committee on Finance issued
a detailed study on the experience in profit-sharing plans when
they invested exclusively in employer stock, and that report docu-
mented case after case where thousands of workers lost both their
jobs and their savings, seriously jeopardizing their faith in the
American capitalistic system.

The committee report concluded, in discussing investment by profit-
sharing plans, that "common stock should not be sold to employees,
thus subjecting them to the hazardous and speculative fluctuation
of the market," and it also recommended that "in any case where
this policy is adopted, the company should establish reserves guar-
anteeing the purchase price of the stock sold."

Of course, the ESOP is just the reverse of creating reserves to make
sure there is some value there. This is a leverage transaction. The
most recent popular leverage transaction is called REIF's-real estate
investment funds-which at least have some diversification. Leverage
increases the risk to the employee.

For example, if an ESOP buys a share of a publicly traded security
and borrows 90 percent of the purchase price, a 10-percent decline
in the market value of the stock would completely wipe out the
equity of the participants.

So what is new about ESOP's is that to meet corporate financing
needs, we maximize, to the fullest extent possible, the risk to employees.

I have a list in my prepared statement of recommendations. I would
like to add two more.

One, I would strongly recommend that existing profit-sharing plans
and other plans not be converted into ESOP's. Even if one is convinced
that ESOP is a terribly sound principle, it seems daring and unfor-
tunate in the extreme to take existing funds and jeopardize them.

Two, you will hear a great deal of testimony about how. ESOP's
will work. There is really very little evidence that they do work, but
people are going to make a claim. If they do, I think that they should
also open up their books and see just who is benefiting.

Thank you.
Chairman HUMPHREY. Thank you, Mr. Fay. Your prepared state-

ment will be placed in the record at this point.
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[The prepared statement of Mr. Fay follows:]

PREPARED STATEMENT OF RICHARD H. FAY

I. INTRODUCTION: HEARING URGENTLY NEEDED BECAUSE OF CONFLICTING REASONS
GIVEN FOR ESTABLISHING AN ESOP

Mr. Chairman, it is an honor and a privilege to have the opportunity to testify
before the Joint Economic Committee on ESOP's. These hearings are urgently
needed. For while Congress has passed four major pieces of legislation containingprovisions favorable to ESOP's, these hearings are the first in-depth congressional
analysis of ESOP's. Businessmen who are being bombarded by propaganda onESOP's and their lawyers who have many questions and doubts are told byESOP advocates not to worry, that ESOP's have obtained a congressional man-date, that Congress supports them and that any problems that may arise in thefuture will be resolved by Congress.

Also, these hearings are needed to clarify how it is that advocates of ESOP
at public forums like today's hearing can give reasons for establishing ESOP's,such as participatory democracy and every worker should be a capitalist andother such noble themes, which are directly contrary to the reasons given forESOP's by these very same advocates in their sales presentations before business
groups. At such meetings you hear about a cheap way to obtain corporate financ-ing and how to handle wealthy taxpayers' estate planning, reasons having nothing
to do with making the worker an owner and a capitalist. At such meetings, theemployee is not mentioned first; he isn't mentioned last; he's not mentioned at all.

I. GENERALLY: BUSINESSMEN ARE NOT IN THE BUSINESS OF GIVING THEIR BUSI-
NESS AWAY UNLESS:

ESOP's can be a very complex topic involving highly technical rules of tax andother applicable laws, but some common sense principles can be enumerated toplace the magic of ESOP's in context. First, businessmen are not in the business
of giving their businesses away. They may feel overtaxed and overburdened bythe federal government, but they haven't given up. Businessmen are in businessto make money. I see nothing wrong with this, which is why I can state it soplainly. Second, when talking about ESOP's, we seem to have a Gertrude Steinmentality, a feeling that a corporation is a corporation is a corporation. Corpora-tions are not all alike; they vary greatly and the greatest difference betweencorporations is the difference between a publicly held corporation whose stock ispublicly traded, subject to extensive governmental regulations, protecting theshareholder, and whose value, therefore, can be easily ascertained, and a private,
closely held corporation whose stock, operating totally without regulations, havingno market whatsoever and whose value, therefore, is highly arbitrary. This istrue for most closely held private corporations regardless of how successful theyare. And this is one of the reasons for the inordinate interest in ESOP's. An ESOP
can create a market where none existed before under terms and conditions dictated
by the seller, free from governmental regulation. Once this contrived market hasbeen created, it permits what I consider to be the most vicious use of an ESOP-a
corporate bailout.

This country can be rightfully proud of the great number of businessmen who
have made a success of their businesses. For the most part, these businessmen
and their associates choose to incorporate that business for valid tax reasons.Incorporation resulted in the shareholders paying less taxes than if they had notincorporated. Now they wish to retire and they face a real problem. The tax codeis structured so that if they try to take out some of the value in the company,either in cash or in stock, they will be taxed at an ordinary income tax rate, andthe corporation will not obtain a tax deduction for that distribution. If theyleave their shares in the corporation to their estates, they have merely trans-ferred this problem to their heirs. How to turn that stock into cash? They can'teven give it away. A businessman could receive a great deal of the alleged cashflow and balance sheet advantages incident to establishing an ESOP by makinga charitable contribution of his stock, for example, to the Salvation Army, butthe Salvation Army, while deeply grateful, will tell them that they need cash tofeed the poor and his stock, regardless of what value may be placed on it by thehighly competent and independent accountant hired by the company, cannot
be converted into cash because there is no market. Aren't the employees of thecorporation in the same situation of not being able to use these pieces of paper?
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Therefore, this businessman faced with this dilemma of passing on to his heirs
pieces of paper which usually have no liquidity or trying to'take the value out of
the corporation now and usually being taxed at the ordinary tax rate suddenly
discovers a solution which apparently has the congressional imprimatur-an
ESOP. Let's create a trust and foist on his employees the problem that the highly
creative and energetic entreprenuer was unable to solve.

Of course, a value will be ascribed to the stock and because there is no real
market for it, the person doing this, no matter how independent, has to use some.
highly arbitrary assumptions. Even before the emergence of ESOP's, the valua-
tion of closely held corporate stock was one of the most controversial and litigated
areas of the law. This appraiser or accountant who is as competent and honest as
the businessman's lawyer are both in the business of trying to make their client's
dream come true. They will achieve what the busimessman wishes to accomplish
if it is permissible under the law. Neither the businessman, the accountant, nor
his lawyer can nor will be concerned with what constitutes proper public policy.
Establishing public policy is the job of Congress.

And so a value will be established for the stock and the stock will be sold to the
employees, and then the people who were the reason for the company's success
and value will modestly withdraw. This is like assessing the likely track perform-
ance of a specially built racing car based on the prior record of the driver and engine
and then removing both driver and engine and leaving the pit crew the rest of the
car. Or to use another metaphor, it is like sucking the lemon dry and leaving the
rind.

III. ESOP: How TO GET SOMETHING FOR NOTHING

Of course, not every businessman wishes to retire, but even for him the ESOP's
advocates maintain that an ESOP can solve many of his corporate financing prob-
lems, including incredibly enough, creation of a tax loss carry-back, thereby ob-
taining a tax refund. Understandably enough, a businessman is interested in
making money, not in giving up his business, and for him the ESOP salesman
say he doesn't have to. By the most artful hopscotching through the tax code and
the provisions relating to ESOP, it is possible to devise an ESOP which results
in substantial tax savings to businessmen with little, if any, loss of corporate
control. An ESOP is created, but control of the stock in the ESOP trust remains
firmly in the hands of the employer because he either selects or is the trustee of
the ESOP trust. Just as an extra measure of safeguard, many ESOP advocates
maintain, and I agree, that you can fund an ESOP with nonvoting, nondividend,
common stock. Of course, eventually there may be a day of reckoning and some
stock may have to be distributed to employees, but do you have any idea of the
practical value of the minority interest in the stock of a privately held corporation?
And again, as a further safeguard, the ESOP can be drafted so that stock can be
repurchased by the employer at a value established by their friendly independent
accountant. I hope this discussion has given some idea of how ESOP's, in reality,
all too often, mock their rhetoric and how ESOPs are not just subject to abuse, but
are vehicles of abuse.

Iv. ESOP FROM THE WORKER'S VIEWPOINT

While I speak primarily as someone practicing in the field of employee benefit
plans, I would like to discuss briefly what I would suspect might be the attitude
and concern of the labor movement about ESOP's. From the workers' viewpoint,
the establishment of an employee benefit plan represents the choice of deferring
compensation instead of receiving additional wages now. In other words, he is
giving up something now for something of even greater value in the future. This
view of an employee benefit plan being a form of deferred compensation is recog-
nized by law. Under labor law, for example, pension benefits, including benefits
under a profit-sharing plan, are a mandatory item of collective bargaining because
they constitute wages. Under the tax law, substantial tax benefits are provided to a
qualified plan because it is felt that they serve the socially useful purpose of
providing retirement income for a significant number of low-paid employees. So
from both the tax and labor law prospectives, a qualified plan is a form of deferred
wages which the worker has some reason to expect to receive.

The realization of this expectation was the whole purpose of ERISA. Congress,
in passing ERISA, established minimum vesting and funding standards and so
forth because it believed that workers were not wrong in expecting something from
these deferred compensation plans. ESOP advocates argue that workers have no
righ to complain if they receive nothing of value as long as they get employer stock,
and perhaps if you read the fine print of an ESOP, the advocates are right; the
worker gets what he was promised-nothing.
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V. THE INHERENT DANGER OF AN ESOP

Finally, it should be understood that some forms of employee benefit plans are
inherently dangerous for employees. If, for example, a profit-sharing plan is
totally invested in employer stock, the worker is placed in double jeopardy. If
the business fails, and more businesses fail than succeed, the worker loses not only
his job, but also his deferred compensation. It guarantees turning a tough position
into a really miserable one for the worker.

For this reason, the Senate Finance Committee, in reporting its version of the
pension reform bill in the 93d Congress, limited investment by a profit-sharing
plan in the securities of an employer whose securities were not traded in an estab-
lished market to not more than 10 percent of the trust assets. The report of the
Senate Finance Committee stated that "this limit is needed because of the greater
difficulty in selling such securities and, therefore, the greater risk involved in the
situation."

I am sure we have all heard the phrase that those who do not learn from history
are doomed to repeat it, and the concept of investing -in stock of the employer is
not new. It is interesting that today's solution was yesterday's scandal. In 1939
a subcommittee to the Committee on Finance in the U.S. Senate issued a study on
the experience in profit-sharing plans. The report documented case after case
where thousands of workers lost both their jobs and their savings, seriously jeop-
ardizing the American worker's faith in the capitalist system. The Committee
Report concluded, in discussing investment by profit-sharing plans, that "common
stock should not be sold to employees, thus subjecting them to the hazardous and
speculative fluctuation of the market," and it also recommended that "in any
case where this policy is adopted, the company should establish reserves guarantee-
ing the purchase price of the stock sold." And now, we come to the only thing that
is truly new about ESOP's-maximizing the risk for the employee. For besides
being something old, something borrowed, and something blue, there is something
new and that is leverage. Leverage increases in an inherently dangerous situation
the risk to the employee. For example, if an ESOP buys shares of a publicly
traded security and borrows 90 percent of the purchase price, a 10 percent decline
in the market value of the stock would completely wipe out the equity of the
participant in their account. So what is new about ESOP's is that to meet corporate
financing needs, we maximize to the fullest extent possible the risk to employees

VI. RECOMMENDATIONS

For all these reasons I hardly think that the ESOP concept is one that should be
approved without reservation and reform. In the right circumstances, and ESOP
can achieve its stated goals, but safeguards are urgently needed to prevent abuse.

(1) ESOP's should be permitted only for companies whose stock is traded on
national exchanges, or in circumstances where it can be clearly demonstrated that
a viable business is being created or continued.

(2) It should be made clear that, as a matter of public policy, ESOP's are
subject to all the fiduciary rules of ERISA other than diversification requirements.

(3) It should be required that an ESOP invest only in common voting stock and
that this stock be voted by the employee, not by the employer or his representative.

(4) It should be required that there be immediate vesting in the stock for the
employees so that they are truly owners.

Chairman HUMPHREY. Mr. Kelso, I know you are listening very
intently. You will have some critical examination. We will come back
to you.

We will have Mr. Brems, followed by Mr. Brannon.
Mr. Brems, you are from the University of Illinois, I believe. We

are very honored to have you.
Mr. BREMS. I am very pleased to be here and see my own Senator

here.
Mr. Chairman, may I, too, ask that my prepared statement plus

the exhibits in it be made a part of the record. I have already de-
posited this statement and the photograph with the committee.

Chairman HUMPHREY. We have it. It is an excellent prepared state-
ment, and it will be printed in the record. We have questions based
on it for you.

Go ahead.



52I

STATEMENT OF HANS BREMS, PROFESSOR OF ECONOMICS, UNIVER-

SITY OF ILLINOIS, URBANA-CHAMPAIGN CAMPUS

Mr. BREMS. Qua economist, no economist can set ends. Ends are

set by Congress. The useful job that economists can do is to study the

economic effects of a proposed new arrangement to see if the arrange-
ment would, in fact, serve the given ends. Perhaps the economist can

also think of alternative arrangements that serve the same end, or
ends.

What I am going to say will take only about 6 or 8 minutes. I

am going to talk a little bit about the alternatives first, and the
effects later.

First, the alternatives.
Keynes, 35 years ago, offered the idea of a wage earners' investment

fund for the first time. The Keynesian origin has been forgotten,
but the idea itself has been viable. For 20 years it has been debated
in Continental Western Europe, and nationwide German and French
systems have existed since 1961 and 1967, respectively.

In a somewhat different form, the idea is now emerging in the
United States. It might be useful at this point to see what the similari-
ties and dissimilarities are between the European and the ESOT
concept.

In the ESOT concept, voluntary wage earners' investment funds
are being set up by, and confined to, individual firms-well, I call it
ESOT because I like to talk about the thing itself, the employee
stock ownership trust, rather than just the plan. The principal dif-
ferences between the Western European concept and the ESOT
concept are the following. I mention the most important ones; I

have more in my prepared statement.
ESOT is set up by, and confined to, an individual firm. A Western

European fund is usually not. Relying on an employer's initiative
spurred by a tax incentive, ESOT is set up instantly by borrowing;
employer cash contributions will slowly pay off its debt, as time goes
on. Relying on the initiative of employees and their unions, Western
European funds engage in no borrowing; employer stock contributions
will slowly build up the fund. At least initially-perhaps permanently,
I cannot find out-ESOT is not free to diversify its portfolio; a Western
European fund usually is: Diversification is considered to be an
important characteristic of an investment fund.

So much for the forms. Now, for the effects.
In my prepared statement, I examine the effects of a wage earners'

investment fund on four things: First, control of corporate industry;
second, the propensity to save national output; third, the inducement
to invest it; fourth, labor productivity and resource allocation.

Under these four headings, I divide my attention evenly between
the Western European and the ESOT concepts, to try to find out if
the effects are different.

I begin with No. 1, control of corporate industry. Under the Western
European concept, the funds may become as large as one-tenth of

total physical capital stock, and since corporate stock is about one-
fourth of the physical capital stock owned by corporations, these

funds will be large enough to establish some degree of labor control of
corporate industry. The fund, of course, in some cases will be by far
the largest stockholder, even though it will not have a majority.



ESOT's, probably for the reasons that I set out in my prepared
statement, would be a somewhat smaller fraction.

No. 2, the propensity to save national output. Wage earners' invest-
ment funds could raise the propensity to save national output, andthereby help accelerating capital formation, by reducing the nationaldisposable-income fraction of the national output. A Western Euro-
pean fund as well as an ESOT coming into existence without anytax incentive would do so. With a tax incentive, a universally adopted
ESOT would reduce the corporate profits tax liability very substan-tially-I made some attempts to figure out by how much in myprepared statement-resulting, everything else being equal, in a large
fiscal deficit. That deficit could be avoided by fiscal reform restoringthe lost revenue from somewhere else. If it were, an ESOT might stillreduce the national disposable-income fraction of national output.

This would perhaps increase the propensity to save national output,depending on how much the propensity to save disposable incomediffers between wage earners and nonwage earners. Any wage earners'
investment fund, including ESOT, will redistribute disposable incomefrom capitalist-entrepreneurs on the one hand to wage earners on the
other hand. Therefore, if the propensity to save of the wage earners
is substantially less than the propensity of the others, then the pro-pensity to save national output overall may fall.

I do not think, though, that this would happen. On the other hand,it is not enough that the propensity to save is up. If there is going tobe any more capital formation out of this, the inducement to investalso would have to be up.
Both the Western European concept and the ESOT concept dosomething to corporate finance. They force the firm to give up self-financing and resort to issuing stock. If it is true that the riskier theinvestment project considered, the stronger is the firm's preference

for self-financing, then a wage earners' investment fund could reduce
the inducement to invest, thus decelerating capital formation ratherthan accelerating it.

Under ESOT, as we all know and have heard many times thismorning, there is rich compensation in the form of tax deductibility
and tax credit, which primarily has the effects of dramatically reducingthe cost of capital to the parent firm. Similarly, rediscounting by theFederal Reserve System of notes issued by ESOT would also dramatic-ally reduce the cost of capital.

I heard-I was not sure I heard correctly-I heard a number, 1percent or 2 percent, something like that.
Chairman HUMPHREY. Mr. Kelso said, I think, a maximum of 3percent.
Mr. BREMS. Such rediscounting would no doubt have the effect ofdramatically reducing the cost of capital, but it also, of course, wouldjust as obviously expand the money supply, and you had better talkto Mr. Burns about that.
It should be fully understood-this is a point I want to make verystrongly-that if the dramatic reduction of the cost of capital doesaccelerate capital formation-I think it might well do that-then

the same effect could have been produced in non-ESOT ways, such asreducing the overall Federal corporate profits tax rate, by raising
the overall investment tax credit, by further accerlerating the accele-rated depreciation allowance, or by expanding the money supply and
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reducing the rate of interest. The effect is the effect of specific-
liberal-Federal fiscal and monetary policies rather than effects in-
herent in the ESOT idea.

Finally, a few words about labor productivity and resource allo-
cation. The effects on labor productivity and resource allocation
depend very much on the degree of centralization of the wage earners'
investment fund. In my prepared-statement, in five steps, I examine
such effects by running the gamut from the extreme decentralization
case, which is an ESOT, to the extreme centralization case, which is
the national fund.

Generally, I find that under extreme decentralization and no di-
versification of the portfolio of the ESOT fund, local labor productivity
at the plant floor may well be raised in tangible ways, less vandalism,
less carelessness, less waste of materials, more attention to the job, so
on and so forth. This would happen within existing technology, with
the individual firm, and in the short run.

As decentralization becomes less extreme and diversification of the
portfolio becomes more complete, these effects at the plant floor may
be lost, because the fund may not own stock in your particular cor-
poration. Whatever you can do on the plant floor may have no effect
on the value of the stock that the fund does own. Therefore, you have
lost that incentive.

Instead, new effects would emerge that do not meet the eye so read-
ily. Historically, and practically, labor productivity has been raised by
reallocating resources in response to new technology. Capital has
moved from low-return to high-return uses, and labor has moved from
low-wage to high-wage jobs.

There is something I must say at this point, as I listen to Mr.
Kelso.

I missed something very much. When Mr. Kelso talks about labor
productivity, when he talks about labor, he is thinking of the labor
that operates the machine, on the plant floor. He is never thinking of
the labor that designs and builds these machines. In other words, he is
overlooking the white collar workers that constituted 17 percent of the
labor force in 1900, but constitute 47 percent of the labor force now.

The higher productivity of white collar workers is a result of invest-
ment in the kind of capital, which, I deplore very much, does not
appear in the national income accounts; namely, human capital. When
we talk about capital formation in the national income accounts, we
mean physical capital only, plant and machinery. But the human capi-
tal is important. If we can't measure it directly, we have indirect
measurements of it.

I would say if there has been a revolution at all in the American
economy as an economist would see it since the Second World War,
it is this: In 1940, 15.6 percent of the population aged 18-21 was en-
rolled in higher education. In 1970, 51.4 percent was enrolled. We
have more than trebled the number of people who have some kind
of higher education, and we have raised labor productivity corres-
pondingly. So there is a tremendous technological change going on.
The technological change is the result of the ideas that all these people
who have had all this higher education are having. These new ideas
demand a constant reallocation of resources.

We accomplish that reallocation of resources by making labor and
capital as mobile as we can. I am pleased to say that in all the coun-
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tries I know, I know of nowhere where labor and capital are more
mobile than in the United States.

The question is, if wage earners' investment funds might do some-
thing to help mobility of labor and capital? I think, in the less decen-
tralized forms, in the more diversified forms, they might well do that.
If they do, they might help us to adjust resources more quickly and
more easily to new technology.

Finally, a word on policy conclusions. ESOT's appeal to business
lies, no doubt in the tax incentives offered. Under those tax incen-
tives, widespread adoption of ESOT could well accelerate capital
formation. But if it does, the same effect could have been produced
in non-ESOT ways bv liberal Federal fiscal and monetary policies.

If it is felt that public policy should, in one scoop, both accelerate
capital formation and do something about the unequal distribution
of wealth, then the liberal fiscal and monetary policies could be com-
bined with incentives to set up wage earners' investment funds. I
must emphasize that wage earners' investment funds come in a wide
variety, almost a bewilderingly wide variety of forms. Among those
forms, ESOT is only one, and it is a rather special one.

ESOT asks the employee to own corporate wealth in a form so risky
that no stockholder, individual or institutional, that I have ever
known, voluntarily chooses to do it that way. For that reason, U.S.
labor-presumably the beneficiary of the whole thing-has shown
not much, if any, interest in ESOT.

My conclusion is that more diversified funds, funds owning voting
stock only and funds more acceptable to their beneficiaries, might be
considered. Suprafirm funds, funds extending beyond the individual
firm, might do less for labor productivity at the plant floor than ESOT
does, but might do more for capital and labor mobility in the economy
at large, and thereby ultimately do more for labor productivity at
large. Thank you, Mr. Chairman.

Chairman HUMPHREY. Thank you, Mr. Brems. Your prepared
statement will be placed in the record at this point.

[The prepared statement of Mr. Brems follows:]
PREPARED STATEMENT OF HANS BREMS*

WAGE EARNERS' INVESTMENT FUNDS-ALTERNATIVE FORMS AND THEIR
ECONOMIC EFFECTS

L. INTRODUCTION

1. The Purposes of a Wage Earners' Investment Fund
While the income distribution generated by capitalist economies is generally

more equal than that generated by pre-capitalist ones, much public policy has been
directed towards redistribution and equalization of income. Wealth distribution
is much less equal than income distribution. But until recently, it has attracted
less attention.

For travel assistance to a short trip to Western Europe in 1974 and for a sabbatical
leave of absence there in 1975, the writer is indebted to the University of Illinois at Urbana-
Champaign.

For discussions during seminar ,presentations in the spring of 1974 at Cornell University,
the Erasmus Universiteit at Rotterdam, and the Untversitht Mannheim, the writer is in-
debted to Walter Galenson, P. J. Verdoorn, Wouter Siddr6, and Jiirg Niehans. For private
conversation he is indebted to Jurgen Siebke of the Christian-Albrechts-Universitait at Kiel.
For very active participation, he is indebted to his Danish and Swedish students at two
workshops conducted by him during the spring of 1975 on the economics of wage earners
investment funds at the universities of Copenhagen and Lund. For discussion during a
seminar presentation in March 1975 at the Rijksuniversiteit te Groningen. he is indebted to
Frits J. de Jong and his graduate students. For private conversation he is indebted to
Steffen M611er of the Danish Metalworkers' Union, to Rudolf Meidner of the Swedish Con-
federation of Trade Unions, and to Gunnar Eliasson and Per-Martin Meyerson of the Fed-
eration of Swedish Industries.

Finally, for a critical reading of the present statement the writer is indebted to his
colleague Marvin Frankel of the University of Illinois.
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A wage earners' investment fund would be one step in the direction of equalizing
wealth distribution. Directly it would serve the dual purpose of giving labor a
share of, first, the capital gains accruing to stockholders in an inflationary economy
and, second, the co-determination rights inherent in stock ownership.

Less direct effects have also been hoped for. Perhaps the fund would be a step
towards a labor-managed economy [2], [7], [191, and [30]. Perhaps the fund would
raise the propensity to save national output and thus relieve a possible capital
shortage [8]. Perhaps a tax-exempt fund would enable the parent firm to borrow
on more favorable terms and thus raise the inducement to invest [15]. Perhaps
the fund would reduce alienation and raise labor productivity [151-or at least
raise labor tolerance of profit-making and of income policies involving money-
wage restraint [8] and [22].

2. The Purpose of the Present Testimony

Thirty-five years ago, Keynes [161 offered the idea of a wage earners' invest-
ment fund. The Keynesian origin has been forgotten, but the idea itself has been
viable: For twenty years it has been debated in Continental Western Europe, and
nationwide German and French systems have existed since 1961 and 1967,
respectively. In a somewhat different form the idea is now emerging in the United
States.

The spectacular postwar growth, employment, capital-formation and trade
record of Continental Western Europe indicates that some social experimentation
may be compatible with a high-performance capitalist economy. I shall therefore
divide my attention evenly between the Western European and the United States
concepts of a wage earners' investment fund.

The purpose of my testimony must be to describe and to analyze: To describe
alternative forms of wage earners' investment funds and to analyze the economic
effects of such alternative forms. Such analysis would seem useful, first because
little ' has been done so far. Second, because the funds could conceivably become
quite large, representing a significant modification of corporate capitalism and
having significant effects upon the generation of disposable income, the propensity
to save national output, the inducement to invest it, and labor productivity and
resource allocation. I shall analyze such effects, but before I can analyze I must
describe.2

I1. THE WESTERN EUROPEAN CONCEPT, PLANS, BILLS, AND STATUTES

3. The Concept

The general idea of a wage earners' investment fund as typically proposed or
enacted in Western Europe may be briefly expressed as follows.

A wage earners' investment fund would be serving the dual purpose of giving
labor a share of, first, the capital gains accruing to stockholders in an inflationary
economy and, perhaps second, the co-determination rights inherent in voting-
stock ownership. By law or collective agreement, or of their own free will, and
primarily in the form of corporate stock, employers would contribute a fraction
of either their wage bill or their profits bill to the fund. Call the former contribution
an investment wage, the latter profit sharing.

The fund would not be confined to any particular firm. Not being so confined,
the fund is free to sell its share of any firm at any time and buy shares of other
firms, thus diversifying its portfolio. Here the fund would exercise its own inde-
pendent judgment, steadily comparing the quality of the stock of one firm to
that of others. The fund would belong to the employees and would issue nonne-
gotiable fund certificates to them. A specified number of years after its issue a fund
certificate would become redeemable in cash at a price which would include the
share of that certificate in the original contribution to the fund as well as all
capital gains and dividends made on that contribution during the lifetime of
the certificate.

1 Western European advocates of wage earners' investment funds have produced readable
pleas like those by BergstrOm [2], Cars [7], Landsorganisationen [18], and Meidner [191.
Serious economic analysis Is offered-In non-English languages only-by the Danish council
of economic advisers (Det 6konomiske RAd) [8] and In the applied parts of Krelle, Schunck
and Siebke [17], 87-491. Recent German theoretical work on the redistribution of wealth
ignores fund accumulation, Jaeger [.14], the theoretical part of Krelle, Schunck and Siebke
[17], 52-86, Mtckl [21], and Ramser [23].

In the United States Kelso [15] and elsewhere, has offered his plea and his underlying
philosophy but no serious economic analysis.

2 For a comprehensive recent six-country survey, see my [4], 14-31. For a less recent but
more comprehensive survey, see 0. E. C. D. [22] and Robinsou [24].

69-174 0 - 76 - 34
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4. The Plans

What Keynes [16] proposed in 1940 was a compulsory investment wage. With
the purpose of paring down consumer demand to wartime output of consumers'
goods, he proposed a "deferred-pay" scheme calling for £550 million in annual
compulsory saving. The complete scheme, including the "accumulation of working-
class wealth under working-class control," would embody, Keynes said in his
preface, "an advance towards economic equality greater than any which we have
made in recent times." Keynes' proposal was adopted strictly as a wartime meas-
ure and to less than a quarter of his suggested sum [20].

Compulsory profit sharing was first proposed by Gleitze [12]. Employers should
not be deprived of the use of any of their capital, he said, Hence, in the form of
corporate stock rather than in the form of cash, employers should contribute
compulsorily a fraction of their profits to the fund. The Gleitze Plan was endorsed
by the German federation of labor unions [9] in 1961.

5. The Bills

In 1973 a bill [1] proposing a compulsory investment wage failed to pass in
the Danish parliament. The bill was a modified proposal by the Danish federation
of trade unions [181. Both proposed a single national fund and a contribution
fraction of 5 per cent of the wage bill. The bill proposed a seven-year (the federa-
tion of trade unions had proposed a five-year) redemption period.

In 1974 the coalition government of the Federal Republic of Germany [10]
agreed on the principles of a bill proposing compulsory profit sharing. The bill
would propose a number of suprafirm funds among which the individual wage
earner would be free to choose. The contribution fraction was to be progressive,
reaching a maximum of 10 per cent of very large profits bills. A seven-year redemp-
tion period was proposed. No actual bill has been put before parliament as yet

6. The Statutes

In 1961 a voluntary investment-wage scheme was enacted by the Federal
Republic of Germany. Funds were to be set up by collective bargaining and could
simply be blocked accounts in savings banks or banks. Contributions may take
the form of stock, bonds, or cash. If agreed upon within a maximum of 624 DM
per wage earner per annum they are generously supplemented by government cash
subsidies. The scheme was revised twice and is now so appealing that two-thirds
of all wage earners are participating. The redemption period is seven years.

In 1967 a compulsory profit-sharing scheme for larger corporations was enacted
in France. Here, too, funds could simply be blocked accounts in savings banks or
banks. Contributions may take the form of stock, bonds, or cash as agreed and
entitle the firm to an equivalent tax credit. The redemption period is five years.

III. THE UNITED STATES CONCEPT AND STATUTES

7. The ESOT Concept

Voluntary wage earners' investment funds set up by, and confined to, individual
firms were proposed and are being assisted by Kelso [15] under the name of
"employee stock ownership trusts"-let us call them ESOT for short. An ESOT
comes into existence as follows.

It begins with an act of borrowing: In its own name but guaranteed by the
parent firm, ESOT borrows a sum in the capital market. Next comes an act of
issuing stock: The sum borrowed is turned over to the parent firm which issues
stock in return and turns it over to ESOT.

So far, to the parent firm this looks much like financing new investment by
issuing new stock. But there are two differences, and the first one is seen at once:
The parent firm has guaranteed ESOT's borrowing. The second difference
becomes visible later: Over the years, the parent firm undertakes a succession
of acts of contributing cash to ESOT, enabling the latter to pay interest on its
debt as well as amortize it. In return for its contributions, the parent firm receives
nothing tangible from ESOT: Specifically it doesn't get back the stock issued to
ESOT.

In the absence of an ESOT, had a firm financed new investment by issuing
new stock, no debt would ever have come into existence hence no amortization
would have been called for. The new stock would have diluted ownership. Should
the firm later find itself with cash to spare, and should it wish to re-concentrate
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ownership, it could choose to spend the cash buying back its own stock. On the
other hand, still in the absence of ESOT, had the firm financed its new investment
by borrowing, no new stock would ever have come into existence.

By contrast, under the ESOT concept the parent firm has issued the new stock
and borrowed as well. In the end it has diluted ownership and amortized as well.
What makes the firm take such a double burden upon itself? The answer lies in
the statutes.

8. The Statutes

United States statutes offer old and new tax incentives for the parent firm to
set up an ESOT. The Internal Revenue Code has long allowed tax deduction on
contributions to an ESOT amounting to a maximum of 15 per cent of the wage
bill of the parent firm. The code, in other words, established a new principle,
i.e., tax deductibility of the amortization of the principal of a loan-not just the
interest payments. The 1975 Tax Reduction Act adds the further incentive of
tax credit for contributions to an ESOT amounting to a maximum of one per cent
of the investment in capital equipment by the parent firm.

9. Differences Between the Western European and the ESOT Concept
Eight differences 3 between the Western European and the ESOT concepts of a

wage earners' investment fund stand out.
First, to the dual purpose of Western European schemes ESOT adds a third

purpose, i.e., that of enabling the parent firm to borrow on favorable terms in-
cluding tax deductibility and tax credit. For the parent firm to take advantage of
such favors, an ESOT must be set up instantly, borrowing cash from the outside;
employer cash contributions will slowly pay off the debt of ESOT. Western
European schemes rely on no borrowing, hence cannot set up the fund instantly.
Employer stock contributions will slowly build up the fund.

Second, the second of the two purposes of Western European schemes was to
give labor a share of the co-determination rights inherent in voting-stock owner-
ship. ESOT may defeat that purpose: In return for granting tax deductibility the
law does not require the parent firm to issue voting stock to ESOT. In return for
granting tax credit it does. Firms wishing to preserve existing control patterns
will issue nonvoting stock.

Third, ESOT is a voluntary scheme relying on an employer's initiative spurred
by a tax incentive. No employee or labor union initiative is foreseen, and none
has been forthcoming! The employee is assigned the role of a presumably sym-
pathetic but passive bystander-sympathetic because he will eventually own some-
thing for nothing. By contrast, if like the West German investment-wage system
(in which two-thirds of West German wage earners are now participating),
Western European schemes are voluntary, they rely on the initiative of the
employees and their unions rather than on that of the employer.

Fourth, ESOT represents the extreme-decentralization case of a wage earners'
investment fund. ESOT is set up by, and confined to, an individual firm. A
Western European fund is not confined to any single firm-we could call it a
suprafirm fund. At most a Western European fund might be confined to a single
industry or a single geographical region.

Fifth, at least initially [15], 29, 35, ESOT is not free to sell its share of any firm
at any time and buy shares of other firms, thus diversifying its portfolio. A Western
European fund is usually free to do so.

Sixth, the contribution to an ESOT may be neither an investment wage nor
profit sharing. Tax deduction is allowed on contributions amounting to a maximum
of 15 percent of the wage bill of the parent firm. Fully utilized such a tax deduction
would make the contribution an investment wage. Tax credit is allowed for con-
tributions amounting to a maximum of one percent of the investment in capital
equipment by the parent firm. Fully utilized such a tax credit would make the
contribution neither an investment wage nor profit sharing. Profits would not be
shared: Entitling the parent firm to a full tax credit, the contribution would cost
the firm nothing. In other words, employees would benefit at the expense of the
Federal government rather than at the expense of the parent firm.

3 Western European schemes are not, of course, uniform. Consequently items duplicatingHSOT may be found: (1) The German Friedrich Plan [4], 19-20, too, served the purposeof enabling the parent corporation to borrow on favorable terms. (2) The French profit-sharing system [4], 23-25, too, allows tax credit for contributions to a wage earners'
Investment fund. (3) The Danish Blacksmiths' and Machinists Union [4], 25 too, proposed
funds confined to a single firm. (4) The three Dutch trade-union federations [4], 23, too,
proposed freezing of contributions until the individual employee reached retirement age.
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Seventh, ESOT freezes merely the original contribution to the fund [15], 29.
Western European schemes usually freeze the original contribution and all capital
gains and dividends made on that contribution during the lifetime of the fund
certificate.

Eighth, most ESOTs are designed to permit redemption either at termination
of employment or at retirement [15], 29. Western European schemes make con-
tributions redeemable a specified number of years after they were made.

Several of these differences will turn out to be decisive, as I now examine four
major economic effects of a wage earners' investment fund, i.e., the effects upon

1. control of corporate industry,
2. the propensity to save national output,
3. the inducement to invest it,
4. labor productivity and resource allocation.

Iv. ECONOMIC EFFECTS OF FUNDS: LABOR CONTROL OF CORPORATE INDUSTRY?

10. Size of Funds Under Western European Concept

How large a fraction of total physical capital stock would wage earners' invest-
ment funds ultimately be?

In the form of corporate stock let all employers contribute either a fraction
of their wage bill or a fraction of their profits bill to wage earners' investment
funds. The funds will then be growing for two reasons. First, what is being put
into them is growing: The wage bill or the profits bill themselves are growing.
Second, once put in, the contributions will earn a return. Let the earnings of the
funds be compounded continuously, and let all wage earners present their fund
certificates for redemption as soon as the latter become redeemable. Redemption
at time t is the accumulated value at time t of the contribution made at time t-r
where r is the length of the redemption period. The size of the funds at time t is
the accumulated value at time t of all contributions made between time t-r and
time t. To find that size one must use integral calculus and computer simulation.
Elsewhere in technical papers [5] and [6] I have done that. It turned out that
for a redemption period r= 8 years, an investment wage with a contribution
fraction of %o of the wage bill would generate funds equalling 0.100 of total
physical capital stock. Profit sharing with a contribution fraction of /Io of the
profits bill would generate funds equalling 0.069 of total physical capital stock.
Such a redemption period and such contribution fractions are on the high side of
anything ever proposed, see Sec. II above. Would such ambitious and universal
funds be large enough to establish labor control of corporate industry?

In the United States, corporate stock is about Y of total physical capital stock
owned by corporations.4 Applying my findings 5 to the United States corporate
sector, then, I find that funds of between 0.069 and 0.100 of total physical capital
stock would not establish majority control of corporate industry. But as we know,
less than majority may be needed for effective control.

11. Size of Funds Under ESOT Concept

How large a fraction of total physical capital stock would ESOT funds ulti-
mately be? Probably a smaller one. There are two reasons to expect this.

First, ESOT freezes merely the original contribution. The Western European
concept freezes not only the original contribution but also all capital gains and
dividends made on that contribution during the lifetime of the fund certificate.

Second, ESOT redeems more permissively. Most ESOTs are designed to permit
redemption either at termination of employment or at retirement. In the former
case the average redemption period may be rather short.

4U.S. Bureau of the Census [29], 479. For our purpose the denominator is overstated
by including land and intangible assets.

5 The capital stock in my computer-simulation models was thought of as business physical
capital stock only, and all business was thought of as corporate business.

How large a fraction of actual physical capital stock does belong to business? In the
United States, business nonresidential physical reproducible assets are merely 36 per cent of
all physical reproducible assets; government, institutions. consumer durables, and residen-
tial structures account for the remaining 64 per cent, see U.S. Bureau of Economic Analysis
[26]. Series A 129-A 154, 202-207, quoting Goldsmith [13] and Tice and Duff [25].

How large a fraction of actual business physical capital stock does belong to corporations?
In the United States corporations own perhaps between % and % of all physical capital
stock owned by business; the U.S. Bureau of the Census [29], 483, doesn't tell us: We don't
know what (1) the share held by corporations smaller than the 200 largest; (2) by non-
manuJacturing corporations, or what (3) the shares of physical assets alone would be.
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12. Motivation of Funds

Should wage earners' investment funds become large, powerful, and diversified,
how would they behave? Would they be like any other institutional stockholder,
always on the lookout for high-return stock, always trying.to get rid of low-return
stock?

They might well be. Existing and proposed Western European funds are usu-
ally free to sell their share of any firm at any time and buy shares of other firms,
thus diversifying their portfolio. Return maximization may be explicitly foreseen.
The Danish union proposal [18], Sec. 14 and bill [1], Sec. 22J both specifically
ordered an "active" placement of the fund and defined "activel' as guaranteeing,
first, a share of the capital gains and, second, a maximum dividend. When not
explicitly foreseen, return maximization may still be likely, especially if a num-
ber of suprafirm funds were set up among which the individual wage earner
would be free to choose-as he would in the German coalition government pro-
posal [10].

But then occasionally a wage earners' investment fund might not be like any
other institutional stockholder. Occasionally it might try to protect jobs in less
profitable firms. Such attempts could keep less capital-intensive, less rapidly
growing, and less well-managed firms alive at the expense of more capitai-intensive,
more rapidly growing, and better-managed ones. A genuine conflict may thus
exist between the interests of a wage earner qua owner of the fund and qua holder
of a particular job. As I have shown elsewhere [4], 54-58, such malallocation of
resources would be more likely under an investment wage than under profit
sharing.

V. EFFECTS UPON CAPITAL FORMATION: PROPENSITY TO SAVE NATIONAL OUTPUT

13. Capital Formation and the Generation of Disposable Income

Could a wage earners' investment fund accelerate capital formation? It would
have to do so by raising the propensity to save national output. Given the pro-
pensity to save disposable income, this, in turn, would have to be done by re-
ducing the national disposable income fraction of national output.

But raising the propensity to save national output would not in itself acceler-
ate capital formation. The inducement to invest would have to be raised, too-by
reducing the cost of capital to the firm.

These things lie at the heart of economic theory but we shall have to come to
grips with them. We begin with the generation of disposable income. As usual we
distinguish between the Western European and the ESOT concepts of a wage earn-
ers' investment fund.

14. Disposable-Income Generation Under the Western European Concept

Fiscal policy is less heavily involved in the Western European concept than in
ESOT so we ignore it.

Under an investment wage, wage earners' disposable income at any time t is
the wage bill minus contribution plus redemption at that time. Under the West-
ern European concept what is being redeemed at time t is the accumulated value
at time t of the contribution made at time t - r where r is the length of the redemp-
tion period. The accumulated value includes all capital gains and dividends made
on that contribution between time t - r and time t. Because the wage bill is grow-
ing, the original contribution was smaller than the current one. But under realistic
assumptions the capital gains and dividends made will more than make up for the
original smallness. As a result, redemption at time t will exceed contribution at
time t. Consequently, wage earners' disposable income is larger than it would have
been in the absence of a wage earners' investment fund.

This holds even more under profit sharing. Here wage earners' disposable in-
come at any time t is the wage bill plus redemption at that time. There is no re-
duction here, only enlargement!

Under an investment wage, disposable income of capitalist-entrepreneurs is
their profits on all capital stock except the fund. So a wage earners' investment
fund reduces their disposable income by the profits they used to make on the-
capital stock that now belongs to the fund. Consequently the disposable income of
capitalist-entrepreneurs is smaller than it would have been in the absence of a
wage earners' investment fund.
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This holds even more under profit sharing. Here the disposable income of capi-
talist-entrepreneurs is their profits on all capital stock except the fund minus their
contribution to the fund. There is a further reduction here and no enlargement!

Until now everything has been straightforward: A wage earners' investment
fund raises the disposable income of wage earners and reduces that of capitalist-
entrepreneurs. But what will it do to national disposable income? Will the re-
ductions be greater than, equal to, or less than the enlargement? The reductions
are, first, the profits the capitalist-entrepreneurs used to make on the capital
stock that now belongs to the fund and, second, the contribution to the fund
either in the form of the investment wage or in the form of profit sharing. The
enlargement is always the redemption.

Whether the reductions will be greater than, equal to, or less than the en-
largement is not intuitively obvious. Where intuition fails, one must build nu-
merical models and try to make their structure as realistic as possible. Within the
framework of a conventional growth model [3] I have done so in the technical
papers [5] and [6] mentioned in Sec. IV, 10 above. For a redemption period of r=8
years, the results are summarized in my diagram.
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The horizontal axis of my diagram shows the contribution to the fund as a frac-
tion of national output. Employers contribute either the fraction a of their wage
bill or the fraction b of their profits bill. The wage bill, in turn, is the fraction a
and the profits bill the fraction D of national output. Consequently an investment
wage will contribute the fraction aa and profit sharing the fraction fib of national
output. Under United States conditions a=% and #=34.
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The vertical axis of my diagram shows national disposable income, wage
earners' disposable income, and capitalist-entrepreneurs' disposable income, all
three of them as fractions of national output.

Two results stand out in the diagram. First, an investment wage and profit
sharing contributing the same fractions aa=Ob of national output reduce the
national disposable-income fraction of national output identically. Second,
both redistribute disposable income in favor of wage earners, but the former less
so that the latter.

15. Disposable-Income Generation Under ESOT Without Fiscal Policy

For the moment assume an ESOT to come into existence without any tax
incentive. Then we may still ignore fiscal policy.

Under ESOT, earnings of the fund are not compounded but paid out currently
to the members of the fund. This simplifies things. The reduction of national
disposable income is now merely the contribution to the fund. The profits the
capitalist-entrepreneurs used to make on the capital stock that now belongs to
the fund, are now paid out currently, hence are no longer a reduction of national
disosable income.

The enlargement of national disposable income is still the redemption, and the
redemption is somewhat different under ESOT. ESOT permits redemption only
at termination of membership-at retirement or termination of employment.
What is being redeemed to an individual ESOT member at time t is therefore his
share of the accumulated corporate contributions made between time t-m and
time t where m is the length of his membership period. This redemption does not
include the capital gains and dividends made on those contributions between
time t-m and time t. Because everything is growing, the original contributions
were smaller than the current ones, and there is no longer anything to make up
for the original smallness. As a result, for all fund members taken together, re-
demptions at time t will fall short of contributions at time t: Enlargement will fall
short of reduction, and we need no mathematical model to see that ESOT, too,
will reduce the national disposable-income fraction of national output. The extent
to which ESOT will do so will depend upon two things.

First the size of the contribution fraction: The higher the fraction, the more
debt ESOT can amortize, hence the more stock it can acquire. ESOT tax credit
has a maximum of one per cent of investment-a low fraction by Western Euro-
pean standards. But ESOT tax deduction has a maximum of 15 per cent of the
wage bill of the parent firm-a very high fraction by Western European standards.

Second the length of the average membership period. If redemption is permitted
at termination of employment, a redemption-seeking employee may be induced
to change jobs. In that case the average membership period may be short. If, on
the other hand, redemption is permitted only upon retirement the average mem-
bership period will be long.

16. The Fiscal Effects of ESOT

Few ESOTs would come into existence without any tax incentive, so we must
consider their fiscal effect. How much corporate profits tax revenue would the
Federal government be losing if ESOT' were universally adopted?

We begin with the tax deduction allowed on contributions to an ESOT amounting
to a maximum of 15 per cent of the wage bill of the parent firm. In 1972 the
United States nonfinancial corporate wage bill was $429 billion [27]. In the un-
likely event that all nonfinancial corporations had set up ESOTs and contributed,
say, 10 per cent of the wage bill to them, total contributions would have been
$42.9 billion. Claiming this sum as a deduction would have reduced profits before
tax from its actual $74.3 to $31.4 billion, hence have reduced the profits tax lia-
bility from its actual $35.0 billion to some $15 billion.

Next the tax credit allowed on contributions to an ESOT amounting to a max-
imum of one per cent of the investment in capital equipment by the parent firn.
In the United States in 1972, purchases of physical assets by nonfarm nonfinancial
corporations were $100.7 billion [28]. Claiming one per cent of this, $1 billion, as
tax credit would have meant a total reduction of the corporate profits tax liability
from its actual $35.0 billion to some $14 billion-to exactly Y51

17. Fiscal Reform

A $21 billion reduction of the corporate profits tax liability is a $21 billion
increase in corporate or personal disposable income. But long before that happened,
fiscal reform would have become necessary. Either the reform would call for higher
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tax rates recovering lost revenue or it would have to sacrifice government services
hitherto rendered. The effect of such fiscal reform upon national disposable in-
come as a fraction of national output would be part and parcel of the overall
economic effects of a widely adopted ESOT. Examining such effects would carry
me far beyond my present statement and deeply into the realm of fiscal policy.
Rather than doing that I return to my immediate question: Could a wage earners'
investment fund raise the propensity to save national output, thus helping to
accelerate capital formation?

18. The Propensity to Save National Output

Sec. 14 found that the Western European concept of a wage earners' investment
fund would reduce the national disposable-income fraction of national output.
Sec. 15 found that an ESOT coming into existence without any tax incentive
would do the same. Sec. 16. estimated the fiscal effects of a universally adopted
ESOT. With such effects neutralized by the fiscal reform mentioned in Sec. 17,
ESOT might still reduce the national disposal-income fraction of national output.

Armed with those findings we are ready to draw conclusions about the pro-
pensity to save national output. We begin with the simplest alternative, i.e.,
that the propensity to save disposable income is the same for wage earners and
capitalist-entrepreneurs. A wage earners' investment fund reducing the national
disposable-income fraction of national output will then unequivocally raise the
propensity to save national output.

Next we examine a less simple alternative. If the propensity to save disposable
income is not the same for wage earners and capitalist-entrepreneurs the pro-
pensity to save national output may conceivably fall: We saw that a wage earners'
investment fund will redistribute disposable income in favor of the wage earners.
Consequently, if wage earners have a substantially lower propensity to save
disposable income than do capitalist-entrepreneurs, then redistributing disposable
income from capitalist-entrepreneurs to wage earners may conceivably overwhelm
the effects of reducing the national disposable-income fraction of national output.
The net effect may be a fall in the propensity to save national output. Such a
fall is perhaps less likely than a rise 6. It is particularly unlikely under an invest-
ment wage, because the latter has a weaker redistributive effect than does profit
sharing.

But raising the propensity to save national output would not in itself be enough
to accelerate capital formation. The inducement to invest would also have to be
raised. Could a wage earners' investment fund do that?

VI. EFFECTS UPON CAPITAL FORMATION: INDUCEMENT TO INVEST

19. The Cost of Capital

What is the cost of capital to a firm? To be marketable corporate stock must
offer a prospect of dividends and capital gain. Offering such a prospect, then, is
the price to be paid for capital raised by issuing stock. Interest is the price to be
paid for borrowed capital. Neither price has to be paid for self-financing, hence the
firm's preference for the latter. In the United States nonfarm nonfinancial corpo-
rate business [28] the ratio of internal sources of funds to purchases of physical
assets stays close to 3/4. The riskier the investment project considered, the stronger
the preference for self-financing.

If issuing stock, borrowing, and self-financing carry different price tags, could a
wage earners' investment fund affect the cost of capital to the firm? As usual we
distinguish between the Western European and the ESOT concept of such a fund.

20. The Cost of Capital Under the Western European Concept

Under the Western European concept the firm contributes to the fund in the
form of corporate stock. No cash is contributed, so the cash equivalent of the
contribution is still available for financing-in accordance with. Gleitze's [121
leading idea. But the contribution has generated new stock. Perhaps we should
visualize the contribution as follows. The firm would contribute cash to the fund,
then issue new stock and sell it to the fund in order to retrieve the lost cash. The
firm would end up with the cash and the fund with the stock, as they should.

OForsyth [11], 66 and 72, merely expected a wage earners' Investment fund to prevent
a drop. but never mentioned a rise, in the propensity to save national output. Det Okono-
miske RAd [8], 43 and 49, did expect fund accumulation to raise substantially the propen-
sity to save national output.
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But it would have become more transparent that a wage earners' investment fund
forces the firm to give up some of its self-financing and to resort to issuing stock 7.

But would a wage earners' investment fund be like any other institutional stock-
holder unwilling to hold stock not offering a prospect of dividends and capital
gains? A fund free to sell its share of any firm at any time and buy shares of other
firms, thus diversifying its portfolio, may well be. But even lacking such freedom
the fund will still eventually have to sell stock to meet its redemption obligations.
Stock originally contributed to the fund may then fall into the hands of ordinary
stockholders unwilling to hold it unless it offers a prospect of dividends and capital
gains. Should they sell it, its market value might suffer, jeopardizing the market-
ability of future stock issues by the firm.

Suppose it is true that the riskier the investment project considered, the stronger
is the firm's preference for self-financing. By forcing the firm to give up self-financ-
ing and resort to issuing stock, a wage earners' investment fund would then be
inducing the firm to substitute less risky for more risky investment projects.
This could decelerate capital formation. To avert such a danger, even the Western
European concept of a wage earners' investment fund may need a tax incentive!

21. The Cost of Capital under the ESOT Concept .

Does ESOT, too, force the firm to give up self-financing and resort to issuing
stock? As we saw in Sec. III above, if in the absence of an ESOT a firm had
financed new investment by issuing new stock, no debt would ever have come into
existence. Had the firm financed its new investment by borrowing, no new stock
would ever have come into existence. Under ESOT both come into existence.
Having amortized its debt, the parent firm has still issued the stock and is left
with a permanently diluted stock ownership. So far, just like the Western European
concept, the ESOT concept forces the firm to give up self-financing and resort to
issuing stock.

But under ESOT there is a rich compensation. Under current United States
statutes an ESOT will dramatically reduce the cost of capital to the parent firm.
The Internal Revenue Code has established tax deductibility of the amortization
of the principal of a loan via ESOT. In business jargon we may say that the
principal may be paid back in pre-tax rather than post-tax dollars. With a cor-
porate profits tax rate of roughly one-half the difference is significant. To this
should be added the further compensation of tax credit for contributions to an
ESOT amounting to a maximum of one percent of the investment in capital
equipment by the parent firm.

22. Fiscal and Monetary Policies

The dramatic reduction of the cost of capital to the parent firm under ESOT is
accomplished not at the expense of the lender but at the expense of the Federal
government. Consequently the reduction may be properly seen as the effect of a
specific-liberal-Federal fiscal policy rather than inherent in the ESOT idea. If
the reduction of the cost of capital accelerates capital formation-as it well may-
the same effect could have been produced in non-ESOT ways such as by reducing
the overall Federal corporate profits tax rate, by raising the overall investment
tax credit, or by further accelerating the accelerated depreciation allowance.

Similarly the Federal Reserve System is being asked [15] to "monetize" the new
capital formation by rediscounting notes issued by ESOT and already discounted
by its lender. Such rediscounting would expand the money supply and reduce the
rate of interest. Again, if such reduction of the cost of capital accelerates capital
formation, the same effect could have been produced in non-ESOT ways-this
time by more liberal monetary policies.

VII. EFFECTS UPON LABOR PRODUCTIVITY AND RESOURCE ALLOCATION

23. Extreme Decentralization: ESOT Without Diversification

Could a wage earners' investment fund raise labor productivity and help
resource allocation to adjust more easily to new technology? Whether or not it
could will depend upon the degree of centralization of the fund. So in five steps
let me run the gamut from extreme decentralization to extreme centralization.

7 It Is misleading, therefore, to imply that the firm's liquidity Is not affected by contribu-
tions In the form of corporate stock, as Gleltze [12] and BergstrOm [2], 62, do.
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ESOT represents the extreme-decentralization case of a wage earners' invest-
ment fund. At least initially it is wholly confined to the parent firm. The fund
may not sell its share of that firm and buy shares of different ones. It cannot spread
its risks among firms, industries, and geographical regions. It doesn't have much
scope to maximize its rate of return.

One way, however, is open to it. Confined to the parent firm, the fund may in-
duce the individual employee to raise his labor productivity. As an owner of the
ESOT he himself would benefit from such a rise.

What kind of labor productivity is being raised here? Labor productivity is
being raised by improving the quality of labor input at the plant floor in ways
that readily meet the eye: Workmanship may be improved, pilfering, waste of
materials, vandalism, and irregular work stoppages may be avoided, etc. Raising
labor productivity in such tangible and important ways may be accomplished
within existing technolopy, within the individual firm, and in the short run.

But there is a different way in which labor productivity may rise-has indeed
risen historically [26], 37, 38-that does not meet the eye so readily. What
happens in normal economic growth is that labor productivity is being steadily
raised by a combination of (1) new technology (2) necessitating higher physical
capital per man as well as higher human capital per man, invested in the form of
better education of the men made redundant at the plant floor-or of their
children-enabling them to engage in the designing of all the new physical capital
or in all the new service industries.

That new technology does make white-collar workers out of blue-collar workers
is seen from United States Census and Bureau of Labor Statistics data [26], 28,
197. In the United States since the turn of the century white-collar workers have
constituted a rapidly growing percentage of the experienced civilian labor force:
Growing from 17.6 per cent in 1900 to 47.6 in 1970. Since 1950 nonfarm blue-collar
workers have constituted a declining percentage: Declining from 40.2 per cent in
1950 to 36.1 in 1970.

Raising labor productivity by making white-collar workers out of blue-collar
workers may be accomplished with new technology, within the economy as a
whole, and in the long run. It requires a new allocation of capital and labor, match-
ing the new technology. In a capitalist economy free capital and labor markets
take care of such allocation: Capital is free to move from low-return to high-
return uses; labor is free to move from low-wage to high-wage jobs.

Would ESOT help or hinder such mobility? In other words, will ESOT help
or hinder raising labor productivity in the sophisticated way just described?

I begin with labor mobility. If redemption is not permitted at termination of
employment, the employee will be reluctant to leave the firm, and labor mobility
is reduced.

ESOT's effect upon capital mobility is more complex. ESOT comes into exist-
ence by an act of borrowing cash from the outside. Through this act of borrowing
ESOT and its parent firm submit to normal capital-market screening. The borrow-
ing activity of ESOT in no way reduces the mobility of capital. With the borrowed
cash ESOT buys newly issued stock of the parent firm. In its placement of the
borrowed cash, ESOT initially has no choice. It cannot buy stock other than that
of the parent firm. Unlike the less confined Western European funds, ESOT
is not an agent exercising its own judgment, steadily optimizing the composition
of its portfolio. While the borrowing activity of ESOT in no way reduces the
mobility of capital, its placement constraint does.

As the contributions to ESOT start coming in, it may do one of two things.
First, ESOT may pay off debt but simultaneously borrow new cash to buy
more newly issued stock of the parent firm. New debt replaces old debt. By bor-
rowing new cash, ESOT once again submits to normal capital-market screening.

Second, if choosing not to borrow new cash ESOT will eventually have paid
off all debt. At that time, if contributions keep coming in, two alternative forms
of ESOT must be distinguished. Either an ESOT having paid off its debt may
still not be allowed to buy stock or firms other than the parent firm. Such a place-
ment constraint premanently reduces the mobility of capital. Or an ESOT having
paid off its debt may now be allowed to buy stock of firms other than the parent
firm thus diversifying its portfolio [15], 29.

That carries us to the next step.

24. Less Extreme Decentralization: ESOT With Diversilication

Having paid off its debt ESOT is now free to sell its share of any firm at any
time and buy shares of other firms in any industry or region, thus diversifying
its portfolio. Does the right to diversify have any consequences for labor produc-
tivity and resource allocation?
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As soon as the fund is permitted to diversify its portfolio, some or all of the
inducement to raise labor productivity at the plant floor is lost: As an owner of
the fund the individual wage earner can benefit from the rise only to the extent
the fund is placed in the stock of his firm.

But there is compensation: In its own small way a diversifying ESOT may help
increasing mobility of capital and thus help raising labor productivity in the
sophisticated economy-wide way described in Sec. 23. And now our third step.

25. Suprafirm Funds Confined to an Industry or Region

Consider a fund not confined to a single firm-a suprafirm fund. But let the
fund be confined instead to an industry or a geographical region. According to
his industry or his residence, an individual wage earner would then automatically
belong to one fund. He has no freedom of choice. Consequently there could be
no competition among such funds.

The fund would receive shares of firms solely within that industry or region.
The fund may sell its share of any firm and buy shares of others. But a genuine
industry or regional fund would only be allowed to buy shares of firms within that
industry or region. Consequently the fund could not spread its risks among
industries or regions and would be of limited help in raising labor productivity
in the economy-wide way described in Sec. 23 above.

But at least the suprafirm fund confined to an industry or region would some-
what soften the redemption dilemma of a wage earner's investment fund: Some
of the reason to permit redemption at termination of employment has now
disappeared. Since the suprafirm fund is not tied to any single firm, a fund mem-
ber's change of job within his industry or region would no longer terminate
his membership, hence constitute no reason for redemption. But for job changes
beyond his industry or region the dilemma remains. That carries us to our fourth
step. -...

26. Suprafir-n Funds Not Confined to an Industry or Region

Again consider a fund not confined to a single firm-a suprafirm fund. But
now let the fund be confined to neither an industry nor a region. Let there be a
number of such funds among which the individual wage earner would be free
to choose-as proposed by the German coalition government [10].

Each fund would be free to sell its share of any firm at any time and buy shares
of other firms in any industry or region, thus diversifying its portfolio and spread-
ing its risks amohg firms, industries, and regions. There is plenty of scope for the
fund to maximize its rate of return. Furthermore, funds decentralized in this
way may be under powerful competitive pressure to do so. Such funds would
very likely choose to compete on rates of return offered. If some of them did, the
rest would have little choice: They would have to follow suit.

Because a fund under this kind of decentralization would have plenty of scope
for maximization of its rate of return, and would be under competitive pressure
to do so, it could help raising labor productivity in the economy-wide way described
in Sec. 23 above.

In addition, it would completely eliminate the redemption dilemma. The last
reason to permit redemption at termination of employment has now happily
disappeared: Since the fund is tied to neither a firm nor an industry nor a region,
a fund member's change of job within the economy at large would no longer
terminate his membership, hence constitute no reason for redemption.

Our last step into extreme centralization remains.

27. Extreme Centralization. A Single National Fund

For logical completeness I round off my picture and consider the ultimate
centralization: A single national fund free to sell its share of any firm at any time
and buy shares of other firms in any industry or region. But already the noncon-
fined funds considered in Sec. 26 had every such freedom, so the national fund
would have no more scope than they had for maximizing its rate of return. It
would be under no competitive pressure to do so, however. It would be a colossal
fish in the pond: The Danish bill [1] anticipated a national fund owning 35 per cent
of all Danish corporate stock by 1986! Its mistakes would be colossal ones, too.
As a result it would be of little help in raising labor productivity in the economy-
wide way described in Sec. 23.
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VIII. SUMMARY OF FINDINGS

28. The Two Forms

There are many proposed and existing forms of a wage earners' investment
fund. Several of them are described in Secs. 3 through 9. The two principal forms
are the United States ESOT concept and the Western European concept. The
principal differences between these two are the following.

ESOT is set up by, and confined to, an individual firm; a Western European
fund is not. Relying on an employer's initiative spurred by a tax incentive,
ESOT is set up instantly by borrowing; employer cash contributions will slowly
pay off its debt. Relying on the initiative of employees and their unions, Western
European funds engage in no borrowing; employer stock contributions will slowly
build up the fund. At least initially, ESOT is not free to diversify its portfolio;
a Western European fund usually is.

29. The Four Effects

Postwar growth, employment, capital-formation, and trade performance of
Continental Western Europe compares favorably with our own. There, social
experimentation has far from destroyed capitalist vigor. Consequently, in my
examination of the economic effects of wage earners' investment funds I divided
my attention evenly between the Western European and the ESOT concepts. I
examined the effects upon-

1. control of corporate industry,
2. the propensity to save national output,
3. the inducement to invest it,
4. labor productivity and resource allocation.
Secs. 10 through 12: Control of corporate industry. Under the Western European

concept funds might become as large as 'So of total physical capital stock-large
enough to establish some degree of labor control of corporate industry. ESOT
funds would probably be a smaller fraction.

Secs. 13 through 18: The propensity to save national output. Wage earners'
investment funds could raise the propensity to save national output by reducing
the national disposable-income fraction of national output. A Western European
fund as well as an ESOT coming into existence without any tax incentive would
do so. With a tax incentive, Sec. 16 found the corporate profits tax liability re-
duced to %' by a universally adopted ESOT to which parent firms contributed 10
per cent of the wage bill. With such a colossal fiscal deficit avoided by colossal
fiscal reform, ESOT might still reduce the national disposable-income fraction
of national output.

If the propensity to save disposable income is the same for wage earners and
capitalist-entrepreneurs, the fund would then unequivocally raise the propensity
to save national output. If wage earners have substantially lower propensity to
save disposable income than do capitalist-entrepreneurs, the propensity to save
national output may fall.

Sees. 19 through 22: The inducement to invest. Such a fall is perhaps less likely.
But even so, a higher propensity to save national output would not in itself be
enough to accelerate capital formation. The inducement to invest would also
have to be higher.

The Western European concept and the ESOT concept alike force the firm to
give up self-financing and resort to issuing stock. If it is true that the riskier the
investment project considered, the stronger is the firm's preference for self-
financing, then a wage earners' investment fund could reduce the inducement to
invest, thus decelerating capital formation. Under ESOT at least there was a rich
compensation: Tax deductibility and tax credit to an ESOT would dramatically
reduce the cost of capital to the parent firm. So would rediscounting by the
Federal Reserve System of notes issued by ESOT and already discounted by its
lender. Such rediscounting would expand the money supply and reduce the rate
of interest.

But it should be fully understood that if the dramatic reduction of the cost of
capital accelerates capital formation-as it well might-the same effect could
have been produced in non-ESOT ways such as by reducing the overall Federal
corporate profits tax rate, by raising the overall investment tax credit, by further
accelerating the accelerated depreciation allowance, or by expanding the money
supply and reducing the rate of interest. The effect is the effect of specific-
liberal-Federal fiscal and monetary policies rather than one inherent in the ESOT
idea.
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Secs. 23-27: Labor productivity and resource allocation. The effects upon labor
productivity and resource allocation depend very much upon the degree of central-
ization of the wage earners' investment fund. So in five steps such effects were
examined by running the gamut from extreme decentralization to extreme
centralization.

Generally it was found that under extreme decentralization and no diversi-
fication of the portfolio of the fund, local labor productivity-at the plant floor-
might be raised in tangible ways. This would happen within existing technology,
within the individual firm, and in the short run.

As decentralization became less extreme and diversification more complete,
the effects at the plant floor would be lost. Instead new effects would emerge that
did not meet the eye so readily. Historically-and practically-labor productivity
has been raised by reallocating resources in response to new technology: Capital
has moved from low-return to high-return uses, and labor has moved from low-
wage to high-wage jobs. Within the economy as a whole and in the long run,
wage earners' investment funds less decentralized and more diversified than
ESOT might raise the mobility of capital and labor, thus helping resource alloca-
tion to adjust more easily to new technology.

IX. TENTATIVE POLICY CONCLUSIONS

30. Means and Ends

Qua economist, no economist can set ends. Ends are set by Congress. The
useful 8 job that economists can do is to study the economic effects of a proposed
new arrangement to see if the arrangement would, in fact, serve the given ends.
Perhaps the economist can also think of alternative arrangements serving the
same ends.

31. Accelerating Capital Formation

ESOT's appeal to business lies, no doubt, in the tax incentives offered. Under
those tax incentives, widespread adoption of ESOT could-as pointed out in
Sec. 22-well accelerate capital formation. But if it did, the same effect could
have been produced in non-ESOT ways by liberal Federal fiscal and monetary
policies.

32. Accelerating Capital Formation and Equalizing Wealth Distribution
If it is felt that public policy should in one scoop accelerate capital formation

and do something about the unequal distribution of wealth, then the liberal
fiscal and monetary policies could be combined with incentives to set up wage
earners' investment funds. But wage earners' investment funds come in a wide-
almost bewildering-variety of forms. Among those forms ESOT is only one, and
a rather special one at that.

ESOT asks the employee to own corporate wealth in a form so risky that no
stockholder, individual or institutional, that I know, voluntarily chooses it.
Perhaps for that reason, United States labor-presumably the beneficiary-has
so far shown no interest in ESOT.

More diversified funds, funds owning voting stock only, and funds more accept-
able to their beneficiaries, might be considered. Suprafirm funds might do less
for labor productivity at the plant floor than ESOT does but more for capital
and labor mobility '-and thereby more for labor productivity at large.

REFERENCES

[1] Arbejdsministeriet (ministry of labor) Forslag til lov, om ldnmodtagernes
medejendomsret (Copenhagen 1973).

[2] Bergstrom, V., Kapitalbildning och industriell demokrati (Stockholm 1973).
[3] Brems, H., Labor, Capital, and Growth (Lexington, Mass., 1973).
[4] Brems, H., A Wage Earners' Investment Fund-Forms and Economic Effects

(Stockholm 1975).

aTo that job the Kelso writings contribute little. Vast productivity increases are ex-pected from ESOT, but nowhere Is any use being made of anything economists know aboutproduction functions and their behavior over time-and we have been at it for a centuryand a half, from von Thinen in the 1820's via Paul H. Douglas, member of this Senate, toDenison in the 1960's.
a The significance of the stock market as an allocator of capital among Industries andfirms is dismissed by Kelso [15], 16-17, as a myth. Kelso relates stock issue to total sourceof funds. Since long-run sources should be related to long-run uses, I would rather findthe ratio between stock issue and purchases of physical assets. For nonfarm nonfinancialcorporations 1969-72 [28] 1 find that ratio to be 8.4 percent



538

[5] Brems, H., "Profit Sharing and a Wage Earners' Investment Fund under

Steady-State Growth," Kyklos 28 (1975), 94-116.
[6] Brems, H., "An Investment Wage and a Wage Earners' Investment Fund

under Steady-State Growth," Swedish Journal of Economics 77 (1975), 13-30.

[7] Cars, H. C., Andel i vinst (Stockholm 1975).
[8] Det okonomiske Red (council of economic advisers) Okonomisk demokrati i

samfundsokonomisk belysning (Copenhagen 1972).
[9] Deutscher Gewerkschaftsbund (German federation of labor unions)

"Beschluss des Bundesvorstandes des DGB vom 3. 1. 1961," Geuwerkschaftliche

Monatshefte (1961), 109-110.
110] Federal Republic of Germany, Grundlinien eines Vermbgensbetei-

ligungsgesetzes, mimeographed (Bonn, January 19, 1974).
[11] Forsyth, M., Property and Property Distribution Policy (London 1971).

[12] Gleitze, B., "Lohnpolitik und Vermogensverteilung," Sozialer Fortschritt

(1957), 53-56.
[13] Goldsmith, R. W., National Wealth of the United States in the Postwar

Period (Princeton 1962).
[14] Jaeger, K., "Sparverhalten und Vermogenspolitik in neoklassischen und

generelleren Modellen," Jahrbucher fur Nationalokonomie und Statistik 187

(1973), 194-208.
[15] Kelso, L. O., and N. G. Kurland, Corporate Finance and Economic Reality,

Testimony to the Financial Markets Subcommittee of the Senate Finance

Committee, September 24, 1973 (San Francisco 1973).
[16] Keypes, J. M. How to Pay for the War (London 1940).
[17] Krelle, W., J. Schunck, and J. Siebke, "Cberbetriebliche Ertragsbeteiligung

der Arbeitnehmer (Tubingen 1968).
[18] Landsorganisationen (Danish federation of trade unions) O~konomisk

demokrati (Copenhagen 1971).
[19] Meidner, R., A. Hedborg, and G. Fond, Lsntagarfonder (Stockholm

1975).
[20] Maital, S., "Inflation, Taxation and Equity: How to Pay for the War

Revisited," Economic Journal 82 (1972), 158-169.
[21] Milckl, W. J., "Kapitalbeteiligung der Arbeitnehimer in einem neoklassischen

Wachstumsmodell," Jahrbucher fur Nationalbkonomie und Statistik 186 (1971),

106-130.
[22] 0. E. C. D., Workers' Negotiated Savings Plans for Capital Formation

(Paris 1970).
[23] Ramser, H. J., "Sparverhalten und Vermbgenspolitik," Zeitschrift fur die

gesamte Staatswvissenschaft 128 (1972), 269-292.
[24] Robinson, D., Incomes Policy and Capital Sharing in Europe (New York

1973).
[25] Tice, H. S., and V. Duff, "Appendix I: Basic Statistical Data," U.S.

Congress, Institutional Investors Study Report of the Securities and Exchange

Commission (Washington, D.C., 1971).
[26] U.S. Bureau of Economic Analysis, Long Term Economic Growth, 1860-

1970 (Washington, D.C., 1973).
[27] U.S. Bureau of Economic Analysis, "Gross Corporate Product," Survey of

Current Business 53 (July 1973), 23.
[28] U.S. Bureau of Economic Analysis, "Sources and Uses of Funds of Nonfarm

Nonfinancial Corporations; Size and Composition of Personal Saving," Survey

of Current Business 54 (Jan. 1974), 31-32.
[29] U.S. Bureau of the Census, Statistical Abstract of the United States (Wash-

ington, D.C., 1973).
[30] Vanek, J., The General Theory of Labor-Managed Market Economies (Ithaca,

N.Y. 1970).

Chairman HUMPHREY. I am going to excuse myself for a moment

and go down and vote. I will turn the Chair over to Congressman
Long.

Professor Brannon, he will conduct the inquiry here while I am

away. I shall return.
At this point, I want to place in the record a letter from Mr. Burns

in response to my communication to him at an earlier date relating

to the Federal Reserve's commentary on the desirability of establish-

ing a special relationship between the Federal Reserve lending
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facilities and any private sector financing arrangements, such as the
employee stock ownership plans.

Mr. Burns does not, may I say, feel that the involvement of the
Federal Reserve in financing stock ownership plans would be desirable.

He does not reject it; he just does not say that it is desirable.
[The letter referred to follows:]

CHAIRMAN OF THE BOARD OF GOVERNORS,
FEDERAL RESERVE SYSTEM,

Hon. H ERH.Washington, D.C., November 28, 1975.Hon. HUBERT H. HUMPHREY,
Chairman, Joint Economic Committee,
Washington, D.C.

DEAR MR. CHAIRMAN: Thank you for your invitation to make available aFederal Reserve representative to testify on Employee Stock Ownership Plans.Unfortunately, because this subject is considerably removed from our responsi-bilities, I regret that the Board has no special expertise to offer apart from theimplications, discussed below, of one such plan for the functioning of the discountwindow. Accordingly, I respectfully request that the Federal Reserve be excusedfrom testifying at the upcoming hearings.
Your letter makes reference to one plan that would involve the extension ofFederal Reserve credit through the discount window. I have strong reservationsabout the desirability of establishing a special relationship between Federal Reservelending facilities and any private-sector financing arrangement such as EmployeeStock Ownership Plans. The nation's private financial markets are sufficientlybroad to provide access to funds for creditworthy borrowers. Involvement of theFederal Reserve in financing stock ownership plans would inevitably cause othersto seek access to Federal Reserve credit, and would unduly interfere with theimplementation on monetary policy.
I appreciate the opportunity to offer these comments on private plans thatmight involve the use of Federal Reserve credit.
With kind regards,

Sincerely yours,
ARTHUR F. BURNS.

Representative LONG [presiding]. Mr. Brems, have you finished
your presentation?

Mr. BREMS. Yes.
Representative LONG. We will come back to you.
Mr. Brannon, as a professor of economics at Georgetown, we are

happy to have you here. If you would proceed, please.

STATEMENT OF GERARD M. BRANNON, PROFESSOR OF ECONOMICS,
GEORGETOWN UNIVERSITY, WASHINGTON, D.C.

Mr. BRANNON. Thank you, Congressman.
I would like to summarize the already short prepared statement I

have submitted. There is much that I find likable and much repugnant
about ESOT's.

The basic issue, I think, is as Mr. Kelso articulated it, a matter of
the impact of our tax system on the whole process of savings and
investment.

I would like to put that issue in a bit broader context. In the first
place, our tax system as a whole, when you look at the basic features
of how we tax in the United States, is very unneutral against the
process of savings and investment. Our property taxes, our corporate
taxes, the whole treatment of savings-I spell that out at somewhat
greater length in the prepared statement.
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It might be related to these facts that these days, we talk a great
deal about capital shortage. I do not want to get into the detailed
economic evidence as to whether or not we have enough capital. The
kind of evidence that I would like to submit is that the Congress
itself acts as though it has a guilty conscience about all of this burden
that it puts on savings and investment.

Opposite this tax structure that works against savings and invest-
ment, we have built an enormous set of devices to encourage savings
and investment. It is a remarkable achievement. It is the finest monu-
ment to Rube Goldberg I have ever seen. We knock savings and invest-
ment on one hand, we go around constructing elaborate things to put
it back on the other hand. In the immortal words of Pogo, we have
found the enemy, and he is us.

Why do we do this?
I think the basic reason we have gotten ourselves into this trap is

the liberal belief that by and large low-income people consume more
of their income and save less, high-income people save more of their
income and consume less. So it is almost a standard political belief
that directly taxing consumption is a no-no. A sales tax is regressive,
because it hurts poor people.

We think we have to do things that put a relatively heavy tax on
savings and investment, because that is what rich people do.

This argument is basically wrong. To emphasize this, the point I
want to make is that we can deal with the tax treatment of savings
and investment quite differently than from the distribution of income.
We can treat savings one way and still are quite free as to encouraging
a different distribution of income.

This is what Mr. Kelso's plan is about, in the basic sense. He wants
to increase savings and have low-income people participate in the
savings.

We can do this in much simpler ways. We could adopt the sales tax
without making the tax system the least bit more regressive. The
easy way to do this is to impose a sales tax, provide a refund of the
sales tax, for an amount of income equivalent to the amount of income
that we exempt from income exemptions and return that to every
family. Above that level, you can reduce the income tax in each
bracket just enough to cut income taxes as much as the average sales
tax paid in that bracket. You come out with exactly the same income
distribution.

The result would be that you would tax consumption more heavily
and tax savings less heavily. You could do this in more systematic
ways by going through an expenditure tax. It distinguishes between
savings and consumption.

What we have done is take an antisavings tax system and build all
of this jimcrackery to get around it. My prepared statement criticizes
one set of things that we do in this direction, which is things like direct
investment subsidies and investment credit, immediate deduction for
oil well drilling, things like that.

Mr. Kelso has pointed out very specifically what you are doing in
this whole approach is providing extra benefits for people wealthy
enough to invest anyway, and it is atrocious from a distribution
standpoint.

Another set of things that we do to get around this basic burden on
savings and investment is this whole set of employee investment plans
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The fact is under our present law that these are very much of a
group. There are technical differences between an ESOP and a pension
plan and a profit-sharing plan, but I think that you ought to recognize
at one level that we are talking about the common set of things, and I
will address the very specific features as an employee investment plan
which is in the ESOP form.

The first reaction that I had to these is that they are all very highly
structured. It is as though we would remove this tax penalty on savings
if you save in a plan that has been written at midnight and you have
a rabbit's foot. Less facetiously, the important thing is it has to be
blessed by a lawyer-priest.

We have these enormously complex rules in the whole employment
profit-sharing area that generate enormous income for lawyers to see
to it that the plans go through these tricky roads of integration,
nondiscrimination, appropriate treatment of vested interests, and all
this business, instead of having some simple way of favoring savings
and discouraging consumption.

You end up by saying, you only get the savings investment if you
do it our way.

Now, this has a lot of drawbacks. If you design this thing to say,
our way has to involve employee-stock ownership, what do you do
about government employees, who make up a large part of our
citizens? What do you do about employees of unincorporated busi-
nesses? What do you do about people who want to save in other ways?

Some people want to save for pensions which may be the plan
adopted by the majority of the people in the work place. Other people
want to save to help their child go to college.

A fairly important savings is investment in one's own business.
It is an interesting feature about these self-employed pension plans,
these Keogh plans adopted several years ago, that the adoption is
heavy in the professional employment area where the feature is that
the owner-employee does not have much need to invest in his own
business. It is very little used by farmers, who also want to save, but
you cannot conveniently set up a stocks savings account for them.
They would have to go through an elaborate business first, incorporat-
ing their own business, taking credit for buying stock in their own
business. Going through the mechanics of calling it a pension or profit-
sharing plan, and all the rest of it.

Another feature of these employee investment plans that I find
objectionable is that they are not structured to deal with savings as
such, but rather savings in a particular form. One of the things that,
in practice, makes the pension rules quite discriminatory is that a
fellow does not have to increase his savings to join the pension plan.
He has to put something in the pension plan. If he has some other
savings-say his inheritance-that he can reduce at the same time,
he can get the benefit of the pension plan without increasing his sav-
ings at all.

The particular situation of bringing about a heavy investment of
these plans in the employer's stock is, I find, an unattractive feature.
I would like to bring out something Senator Percy said about this a
little while ago. He said in a particular situation it turned out that
there was a great increase in productivity.

I have enough confidence in individuals to believe that they can
make this judgment for themselves.

69-174 0 - 76 - 35
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If it turns out to be an increase in productivity, they will be the
ones who will enjoy the increased productivity, the workers in the
company involved, and they can very well work out these plans.

In a sense, I interpret this great emphasis on requiring the employee
fund to invest this way would be like telling the worker, "You dumb
jerk, we had a committee meeting in Washington and voted 7 to 5
that investment in your own company's stock increases productivity.
If you do not have sense enough to realize that, we are going to take
away the tax benefit from your savings, and only give it to you if you
do it our way."

This is certainly a very funny way to run a democracy.
Finally, I think I should point out, when I described a systematic

way of encouraging savings by taxing consumption more heavily,
I rather specifically described to you a way in which you could do this
without making the tax system less progressive.

What we have done, in fact, is adopt a helter-skelter of things which,
by themselves, make the tax system very much less progressive.

As Mr. Kelso said, this is what the investment credit does. In this
whole set of employee investment plans, what we provide as an attrac-
tion is some tax deferral. The value of this depends entirely on how
much tax you have. If you are in a high bracket, this will be very
attractive to you. If you are in a very low bracket, it will hardly make
any difference.

You should look in more detail at the literature on the existing
pension plans to see how much they are adopted by the high-income
people and the extent to which this does build up a real discrimination.

Earlier today, Assistant Secretary Walker talked about his problem,
and he was satisfied to say, let us patch it over with this piece of
scotch tape. He urges you to extend this technique to individuals who
do not happen to be in an employer plan, and as long as they are
able to make this kind of investment, then we have salved our
conscience.

There is a lot of evidence on this. Canada has had such a plan for
20 years. By and large, low-income individuals do not go into it very
much. The tax deferral attraction to them is negligible. It is high-
income people who can defer a very large amount of tax and find
that the tax exemption makes an enormous increase in the benefit.

And all of this is really accentuated by the very complex rules
connected with all of our employee investment plans. One of the
very complex ones has to do with integration of the social security,
and in meetings with lawyers and actuaries talking about employee
investment plans, I have repeatedly heard the comment, "if Congress
ever understood what integration was all about, they would repeal
it." How would one expect that the worker would know what integra-
tion is all about?

What kind of discrimination arises from the operation over time
of nonvested benefits? Does it work out?

While there are some similarities in the contract, it is low-income
people that move out under nonvested provisions more often than
high-income people.

Because of this highly complex set of rules that you make when
you build up this whole pattern of rules that will give you some
savings and some encouragement to invest, if you do it our way, the
lawyers run around you.



Thank you.
Representative LONG. Thank you, Mr. Brannon, I think we under-

stand your concept. Your prepared statement will be placed in the
record at this point.

[The prepared statement of Mr. Brannon follows:]

PREPARED STATEMENT OF GERARD M. BRANNON

Mr. Chairman and members of the committee, this paper offers some broader
perspectives about employee stock ownership plans (ESOP's). My comments
apply to profit sharing plans, stock bonus plans, and money purchase pension
plans, as well as to the narrowly defined ESOP covered by the Employee Retire-
ment Income Security Act of 1974.

I find some attractive features in these plans and I find much that repels me.
My paper argues that what is attractive in these plans is related to the fact that
they are a partial offset to a major problem in our present tax structure, the
treatment of savings. What is unattractive is that they are only partial, or narrow,
approaches to dealing with the savings problem.
The tax system and savings

On balance, I believe that the U.S. tax system imposes an unneutral penalty
on savings and investment. This arises from a number of features of our current
tax law.

Our decision to follow the Haig-Simons definition of income imposes what is
commonly called a double tax on savings. The point can be seen most readily
by considering one specific savings decision. One could without an income tax
consider consuming $100 of income now or investing it at 6 percent for 10 years
and consuming $200 in 10 years. If we introduce a 50 percent income tax, the
current consumption possibility is reduced by $50. The savings alternative
becomes $50 invested for 10 years at 3 percent interest, or only $75. The income
tax reduces current consumption possibilities by 50 percent, but it reduces the
future consumption associated with savings by 64 percent. Whether this is fair
is a complex question. Suffice it to note here that the tax system reduces the
incentive to save more than it reduces the incentive to consume.

Our unintegrated corporate income tax imposes an extra burden on the principal
form of business investment, that done through corporations.

The property tax is now generally recognized as a tax on capital, that is, on
accumulated savings and investment.

The estate and gift taxes are taxes on accumulated savings. They impose no
extra burden on rich people who squander family estates but only on those who
cumulate them.

I have argued that the tax system in a technical way is unneutral against savings.
There are, of course, considerations of equity that have led us to prefer heavier
taxes on the income from capital than on the income from labor.

Without pushing my own judgment as to what is the best balance between the
equity of taxing capital more heavily and the possible economic efficiency of
taxing capital less heavily, let me simply put on the record the implicit views of
the Congress and some parts of the public.

The Congress has attempted to offset the heavy taxation of savings and invest-
ment in a number of ways:

We provide a 10 percent investment credit for most equipment investment and
for some investment in structures.

We allow unrealistic depreciation schedules for investment in buildings to
provide investment incentives.

We allow instant write-off for some investment such as oilwell drilling.
Investment in owner-occupied housing is blessed with negative income tax

rates.
Investment in the capital of state and local government is made tax-free.
One form of income from savings and investment, capital gains, is permitted

to pay income tax at half-rates.
Income from capital invested in much mining is subjected to reduced tax rates.
Wage and salary income is provided with generous tax deferral if it is invested in

pension, profit sharing, and stock bonus plans.
On top of this, much concern is expressed about a capital shortage.
In the present context I do not propose to debate whether or not the nation

would be better off with more efforts to stimulate investment at the expense of
consumption. I intend t9 talk instead about how we provide investment incentives.



The method calls out for some attention. On the face of it, we are taking away
with the left hand and giving back with the right. In the immortal words of Pogo,
"We have met the enemy and he is us."
Ways to encourage savings

The problem which this Committee should consider is the following: "Why
do we have this two-faced attitude toward taxing savings and investment?"

I think the answer goes back to a deep-seated liberal belief that poor people
consume most of their income and that saving is done mostly by the rich. This
belief suggests to the liberal that taxes on consumption are bad because they are
regressive, and that a tax system which imposes heavy burdens on savings is
progressive.

This deep-seated belief is simply wrong.
Let me put this error in a most striking form. The common liberal belief that a

sales tax should not be enacted because it is regressive is irrelevant. We could
change some of the present income tax into a sales tax without changing the
progressivity of the system one iota. The technique would be to refund to every
family the sales tax on an amount of expenditure equivalent to the income that
we exempt from income tax (the personal exemption and the minimum standard
deduction). Then reduce income taxes in each bracket so that the income tax
reduction at each income level would be equal to the average sales tax paid in
that bracket.

The substance of my argument is that a modern government can deal explicitly
with problems of income distribution. We are not constrained to decide issues of
substance on the grounds of their presumed income effects. We could if we wanted
change part of the present income tax into a progressive tax on consumption.

The importance of recognizing this basic character of the problem is quite
evident when we recognize that our tax system, once having decided to tax savings
heavily, doubles back on itself and provides all manner of reliefs, investment
credits, rapid depreciation, employee benefit plans, and the like.
Direct investment incentives

From the standpoint that I have articulated here, the combination of over-
taxing savings and providing investment incentives for direct investment, invest-
ment credits, deduction of intangible drilling expenses, and the like, is a very
poor combination. We are in effect providing a very select form of relief for people
who are already rich enough to invest and the richer they are, the more they can
invest.

The regressivity of these direct investment incentives are seen most clearly
in the area of corporate investment. Our unintegrated corporate income tax
amounts to imposing a 45 percent tax on the share of corporate income owned
by the poorest investor, as well as the richest. For the rich investor, income left in
the corporation is effectively taxed at a rate lower than the 70 percent applicable
to individual income. When the high income investor is further blessed with tax
credits and rapid depreciation, his cup runneth over.

There is a more basic problem that needs to be recognized in connection with
direct investment incentives: their success ultimately depends on increasing
savings. If savings are not increased, all that happens is that those investments
favored with special credits are able to bid for available savings. Interest rates
would rise until available savings were reallocated, but there would be no increase
in investment.
Savings incentives

Another approach which the present U.S. tax law takes to offsetting the over-
taxation of savings is to provide exclusion from taxable income for investment of
wages in a variety of employer plans: pension, profit sharing, stock bonus, ESOP.

These plans have a feature which make them attractive relative to the plethora
of direct investment incentives, like the investment credit, or expensing oil and
gas well drilling. These are not confined to providing relief for people rich enough
to invest anyway. They potentially are designed to bring in new savings and they
can encourage this saving by middle and low-income people.

My problem with employee investment plans is that they are narrow and highly
structured, and when they are simply added on top of an existing tax structure,
they tend to reduce progressivity by providing greater benefits for high income
people.



I think that the proper way to evaluate these employee plans is by comparing
them with a more systematic way of encouraging savings; for example, by convert-
ing part of our income tax into a sales tax or a value-added tax with out changing
progressivity or by converting part of our income tax into a progressive expenditure
tax.

Let me spell out the shortcomings of employee investment plans.
In the first place, they provide benefits only for a limited kind of saving. For

the most part the plans are designed to provide retirement savings; but people
can save for other reasons: to put the children through college, to go into business
on one's own, to put the children into business. If an employee is in a firm with a
pension plan, this effectively ties up a large portion of income that would have
been used for savings and thus makes other savings more difficult.

It is instructive that in the area of pension plans for the self-employed, the
biggest area of application is among professionals who have limited opportunities
to invest in their own business. An unincorporated farmer wants to invest in his
farm but tax benefits are available for investment in securities. For a Congress
that professes much interest in small business, this should be a peculiar outcome.

Another feature of the employee benefit plan approach is that credit is given
not for saving as such, but for a particular investment. The employee who has
other assets can enjoy considerable tax benefits by getting some of his wages in
the form of a qualified savings account while selling off other savings. A proper
incentive to saving would be one that looked to net saving, and not one that gave
generous benefits for transferring assets.

Effectively, employee benefit plans work to the advantage of large safe busi-
nesses. For a risky business, the employee already carries much risk, namely, the
risk of losing his job if the business folds. An employee in this situation should
not be encouraged to invest life savings in stock that would also drop in value
at the time the job was lost.

A further defect of the employee investment plan approach when it is enacted
in little pieces is that it makes the tax system less progressive. When I argued
earlier that we could adopt a non-regressive sales tax, the case was based on the
assumption that we would deliberately make changes in the income tax rates that
preserved the progressivity of the structure. I see no analogous process in the
history of our enactment of various employee investment plans. These are simply
adopted with little recognition of the fact that they will be used more by high-
salaried employees than by low-salaried one.

Another problem with employee investment plans is one that is characteristic
of much of our tax law, the plans are highly complex. This involves expensive
overhead for legal and actuarial advice, and great uncertainty for employees.
The area of non-vested benefits presents problems for employees as well as grounds
for arguing with revenue agents. The most serious complexity is the set of intricate
rules dealing with integration of plans with Social Security. I have often heard
the comment by people in the pension business that if the Congress ever under-
stood what integration was about, they would repeal it. This whole set of rules
serves to make employee investment plans far more attractive for high-income
people.

The unique feature of ESOP's is the opportunity of leveraged investment which
introduces new opportunities for abuse.
Conclusion

I see the argument for ESOP as analogous to the argument for a new vitamin
pill. There are some demonstrable benefits from a pill that provides more iron,
or more niacin, or more vitamins PDQ. Most physicians will tell you, however,
to look at the basic diet first before you start popping more pills.

I think that from the evidence of the actions of this Congress, it doesn't agree
with our basic tax diet. From the legislation that I have alluded to, it seems clear
to me that the Congress does not approve of the bias against savings and invest-
ment in our basic tax structure.

The Congressional solutions, however, have been more vitamin pills-in
investment credits, fast write-offs, capital gain benefits, along with highly struc-
tured pension, profit sharing, and stock bonus plans, and ESOP.

These plans all serve to make the tax system less progressive. We could, if
we wanted, work systematically at restructuring our tax system so as to encourage
savings by middle and lw-income people.
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We could adopt a non-regressive sales tax or an expenditure tax as a substitute
for part of our income tax. We could integrate the corporate income tax with
respect to retained earnings.

The sales or expenditure tax alternatives produce a systematic extra tax on
consumption and leave to individual choice the decision on how to save. The
integration proposal would make corporate investment a far more attractive
prospect for low-income people than it is now.

Representative LONG. Gentlemen, I wanted to, if we could, just
get in 5 or 10 minutes of questioning here before we break up.

Mr. Kelso, you find yourself in the unenviable position that I
often find myself in, of throwing a new idea out, at least a new form
of an idea, and perhaps an existing one, and allowing other people
to attack it.

Why don't we give you a couple of minutes to answer all the attacks
that have been made on the plan? We will be overly generous.

Mr. KELSO. Thank you, sir.
I would like to say at the outset that none of the three witnesses

really understand ESOP's to begin with. and they do not understand
two factor economics, which is far more profound.

Let me make some special comments.
One of the main criticisms appears to be the question of lack of

diversification. It happens that this problem is easily solved. There
is pending in the Ways and Means Committee, a bill called H.R. 462.
This is attached as an exhibit to my prepared statement, containing
a number of provisions, one of which would permit the committee
operating the trust to call in an employee a few years, maybe 4 or
5 years before his retirement, and ask him in what he would like his
capital estate invested prior to his retirement. Does he want a diversi-
fied portfolio? Does he want a joint and survivor annuity? This
provision, if enacted, would permit the employee to convert, without
any tax impact on him, his holding of employer stock into a diversified
investment portfolio.

The result is that the corporation and its employees would have
the motivational advantage of the employee's ownership of an interest
in the company he works for during his working lifetime, but diversi-
fying his investment at the end of his working career. This seems to
be the best of both possible worlds.

I find in. the critics a great lack of any knowledge as to how rich
people got rich. I defy any of my critics to identify a single individual,
anywhere, any time, whoever got rich through a diversified portfolio.
The prudent man rule laid down by the Supreme Judicial Court of
Massachusetts in 1830 is a rule as to how a rich man stays rich, by
protecting his principal and living on his interest or dividend income
or other income.

By applying the rich man's prudent man rule to the poor man
through profitsharing plans and pension plans, after 50 years of
these plans, 5 percent of the people own all of the capital.

What more proof of a dismal, absolutely unworkable, useless
technique? What better proof, I cannot imagine.

There is another prudent man rule which has been very much
neglected. It is called the poor man's prudent rule. This was laid
down by Andrew Carnegie in his biography. He said-and I paraphrase
it-"You want to get rich? There is nothing to it. Just put all of
your eggs in one basket and watch the basket very closely."
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The cruel facts of life are that this is the only way to get rich. I
am not talking about rich in the Henry Ford sense of the word. I
am talking about rich in the sense of the word of an employee who
retires from Sears, Roebuck with $300,000 or $400,000 in a portfolio,
that makes him self-sufficient, gives him enough productive power
so that he can produce his income all of the rest of his life, and be
happy.

So the diversification problem is easily solved.
I might add one other thing.
There is a group in California-I expect others will spring up to do

the same thing, because I believe that it will be very profitable to
business; that is, preparing to issue insurance policies to ESOP
participants.

These policies would insure that the worker at retirement would
receive not less than the amount that has been allocated to his ac-
count, so that he has got downside protection, and I am told by a
statistical and analytical group called Techchron, made up of a
hundred or more Ph. D.'s and technicians at Berkeley, Calif., that
actuarily, the insurance written over a group of a hundred or more
corporations can be very modestly priced.

The final reply that I would like to make is that none of the critics
polled so far have any idea what pure credit is. This is not surprising.
Apparently Mr. Burns does not, either. This is a concept which is
based upon the power of people to contract with each other. Lest
anyone believe that it has not been used, let me say that without pure
credit, Japan could never have been an industrial nation at the time of
World War II. It had no savings and it had no borrowings from anyone.
It simultaneously financed the growth of capital, and financed the
growth of consumption.

You can only do that with pure credit.
Consumption, and investment in production facilities are not

alternatives. One does not crowd the other out. They go together.
You increase consumption as you increase production. That is
commonsense.

To believe that the U.S. economy has a great need for productive
power and to think that you can invite the workers to take money
out of their pockets to save, is to overlook the fact that mass pro-
duction needs customers. If everybody really turned to, and saved all
they could, businesses would all go bankrupt.

Chairman HUMPHREY [presiding]. I hope that you have some luck
in preaching that kind of heretical doctiine to the more conventional
people. I happen to agree on that.

I grew up in a small business where everything that counted was
the customer. My father used to tell me there are two kinds, customers
with money and customers who visit-and the visiting is expensive.
There are a lot of folks in high finance that never understood that.

Mr. KELSO. That is exactly right. It is because they do not have
their feet in the real world, like you have, Senator.

Chairman HUMPHREY. I had to have them in the real world. We
did not have any money, either. We had to earn it, or get it on pure
credit.

Mr. KELSO. Exactly. So that I believe that all of the criticisms are
easily answerable. I believe, as a matter of fact, they are all answered
in the prepared statement.
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Under ESOP financing and related techniques of finance, the growth
of new capital formation and the growth of ownership by the employees
go together. My firm strongly recommends designing the ESOP so
the income of a share of stock that has been paid for flows right into
the workers' pockets. This shifts the tax impact from the corporation
to the employees, but it provides them with the wages of their newly
acquired capital, too.

It also puts money in their pockets.
A final point, left out of my presentation. I think it is important to

mention it here. Shockingly enough, although we call this a capitalist
economy, the stockholders of our business corporations have virtually
no private property in their corporate stock. The Roman law developed
the law of property very highly. It was really raised to an absolute
art by the great English jurists. Vis-a-vis property in producer goods,
like a piece of land, a factory, or any kind of productive instrument,
private property consists of the right to receive all that the thing
owned produces.

In other words, you do not have private property in capital and in
capital stock unless you get the wages of capital paid out fully and
regularly like the wages of labor. You can only do this if you offer to
business as a financing alternative, access to pure credit as the full
use of two-factor financing would do.

In other words, we are going to have to pay the wages of capital
fully and regularly; and we are going to have more and more people
dependent upon capital ownership to get those wages, so that they
can enjoy life and consume and buy what industry wants to produce.
Therefore, we must use pure credit to accelerate both the healthy
growth rate of the economy and full employment.

We finally have, in this technique, a system that monetizes pro-
ductive power instead of the system that we have today under which
we are forced to monetize welfare. No wonder it is inflationary.
When you monetize welfare, you are monetizing something that dies
overnight. You feed the man today and he is hungry tomorrow. It is
an endless thing.

The monetary system designed through two-factor theory 1 is a
logical monetary system. It is deflationary.

Long after that credit is reversed, those tools go on pushing goods
and services into the economy, so you have a typically deflationary
formula: More and more goods and services chasing fewer dollars.

The productive power of those capital instruments is preserved by
depreciation.

Representative LONG. What you are saying, Mr. Kelso-if I may,
Mr. Chairman-really is that the emphasis that we have had in our
tax system on priorities of the artificial stimulation of mass buying-
you are suggesting that rather than do that, we really switch that and
put the emphasis upon the expanding of production and the expanding
of capital ownership which will expand production in two ways; is
that correct? First, by spreading it out more and giving it to the
individual worker and, second, by allowing that capital to again be
placed into production?

Mr. KELSO. Senators and Congressman, I would say that the
alternative contemplated by two-factor financing in general is to
simultaneously expand production and consumption. You expand

I See diagram on p. 158 of Mr. Kelso's prepared statement.



549

production, represented by equity stock. You build the stock owner-
ship on a broad worker basis, and then you pay out the wages of
capital fully, both to the new owners of newly formed capital and
to the old stockholders as well.

Representative LONG. If you expand production in this way, with
people making more and more money, all of us living up to the Joneses,
you are automatically going to expand consumption.

Mr. KELSO. That is exactly the point of the story. That is what
we should do. You need to expand consumption if you are going to
expand production.

Representative LONG. Let me ask you another question, if I
may. As Senator Humphrey knows, I was in the investment banking
business for a period of time when I was out of public life.

Chairman HUMPHREY. It pays better, too.
Representative LONG. It pays better.
Mr. Fay raised two very serious questions; one you discussed,

the other you have not.
The first was, what do you do about giving someone diversification

in their holdings so that their whole life savings, which it might repre-
sent, are not in just one company? Possibly, the failure of that company
could wipe out their life savings.

Mr. KELSO. H.R. 462 would do that.
Representative LONG. You responded to that. Let me ask you the

other end of it.
If you do get a bailout of a privately owned company-and the

use of this type of a system as a bailout where ownership is beginning
to get old and there is nobody left really to take it over-what could
you structure into this to prevent such a bailout occurring? That
concerns me.

Mr. KELSO. Congressman, the word "bailout" is a pejorative word.
Representative LONG. It may be pejorative, but it is pretty right,

too. I have seen some of them.
Mr. KELSO. Let me say first what the safeguards are that now

exist. Then let me call attention to the fact that close-holding owners
of businesses do die, none of them are immortal and when they die,
there is a question of succession.

One of the finest uses of the ESOP is to enable the employees to
succeed to ownership of the business. The alternatives are to merge
into a conglomerate which comes in and kicks the thing all apart and
promotes the people to places where they did not want to move,
and substitutes management and often disorganizes the whole com-
munity, or to sell the business to the faceless public, that gambling
casino called Wall Street where, again, it loses its character and
becomes bounced around.

Representative LONG. That is what happened to the railroads,
did it not?

Mr. KELSO. That is part of what happened to the railroads.
The only question is whether the employees are paying more than

the business is worth. Keep in mind, they buy it on terms so it pays
for itself. The danger of overpayment in this situation is really terri-
bly small. Why? Because it has to be paid for. One way it may make
such payment is by the ESOP to go to the bank and borrow the
purchase price. What is behind the loan? It is the general credit of the
business. Once you have survived the icy eye of the lender, there
is a high probability that the price is not excessive.
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Second, the sellers may carry the loan, and often do-taking back
a note from the ESOP. The note is guaranteed by the corporation,
but the sellers do not get paid unless the business is successful and
pays out. If the business pays for itself, it is, again, unlikely that the
price was excessive.

The first one of these ESOP's that I did, which was in 1956, if
anyone thinks this is a recent invention, was the case of a newspaper
owner in California, George Morell, who founded Peninsula News-
papers, Inc., publishers of the Palo Alto Times and several other
newspapers.

George Morell had been offered cash by the Ritter chain in St.
Paul, as I recall, and he went to his employees and said, "this really
puts me in a tight spot." I am nearing 80 years old. I think that I
should reduce my responsibility in the business. I have been offered
cash. It is most of my total fortune. I have a lot of children and a lot
of grandchildren, so it is my duty to pass on to them what I can after
taxes. But you people helped me build this. I would like to have you
get it.

They tried every other technique in the world. The banks told
them it could not be done. I put together an ESOP and the employees
paid for it in 7Y years through an ESOP. The plan never took a cent
out of their pockets or wages. They have gone on to use their ESOP
to buy new presses, new plants, and so forth.

I would like to tell you one more story.
In H.R. 462, there is another provision. The really rich man-I

am now talking about, say, an H. L. Hunt or John Paul Getty or a
Mellon or a Rockefeller-paints himself into a dreadful corner in
our private-property, free-market economy. He gets so rich, that at
the end of the line he is forced to socialize his fortune. He cannot give
it to individuals because he gets into such a bracket that the gift
and estate taxes, State and Federal, become confiscatory. He cannot
take it with him-if he could, he probably would.

Now, the ESOP offers an alternative. The ESOP, under H.R. 462,
would offer an alternative, because that bill would give the ESOP
the status of a 501 (C) (3) foundation.

Henry Ford, instead of socializing his gigantic fortune in the Ford
Foundation, could have set up an ESOP for the employees of the Ford
Motor Co., its distributors, its dealers, and either in increments during
his life, because it is free of gift tax, or at his death, or in some com-
bination of the two, he could have raised the incomes of all the em-
ployees without raising costs to the company. That is terribly import-
ant. I believe that we would have flooded Japan with Ford cars rather
than the other way around if we had mastered that technique then.

Second, Mr. Ford could have put every employee of the Ford
Motor Co., and its distributors and dealers, where they would know,
if they worked diligently during their working lifetimes, that they
would retire rich-again, not rich in the Henry Ford sense of the
word, but rich in the sense of having several hundred thousand dollars
of dividend-paying stock that would make them self-sufficient. In
terms of their motivation, I think they would have worked like tigers.

A very, very terribly wealthy druggist in California-he owns the
finest drug chain in California and Hawaii-has written to a number
of Senators and Congressmen. He said, I have painted myself into
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this corner. If you will pass H.R. 462, I pledge to you that I will put
into an ESOP for my employees dozens of millions of dollars, and my
brother will do likewise.

Between them, by the way, they own-it is estimated-the better
part of $2 billion worth of productive capital. That would make a
lot of employees very prosperous.

Chairman HUMPHREY. Is that Mr. Dart?
Mr. KELSO. No, that is Mr. Long.
Chairman HUMPHREY. There are a few rich druggists.
We are going to have to move along here. We have kept you all

too long. We could be at this forever.
I wanted to ask just a question here, if I may. Let me very quickly

put it to Mr. Brems and Mr. Brannon. Whatever may be the pluses
or minuses of this so-called Kelso idea, his point is that his plan attacks
the cause of poverty. The modern economist is constantly showing
us ways to redistribute income, along with ways to stimulate the
economy, to be sure. But, what is your evaluation of Mr. Kelso's
plan to get at the cause of poverty; namely, by letting people share
in private property? I always said, if private property is good, then
it is good enough for everybody. I have always believed in a large
amount of disbursement of property. I do not believe in just chopping
up what other people have and cutting up the pie and saying that is it.

What do you have to say, in just a moment, on that?
Mr. BREMS. Of course, this is a value judgment that has to do with

the ends that a policy should be serving.
Let me put it this way. Capitalism is the most productive economic

machine ever devised. It is much like freedom and good health: You
do not notice it while you have it, but once you have lost it, you realize
what you have lost.

Capitalism is worth preserving, I personally believe, and the best
way to preserve it is to give far more people a stake of ownership in it.
I am speaking here as a citizen, I am not speaking as an economist.
My colleagues may or may not share my views about capitalism.

However, if you wish to preserve capitalism by giving more people
a stake in it, then there are many ways of doing that. ESOT is one
way, but I think others deserve consideration.

What I said about diversification is not satisified by H.R. 462.
That diversifies only at the moment before you retire-after the party
is over. That is not what I was thinking of. I was thinking of the
ESOT funds running unnecessary risks during the entire membership
period by not being allowed to diversify.

I may have misunderstood Mr. Kelso, and I think that he mis-
understands me. If I do not understand what pure credit is, I am in
the good company of Mr. Burns.

There are two things to keep straight. You should distinguish
between countercyclical economic policies and structural reform.
The economy is in bad shape, partly of our own doing; I would say
mostly of our own doing. We have a lot of slack that we should not
have had.

You can stimulate the economy as long as you have slack. Because
of the slack, you can have both more consumption and more invest-
ment. You can have more growth. In fact, you can have more of
everything by adopting a suitable expansionary monetary and fiscal
policy. That is one thing.
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The question of reform is something else. Now, you want to reform
the economy in such a way to spread ownership. Let us keep issues
straight by assuming that all of that slack has been handled by other
means. Let us not mix ESOT up with the greatly expansionary
effects of liberal monetary and fiscal policies.

Chairman HUMPHREY. I have to cast a vote. There are problems
here. You can see our retention problem here.

We do have a number of questions that have been prepared. I must
confess that we only tried to touch the surface here today. We wanted
to get Mr. Kelso here, hear what he had to say, and get some of the
critics of this plan and hear what they had to say.

We have looked over the statements today that have been brought
to our attention, and we would like to formulate a number of questions.
If it is possible within the time frame that you gentlemen have-I
know that you are very busy-we would like to send you some ques-
tions to fill out this record, because the so-called Kelso approach needs
to be carefully analyzed.

[The following questions and answers were subsequently supplied
for the record:]

RESPONSE OF HANS BREMS TO ADDITIONAL WRITTEN QUESTIONS POSED BY
CHAIRMAN HUMPHREY

I. CONCENTRATED OWNERSHIP OF WEALTH

Question 1. Kelso has made the statement, "If a minority of families and
individuals are permitted to monopolize the means of producing wealth through
capital ownership, the economy will slowly, or not so slowly grind to a halt."
Relatedly, he said in another context, "the present concentration of corporate
wealth in the hands of a very small percentage of the population jeopardizes the
future operation of the capitalist system, especially when this concentration co-
exists with large-scale poverty in the U.S. economy." How would economists
respond to such a dire prognosis? To what extent are these statements valid?

Answer. Mr. Kelso's description of both the state and the trend of the con-
centration of wealth ownership is inept and inaccurate.

In his testimony before this committee [141, Mr. Kelso repeatedly describes
the ownership of "capital" by the top five per cent of consumer units. As his
testimony proceeds, the description becomes increasingly dramatic. In his Sec. III,
9, these units own "virtually all" capital. In Sec. V they own "all" the productive
capital. The climax is Mr. Kelso's answer to the Chairman's fifth question: Here
"only 5 per cent of our consumer units own any capital whatsoever"!

Mr. Kelso uses the terms "capital" and "productive capital" loosely. But in
no sense of the word "capital" is it true that five per cent of the consumer units
own all of it.

This committee needs and deserves accurate data to start from, so I must
search for such data. They are not difficult to find. Most of them are published
by the United States government in readily accessible places. I begin with capital
in the narrowest sense of direct ownership of corporate stock.

(1) Individual Family Ownership of Corporate Stock

The percentage of the market value of stock owned by the richest five per cent
of United States families is not 100 per cent or anywhere near it, and the
percentage is declining: Percent

1958 -73.7
1960 - 1.3
1964 ----- 70.5
1969 ---- 66.6
1970 -68.0
1971 -67. 1
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as shown by Blume, Crocket, and Friend [2], using Internal Revenue Service
data. In other words, from 1958 to 1971 the percentage of the market value of
stock owned by the richest five per cent declined from slightly less than Y4 to
slightly above %.

But why confine ourselves to the richest five per cent, as Mr. Kelso does? Why
not look at the whole distribution? That is what a Lorenz Curve does, and Blume,
Crocket, and Friend offer one, which I have reproduced in my Figure 1. The curve
reads as follows. Arrange all families according to their adjusted gross income,
beginning at the origin to the left with the poorest ones. The 1958 Lorenz Curve
then shows that the poorest 50 per cent of the families owned 4.5 per cent of the
market value of stock; the poorest 90 per cent owned 16.8 per cent; and the
poorest 95 per cent owned 26.3 per cent. In the next 13 years the distribution
became more equal: The 1971 Lorenz Curve shows that the poorest 50 per cent of
the families owned 8.0 per cent of the market value of stock; the poorest 90 per
cent owned 24.9 per cent, and the poorest 95 per cent owned 32.9 per cent.

FIGURE 1.-Trends in the distribution of stock ownership, Lorenz curves, 1958-71
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So much for direct ownership of corporate stock. I turn to institutional
ownership.

(2) Institutional Ownership of Corporate Stock
In the past quarter century, financial institutions other than bank-administered

personal trusts have more than trebled their share of the market value of all
noninvestment-company stock: Percent

1950 -7 6
1960 ---- 16.5
1969 -19.8
1971 -22. 5
1973 -24. 0
as cited by Blume, Crocket, and Friend [2], 25.

Pension funds accounted for the largest growth in institutional stockholding.
The pension-fund wave began with the 1949 steel settlement. In 1950 private
pension funds had $6.7 billion of financial assets of which 1/6 was in corporate
stock. In 1970 they had $100 billion of which perhaps 2/3 were in corporate stock
[20], 133.

How important are pension funds to families? In the appendix to his testimony
before this committee, Mr. Walker [24], 13 answered:

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

How important are pension funds to lower-income families? Mr. Walker
continued:

In summary, there is substantial savings for retirement in the form of
pension plans. For lower income families, then, stock may be indirectly
saved through ownership of pension reserves, but the demand for more
direct ownership has been quite small.

In the growth of institutional stockholding, mutual funds and life insurance
companies ran second and third, respectively, to pension funds. All are roundly
dismissed by Mr. Kelso [14], 38n., on the astonishing grounds that

As to indirect ownership, through financial intermediaries such as insurance
companies and mutual funds, investment of this kind are almost never
acquired on a self-liquidating basis, so they do not make a net increase in the
buyer's standard of living.

To Mr. Kelso, then, security is no part of standard of living! So much for
indirect ownership of corporate stock. I turn to ownership of noncorporate business.

(3) Ownership of Noncorporate Business

In the United States corporations own perhaps 3/4 of all physical capital stock
owned by business. The rest is owned by noncorporations, i.e., partnerships and
proprietorships. As most of us know, partnerships and proprietorships are small
business. But I shall cite the facts just the same-they seem to have escaped
Mr. Kelso.

Of all active corporations in 1970, 85.5 per cent had receipts of $ 1,000,000 or
over. Of all active partnerships in the same year, merely 32.9 per cent had such
receipts, and of all proprietorships in the same year, merely 5.9 per cent had such
receipts [22], 472.

Admittedly, receipts are not a perfect measure of size. We should have preferred
assets or value added. But since corporations are probably more vertically inte-
grated than are noncorporations, assets or value added would probably have
displayed even more dramatic differences in size distribution between corporations
and noncorporations. I may safely conclude, then, that the ownership of corporate
business is far more heavily concentrated than that of noncorporate business.

Capital in the form of ownership of noncorporate business is roundly ignored by
Mr. Kelso. I turn to human capital.

(4) Human Capital

Unlike the national income accounts, which define investment as the production
of physical income-earning assets only, some economists would like to define it as
the production of any income-earning asset. The foremost example of production
of a non physical income-earning asset is education. Education is knowledge
embodied in a human being rather than in a machine.
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I am pleased to report two things about education. First, education by its
very nature is education of individuals. Consequently, mass education produces
a nonconcentrated form of ownership of income-earning assets. Second, the United
States has carried mass education much farther than any other nation. In 1940,
15.6 per cent of the population aged 18-21 was enrolled in higher education.
In 1970, 51.4 per cent were enrolled [21], 45, 219. In 30 years we have more than
trebled the percentage!

Capital in the form of human capital is roundly excluded by Mr. Kelso [14],
84, on the astonishing grounds that "technology in general is embodied only
in capital instruments, not in human beings."

I invite Mr. Kelso to consider the following two cases. First, imagine an
advanced economy like the United States donating plant, equipment, transporta-
tion, and communications systems to a country like Bangladesh, raising the latter's
physical capital stock per capita to United Stats standards. So all the physical
capital is there, but the human capital is still missing.

Second, imagine the United States destroying all plant, equipment, trans-
portation, and communications systems in an advanced country like Germany-
as we nearly did in 1942-45, leaving all larger German cities as smoking piles of
debris! So all the physical capital is gone, but the human capital is still there.

Now which of the two, Bangladesh without human capital or Germany without
physical capital, would first reach United States per capita income? As we know,
West Germany did so in 30 years. As we suspect, Bangladesh wouldn't do it in
a century. Does that comparison tell Mr. Kelso if technology can be embodied
in human beings?

(5) Conclusion

Even for capital in the narrowest sense, i.e. direct ownership of corporate
stock-the only sense admitted by Mr. Kelso-the percentage of it owned by the
richest five per cent is not 100 per cent or anywhere near that. As I consider capital
in wider senses, I find it less heavily concentrated.

As for "large-scale poverty" in the United States, that term is not well-defined.
Poor in the United States may be rich in Greece, not to mention Bangladesh.
In my answer to Question Three I shall demonstrate that what may safely be
said is that normal economic growth steadily erodes absolute poverty.

Exposed to the double fact that, first, wealth ownership is less concentrated
than Mr. Kelso believes it to be and, second, normal economic growth steadily
erodes absolute poverty, Mr. Kelso's underconsumptionist prognosis of pending
disaster will begin to melt away-just as the Marxian one has done.

Needless to say, not even the accurate data dismissed or ignored by Mr. Kelso
can settle the question of whether or not reform is desirable. Although wealth
distribution is not as inequal as Mr. Kelso believes it to be, I personally should
like to see it becoming more equal. I should like to see that, not because of any
belief that the economy would otherwise "grind to a halt," but simply because
I happen to believe that a more equal wealth distribution would make our democ-
racy a healthier and more smooth-working one.

Question 2. Have economists been quite neglectful of the issue of wealth owner-
ship which is at the root of our poverty problem? Can you point to any plan devised
by any economist which really attacks the root of the poverty problem but does
not involve the redistribution of income. Wouldn't the wider distribution of
newly created wealth accomplish this objective?

Answer. In my answer to question 4 I shall demonstrate ways of "attacking the
root of the poverty problem" that do not directly involve wealth distribution.

But here in question 2, never mind such ways. With or without them there
remains ample room for ways directly involving wealth distribution-accomp-
lishing what Keynes in his preface to [16] called "the accumulation of working-
class wealth under working-class control".

What plans have been devised to accomplish this? Few economists are as clever
as Keynes, who could devise his own plan. Most economists merely analyze plans
devised by others. Both here and in Western Europe plans have been devised as
well as carried out. Yes, they share the belief that spreading newly created
wealth will do: No plan calls for the expropriation of existing wealth.

At the risk of repeating some of what I said in my recent book (5] and in my
prepared statement before this committee, I briefly put together and survey
a catalogue of existing specific plans. I arrange them according to decreasing
decentralization:



(1) Single-Firm Funds Without Diversification

In the United States, four forms of single-firm funds without diversification
enjoy preferential tax treatment, i.e., profit-sharing plans, thrift plans, stock-
bonus plans, and ESOTs.

(a) A straight profit-sharing plan is a wage earners' investment fund set up
voluntarily by an individual firm with the purpose of giving its employees a funded
share of its profits. Employer contributions must depend upon profits. The port-
folio of the fund need not be diversified: More than 10 per cent of the assets of the
fund may consist of the stock of the employer. Benefits may well be paid before
retirement, for example after a fixed number of years, upon layoff, illness, disa-
bility, or reaching a certain age, etc.

(b) A thrift plan is a wage earners' investment fund set up voluntarily by an
individual firm with the purpose of encouraging the thriftiness of its employees.
Employer contributions must be a fixed proportion of employee contributions.
The latter are optional. If opted for, they must be a fixed proportion of the com-
pensation of the employee. Otherwise the thrift plan is like the profit-sharing
plan: The portfolio of the fund need not be diversified, and benefits may well be
paid before retirement.

In the appendix to his testimony before this committee, Mr. Walker [24], 8,
informed us that roughly 310,000 profit-sharing and thrift plans exist covering
approximately 9 million employees.

(c) A stock-bonus plan is a wage earners' investment fund set up voluntarily
by an individual firm with the purpose of establishing employee ownership of the
stock of the employer. Employer contributions need not depend upon profits but
must be in the form of the stock of the employer. The portfolio of the fund need
not be diversified. Benefits may well be paid before retirement but must be dis-
tributed in the form of the stock of the employer.

Mr. Walker [24], 8, informed us that roughly 7,250 stock-bonus plans exist
covering approximately 400,000 employees.

(d) An ESOT is a wage earners' investment fund set up voluntarily by an indi-
vidual firm with the dual purpose of establishing employee ownership of the stock
of the employer and enabling the latter to borrow via ESOT on favorable terms.
Employer contributions need not depend upon profits but must be in the form of
either the stock of the employer or cash. The portfolio of the fund need not be
diversified. Benefits may well be paid before retirement but must be distributed
in the form of the stock of the employer.

Mr. Walker [24], 9, estimated that 300 ESOTs exist.
Profit-sharing plans, thrift plans, stock-bonus plans, and ESOTs are all con-

fined to a single firm. Consequently, according to his job, an individual wage earner
will automatically belong to one fund only. He has no freedom of choice, so there
can be no competition among funds.

But the lack of competition matters little, for the funds have little scope to
maximize their rate of return. The portfolio of none of the four funds needs to
be diversified. If it isn't, funds cannot spread their risk among firms, industries,
and geographical regions. Lack of diversification reduces the mobility of capital
and prevents funds from helping to raise labor productivity in the sophisticated
economy-wide way described in Sec. 23 of my prepared statement.

(2) Single-Firm Funds With Diversification

In the United States, one form of single-firm funds with diversification does
enjoy preferential tax treatment, i.e., the pension plan.

A pension plan is a wage earners' investment fund set up voluntarily by an in-
dividual firm with the purpose of providing definitely determinable benefits to
its employees after retirement. Employer contributions cannot depend upon
profits. The portfolio of the fund must be diversified: No more than 10 percent of
the assets of the fund may consist of the stock of the employer. Benefits cannot
be paid before retirement and cannot depend upon profits.

Mr. Walker [24], 7, informed us that roughly 420,000 pension plans exist
covering approximately 27 million employees.

The pension plan, too, is a single-firm fund. According to his job, an individual
wage earner will still automatically belong to one fund only. He has no freedom of
choice; there is no competition among funds.

But with diversification, the fund now has some scope to maximize its rate of
return. It can spread its risk among firms, industries, and regions. In its own small
way the diversifying fund may help increasing the mobility of capital and thus
help raising labor productivity in the sohpisticated economy-wide way described
in Sec. 23 of my prepared statement.
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(3) Suprafirm Funds

In Western Europe some suprafirm funds enjoy preferential tax treatment.
A suprafirm fund is neither set up by nor confined to any single firm. At most

it might be confined to a single industry or a single geographical region. The fund
is set up by law or by collective agreement between employers and employees.
The fund serves the dual purpose of giving labor a share of, first, the capital gains
accruing to stockholders in an inflationary economy and, perhaps second, the co-
determination rights inherent in voting-stock ownership. Employers contribute
a fraction of either their wage bill ("investment wage") or their profits bill ("profit
sharing"). The fund is free to diversify its portfolio. The fund issues non-negotiable
fund certificates to the employees. A specified number of years after its issue a
fund certificate becomes redeemable.

Suprafirm wage earners' investment funds have been enacted in West Germany
and France. The West German system is a voluntary investment wage subsidized
by the government and now so appealing that /3 of West German wage earners
are participating. The French system is a compulsory profit-sharing scheme with
full tax credit for employer contributions. All corporations with more than 100
employees must contribute. In 1973, 9,300 corporations and more than four million
wage earners were covered by the system.

Plans for new suprafirm funds are being debated in several Western European
countries. It is important to distinguish between two different forms, i.e., those
confined and those not confined to an industry or a region.

(a) Suprafirm Funds Confined to an Industry or Region. Consider a fund confined
to an industry or geographical region. According to his industry or his residence,
an individual wage earner would automatically belong to one fund only. He has
no freedom of choice; there is no competition among funds. A genuine industry or
regional fund would only be allowed to buy shares of firms within that industry
or region, so the fund could not spread its risks among industries or regions. As
a result, it would be of limited help in raising labor productivity in the economy-
wide way described in Sec. 23 of my prepared statement.

(b) Suprafirm Funds Not Confined to an Industry or Region. Next consider a
fund confined to neither an industry nor a region. Let there be a number of such
funds among which the individual wage earner would be free to choose-as the
1974 German coalition-government agreement proposed [9]. Each fund would be
free to diversify its portfolio, thus spreading itsrrisks among firms, industries, and
regions. There would not only be plenty of scope for funds to maximize their
rate of return; they would be under powerful competitive pressure to do so:
Funds would very likely compete on rates of return offered. If some of them did,
the rest would have to follow suit. Such funds would be of maximum help in
raising labor productivity in the economy-wide way described in Sec. 23 of my
prepared statement.

II. ECONOMIC GOALS OF THE UNITED STATES

Question S. Kelso has stated that the nations' two most important economic
goals are full employment and a steady increase in the GNP. Would you agree?
He also states that these goals are highly deficient and perhaps damaging and
that broadening the ownership of capital should be a primary goal. Would you
as an economist support Kelso in amending the Employment Act to expand U.S.
economic goals to include policies favoring broadening the ownership of capital?

Answer. Neither I nor any other economist sets the goals of this nation. To
those who do, full employment and steady growth of the gross national product
enjoy high priority.

When Mr. Kelso thinks of such goals as "damaging," he has in mind full-
employment policies such as the 1848 policy of digging holes in the Champ de
Mars and then filling them again. Our 1946 Employment Act had something else
in mind; namely, the full exploitation of the economic potential of the United
States. My best way to answer question 3 is to declare myself in complete agree-
ment with Mr. Walker [24], 1, when he said:

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

I agree and wish to exemplify.

69-174 0 - 76 -36



First, careful modern work by Phelps Brown [19] shows that in the period
1890-1960 the real wage rate was growing at an average annual rate of 2.08, 1.61,
and 1.91 per cent in such advanced economies as the United States, Germany,
and Sweden, respectively.

Second, let me be specific with respect to poverty and define a "poor" American
family as one whose income in 1971 dollars was 3,000 or less per annum. Then
[23], 218, in 1955 17.6 per cent of all families were poor. In 1971 merely 8.3 per
cent were poor. The percentage of poor families was halved in 16 years or-
which is the same thing-poverty was being eroded at an average annual rate of
4.2 per cent. This is perhaps faster than the average American realizes and cer-
tainly faster than Mr. Kelso realizes.

The halving of poverty in the period 1955-71 was a gratifying fact, and I see
no reason why we can't go on halving poverty every 16 years-ESOT or no
ESOT. Personally I would favor broadening the ownership of capital, although
not necessarily in the form of ESOT. I see no conflict between such broadening
on the one hand, and a full-employment steady-grow~th policy on the other. That
carries me to question 4.

Question 4. Should our economic goal be "general affluence" rather than full
employment as suggested by Kelso? How can general affluence be achieved?

Answer. If like Mr. Kelso one thinks of full-employment policies as the 1848
policy of digging holes in the Champ de Mars and then filling them again, then full
employment and affiuence may be alternatives-otherwise not. So I dismiss the
question of general affluence versus full employment as uninteresting and turn to
the more interesting question of how to achieve general affluence.

Normal economic growth does generate affluence, but normal economic
growth doesn't just happen. It takes a minimum of gentle nurturing. Such nutur-
ing has two parts to it.

The first part is expanding the growth potential. To do this one must first
know what the sources of economic growth are. In my answer to question 5 I
shall report on some modern mapping of those sources. Here I shall merely say
that advances in knowledge have contributed 1.8 times as much to United States
growth as has physical capital formation. Education and advances in knowledge
combined have contributed 2.7 times as much.

The second part is exploiting the growth potential. Here, countercyclical
policies are helpful. In applying such policies we have been less successful than
certain Western European countries. I have taken a look at the smoothness of
growth in five leading countries [17] and [18] and would crudely characterize
their growth 1951-71 as follows:

France: Fast, rising, and smooth.
The Netherlands; Fast, rising, and bumpy.
Sweden: Slow, rising, and smooth.
United States: Slow, rising, and bumpy.
West Germany: Fast, falling, and bumpy.

Perhaps we should borrow a leaf from the countercyclical-policy books of
France and Sweden. In a forthcoming article [6] I show how the Swedes managed.

III. SPECIFIC POINTS IN KELSO'S NEW ECONOMIC SYSTEM

Question 5. Kelso claims that widespread adoption of ESOP's will provide for
extremely rapid rates of economic growth accompanied by full employment for
2-3 decades, at which time a true "leisure society" will be possible. Considering
his grandiose economic system, is there any economic basis for such optimistic
projections? What do you see as the major difficulties with the Kelso plan from
and economist's perspective?

Answer. No one looking at long-term economic growth can help being impressed
by its convergence to steady-state growth, i.e., growth at a constant proportionate
annual rate. For the one hundred years 1870-1969 the gross national products of
the two leading capitalist economies, the United States and West Germany have
been growing at average annual rates of 3.7 and 3.0 per cent, respectively [21], 99.
My Figure 2, reproduced from [21], 97, shows how. The West German case is the
more revealing of the two: In 1945 the German economy lay in ruins, nothing
stirred. But in a beautiful arc of history's largest and most perfect convergence,
the 1948-69 West German curve swings right back into an extrapolated 1870-1913
path.

Before and after such things as
the electromagnetic revolution,
the chemical revolution,
the internal combustion engine,
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the automobile,
two world wars,
the unionization of labor,
the computer revolution, and
the mass-education revolution

capitalist economic growth is so regular, so resilient, so irresistible! Before and
after ESOT?
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FIGURE 2.-Gross national products of the United States and West Germany

What are the sources of capitalist economic growth? During the past quarter
century, theoretical and econometric work on the subject has greatly expanded.
Such work has left us with the impression that technological progress is the most
important single source. A survey of econometric work on technological progress
was offered by Kennedy and Thirlwall [15], and a much shorter one was offered
by myself [4], 73-80.

All I can do here is to reproduce the main conclusion of the most recent work on
the sources of United States growth. Potential national income of the United
States in constant dollars was growing at an average annual rate of 3.41 per cent
from 1929 to 1969. Denison [8] used six factors to explain this growth and measured
the percentage contributions of each of the six [8], 128:

Percent
Advances in knowledge and not elsewhere classified -27. 0
Labor, except education -26. 7
Capital -14. 7
Education --------------- 12. 0
Economies of scale -10.9
Improved resource allocation -8. 8

Total -100. 0

XIncludes the very insignificant contributions of housing occupancy ratio and irregular
factors.
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In other words, advances in knowledge contributed 1.8 times as much to growth
as did physical capital formation. Education and advances in knoweldge com-
bined contributed 2.7 times as much.

Could a wage earners' investment fund accelerate growth? Parts V and VI of
my comprehensive statement examined whether or not it could accelerate capital
formation. It could. If it did, that would accelerate growth. But the acceleration
might turn out to be modest, for empirical production functions often show the
elasticity of output with respect to physical capital stock to be around 14. That
means that a one per cent increase in physical capital stock will increase output
by ¼ of one per cent-everything else remaining equal.

Would ESOT produce a "leisure society" after 2-3 decades? Without ESOT the
"leisure society" is already here: For his period 1929-69 Dension [8], 127, found
average hours falling at an average annual rate of Y2 of one per cent!

One of "the major difficulties with the Kelso plan from an economist's per-
spective" are Mr. Kelso's own claims for it. No claim of his is based on serious
economic analysis. Mr. Kelso, who quotes mostly himself, claims to have pioneered
the insight that there are two factors of production, not just one. Perhaps that
particular claim is the most eloquent proof of Mr. Kelso's lack of familiarity with
professional economic analysis. Economists have used two-factor production
functions for more than a century. Almost half a century ago, Paul H. Douglas,
later a distinguished United States Senator, pioneered econometric estimates of
the parameters of such functions, and we have been at it ever since. Neither in
his testimony before the Senate Finance Committee [13] or this committee [14]
nor in his book [12] does Mr. Kelso betray any sign of having ever seen a production
function, much less estimated one himself and put it into a specified model of
economic growth.

Question 6. Speaking of the new monetary arrangements he proposes, Kelso
has said: "Such a system would solve the major monetary problems of the U.S.
economy both internally and internationally." This would be deflationary, for the
value of net goods and services vastly exceeds the cost of new capital formation."
Will monetizing new capital formation accomplish all of these worthy goals claimed
by Kelso?

Answer. Unwittingly Mr. Kelso reopens the famous early-nineteenth-century
issues between the Currency Principle and the Banking Principle. Ricardo
advocated the former, according to which self-liquidating productive bank credit
may or may not be inflationary. Tooke and Fullarton advocated the Banking
Principle, according to which such bank credit can never be inflationary: The
credit creates physical output, and once that output has been sold the credit is
liquidated. Mr. Kelso sides with Tooke and Fullarton but goes them one better:
Such bank credit is outright deflationary!

The issue was settled-I should have thought for good-in the early twentieth
century by Wicksell. Very briefly Wicksell's arugment [26], 190-208, especially
194-95, was this. The demand for bank credit is a function of the bank's rate of
interest: A lower rate of interest will attract more borrowers. Wicksell now
distinguished clearly between unemployment and full employment-exactly 30
years before Keynes.

First, let the rate of interest be such that planned saving and planned investment
are equal at unemployment and idle capacity. Lowering the rate of interest from
such an unemployment equilibrium will enable newly attracted borrowers to
demand inputs hitherto unused. No other output will therefore have to be cur-
tailed. Since the extra income generated by the mobilization of inputs hitherto
unused is matched by a net increase in output, output prices will not rise.

Second, let the rate of interest be such that planned saving and planned invest-
ment are equal at full employment and fully utilized capacity. Lowering the rate
of interest from such a full-employment equilibrium will enable newly attracted
borrowers to demand only inputs hitherto used elsewhere. New borrowers compete
with old ones, and in the scramble for inputs, input prices rise. Old output will
have to be curtailed to make room for new output. Since the extra income gener-
ated by the higher input prices is matched by no net increase in output, output
prices will rise.

Wicksell concluded that Ricardo had been right and Tooke and Fullarton
wrong.

The Tooke-Fullarton Banking Principle is only one strand-the demand-pull
strand-of Mr. Kelso's claim that his plan is deflationary. The other strand-the
cost-push strand-is that labor will stop asking for money wage rate increases
beyond productivity increase once labor becomes a co-owner of business via
ESOT.



Is this really to be expected? Under decentralized bargaining like ours, local
labor can always gain an edge on the rest of the economy by asking for, and getting,
such increases. They don't perceptibly hurt the employer as long as he can shiftthem to the price of output. Such shifting, in turn, doesn't perceptibly hurt local
labor in whose overall consumption budget the employer's product is a drop inthe bucket. All this holds, ESOT or no ESOT.

Neither of Mr. Kelso's two strands is convincing.
In Sec. 22 of my prepared statement I briefly discussed Mr. Kelso's -equest

that the Federal Reserve System should "monetize" new capital formation byrediscounting notes issued by ESOT and already discounted by its lender. I saidthat such rediscounting would expand the money supply and reduce the rate ofinterest.
I stand by what I said. I add two things. First, such rediscounting would not bedeflationary and could easily be inflationary. Second, like any two-price system,

an ESOT 3-per-cent-interest shelter in the midst of a 10-per-cent economy could
possibly be an invitation to deceit. It would certainly make Dr. Burns' job evenmore difficult. One can understand why, in his letter to the Chairman of this
this committee, Dr. Burns does not consider such a shelter desirable.

I conclude that Mr. Kelso's "monetization" would solve the major monetary
problems of the United States economy neither internally nor internationally.
It would aggravate them.

Question 7. Kelso claims that the public stock markets currently are relatively
insignificant with respect to financing the growth of the economy. Do you feelthis is true, and if so, is it a serious matter that needs remedying through suchmeasures as Kelso proposes?

Answer. In countries like the United States and West Germany it is true that
stock financing takes, and always has taken, third place to self-financing andborrowing. Relating long-run sources of funds to long-run uses, I took a look atthe ratio between stock issue and purchase of physical assets in recent years.
In Footnote 9 of my prepared statement I found that ratio for 1969-72 to be 8.4per cent for nonfarm nonfinancial corporations. That is four times higher than the2 per cent repeatedly cited by Mr. Kelso. Even so it is still small.

Why is it so small? Sec. 19 of my prepared statement examined the cost of capi-tal to a firm and mentioned that issuing stock, borrowing, and self-financing carrydifferent price tags. Of the three ways of financing new investment, issuing
stock is usually the most expensive one, the one to be used as a last resort, the oneto be used to finance marginal investment.

Does its smallness make it unimportant? Far from it. Economists know that
some of the most important things we deal with are determined on the margin.
The margin may be small but it is often very important.

Being small but possibly very important, why is issuing stock such an expen-
sive way of financing new investment? The answer is that to its owner, stockownership is not all that attractive. Owning stock means owning firms whose un-
distributed profits are taxed at 48 per cent by the Federal Government, and whose
distributed profits are taxed twice. Does the double taxation reduce the attrac-
tiveness of stock ownership equally to rich and poor? It does not: In the appendix
to his testimony before this committee [24], 10, Mr. Walker compared a taxpayer
in the 20 per cent marginal income tax bracket to one in the 70 per cent bracket.
Mr. Walker found that double taxation increases the tax burden of the low-
income taxpayer from 20 to 58.4 per cent or by a factor of 2.92 but increases thatof the high-income taxpayer from 70 to 84.4 per cent or by a factor of merely 1.21.So double taxation is not neutral as between rich and poor, it penalizes the poor
far more. Could this be one reason why low-income taxpayers shy away from cor-porate stock ownership?

But even the 48 per cent Federal corporate income tax rate is not the whole
story. Inflation overstates the very tax base of the 48 per cent. First, the law per-mits depreciation allowances based on historical cost only. Second, the entire
return on invested depreciation allowances is considered profits-taxable profits-
including that part of the return which is merely a compensation for inflation.
As a result, the law overstates corporate profits. By how much? Bach [1], 7,quotes a Terborgh estimate to the effect that over the past quarter century, 19per cent of reported corporate profits were fictitious profits reflecting under-
depreciation. Friedman [10], 94, quotes a recent Terborgh estimate to the effect
that currently as much as one-third of reported profits are fictitious. Could onereason for those low price-earnings ratios be that one-third of the earnings are
fictitious?
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The tax treatment of corporations is in effect a special punishment of the most
productive sector of our private economy. Is this a serious matter? The punish-
ment may be what Congress wants and may be justified by what Congress con-siders to be social justice. But if the left hand of Congress doesn't always know
what the right hand is doing-as Mr. Brannon [3] hints in his testimony beforethis committee-then Congress might take another look at double taxation and
overstatement of corporate profits.

If the matter is serious, does it need remedying through "such measures as Kelso
proposes"? ESOT would be a most special remedy and far from the only con-
ceivable one. But I must hurry on to Question Eight.

Question 8. Kelso claims as one of the real virtues of his plan the leveraging
aspect involved or as he puts it, stimulating capital formation now through
future savings. Is this sound from an economist's perspective, or should ESOPs
be denied their current exemption status from the IRS law prohibiting such
leveraging techniques for any other type of pension or deferred compensation plan?

Answer. As I understand it, the Employee Retirement Income Security Act of
1974 permitted an ESOT to borrow from an otherwise nonqualified lender or bor-row with the guarantee of an otherwise nonqualified guarantor.

An ESOT comes into existence by an act of borrowing cash from the outside.
Through this act of borrowing ESOT and its parent firm submit to normal capital-
market screening. Consequently the borrowing activity of ESOT in no way
reduces the mobility of capital-as I pointed out in Sec. 23 of my prepared
statement.

Borrowing is a normal and important way of financng new investment. Borrow-
ing by an ESOT guaranteed by the parent firm is no less sound than direct bor-rowing by the parent firm. Whether or not that, in turn, is sound enough is pre-
cisely the kind of question normal capital-market screening will answer. Howsevere the capital-market screening standards should be is precisely the kind ofquestion normal Federal Reserve routine will answer.

With such checks and balances operating in our economy, I personally see no
reason to deny ESOT its ability to borrow.

IV. SHORTCOMINGS OF ECONOMIC ANALYSIS

Question 9. Do you agree with Kelso's statement that: "Keynesian doctrine
forces labor to demand more pay for less work" and also "that labor receives 75%
of the economy's income does not mean that labor produced it." "Not a trace
of criticism is due labor unions or individual wage earners for this development.
The responsibility rests squarely on Keynesian "scientific economics" which lie,
misrepresent, or equivocate about technology's logic and function."Answer. How can Keynesian doctrine force an employer to keep anybody on
the payroll who receives more than he produces? This is a free country, and em-ployers are still free to fire employees not earning their keep. Would any employer
let Keynesian doctrine stand in the way?

That Keynesian doctrine should lie, misrepresent, or equivocate about tech-nology's logic and function is unlikely for the simple reason that Keynesian
doctrine has very little to say about those things. Keynesian doctrine is short-run
analysis. Long-run analysis, dealing with technology, is neoclassical, not Key-
nesian. For example, the two-factor production function X= MLISB, where

a =-elasticity of output with respect to L
,S=elasticity of output with respect to S
L = Labor

M =-factor representing technology
S =-physical capital stock
X- output

used to explain the distributive shares in a competitive profit-maximizing econ-
omy, is neoclassical, not Keynesian. The function was first written by Wicksell[25], 198, in 1901-35 years before Keynes. Its parameters were first estimated
empirically by Paul H. Douglas [7] in 1928-8 years before Keynes.

So Mr. Kelso has misdelivered his accusations. So what if he can't tell oneaddressee from another. But what does Mr. Kelso himself have to offer?
Against neoclassical production functions Mr. Kelso pits diagrams like the

one reproduced in [14], Sec. III, 6-7. The diagram is supposed to tell us what
happened to labor input and capital input from 3,000 B.C. to 2,000 A.D. Merci-fully both inputs remain undefined and unmeasured-"mercifully" because if
you are saying nothing you can't be lyingl Mr. Kelso might claim that the dia-gram is purely impressionistic. But even Mr. Kelso's impressionism is provincial:
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He clearly sees things from the factory floor of a single firm, is impressed with
all the expensive plant and equipment he sees around him, and counts it all as
"capital input". He fails to see the economy-wide picture. He fails to see that all
that plant and equipment, in turn, was built in other plants. There, labor went
into the designing and construction of the plant and equipment. And as Gordon
[11] has shown, the capital goods sector is more labor-intensive than the con-
sumers' goods sector.

Question 10. Have economists perhaps had a two factor theory, but only a one
factor policy, namely focusing on labor and employment?

Answer. I dare say we have had a two-factor theory-for more than a century!
Economists don't make policy-Congress does. Economists merely analyze policy.
If much of our analysis runs in terms of labor and employment, the simple reason
is that to policymakers it is important that nobody who is willing and able to
work should be unable to find it. Needless to say, in our analysis of a two-factor
world we use our two-factor theory.

V. ESOT VERSUS MR. KELSO

When I wrote my prepared statement I was determined to let neither Mr.
Kelso's inept use of data nor his lack of training in economic theory keep me
from analyzing ESOT on its own merits. I hope I succeeded.

When answering the Chairman's ten questions I find many of them forcing
me to pass professional judgment on the quality of Mr. Kelso's arguments.
Nothing personal is meant. I can only hope that to advocates and opponents of
ESOT alike, such professional judgment is useful. Whether ESOT is encouraged
or discouraged, Congress must know what it is doing. Least of all those who
favor some kind of wage earners' investment fund would like to see it sold to
Congress by untenable arguments.
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RESPONSE OF HANS BREMS TO ADDITIONAL WRITTEN QUESTIONS POSED BY
SENATOR JAVITS

Question 1. You have written that under the Kelso Plan the employee is assigned
the role of "innocent bystander" because he "will eventually own something
for nothing." Do you think this lack of employee initiative or active involvement
is detrimental to the achievement of greater labor productivity?

Answer. It may be. But it may also be that rank and file feelings may differ
from those of the union leadership. French experience in this respect may be worth
reporting. The French wage earners' investment funds were introduced by statute
in 1967 without union support. The system is a compulsory profit-sharing system
with full tax credit for employer contributions to the funds. Details such as
placement of funds are left to employer-employee agreement. The labor unions
rarely wanted to be a party to such agreements. Consequently the employees
are typically represented by their local comit6 d'entreprise rather than by their
union. According to Cars, Andel i vinst (Stockholm 1975), p. 43, union attitude
is still "critical, passive, and noninvolved". But the first distributions, beginning
in 1974, "were experienced as something positive" by a large part of the rank and
file. As a result, union leadership is not likely to try to kill the system now.

Question 2. In your prepared statement you emphasize that an important dif-
ference between the Kelso Plan and Western European plans is that Western
European plans rely on the initiative of the employees and their unions rather than
on that of the employer. That is that Western European plans are voluntarily
negotiated by labor and management in collective bargaining. Do you think this is
a weakness of the Kelso Plan? Why?

Answer. To the extent that Western European systems are voluntary at all-
as are the West German and Dutch investment-wage systems-they are indeed
thus negotiated. But even in the compulsory French profit-sharing system details
such as placement of funds are left to employer-employee agreement.

The Kelso system envisages no active labor participation at all in setting up an
ESOT. As an economist I don't pretend to know social psychology. But I suspect
that a person would be left cold if something concerning his financial interests
were set up without asking him, without involving him actively, without in-
viting his representation in running it. At least that could be his initial reaction.
Later, when the system begins working and passing out money to him, he may warm
up to it.

Question S. It is true that the effect of ESOP financing is to fix, at the time of
the loan and stock purchase the price at which annual employer contributions,
will be converted into stock. Thus, while the ESOP debt is being retired, if the
value of the stock decreases this appears to me to magnify the disadvantages to
employees of this leveraging effect. Please comment.

Answer. Yes, according to Mr. Kelso's testimony to the Financial Markets
Subcommittee of the Senate Finance Committee on September 24, 1973, "em-
ployees . . . acquire stock in increments over a period of years at a price fixed
at the time the block of stock is first purchased."
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Does this "magnify the disadvantages to employees"?
Well, the value of stock may go up or it may go down.
In the long run and for the stock market at large, it does go up-stock ownership

is a hedge against inflation! But short run-ups and downs are violent. And if the
stock of one firm goes up, that of another may go down. That is why a risk-
averting stockholder diversifies his portfolio-or sticks to mutuals! Now the law
discourages diversification of ESOT portfolios: To qualify for preferential tax
treatment employer contributions to an ESOT must be in the form of either the
stock of the employer or cash. The portfolio of the fund need not be diversified.
Benefits must be distributed in the form of the stock of the employer.

I would say that if this arrangement does not magnify the disadvantages to
employees, it does magnify their risks-compared to those run by risk-averting
individual stockholders or by risk-averting mutuals.

Question 4. In your opinion are the income redistribution claims of Kelso Plan
advocates exaggerated when they are examined in light of conventional macro-
economic analysis?

Answer. Mr. Kelso prefers to talk in terms of income creation rather than in
terms of income redistribution. Let me separate the two.

First income redistribution. Any wage earners' investment fund will redis-
tribute disposable income in favor of the wage earners. In Sec. 14 of my prepared
statement I show graphical results of computer simulation of such income re-
distribution. The graph refers to the Western European concept. In Sec. 11 of the
prepared statement I discuss the size of an ESOT system. I imagine an ESOT
system would be smaller than a Western European one, both because ESOT
freezes merely the original contribution, and because it redeems more permissively.
Be that as it may, both a Western European system and an ESOT system would
accomplish a significant redistribution of income in favor of the wage earners.

Second income creation. This is what Mr. Kelso talks about, and his projections
are highly optimistic. The fifth question of the Honorable Hubert H. Humphrey
in his letter of December 19, 1975, was this: "Is there any economic basis for
such optimistic projections?" In my answer to that question I try to demonstrate
that no claim of Mr. Kelso's is based on professional macroeconomic analysis. I
also discuss the nature and sources of growth as well as ESOT's possible acceler-
ation of growth. I refer to that answer and to Parts V and VI of my prepared
statement.

Question 5. In your prepared statement you estimate that the revenue loss
that would result from universal adoption of ESOT would amount to some $21
billion. Do you believe that benefits from ESOTs are sufficient to offset these
revenue costs?

Answer. My $21 billion estimate applied to "the unlikely event that all non-
financial corporations had set up ESOTs and contributed, say, 10 percent of the
wage bill to them." The estimate served the purpose of showing how large the
preferential tax treatment already is under existing statutes. But the event is
"unlikely," and my estimate was no prediction.

Still, would the benefits of such an unlikely event offset the revenue loss? Let
me distinguish between a depressed and a fully employed economy. In a depressed
economy the benefits of accelerating capital formation and expanding employment
could be very large-and the net revenue loss smaller, because of expanded tax
revenue from sources other than the corporate profits tax. But countercyclical
stimuli may just as well be provided in non-ESOT forms such as by reducing
the overall corporate profits tax rate, by raising the overall investment tax
credit, by reducing the rate of interest, etc.

So let us keep our issues straight and discuss ESOT in the context of a fully
employed economy-assuming that the countercyclical policies are doing their
job properly. Then would the benefits offset the revenue loss? Benefits to whom?
The supposed beneficiary, labor, has so far shown little interest. The benefit-
revenue trade-off is obviously political. Economics as a science must pass the
buck to Congress.

Question 6. In your opinion, and based on the analysis of ESOT's that you
have undertaken, do you think the Kelso Plan provides any of the co-determina-
tion rights characteristic of European plans?

Answer. The Kelso Plan does envisage possible co-determination anchored in
in voting stock. To be true, in return for granting tax deductibility the law does
not require the parent firm to issue voting stock to ESOT. But in return for
granting tax credit it does.



A nondiversified ESOT may provide more co-determination than does a
diversified one. Congress should be warned that in single-firm wage earners'
investment funds, local co-determination and diversification are logical alterna-
tives. A nondiversified ESOT owns nothing but the stock of the employer.
Provided that stock is voting stock, co-determination in employer affairs is at
its maximum. A diversifying ESOT is selling the stock of the employer-and
with it go the voting rights. To be true, the diversifying ESOT is buying the stock
of other firms. But the accompanying voting rights may be of less interest to its
members. A fully diversified ESOT owns practically no employer stock, and
co-determination in employer affairs is at its minimum. So much for single-firm
ESOT.

The same could be true of the large diversified suprafirm funds of the Western
European type. The only proposal known to me which tried to cope with the
problem was the Danish one: Here, voting rights inherent in stock ownership
would be exercised not by the central fund but by the individual fund members
employed by the stock-issuing firm.

There is a growing inclination, most articulate in West Germany and Sweden,
to separate the codetermination issue from a wage earners' investment fund.
Codetermination should be anchored, it is felt, not in stock ownership but simply
in the employee status. West Germany has gone very far in putting employee
representatives on the board of directors. In the coal and steel industry there has
been equal representation of employees and stockholders since the fifties. The
present West German coalition government is now trying to extend this
parity principle to the rest of industry. A 1973 Swedish statute entitles employees
to two seats on the board of corporations employing 100 employees or more. In
80 per cent of such firms employees have exercised that right. On the whole,
West German and Swedish employers seem happy with employee representation
on the board of directors. Such representation seems to be enhancing the already
enviable record of industrial peace in the two countries.

Question 7. One of the claims of ESOT advocates is that this technique is a
useful capital formation device. You point out in your statement that any
acceleration of capital formation that occurs should not be attributed directly
to the ESOT scheme. Would you explain this view?

Answer. Indeed! I did not say "any acceleration of capital formation that
occurs," I distinguished between the effect of ESOT upon the propensity to save
and upon the inducement to invest.

As for the propensity to save, I said that a wage earners' investment fund
reducing the national disposable-income fraction of national output could raise
the propensity to save national output. Any resulting acceleration of capital
formation should be attributed directly to the ESOT scheme.

As for the inducement to invest, I said that tax deductibility and tax credit
to an ESOT as well as rediscounting by the Federal Reserve System of notes issued
by ESOT would dramatically reduce the cost of capital to the parent firm. But the
resulting acceleration of capital formation should not be attributed directly to the
ESOT scheme, for it could just as well have been produced by applying the same
liberal fiscal and monetary policies to all firms-ESOT or no ESOT. The ESOT
scheme is merely an incidental vehicle for such liberal policies-and not a necessary
one.

Question 8. How well do you think the leveraged approach (Kelso Plan) to
employee stock ownership compares with the Western European counterparts,
with specific reference to (a) genuine worker participation in company affairs,
and (b) security of employees financial interests?

Answer. The leveraged approach is uniquely American and is unique to ESOT.
The leveraged approach means that an ESOT may be set up instantly, borrowing
cash from the outside; employer cash contributions will slowly pay off the debt
of ESOT. Western European schemes rely on no outside borrowing, hence cannot
set up an instant fund. The instant birth of a full-grown ESOT may strike Western
Europeans as typical of American impatience, but the full-grown ESOT does
have appeal: With luck it will at once begin to make capital gains later to be
passed on to its members.

How does the instant full-grown ESOT compare with Western European
counterparts with respect to (a) worker participation and (b) financial security?
Well, financial security is a matter of diversification. And in single-firm wage
earners' investment funds, local codetermination and diversification are mutually
exclusive, as pointed out under Question Six. A nondiversified ESOT owns nothing
but the stock of the employer. If that stock is voting stock, codetermination in
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employer affairs is at its maximum. A diversifying ESOT is selling the stock of
the employer-and with it go the voting rights. The same could be true of the
large diversified suprafirm funds of the Western European type.

It could well be, therefore, that the ESOT concept offers more codetermination,
and the Western European concept more financial security. You take your pick.
For other ideas on codetermination, see my answer to the sixth question above.
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KELSO BANGERT & CO.
INGOwwPfTI!

SAN FRANCISCO INVESTMENT BANKERS NEW YORK

January 13, 1976

The Honorable Hubert H. Humphrey
Chairman
Joint Economic Committee
Congress of the United States
Washington, D.C. 20510

Dear Senator Humphrey:

Enclosed herewith is my letter of response both to the
questions contained in your letter of December 18, 1975, and
to the questions asked by Senator Russell Long, as forwarded
to me with Mr. Hamrin's letter of December 19, 1975. To the
best of my ability I have answered the questions fully. I
believe that these questions and my responses will materially
round out the presentation on ESOP financing, two-factor
economics, and other business and government applications of
two-factor theory.

In response to your letter of January 5, 1976, I am in
an extremely difficult position to provide the information
requested.

Kelso Bangert & Co. Incorporated believes itself to be,
and represents to its clients that it is, a fiduciary with
respect to the information it receives from them. Thus we
would be unable to provide the information requested on each
of our clients without expressly requesting their permission
and this, I am afraid, could injure our relations with those
clients.

We are engaged in innovating in the world of finance --
perhaps the most conservative part of our society and certainly
a milieu in which innovation is difficult to sell and to
implement. The additional information which we would have
to obtain on each firm, in order to answer various of the
questions, and to make our answers current, would be burden-
some for the client and would involve a mountain of both
professional (including computer projections) and clerical
work for our own staff if done with the care we would want
to apply in order to responsibly meet the Committee's request.
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} would very much appreciate your advice as to whether
we may be relieved of the burden of responding to the
Committee's questions transmitted with your letter of
January 5, 1976, both on the grounds of the potential
impairment of our relationships with our clients and on the
grounds of the expense and time involved in such a formidable
undertaking.

We will be guided by your suggestions.

Respectly ted,

Louis 0. Kelso

LOK:ch
Enclosures
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KELSO BANGERT & GO.
DNCOWORAT

SAN PRANCISCO INVESTMENT BANKERS NEW YORK

January 12, 1976

The Honorable Hubert H. Humphrey, Chairman
Joint Economic Committee
Congress of the United States
Dirksen Senate Office Building
Washington, D.C. 20510

Re: Joint Economic Committee ESOP Hearings
December 11th and 12th, 1975

Dear Senator Humphrey:

In this letter, I will undertake to respond to the questions
set forth in your letter to me of December 18th, 1975 and to the
questions asked in writing by Senator Russell Long, as transmitted
to me in the letter of December 19th, 1975 from Mr. Robert D. Ham-
rin, Staff Economist to the Joint Economic Committee.

For simplicity, I will restate each question in capital let-
ters, or such portions thereof as may seem necessary, and will
follow such restatement with my response.

QUESTIONS ASKED BY SENATOR HUBERT H. HUMPHREY,
CHAIRMAN OF THE JOINT ECONOMIC COMMITTEE

"1. YOU CLAIM THAT IF YOUR FORM OF ESOPS WERE WIDELY ADOPTED,
OUTPUT COULD EXPAND BY 20-30% A YEAR. TWO VERY SERIOUS QUESTIONS
RELATED TO THIS CLAIM ARE: A) WHAT ABOUT PHYSICAL LIMITS TO
GROWTH? AND B) WOULDN'T THIS RAPID AND GREATLY INCREASED GROWTH
REALLY BE AT THE EXPENSE OF OTHER COUNTRIES AS THE U.S. BOTH AB-
SORBS THE RESOURCES AND BIDS UP THE PRICES OF RAW MATERIALS FROM
ITS GREATLY INCREASED DEMAND? DOESN'T IT SEEM HIGHLY QUESTIONABLE
THAT MOST INDUSTRIES CAN EXPAND THEIR OUTPUT BY 20-30% PER YEAR?
FOR EXAMPLE, MANY SERVICE-ORIENTED INSTITUTIONS SUCH AS LIFE IN-
SURANCE COMPANIES AND COLLEGES, HAVE NO POTENTIAL FOR SUCH RAPID
EXPANSION."

RESPONSE:

(1) Some error has crept into our communications concerning
the rate of growth which I would anticipate if the United States
adopted a two-factor economic policy and began implementing that
policy along the lines I have recommended. I believe that economic
growth rates would begin to accelerate within one year from serious
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implemention of a two-factor policy and that within four or five
years annual growth rates of 10% or better could be achieved. I
have never suggested that our growth rate could be stimulated be-
yond that achieved by Japan in its best years--about 15% per year.
I have estimated that it would take between 25 and 30 years to
build a capital structure for the U.S. econoimy Mf-sUch capacity
that it would be capable, with an intermediately fully-employed
labor force, of producing a high genel standard of living. Per-
haps these numbers have been transpose in the discussions.

(2) I accept as sound the views of those scientists who be-
lieve that technology will always outpace resource depletion if
the United States and other countries of the world will nut sig-
nificantly control their population growth rates. See for ex-
ample The Next Hundred Years, by Harrison Brown and others (The
Viking Press, New York, 1957). A revised edition of this book
was published about 1967.

I do not subscribe to the views of scientific "Henny Pennies"
who insist that the sky is falling. Even if we were to assume
that at some point the U.S. growth rate, or the world economic
growth rate, would be limited by physical factors, the changes in
economic policy and corporate financing techniques which I have
recommended are, I am convinced, critically necessary to achieve
a better distribution of whatever levels of affluence we can
achieve.

(3) In general, most of the underdevelped economies are re-
source rich, as is the United States. I believe that the model
which the United States economy can provide in demonstrating how
a private property, free market economy can be operated for the
benefit of all its inhabitants, rather than primarily for the
benefit of a few, will be imitated by every free society on earth.
I would estimate that the resources saved by solving these inter-
nal economic problems alone (through providing a working model
within our own economy that others can follow) would begin to
eliminate the world's ooverty at a rate that would in turn reduce
the prevalence of wars. Resources we squander in war would con-
tribute greatly to the world's peaceful affluence.

(4) If the United States does not establish, by correcting
the errors in its own economy, a successful working model of
a private property, free market economy that functions well
for all its inhabitants, giving them high standards of income,
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high quality goods and services, constantly hardening money supply
(i.e., progressive deflatation), expanding leisure and diminishing
toil, the rest of the uncommitted nations will fall to socialism,
as vast areas of the world already have. Nothing could more ef-
fectively diminish our opportunities for foreign trade in resources
as well as in fabricated goods and in services. We must stop
trying, as we did in Korea and Vietnam, to kill ideas with bul-
lets. Bad ideas can only be killed with good ideas--and the only
convincing good ideas are the ones that have proven superior in
practice. The time for our actually fulfilling the world's expec-
tations of us, and to demonstrate how a private property, free
market economy within a political democracy, is the best form of
economic system and best society for all peoples, is at hand. We
have no time to waste.

(5) There can be no assurance that e industry or every
business can achieve growth rates of 10-15% per year in the course
of our building a sufficiently large capital structure to produce
a high standard of living for all the American people. Growth is,
and should be, responsive to economic demand. But service indus-
tries, like manufacturing industries, do expand in response to
the demand of consumers with the economic power to buy goods and
services to satisfy their needs and wants. Millions of people do
not purchase insurance because they cannot afford to. And so
with most industries, service and non-service.

"2. WHEN LEVERAGED ESOPS ARE USED AS NEW TECHNIQUES OF CORPORATE
FINANCE, ALL OF THE ADDITIONAL CAPITAL INPUTS MUST BE PROFITABLE
FOR THE SUCCESS OF THESE PLANS. HOW CAN YOU ASSUME THAT ALL COM-
PANIES WILL BE ABLE TO SIMULTANEOUSLY UNDERTAKE SUCH RAPID EXPAN-
SION OF OUTPUT? WHAT ABOUT THE PROBLEM OF SATURATED MARKETS OR
DO YOU FEEL THAT THIS WILL SOMEHOW NOT BE A LIMITING FACTOR?"

RESPONSE:

(1) All of my proposals assume the basic responsiblity of
business, on a company-by-company basis, to carefully determine
the feasibility of each expansion, including the power of the
market to absorb the added goods and services. Limiting factors
gn the expansion of business today are the lack of consumer dol-
lars, inflation, and high interest rates. Through pursuit of a
two-factor economic policy, we learn ow to build productive power
and its attendant purchasing power into those with unsatisfied
needs and wants--something we have never before been effectively
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able to do. The growth of the economy and of the businesses
within it would simply be in response to the increased incomes re-
sulting both from the expansion itself, from the operations of the
expanded economy, and from the fact that a rapidly expanding pro-
portion of the population would begin receiving incomes--higher
incomes--from two sources: their labor and their capital.

(2) I do not believe that it is true that "all of the addi-
tional capital inputs must be profitable for the success of these
plans." Business failures are lower in periods of prosperity than
in periods of recession, economic strangulation, and frustration,
as at present. Nevertheless, errors will be made and failures
will occur. The purpose of the suggested Capital Diffusion-Insur-
ance Corporation (CDIC) is to spread the risk of this failure over
the broadest possible base of the economy.

(3) "Saturated markets" can only really exist when con-
sumer units achieve a high standard of liv g. At that point, and
I estimate it wi17take 25 to 30 years under a fully implemented
two-factor economic policy to achieve this, we will, as to all
such "saturated" markets, have achieved the steady-state affluent
economy. No further expansion is needed for all to live well.
Then we need only to continue production at that level and make
certain that all consumer units can adequately participate in pro-
duction so as to enjoy a high standard of living.

"3. WHY SHOULD THERE BE SUCH A GREAT EXPANSION OF PRIVATE GOODS
WHEN SO MANY PEOPLE TODAY FEEL THAT INCREASES IN THE QUALITY OF
LIFE DEPEND ON BETTER GOVERNMENT SERVICES--FOR EXAMPLE, MORE PARKS,
BETTER HEALTH CARE, MORE AND BETTER MASS TRANSIT, ETC.?"

RESPONSE:

(1) My proposals are intended to make the overwhelming ma-

jority of our consumer units who are poor significantly more af-
fluent. Affluent societies can afford, and do normally insist
upon and achieve, improved quality in their social amenities:
more and better parks, better health care, more and better rapid
transit. Many of these, like health care and mass transit, would
indeed be part of the expansion of the private sector financed as
we have proposed, and broadly owned as we have proposed. Many
such "government services' become government services only when
the private sector institutions that originally provided them fail.
Most such failures are the result of our defective economic policy
and our resulting defective business financial practices.

69-174 0 - 76 - 37
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"4. HOW IS YOUR PLAN AN ATTACK ON THE "CAUSE" OF POVERTY WHEN SO
MANY PEOPLE IN POVERTY ARE NOT, AND NEVER WILL BE, MEMBERS OF THE
LABOR FORCE? WHEN YOU SPEAK OF GENERAL AFFLUENCE, DO YOU REALLY
BELIEVE THAT YOUR PROGRAM WOULD SOMEHOW LIFT EVERYONE OUT OF POV-
ERTY? IF SO, HOW?-

RESPONSE:

(1) Here again the question is one of the proper priorities.
In The New Capitalists, which Mortimer J. Adler and I published in
1961, Mr. Adlr and I demonstrated that using the basic logic of
corporate finance, capital ownership could be built into every
consumer unit in the United States, in the course of expandFing
the economyito a level where it would be capable of producing a
high general standard of living. But Congress would have to lay
down priorities as to which groups of individuals iod3b elie
first t acqu e pital estates, w 6ch groups second, etc.
Simply because we would not enjoy a high general standard of living
until we can produce it by expanding our capital structure by, I
estimate, a factor of somewhere between 7 and 12 magnitudes, on a
per capita basis, it is my recommendation that the first priorities
should be given to the workers in private enterprise where most of
the goods and services in the U.S. economy are produced. Since I
believe that this will provide us with somewhere between 25 and 30
years of intense full employment, most families can acquire capital
estates through their participation in the labor force. There
would be a serious risk of failing to motivate people to work if it
became as easy to acquire a viable capital estate without working,
as by working. Perhaps 15 years into the expansion of our economy
under a two-factor policy, we could begin to experiiihet-wiTEiusing
t §outlined in The New capitalistsi-T1nmy te~timony
before the President sCohmnission on Income Maintenance Programs
(Exhibit 3 to my written statement before the Committee).

"5. YOU HAVE STATED THAT THIS TYPE OF PLAN WOULD BE EXTENDED TO
THE WORKERS IN SOCIETY FIRST. THEREFORE, AREN'T YOU DELIBERATELY
INCREASING THE GAP BETWEEN THOSE WITH JOBS AND THE POOR, SICK AND
DISABLED IN OUR SOCIETY WHO MUST SURVIVE ON VARIOUS TRANSFER PAY-
MENTS?"

RESPONSE:

(1) I believe this question is substantially answered in the
response to the previous question. By itself, giving priority in

(I
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the acquisition of capital estates to employees in the private sec-
tor, the gap between workers in such jobs and the poor, sick and
disabled in our society might well be widened unless increased wel-
fare is used to close this gap. As the economic demand of consu-
mers for goods and services, resulting from increasing incomes,
reducing prices and fuller employment, diminishes the economic
load on taxpayers of the unemployed and the capital-less, the
economy can afford improved welfare for those who are incapable
of enterngthe labor force, even though there a demand Tor
tEe-ir partfcipaton.

"6. YOU HAVE SAID THAT YOUR THREE BOOKS MAKE IT EMPHATICALLY
CLEAR THAT THE SECOND INCOME PLAN IS DESIGNED TO MAKE ALL POOR
PEOPLE STOCKHOLDER CONSTITUENTS OF THE MAJOR CORPORATIONS. HOW
WOULD THIS BE ACCOMPLISHED? WHY DO YOU SAY THE MAJOR CORPORA-
TIONS?"

RESPONSE:

(1) More accurately, I should say that the objective of a
two-factor economic policy and implementation is to make all con-
sumers holders of viable capital estates, that is, capital es-
tates which will materially increase their incomes, and upon re-
tirement, provide them high level incomes upon which to live com-
fortably. The size of the corporation is not important.

"YOU'VE SAID ALSO THAT GHETTO RESIDENTS MUST BECOME OWNERS OF
EQUITY IN CORPORATIONS LOCATED OUTSIDE THE GHETTO. WHAT IS THE
MECHANISM FOR THIS AND THE REASONING BEHIND THIS?"

(2) These discussions grew out of the so-called "Community
Development Act" of the early Nixon administration which was de-
signed to assist ghetto residents in obtaining ownership of ghetto
industries and only ghetto industries. It appeared to me that the
law would have bSuilt an economic barbed wire fence around each
ghetto that incorporated itself as a Community Development Corpor-
ation. In general, it would__ahgsense to help the economically
weakest members of society to become holders of equities in the
most powerful co~pqrations.__his is exactly what ESOfswiould do
for the great industrial populations. Two-factor financing tech-
niques in general are capable of accomplishing this objective.
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"7. IN PROVIDING FOR GOVERNMENT EMPLOYEES, YOU HAVE CALLED FOR
THE 'PRIVATIZATION OF ALL PUBLICLY-OWNED ASSETS.' IS THIS REALLY
FEASIBLE AND HOW DOES THE OWNERSHIP OF SUCH ASSETS PRODUCE A
SECOND INCOME FOR THE PUBLIC EMPLOYEES?"

RESPONSE:

(1) There are a variety of two-factor financing tools for
accomplishing the privatization of publicly-owned income prdcing
assets, or assets that are capable of becoming income prodiucing.
For example, the privatization of the Tennessee Valley Authority,
by a combination of ESOP financing and two-factor, consumer-owner-
ship public utility financing, would enable the employees and the
consumers of TVA to purchase that enterprise, to pay for it out of
what it produces, and thereafter derive incomes from their capital
ownership. The same would be true of the Post Office, of the pub-
lic utility facilities that revert to the Federal government upon
the expiration of forty year leases of power sites on government
lands, of government owned ship building facilities, uranium puri-
fication facilities, and so forth.

(2) In the case of certain governmental operations that are
capital intensive in the sense of requiring expensive capital
structures, "facilities corporations" could be organized, either
to finance the building of such facilities in the future, or to
acquire existing facilities, or both. The facilities corporations
would employ the governmental employees, would lease the facili-
ties to the proper governmental agencies at fair market value, and
would lease the employees to the governmental agency at cost. The
adoptiio f- an ESOP by the facilities corporation to acco h
the financing would thus build ownershiof these. icm r c
facilities intogovernmental employees, which ownership would take
the place of the illogical and unbelievably wasteful and expensive
pension systems which are bankrupting state and local governments
and absorbing incredible amounts of federal revenues today. Under
such arrangements, the same dollar that finances construction of a
government building would finance the ownership of these income
producing facilities by government employees. The overall tax
saving to taxpayers would be enormous.

"8. DOESN'T AN ESOP, BY ALLOCATING SHARES IN THE ESOT ACCORDING
TO COMPENSATION LEVELS, ACCENTUATE THE MALDISTRIBUTION WHICH CUR-
RENTLY EXISTS BETWEEN THE HIGH AND LOW PAID WORKERS IN THE U.S.
ECONOMY? DO YOU FEEL THAT ON EQUITY GROUNDS, THE LOWER PAID
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EMPLOYEES SHOULD BE GIVEN A DISPROPORTIONATELY LARGE SHARE IN THE
ALLOCATION? COULD CRITERIA OTHER THAN COMPENSATION BE USED?"

RESPONSE:

(1) This question is substantially identical to Question 8
answered at Pages 58-59 of my written submission.

"9. HOW ARE NEW EMPLOYEES HANDLED? DO THEY DILUTE THE EQUITY
OF WORKERS ALREADY IN THE ESOT OR DO THEY JUST 'SIT BY' UNTIL
THE NEXT COMPANY CONTRIBUTION OR LOAN FOR EXPANSION OCCURS?"

RESPONSE:

(1) The ESOP, if properly designed, is an incredibly flex-
ible device for accomplishing its goals. In the case of the so-
called "leveraged ESOP," allocations of stock to employee accounts
are made on an annual basis as the debt is retired. As new em-
pl9yees come in, they normally automatically become articints.
As iiyThWsi leave, they iutiomatlcally ceas e to be parElpaiipnls.
Since virtually every business has a continuous need for capital
formation year after year, a long term employee will be receiving
in his ESOP account allocations resulting from the amortization
of numerous financings, in addition to such allocations as may re-
sult from investment tax credit ESOP stock allocations, or from
gifts or bequests if H.R. 462 should become law. (See Appendix
IV and Pages 71-72 of my written statement.)

"10. HOW DOES YOUR PLAN BENEFIT OLDER WORKERS, WHO MAY BE RE-
TIRING BEFORE FULL VESTING OF THEIR STOCK OWNERSHIP? AREN'T
THEY MORE INTERESTED IN A SECURE RETIREMENT INCOME?"

RESPONSE:

(1) Obviously it is not possible to turn back the clock.
Once an ESOP is installed, it operates prospectively only. Where
an ESOP is substituted for an existing pension plan, the substi-
tatiLon is often limited to people who have at least ten yars or

work _Pefore retirj. As to the older workers, an existing
pension or profit sharing plan may be continued in operation until
they retire.
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"11. SHOULD A SCHEME SUCH AS YOURS TO EXPAND EQUITY OWNERSHIP
COERCE OR FORCE PEOPLE WHO HAVE HIGH RISK AVERSION INTO HIGHER
RISK SITUATIONS WHERE THEIR RETURN OR BENEFIT LEVEL IS NOT
GUARANTEED?"

RESPONSE:

(1) No "coercion" in the pejorative sense is involved in
any ESOP. In the first place, employees are free to seek employ-
ment elsewhere if they do not like the employer company, or do not
wish to own the employer's stock. Secondly, risk is a part of
life, and so-called "fixed benefit" pension plans merely create
the illusion that risk is eliminated. Actually they transfer the
risk from the employee to the employer (and many employers are
threatened with retirement system cost bankruptcy today). They
accelerate the inflation that assures that the workers' pensions
will be inadequate when they get it.

(2) Furthermore, it would be a simple matter in setting up a
Capital Diffusion Insurance Corporation to ,nsure lenders that
make ESOP loans, just as the FHA program insures lenders that make
FHA housing iTians, to add an additional insurance program which
would insure each ESOP participant, for a premium to be paid by
the employer or by the ESOP trust, that he will receive at re-
tirement in dollars not less then the dollar nqgivalent of the
stoEkallocated by _ king
lifetime. Indeed, a private insurance group is already studying
the possibility of organizing a firm in California to sell just
such insurance. This would simply spread the rplatively rare risk
of business failure over the economy as a whole. Significant busi
ess faMilures, once a rational economic policy is adopted and im-
plemented, should be substantially reduced.

"12. OVER TWO YEARS AGO, YOU PREDICTED THAT 'UNIONS WILL BECOME
THE CHIEF AGENTS IN SPREADING AND ACCELERATING THE ACCEPTANCE OF
TWO-FACTOR ECONOMICS AND OF FINANCING TECHNIQUES BASED UPON THESE
CONCEPTS.' WHY HASN'T THIS COME TO PASS?"

RESPONSE:

(1) There is evidence, which it would be premature to dis-
cuss here, that this prediction will be fulfilled. Nothing more
is involved than each labor union expanding its concerns and
jurisdiction to comprehend both factors of production. Several
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wise labor leaders are already moving in this direction. One
local of a national union has made the establishment of an ESOP
its principal demand in its collective bargaining negotiations
which are underway as this writing is taking place. The oppor-
tunity of unions to increase their constructive contribution to
the American economy, to decrease their destructive contributions
to it, and to increase their sources of revenue by receiving a
check-off on capital ownership built into members--each suggests
this change will come to pass.

"13. RELATED TO THIS IS THE PROBLEM THAT WORKERS USUALLY STAY
AT THEIR JOB ON THE AVERAGE ONLY 5-6 YEARS. THEREFORE, MANY
WORKERS WILL NEVER HAVE THEIR LOAN SHARE PAID UP UNLESS CON-
TINUITY MECHANISMS ARE PRODUCED. THIS WOULD SEEM TO HAVE LITTLE
MOTIVATING EFFECT. DO YOU FORESEE ANY TYPE OF CONTINUITY MECH-
ANISMS TO ALLEVIATE THIS PROBLEM?"

RESPONSE:

(1) The "individual retirement account" (IRA) established
under ERISAv may lEi wtKl"Fouinleu't byEi-ch
wo'r fl, without adverse tax imyact, can move their ESOP accounts
from one corgnpy to another. The end result may be the hoqiag
of a diversified portfolio of stock by the time the worker reaches
retirement age.

"14. THERE IS ALSO THE PROBLEM THAT IN A LARGE CORPORATION, THE
WORKER IS ONLY ONE OUT [OF] A VERY LARGE POOL OF WORKERS. SO,
THERE WOULD NOT BE THAT MUCH CONCERN FOR HOW YOUR WORK EFFORT
WOULD INFLUENCE YOUR DIVIDEND LEVEL. CERTAINLY, THERE IS NOWHERE
NEAR THE MOTIVATION TO THE WORKER THAT THERE WAS TO THE INDIVID-
UAL FARMER GRANTED LAND UNDER THE HOMESTEAD ACT, AN ANALOGY YOU
OFTEN RAISE. HOW DO YOU RESPOND TO THIS PROBLEM?"

RESPONSE:

(1) Irrespective of the size of an enterprise, if a worker
owns a substantial block of shares in it, and the wages of his
capital are paid out fully like the wages of labor, so that his
diyvdends on his beneficially owned stock tgrmna significant part
of his income the common sense of the American worker will leave
no doubt in his mind as to where his best interest lies: in do-
ing the best job possible for his employer, in saving costs, and in
promoting the profitability of the company. I believe that, motiva-
tionally, as much is gained through size under these circumstances
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as is lost in getting away from the high risks and frustrating
vulnerability to the vicissitudes of nature on the "family farm.'

"15. WILL WORKER ALIENATION REALLY BE SIGNIFICANTLY DIMINISHED
THROUGH ADOPTION OF AN ESOP? AREN'T THERE OTHER BASIC CAUSES,
SUCH AS THE ORGANIZATION OF WORK AND WHAT THE EMPLOYEE HAS TO DO
DAY-IN AND DAY-OUT, WHICH ARE MORE FUNDAMENTAL TO THEIR ALIENATION?"

RESPONSE:

(1) It seems to me that the chief source of worker aliena-
tion is t>e erosion of the adequacy of the worker's laborpower
to support him, resulting from technological advance, and his
awareness that he increasingly relies upon coercion rather than
performance for his income--the morally unfortunate position that
a one-factor economic policy has put each worker in. As his grow-
ing capital ownership not only restores, but indeed enormously en-
hances his productive power, he will gain pride and interest in
his employer and in his work. I doubt that most workers, in jobs
providing them with good incomes and the prospect of retiring
economically self-sufficient, are as much concerned about the
"monotony" of industrial work as it now appears. Work of every
kind, with the rarest exceptions, invariably involves monotony,
and it always has. Common sense tells the worker that monotony
is a reasonable price to pay for being economically secure through-
out his lifetime. This is not to say that the work place should
not be made as pleasant as is reasonable, and as interesting as is
reasonable. But where monotony on the job produces a good income
and the purchasing power of the dollar is growing year by year, as
it will when inflation is reversed, the employee will look to the
time he spends off the job for his diversions, his excitements,
his amenities, and most of the things that make up the quality of
life. His job will not be his whole life, and it should not be.

"16. IF ESOPS ARE SO INHERENTLY ATTRACTIVE, BOTH FOR THE CORPORA-
TION'S FUTURE GROWTH AND FOR THE BENEFIT OF THE EMPLOYEES, WHY
ARE THERE ONLY ABOUT TWO HUNDRED COMPANIES WHICH HAVE ADOPTED
THEM AND WHY ARE ALL OF THESE COMPANIES QUITE SMALL?"

RESPONSE:

(1) it is no sgcret that smaller companies are more innova-
tive than larger ones. Nevertheless, this Committee has seen the
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most serious and intensive sort of study of the possibility of
adopting an ESOP by American Telephone and Telegraph Company,
whose controller, Mr. Robert Flint, testified at these hearings.
Other major public utilities and manufacturing corporations are
giving the most serious consideration to the adoption of ESOPs.

(2) I believe that the one missing link to a great expansion
i.n thenumber of ESOPs is CongrePsional Guidanceiwa fflE-EE a
chae in the National Economic Policy along th l red iS my
written statement, and t Con onaL _t-A o ti i-_Mor
re orms that would make ESOP finarj f m eficient a t-
tractie' h to businesses and to employees, and to their unions.

'17. SINCE YOU HAVE PROMOTED ESOPS AS A MEANS TO SPUR FUTURE GROWTH
THROUGH NEW CAPITAL FORMATION, DOES IT BOTHER YOU THAT MOST ESOPS
CURRENTLY IN EXISTENCE AND THOSE BEING DISCUSSED FOR POSSIBLE ADOP-
TION DO NOT INVOLVE NEW CAPITAL FORMATION? RATHER, THEY ARE USED
FOR TRANSFERS OF OWNERSHIP, FOR RE-FINANCING EXISTING DEBT, AS
ALTERNATIVES TO SELLING STOCK TO THE PUBLIC, FOR PUBLIC-OW1NED COR-
PORATIONS GOING PRIVATE, FOR THE FINANCING OF ACQUISTIONS AND FOR
DIVESTITURES, AND FOR SOLVING ESTATE LIQUIDITY PROBLEMS."

RESPONSE:

(1) Achieving the goal of broad capital ownership, ulti-
mately by all consumer units in the U.S. economy, is as much de-
pendant upon assuring that as generations of capitaT 6wners dle,
the method of succession used advances this goal, as it is upon
broadening ownership in the course of financing expansion.J The
ESOP is the most ideal device ever designed for convertiny closelyheld owne-rshi~p _into cirdcu______ ~yowned enterpriese clrcum-
stances.

(2) At current interest rates, the financing of new capital
formation is in trouble, no matter how it is done. A southern
power company recently issued 14% bonds! The moment that low in-
ta est credit is made to basic, well manageb3usi-nesses
to inance teir g , as out ne on pages 16-25 of my written
statement, I predict that the rate of new capital formation through
ESOP financing and other types of two-factor corporate finance will
accelerate spectacularly.

69-174 0 76 - 38
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*18. ISN'T IT TRUE THAT FOR SUCH COMPANIES AS BROOKS CAMERA, MULACH
STEEL AND HALLMARK, THE OWNERS WERE SIMPLY CREATING MARKETS FOR
THEIR SHARES UPON RETIREMENT? WOULD YOU SUPPORT LEGISLATION TO
LIMIT ESOPS TO ISSUANCE OF NEW STOCK SO THAT THEY TRULY WOULD PRO-
MOTE NEW CAPITAL FORMATION IN THIS COUNTRY?'

RESPONSE:

(1) In each of the cases mentioned above, there were con-

alomerates and comp etitors standing by to purchase the companies.
The owners, in each case, simply c ose to sell to tneTr employees

out of a belief that they owed this opportunity to their employees,

once the ESOP technique had been perfected for their use.

(2) Because it is just as important to broaden the ownership

of existing capital as it is to broaden the ownership of future

newly formed capital, I would hope that Congress would see the

wisdom of not adopting legislation that would cripple the use of
ESOPs to enable close-holdin3 owners to sell to their employees.

In most cases, if close-holding owners were selfish, they would

merge their enterprises into a conglomerate and further concen-

trate the ownership of capital in U.S. enterprise. Only the most

enlightened close-holding owners have used ESOPs to date. Congres-

sional guidance encouraging this is desperately needed by the econ-
omy. Similarly, the enactment of H.R. 462, with its provision
which would permit a close-holding owner to achieve the same tax
aJvantages by transferring great blocks of stock to an ESOP trust
that he would otherwise gain by socializing his fortune through
placing it in a general purpose charitable foundation, would also
help to broaden the ownership of existing capital.

"19. IS IT POSSIBLE THAT WORKERS ACQUIRING EQUITY IN A DECLINING OR

FAILING COMPANY MAY NOT BE SUCCESSFUL IN TURNING THE COMPANY AROUND?
SHOULD THE GOVERNMENT, THROUGH THE CDIC, BE PUT INTO THE POSITION OF
AIDING WORKERS TO BUY UNSOUND STOCK AND 'HOLD THE BAG' FOR THEM?

YOU MAKE A BIG POINT OF ELIMINATING GOVERNMENT SUBSIDIES WHICH YOU
TERM 'BOONDOGGLES.' YET, ON THE OTHER HAND, YOU CREATE THIS NEW
POWERFUL GOVERNMENT ENTITY, THE CDIC. HOW DO YOU RECONCILE THESE
TWO POINTS?'

RESPONSE:

(1) CDIC, if government organized (it could be a group of
private insurers) would be as fastidious as any insurance company
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-in not insuring unsound risks. Similarly, the Federal Reserve
Bank, should ESOP financing be made discountable therewith, would
certainly adopt administrative procedures to prevent the making
of loans to failing or unsound companies. The freedom to fail has
to be a part of any free society, and the freedom of financial in-
stitutions not to make loans to unsound enterprises is equally im-
portant. It would be a misunderstanding to assume that I have
ever recommended ESOP financing for failing companies or that I
believe such to be a proper use of it.

"20. IS THERE A PROBLEM FOR A COMPANY WHICH MUST RETRACT ITS WORK
FORCE SINCE IT THEN MUST PAY OUT SUBSTANTIAL AMOUNTS OF CASH TO
THE ESOP PARTICIPANTS WHICH ARE NON-DEDUCTIBLE."

RESPONSE:

(1) A properly designed and operated ESOP is subjected to
periodic liquidity analyses to enable it to meet such contin-
gencies. Distributions from the ESOPs are in stock, not in cash.
Therate at which, in a non-public corporation, the ESOP repur-
chases stock from retirees can normal a
thtflcts. ly be adjusted to accomodate

"21. AREN'T THE OFFICERS AND DIRECTORS OF THE CORPORATION WHICH
IS IN POOR FINANCIAL CONDITION LEAVING THEMSELVES OPEN TO PERSONAL
LIABILITY FOR UTILIZING AN ESOP TO DISPOSE OF SHARES THAT COULD NOT
BE MARKETED IN ANY OTHER WAY? HOW CAN IT BE SAID THAT THIS KIND
OF ARRANGEMENT IS FOR THE 'EXCLUSIVE BENEFIT OF THE EMPLOYEES'?"

RESPONSE:

(1) The answer to the first question is "yes.' Selling
shares in a failing company to an ESOP by insiders would violate
the Internal Revenue Code provisions against selling at more than
"fair market value" or "fair value" if there is no public market.
ESOPs are not recommended for failing companies, but rather for
healthy companies that wish to grow in a healthy way, to contri-
bute to the health of the economy.

"22. WOULD YOU AGREE THAT THE 'TAX STATUS OF ANY CORPORATION CON-
SIDERING AN ESOP IS OF FUNDAMENTAL INPORTANCE?' THEN, WHAT ABOUT
THE MANY CORPORATIONS, USUALLY AMONG THE GIANTS, THAT PAY LITTLE
OR NO TAX? FOR EXAMPLE FORD, LOCKHEED, HONEYWELL, AMERICAN ELEC-
TRIC POWER, CONSOLIDATED EDISON, LTV, AND CHASE MANHATTAN CORPORA-
TION, TEXACO AND MOBIL. OF WHAT REAL BENEFIT IS AN ESOP TO THEM?"



584

RESPONSE:

(1) Many corporations, including giant corporations, fail
to make profits because we have a floundering economy. It lies
within the power of Congress to put the U.S. economy back on the
road to prosperity, accelerating growth and profitability by ex-
panding the National Economic Policy in the manner urged in my
testimony. Only a defective economic policy and a defective cor-
porate financial strategy built on that policy could explain the 1
non-profitability of the giant corporations cited in the ques-

--and of many others. In short, the reforms proposed in this
testimony should return our corporations, great and small, to
profitability and to the status of high taxpayers.

"23. IF CONTRIBUTIONS ARE LIMITED TO 15% OF PAYROLL, HOW CAN THIS
POSSIBLY HELP A HIGHLY CAPITAL-INTENSIVE FIRM SUCH AS THE OIL COM-
PANIES? WOULDN'T THE VALUE OF NEW EQUITY SHARES BE QUITE SMALL
RELATIVE TO THEIR NET WORTH?"

RESPONSE:

(1) The answer is "yes," although the actual limit under
present law is 25%, rather than 15%. H.R. 462 would remove this
limit and thus go a long way towards helping to solve this problem.
Similarly, corporations whose employees would become excessively
affluent should naturally be among the first considered for appli-
cation of the broader financed capitalist plan which can be used
to build capital ownership into any group within the economy, un-
der priorities determined by Congress.

"24. TO THE EXTENT THAT ESOP FINANCING IS CATEGORIZED AS DEBT,
DOESN'T IT LIMIT THE BORROWING CAPACITY OF A CORPORATION SINCE A
LENDING INSTITUTION WILL CONSIDER THE FIXED NATURE OF THE CORPOR-
ATE OBLIGATION TO THE ESOP BEFORE LENDING IT ADDITIONAL FUNDS?"

RESPONSE:

(1) Setting aside for the moment the fact that an obligation
to pay beneficial owners of stock the full wages of their capital
is improperly categorized as "debt"--a problem yet to be worked
out with accountants unfamiliar with two-factor economics--my ex-
perience with lending institutions is that they are far more
ready to make loans repayable in pre-tax dollars than loans re-
payable in after-tax dollars. Again, carefully considered legi-
slation clarifying the fact that a corporation's obligation to
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out earnings relatively fully is not a debt would be extremely
helpful. Congress should take steps to invest the stockholders in
u. corporations with true private property in the capital repre-
sented by their stock.

"25. MR. KELSO, YOU SPEAK HIGHLY OF THE 'SECOND INCOME' RESULTING
FROM THE DISTRIBUTION OF DIVIDENDS. WON'T THIS ADVERSELY AFFECT THE
CORPORATE CASH FLOW AFTER THIS DISTRIBUTION, MAKING IT LOWER THAN IT
WOULD BE UNDER TRADITIONAL DEBT FINANCING WHERE NO DIVIDEND BUR-
DEN IS PRESENT?'

RESPONSE:

(1) Technically, a corporation's "cash flow" is improved
when it finances its growth on pre-tax dollars rather than after-
tax dollars. Giving corporations access to vastly greater finan-
cing sources through the Federal Reserve discount procedure would
far more than offset any disadvantage resulting from vesting cor-
porate stock with the attributes of private property, i.e., re-
quiring corporations to pay out the wages of capital to their own-
ers (the stockholders) regularly as an aspect of their rights of
ownership in the corporation. From the standpoint of the corpora-
tion, its sole concern should be that it has adequate financing.
I think that I have demonstrated such adequate financing can be
obtained through the use of the ESOP technique or of other tech-
niques built upon two-factor principles,<573 riMedthe financing
ppger is made discountable_ with the Federal Reseize ank and thel
eY! etve interest rate comprehends only actual administrative
c~s2 theasonabi9 priests or tne lmmediate lenders.

"26. IF ESOPS BECAME WIDESPREAD, THE BANK CREDIT USED WOULD RESULT
IN A MUCH GREATER INCREASE IN THE MONEY SUPPLY THAN AT PRESENT
WHICH WOULD BE FED INTO A DEMAND FOR GOODS AND SERVICES IMMEDIATELY.
THEREFORE, ISN'T THIS PROGRAM AN ENGINE OF INFLATION?"

RESPONSE:

(1) It is of central importance in considering this question
to remember that ESOP financing, and indeed all financing built
upon two-factor principles, is aimed solely at providing credit to
enterprises that will in the udmnt of experienced lenders, and
in confoit with such recausM r ules wn-ab
ik derja __Reserve Bank, pay off their financiO.ut t pera-
tions within a e table periodof vears. At the outset, and un-
til considerable experience is gained, I believe that such credit
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should be used exclusively for financing new capital formation, al-
though, as I have noted above, capital in well-managed businesses
pays for itself not just once, but over and over again in cycles,
its productiveness being renewed by reserves set aside for depre-
ciation, before net income is computed. It is my belief that the
inmediate reduction in monetized welfare caused by the payment of
unemployment compensation, pumping government funds into the sup-
port of boondoggle jobs, the distribution of food stamps, and the
providing of welfare in general, will, under ropSer financial sur-
veillance. more than offset the increase in the money supply resul-
ting from the monetization of self-i frmned caital.

(2) Billions upon billions of dollars, actually constituting
monetized welfare, are spent by the Federal government and, through
"matching participation' by state and local governments, in the sup-
port of wholly synthetic jobs pursuant to the National Economic Pol-
icy of attempting to solve the income distribution problem solely
through full employment. As we begin to accelerate economic growth
by making feasible the construction of the enormous quantity of new
capital formation that must take place to maintain the American
economy as the world's leading economy, and to eliminate poverty,
need and want, this too will result in a reduction of the present
monetization of welfare (concealed as employment) to further offset
the temporary growth in the money supply resulting from monetizing
newly formed capital. The end result, I estimate, would be no net
increase in the money suI-hrle, u�ifit-hrthWF§Meral
Reserve Boa rniors such increase is necessary for reasons
independent of an accelerating economic growth rate.

(3) Since the credit used to finance self-liquidating newly
formed capital normally will be reversed within the short period
of years contemplated by the feasibility study which precedes each
increase in new capital formation, and since the capital instruments
will continue virtually indefinitely to produce goods and services
for the economy after the credit is totally reversed, their produc-
tiveness being restoreTy dep-recia tion funds set aside out of gross
income before net income is computed, the overall effect of the
sustained new economic policy must inevitably be deflationary

"27. YOU HAVE SAID, 'THE DIRECT DISCOUNTING OF ESOP NOTES WITH
THE FEDERAL RESERVE BANK SHOULD BE STRICTLY LIMITED TO BASIC FI-
NANCING OF HIGH PRIORITY, SELF-LIQUIDATING NEW CAPITAL FORMATION.'
DOESN'T THIS PLACE A LARGE RESPONSIBILITY AND INCREASED DEGREE OF
CONTROL BY THE GOVERNMENT IN JUDGING WHAT CONSTITUTES 'HIGH PRI-
ORITY' ITEMS?"
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RESPONSE:

(1) The simple facts of life are that under our present money
and banking system, there is "credit allocation.' As I have shown,
most credit is allocated in such manner as to make the rich richer,
and to perpetuate the capital-lessness of the majority of consumer
units. I am only suggesting that these priorities are the wrong
priorities, and that the techniques are basically the wrong tech-
niques. Abraham Lincoln once remarked that it is the function of
government to do for the people what they cannot do for themselves.
Since pure credit, by its very nature, is a "social" thinjt is,
in my opinion, a necessary and proper function of government to de-
termine the overqI~ioriEfesrelafing to its use. It 1s-Yemen-
tary that 7-ere pure credit is used to build economic productive
power into consumers, a more wholesome result is achieved than by
trying to give consumers with inadequate incomes consumer credit in
order to enable them to buy the goods and services they want and
need, but cannot afford. Consumer credit only diminishes their con-
suming power--their actual power to enjoy goods and services. The"-
interest they pay provides no enjoyment whatsoever, except to the
receivers of interest.

(2) I believe that the way to get government out of the lives
of most citizens is for it to forthrightly assume the responsibili-
ty for an economic policy that will enable people to individually
produce a high standard of living, each for himself. This dimin-
ishes the need for welfare, for governmental health care, for gov-
ernmental subsidies for education, for governmental subsidies to
business, for governmental imposition of higher and higher taxes
to support income redistribution and boondoggle. 'he net effect of
the transition from a one-factor economic policy to an effective
two-factor economic policy should be to eliminate most of the role
ofgovernment in the Private lives of its citizens, yet to kee-gov-
ernment in the position of doing for citizens that which they can-
not do for themselves.

"28. YOU HAVE CLAIMED THAT INTEREST RATES, REFLECTING ONLY ADMINIS-
TRATIVE AND RISK-COSTS WOULD FALL TO 2-3%. WHAT ABOUT INFLATIONARY
PREMIUMS? DO YOU ENVISION ABSOLUTELY NO INCREASE IN PRICES UNDER
YOUR PLAN?'

RESPONSE:

(1) My thinking on this subject begins with the basic prop-
osition, that under conditions of redundancy of labor (and these
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have prevailed during the last three-quarters of a century, exceptduring wars and immediately following wars), it is fundamentally
dishonest for people to demand progressively more pay for proqres-
s velvyles work input. The principle of distribution of a com-munist economy is "from each according to his ability, to each ac-
cording to his need." The principle of distribution in a privateproperty, free market economy is "from each according to what heproduces, to each according to what he produces." Communist econ-omies, with their principle of distribution based on need and thegovernment the only possible arbiter of "need," lead to totalitar-
ian societies. Private property, free market economies, in which
the government economic policy is such that every consumer unit isenabled to produce a high level of income, and therefore enjoy auto-matically a decent level of consumption, are free economies, becausethe proper economic foundation supports the structure of political
democracy. I believe that it is distasteful to working people todemand progressively more pay for progressively less work input,
and that they do so only because, under our defective economic
policy today, they have no choice. In the mid-Thirties, because
we saw no alternative solution to the problem of raising consumer
incomes to where employees could afford a decent standard of liv-
ing, we passed a series of laws granting to organized labor thepower to use physical coercion--in reality raw, brute force--for
the personal gain of the individuals involved. Rule by law andrule by brute force are opposites. One is the characteristic of agovernment of laws, the other is a characteristic of an anarchy orof a totalitarian society. We have adopted and are pursuing ananarchistic economic policy. (Please see the statement by histor-
ian Arnold Toynbee attached hereto as Attachment 1, and the articleby Mr. A. H. Raskin, for many years labor editor of the New York
Times, attached as Appendix II to my written statement.)

(2) Clearly, this coercive power cannot, and should not, beeliminated until consumers are offered true economic opportunity
to produce the level of income they wish to enjoy without such
coercion. I believe this can come about only through the expan-sion of our existing National Economic Policy into a two-factor
economic policy, and through our setting about to implement thatpolicy in the manner contemplated in my testimony before thisCommittee. At this point, I believe that "inflationary premiums"'dispear and competition will arise to drive prices down to
their reasonable level. The combination of capital protecting it-self against extinction by not being brought into existence ex-
cept on terms where it will pay for itself, and labor, as the re-sult of the technological shift in the burden of production off
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labor and onto capital, being forced to demand progressively more
pay for progressively less work, is the real engine of inflation.
I urge Congress to remodel this engine, and give national guidance
to the citizens of the country in order that they may stop engag-
ing in inflationary activities (because they are no longer neces-
sary, and, indeed because they are now self-defeating), and we will
reverse inflation and substitute for it long, gentle deflation.

(3) There is yet one other aspect of the power of govern-
ment, using the tools implicit in a two-factor economic policy, to
assure that "inflationary premiums" cannot be demanded by anyone.
This is a renovation of our anti-trust policy in conformity with
achieving the goals of a two-factoi economy. Some of the steps
that Congress and the Administration could take in this direction
are:

(a) Recognize that the most dangerous monopoly in a private
property, free market economy is the monopoiza ion of
te Pfa i)Q.L2_2Pqer to produce wealth in excess
oah-nv-tda---~ famiz'sde sire to consume. The
structural changes in financing that I have recommended
will go far in correcting this evil, but Congress should
study and seek other possible corrective measures.

(b) Where corporations are required to divest themselves be-
cause of "market monopolies" under existing anti-trust
laws, in the course of accomplishing such divestitures
every effort should be made to broaden the proprietary
base and to build capital ownership into consumers who
do not now own capital. Perhaps, through amendment of
the anti-trust laws, more severe definitions of the per-
centage of market held by the top producers (the number
would undoubtedly vary from industry to industry) should
be adopted as a definition of the existence of market
monopoly power.

(c) Since it is the inability to finance the entry of a new
competitor into monopolistic or oligopolistic markets
that preserves the power to administer prices and re-
presses competition, goverrment should makepurecredit
accessible to establish new companies in a monopolized
or oligopolized field, making certain that such fInan-
cing uses ESOP techniques or other techniques built upon
two-factor principles, in order to broaden the proprie-
tary base and widen the opportunities of all consumer
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units to participate in production through capital own-
ership. This was in essence what the U.S. government
did during World War II, to bring into existence more
shipbuilders, more aluminum manufacturers, etc. But in
those cases, no steps were taken to assure that the own-
ership of the new industries would not become highly con-
centrated in the pinnacle capital ownership class. Sim-
ilarly, the,-government of Ja~an made pure credit acces-
sible before and after World War II in order to increase
the industrial power of that nation. But again, lacking
an awareness of two-factor economics, the credit was used
in such manner as to incredibly concentrate the ownership
of wealth in that economy.

(d) Keep in mind that approximately 98% of new capital for-
mation in the past 15 years has been financed out of in-
ternal cash flow or borrowings repaid from internal cash
flow, resulting in simply making the rich richer and
keeping the poor capital-less. Present monopolistic
power and size is inevitably the result, primarily, of
defective financing techniques, and of failing to in-
vest the corporate shareowner with private property in
his equity capital, so that the wages of capital would
be paid out fully and regularly, like the wages of lab-
or. Obviously, this was not possible until alternative
methods of financing growth were advanced. But I be-
lieve that the financing techniques which I have defined,
and many additional ones that can be developed using the
same principles, provide that alternative. In the tools
constructed upon the principles of two-factor economics,
government has, and should exercise, the power to pre-
vent either business or labor from exacting "inflationary
premiums" from the consumers.
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QUESTIONS SUBMITTED BY SENATOR RUSSELL LONG

"1. THE ISSUE OF OWNERSHIP V. CONTROL IS A DELICATE ONE, ESPECIALLY
WHERE UNIONS ARE INVOLVED. WHAT ARE YOUR VIEWS ON THIS SUBJECT, ES-

PECIALLY ON WHETHER THERE SHOULD BE A MANDATORY PASS-THROUGH OF THE
VOTING POWER TO EMPLOYEES ON STOCK HELD BY AN ESOP?"

RESPONSE:

(1) I should say that the question of ownership versus con-

trol of the corporation is not only a delicate one, but one about
which there has been much confused thinking, and, in Europe, much
confused action.

Firstly, it should be recognized that the government of a cor-
poration is a republican form of government, rather than a democra-
tic form. Thus, the shareholders--the electors, or corporate elec-

torate--elect a legislative body, the Board of Directors of the cor-

poration. The Board of Directors, in turn, appoint management, in-

cluding the chief executive officer, and such operating committees

of the Board as it feels may be necessary to the proper governance

of the corporation. The ultimate power, as in the case of a direct

democracy, is held, under the laws of most states, by the stock-

holders. Thus at a stockholders' meeting, either special or gen-

eral, the stockholders by majority of a quorum can override the
selection of management made by the Board of Directors, and could,

of course, absent restrictions in the by-laws or charter, replace
the Board of Directors.

(2) "The question of control" of a corporation cannot be con-
sidered independently of the additional questions of "competence
to control,' and "control for whom, or for what?" Management is
perhaps the most sophisticated and difficult art in the entire

economic world. Thoroughly competent managers are as rare as per-

fection in any field of human endeavor. While much can be dis-
cerned about the ability of an individual to manage or control

the activities of a corporation, or some part of them, from his
education, his experience, his personal presence and rapport with

other human beings, the ultimate test of a good manager is, of

course, performance. The proper response to the question of "man-
agement of the corporation for whom? or for what?" should, it
seems to me, be answered by saying that for those who take a long-

range point of view (and I believe that this enormously important
social policy question requires taking the long-range point of
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view), the proper object of management is the profitability of the
corporation for its stockholders. Implicit in this answer are many
things. The corporation that pollutes the environment will sooner
or later be brought to heel by government's exercise of its police
power, and perhaps made to pay dearly as the result of adverse pub-
lic opinion of its potential customers. This can impair profita-
bility. The corporation that does not treat its employees well
will not obtain maximum performance from theml nor may it be able
to employ the kind of employees it would wish. Thus, long-range
thinking requires some identification of the self-interest of
profit to the stockholders with a social concern for others, and
a concern for the public interest and the environment.

(3) Two-factor theory assumes that any human being is quali-
fied, merely by being a member of the human race, to own productive
capital, and that ideally, all human beings would own viable hold-
ings of productive capital in order that they may be economically
self-sufficient, free of any dependence upon the charity of others
or of the government, and that they may enjoy the dignity which
goes with economic self-sufficiency. But, two-factor economics
does not assume that every human being is qualified to hold a cor-
porate management position. Management is, as I have noted above,
a rare and difficult art. Good management is crucial to maximize
the success of a corporation. I; ji n th-e ierest of
eRioyqees,as suchnor of stockholder as sugh, nor of emplyee-
stockholders, as such, that corporations be managed by inexperi-

(4) Two-factor theory recognizes that there is a long history
in modern law of separating management, or control, from ownership,
and that these two things, control and ownership, are functionally
distinct and different. The entire law of trusts is built upon the
implied desirability, in certain situations, from the point of view
of those having the decision making power, to separate the right to
the economic benefits of capital ownership from the management of
that capital. Unfortunately, while the model of the law of trusts
is essentially that followed by the modern corporation, the failure
of one-factor economic theories, of National Economic Policy, and
of corporate strategy and managerial science in general to recog-
nize that trustees who are not responsible are not under restraint
to be good trustees has been overlooked. The Board of Directors and
management who conceptually and, in U.S. corporations at least, in
fact control the corporations (subject, again, to the ultimate
power of stockholders to substitute new directors and new managers
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should they elect to exercise that power), are not required to de-
liver over the net economic product of the corporation to its own-
ers, as the trustees of a private trust normally would be. Lack-
ing this responsibility, there is undoubtedly much more to be de-
sired on the part of modern corporate management than it, in most
cases, delivers. If a managerial mistake causes a loss of mil-
lions of dollars to the corporation, but, having no right to the
payment of the full wages of his capital ownership, the stockholder
cannot establish (in most cases) that such loss adversely affected
his dividends, he is unlikely to take offense or to be unified with
his fellow stockholders in demanding better managerial performance
or perhaps a new management.

(5) All this is radically changed in the corporation where
all employees, managers as well as sub-management employees, are
stockholders; where their interests as stockholders (once their
stock is paid for) is identical with that of public stockholders
or even close-holding private stockholders. When our development
of two-factor financing techniques has provided wholly adequate
alternative sources of financing, so that the corporation can,
and if necessary can be required, to respect the full rights of
private property of its stockholders in their equity ownership,
by paying out the wages of capital fully and regularly (though at
longer intervals) like the wages of labor, XYrtuaAlyjLa fr the
cojtfol shor~gmq_, tLhe modern busness corporation will be
eliminated. Stockholders can quickly ascertain what errors or in-
competence on the part of management cost each of them individu-
ally; under such circumstances, stockholders could be depended
upon to call management to account and to bring about improvement
or change. At the same time, the interest of managers as stock-
holders in assuring the long-range profitability of the corpora-
tion is precisely the same as the interest of employee-stock-
holders who are below the management level, and of stockholders
of the corporation who are not employees. The absurd conflicts
that have risen repeatedly in the past, where management engages
in activities designed to artificially elevate the price of the
stock, in order to benefit them personally through the exercise of
their stock options, and all similar practices based upon the in-
trsL the interest of employees, being dffferent

employees acquired significant stock ownership in the corporation
for which they work, their interest in making excessive pay de-
mands, in return for no increase in work input, must of necessity
be tempered by their interest in avoiding impairment of the value
of their stock in the corporation.
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(6) It appears to me that employees in general who, either
by nature or by demonstrated self-improvement, have not shown
themselves qualified for managerial positions, have no place in
the management of corporations. This is not to say that the cor-
poration should not be an open institution, within which ambitious
sub-management employees, by dint of achievement and self-develop-
ment, can rise through the ranks to top management levels. This is
most desirable, and most corporations abound with instances of such
opportunity. But it is not in the interest of the employee as
stockholder, nor even in the interest of the employee who does not
own stock, and certainly not in the interest of stockholders in
general nor of the economy itself in general, for a business en-
terprise to be subjected to amateur or incompetent management.
Broad participation in the ownership of the corporation and broad
receipt of the wages of capital are necessary in order that non-
inflationary mass consumption can support mass production, and so
that the economy can operate to achieve optimum advantages for the
society. But broad participation in management can only be a pre-
lude to incompetent management and deficient performance by the
corporation itself.

(7) In line with the foregoing discussion, I believe that '
the voting of emplovee-owned stock held by an ESOP trust can be
either bb a committeea pointed bthe Board of Directoror
paeslD throuR4_hq.&l . through the operation
of a proxy machinery by the trust committee for the benefit of the
employee participants, as those in power may determine for the de-
sign of the ESOP. It should be remembered that the establishment
of an ESOP is a collectively bargainable objective under existing
law, and that if the voting of company stock by employee-partici-
pants, rather than by a committee appointed by the corporation's
Board of Directors, is determined by employees to be a desirable
thing, it lies within their power to achieve it. I do not, how-
ever, believe that the pass-though of the voting power to em-

s shouldS mac mandatory. In the fi pace, such pass-
through or voting power is not necessary where management is made
responsible and where it discharges that responsibility well.
Secondly, it will be difficult enough to achieve the broadening
of the proprietary base of the U.S. economy sufficiently to pre-
vent its decline to a second or a third rate economy within the
short time span I believe available to us to achieve this goal
(five to seven years at most), without erecting any barriers to
such necessary economic change. The imposition of mandatory pass-
through of the voting, when pass-through can be achieved by labor
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itself if it deems it ultimately desirable, would be the imposi-

tion of an unnecessary and, I believe, undesirable barrier to the

acquisition of capital ownership by many, perhaps most, employees.

"2. HOW DO YOU DISTINGUISH BETWEEN THE ESOP AND THE CO-MANAGEMENT

PROGRAM IN GERMANY WHERE UNION LEADERS SIT ON A MANAGEMENT BOARD?
IS THE GERMAN MODEL A POTENTIAL LONG-RANGE THREAT TO THE UNION'S
NATURAL ADVERSARY POSITION?"

RESPONSE:

(1) I believe that most of the basic distinctions between

the use of ESOP financing to broaden capital ownership so as to

include all employees, and the participation by union leaders in

the management of a corporation, are essentially covered in my

answers to the previous question. The European co-determination

or co-management program, in my opinion, fails to solve the eco-

nomic_problem--the purchasing power distribution problem--which

is of absolutely prime importance. It fails to add to the limited

productive power of the worker the potentially much greater pro-

ductive power of capital ownership. Thus it leaves the worker in

a position where he must still continue to demand progressively
more pay for progressively less work, except that he will be in a

better position to achieve this destructive goal. Thus inflation,

under co-determination or co-management, should rage on until it

destroys the economies that employ it, or until government, in the

interest of saving the society from total anarchy, becomes itself

totalitarian and terminates political democracy, as well as any

possibility of achieving economic democracy. In other words, it

appears to me that the co-determination or co-management movement
in the European economic communities and in the Scandinavian coun-
tries and in Great Britain pages to achieve the worst of both

possible worlds: (a) it fais to sove the ecjnomItc-question of

enabling Feconomies to reverse inflation, accelerate growth, and

enable citizens to be self-sufficient and taxpayers to be free of
tax burdens to achieve income redistribution, while (b) it bedevils

the businesses of the economy with amateur, incompetent management.

(2) On the question of whether the German co-determination

or co-management model is a potential long-range threat "to the

union's natural adversary position," I would say that it is not

necessarily so. Different unions can fight among themselves to

take over the management of a corporation, as can different fac-

tions within a single union. U.S. business today is being sub-

jected to a constantly increasing number of "take-over raids"
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where one management is taking an adversary position against
another. I would think that the co-determination or co-manage-
ment movement, as such, would not reduce the opportunity, or
even the reason, for civil strife within business.

(3) But an assumption is involved in the question just dis-
cussed as to whether a labor union has a "natural" adversary po-
sition, and if so, adverse to whom? The class-warfare school of
labor relations is a direct outgrowth of a defective economic
policy that began, so far as we can tell, with man's origin, and
has continued down to today. Man has not yet made an accomoda-
tion with technology or with the machine. Man's morality is built
upon the idea that outtake should be related to input. So long as
those concerned with the economic order of society and with the
business world fail _to recgnize that a shift through technology
of the bkurden of Production off labor onto t1_ ns1bjumanfactor
o0roro---tin implies and requires a reverse shift ink thefinan-
cing of economic growth and changes in the ownership of capital
fromcgeneration toeneration that would provide opportunity for
employees (and ultimately all consumers) to legitimately acquire
the ownership of a growing capital holding, the "adversary" po-
sition of unions to management and to stockholders was indeed
inevitable, though I think totally unnatural. It forced men to
violate their moral nature by demanding progressively more pay
for progressively less work. Aristotle pointed out that the na-
ture of a thing should be judged by its tendency. The tenden-
cy of this defective economic policy, and of the defective corpor-
ate strategy following from it, is to cause everyone to stop pro-
ducing and live by stealing--obviously a ticket to extermination
of the society as a whole.

(4) I believe that under a two-factor economic policy, im-
plemented in the ways that I have suggested in this testimony,
and in other ways that Congress, economists, businessmen, bankers,
accountants, and others may find possible, the class-warfare
school of labor relations will disappear, and the adversary as-
pect of the labor union versus either management or stockholders
or the corporation itself will also disappear. Management and em-
ployees become co-workers and co-owners, and their interests as
owners, of management employees, sub-management employees, and of
non-employee stockholders become unified. This is the chief at-
traction_. ifl.,opini~on, ,.,~,,B_~a~r ''
pcaljx.ycto eliminate the game of each segment of the economy tak-
ing its turn holding the society at whole at ransom in order to
get what he wants, as Mr. Toynbee so well pointed out.
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"3. WHAT IS YOUR TAX PHILOSOPHY ON THE WISDOM OF CORPORATION IN-
COME TAXES COMPARED TO INDIVIDUAL INCOME TAXES FOR PAYING THE COST
OF GOVERNMENT?'

RESPONSE:

(1) I am very firmly convinced that the burden of taxes im-
posed by government should fall upon individuals, not upon corpor-
ations at all. The corporate income tax is a double tax on one of
the two factors of production--capital. When the government taxes
the income of corporations, it is merely weakening the property
rights of the stockholder in his corporation. If the state and
federal governments together take over 50% of the corporate net
income, they have destroyed over 50% of the private property of
the individual in his corporate equity. Perhaps even more impor-
tant is the fact that, if we are to function as a democratic soci-
ety, it is critical that individuals understand, and feel directly
and personally, the burdens which government imposes on them, or
perhaps more accurately, the burdens which they force government
to impose upon themselves. Thus only when taxes are personal can
the individual know through their impact what is going on between
government and individuals in the economy. The mere elimination
of corporate income taxes, however, would only be part of the mea-
sures required to fully invest the corporate stockholder with pri-
vate property in his corporate equity. e ultimate restoration of

that power Could also Requir limitiqgement to set-
tingaside onlyoperatinreserves, and paying out the net income

of th corp wages o capital) fully and periodically,
like the wages of labor.

(2) The question of timing is another matter. I would not
urge the repeal of the corporate income tax while all of the capi-
tal in the U.S. economy is owned by a tiny minority of share-
holders. I believe that to get from where we are to where it
would be desirable to be--an economy in which every consumer
unit produces the income that it desires for living, either
through employment, or through capital ownership, or (preferably
for the next two or three decades) both--the little-by-little re-
peal of the corMporate income tax through t ajme of the wages
of capital fully to individuals who are building their first via-
b >holdings of capital listhe least 2@Xt1~bl' and~ iiogE roduc-
txve way Stog ~yentu4aly. cbcompl sh~tsh~e-w~s~L~w~ ao n of the
co~gegrate income tax. This would mean encouraging ESOP financing
for corporate employees in all types of enterprise, ESOP financing

69-174 0 - 76 - 39
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and consumer ownership financing for all types of public utili-
ties, and eventually, once it is certain that the task of build-
ing an economy with a capital structure many times larger than
our present capital structure is well advanced, the use of the
financed-capitalist plan, as outlined by Mr. Adler and myself in
The New Capitalists. This is the most workable and practicable
met or correcting our past mistakes and approaching so close
to the full elimination of the corporate income tax that it could
then be formally repealed.

'4. WHAT IS A GOOD APPROACH FOR INTEGRATING CORPORATE AND PER-
SONAL INCOME TAXES IN WAYS THAT WILL SIMPLIFY AND MAKE THE TAX
SYSTEM MORE EQUITABLE?"

RESPONSE:

(1) I believe that the broadest possible use of the two-fac-
tor financing techniques which I have outlined, and the develop-
ment of additional two-factor techniques to meet special needs, is
the best way of integrating the corporate and personal income
taxes to simplify and make the tax system more equitable. These
techniques would raise the economic productiveness of tens of mil-
lions of economically unproductive or economically under-produc-
tive people. They constitute a little-by-little repeal of the
corporate income tax; they assure the elimination of future eco-
nomic non-self-sufficiency for an enormous part of the population;
and they would raise the tax base for income taxes, property taxes,
gift taxes, and estate taxes, so as to diminish the tax burden upon
all. It is the combination of eliminating the major portion of the
Federal budget that finances welfare and boondoggle, and the build-
ing of the tax base itself, that will pave the way for any fine-
tuning of the tax system necessary to achieve ultimate justice.

"5. WHAT KIND OF FINANCING DESIGNS MIGHT BE DEVELOPED FOR CUT-
TING THE COSTS OF BUILDING MASS TRANSIT SYSTEMS, LIKE THE D.C.
METRO, AND NEW ENERGY PRODUCTION SYSTEMS?"

RESPONSE:

(1) Assuming, for, the purposes of this question, that all of
the enterprises involvdd are or could be made public utilities, I
would suggest that qia ncing desicn be emploved that would build
a small.portion of the ownership of these enormously capital-inten-
lv en rste pl eaE ref oY ownership
4such enterprises into the publictlity coiteK gch
nique may be outlined asfolTows:
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1. Escrow accounts with any designated banks, or with the
pubTic utifity itself, would be established for each of
tIpublic uti consumers.

2. By law the public utility would be given the power to
mandate (that is, require) the subscription by each of
its service consumers to their proportionate part
(based on their relative estimated needs) of a ten-
year moving capital budget of the public utility, cover-
ing the total capital formation requirements, except
those financed through the utility's ESOP. Payments
on this subscription would be synchronized with the
utility's cash requirements. Methods for adjusting the
subscription for over- or under-estimated needs would
be designed.

3. Funds for the payment of each consumer's subscription
would be provided by a consortium of banks, insurance
companies, and perhaps savings and loan firms.

4. The subscriptions by each consumer would be payable
solely and exclusively from the divide ds received by
the consumer from the public utility.

5. The public utility would be contractually commited, or
perhaps legally required, to make a full pay-out of the
proportionate earnings attributable to employees acquir-
ing its stock through ESOPs and consumers acquiring its
stock through capital-ownership financing escrows. Such
diiden4ds would4bemade deductible from corporate income
fr thus Purposes, both at the state and federal levels.

6. The public utility's ESOP loan paper, and its consumer
loan paper, would be made directly discountable with
the Federal Reserve Bank at the minimal discount rate
(l/2rrawt most', I es~itihieV i''aiE-'-outlined in my written
testimony to the Joint Economic Committee (see Pages
16-22).

7. The effective interest rate to the borrower (the ESOP
or the consumer escrow) would not exceed 3%, and per-
haps more closely approximate 2%, including generous
bank profits.
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8. Until the public utility's consumer stock has been paid
for on a share-by-share basis, the dividends received
would not be taxable to the consumer. However, as soon
asethe stock is paid for, again on a share-by-share
basis, thedividends would becoe taxable inome tthe
coagsE~rJ and would have the effect of offsetting, that
is, reducing, the consumer's public utility service bill.

9. Thus the overall effect of the application of two-fac-
tor principles to public utility financing would be to
hold down costs of Production, on the one hand, by pro-
viding employees with an increasing second income through
their capital ownership and motivating them to restrain
their demands for progressively more pay in return for
progressively less work (as at present), while, on the
other hand, raising the Power of the public utilitycon-
suaer to pay his or itsaublic utilitv bills. The pay-
out period on most financngs wouldbe blur to five
years, I estimate, at the contemplated interest rates.

10. The low interest rate involved in the use of pure credit
in such financing is not, in any sense of the word, "sub-
sidized" by government. It is simply the use of pure
credit (the power of people to contract with each other
in contracts payable in money, in a society where all
may enforce or defend their rights under such a con-
tract) for the purpose of building self-sufficiency and
productive power into the consumers of the society and
for the purpose of motivating the employees in the econo-
my. Nothing involved in the transactions enters into
the government's income or capital accounts in any way.
No governmental debt, deficit or subsidy is involved.

"6. WON'T YOUR PROPOSED MONETARY REFORMS PUT THE FEDERAL RESERVE
IN THE POSITION WHERE IT WILL BE DIRECTLY ALLOCATING CREDIT TO
INDIVIDUAL BORROWERS?"

RESPONSE:

(1) I believe not. The financing of new capital formation
in basic, well managed businesses, through ESOP financing and
public utility consumer capital ownership financing and similar
techniques, involve the borrowing by the ESOP, or by the consumer
escrows (in the case of public utilities) from existing commercial
banks, insurance companies, or, if they should be qualified to
make such loans, from savings and loan associations. Only the
broad general rules would be laid down by the Board of Governors
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of the Federal Reserve Bank, pursuant to a Congressionally-deter-
mined policy of ceasing, so far as possible consistent with the
laws of private property, making the rich richer, and, in the al-
ternative, making owners of viable capital estates of the 95% of
consumers who do not own such capital estates today. I believe
that this process, as discussed in my written and oral testimony,
should begin with building capital ownership into employees in the
case of non-public utility corporations, and partially into em-
ployees and partially into consumers in the case of public utili-
ties. Within the broad policies and limitations laid down by
Federal Reserve rules and regulations, the-borrowers would be
s6lected b_ the lenders in the conventional way.

(2) There would be, under the proposed two-factor monetary
reforms, vastly less "allocation of credit" than has existed for
decades in the past, since all of the evidence points to the fact
that credit has been allocated to the rich and denied to those
who do not own capital. It is through access to credit that the
poor can legitimately become owners of capital, and yet, all of
the aalitative studies show that 95% of the consumer units in
the American econom own no productive capital of more than token
significance.

"7. HOW WOULD YOUR PROPOSAL FOSTER COMPETITION ON [IN] OVER-
CONCENTRATED INDUSTRIES?"

RESPONSE:

(1) Please see the answer to Question 28 in the series of
questions submitted by Senator Hubert H. Humphrey with his let-
ter of December 18, 1975.

"8. ISN'T IT TRUE THAT EARNINGS PER SHARE WOULD DECLINE, AT LEAST
INITIALLY, UNDER AN ESOP? WHY DON'T YOU FEEL THAT THIS IS A VALID
YARDSTICK FOR DECIDING WHETHER TO ADOPT AN ESOP?"

RESPONSE:

(1) If the ESOP financing plan is properly designed, there
tno oossi ,e-rdEFct-ioin ,ionngs F ihare" und -er ciYTni-
ple5 of Q~o-factor econo The guarantee by the corporation to
the lender is simply a guarantee to make a high payout (ideally a
full payout) of the wages of capital to the new beneficial owners
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of stock representing that capital, in pre-tax dollars (because it

is the policy of Congress to encourage broader capital ownership by

this means). There is invariably a close relationship between the

period of time that newly-formed capital is shown by the feasibili-

ty study to be necessary to earn its costs for the corporation and

the term of the loan made to the ESOP. Thus to properly compute

the per share earnings of the corporation, consistently with two-

factor economic principles, one should add the after-tax earnings

of the corporation (without deduction for the payment by the cor-

poration either of dividends or of so-called "contributions' into

the ESOP) to the aggregate of the payments made into the ESOP.

Payments of the wages of capital to the owners of capital are not

corporate expenses, and should not be considered a reduction of

corporate earnings, but rather the very essence of corporate earn-

ings themselves. Obviously, accountants, and the Accounting Divi-

sion of the Securities and Exchange Commission, must be convinced

of the soundness of two-factor economics before they will concur
in this view, but I believe the theory to be unimpeachable.

(2) Even accepting the erroneous view that y the

corporation into the ESOP Aes, there is in many in-

stances no decline in earnings per share as the result of using

ESOP financing, or a temporary decline in earnings per share, fol-

lowed by a long-term increase in earnings per share. Much has

been written in recent years to the effect that "earnings per

share" is a measure that emphasizes the present, but frequently

disregards the long term (Wall Street Journal Editorial, March

7, 1973, p. 12). The implications of ESOP financing, like those

of two-factor economics in general, should be appraised in the

light of long-term effects. Shrewd financial analysts have urged

abandonment of earninc s re tog er as a measure or cor-

porateperformance" ("Let's Abandon Earnings Per Share," by Joel

M. Stern, Walr gFftreJournal, December 18, 1972, and related ed-

itorial). The factors involved here are:

(a) the tax savings to the corporation;

(b) the shifting (which may be gradual) from an irrational

retirement system (pension or profit sharing plan) that

involves investing in the securities of other companies
(usually purchased in the secondary market where they

do not finance economic growth, but only brokerage
churning) which are 100% pure cost to the corporation,
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to ESOP financing under which the same dollar that fi-
nances corporate growth, finances employee stock owner-
ship;

(c) the restraint that the gradual acquisition of capital
ownership by employees will naturally impose upon their
demands in the future for progressively more pay in re-
turn for progressively less work; and

(d) the fact that the corporation, through its ESOP, can fi-
nance its expansion on pre-tax dollars while simultane-
ously building retirement security into employees.

(3) There is clearly an awareness today, on the part of
union members and leaders, as well as by non-union employees and
the public at large, that demands for increased pay in return for
decreased labor input (or in any event without any increase in
labor input) are bringing about a reduction in the standard of
living of all American consumers. Until there is a tradeoff that
is sufficiently attractive and valuable to restrain this practice,
the evidence is that it will continue. The one tradeoff that, if
properly communicated and if properly supported by public policy
declared by Congress and supported by the Administration, will be
sufficient, is the tradeoff involved in an opportunity, over a
reasonable working lifetime, to acquire a viable capital estate
capable of enabling one to produce a decent standard of living
beyond retirement or in the event of illness or technological
unemployment. When these costs are added together and some quan-
tification given to t mijproved mqtivation that al evidence
shows to exist AtQAware that they are acquiring

a nrstin their e ~loyer, the per share earningsde-
cjp!should either be non-existent or brier. it it does exist,
its brief existence followe y iproved earnings to all
shareholders over the long term.

"9. CAN YOU SUGGEST WAYS OF PROTECTING WORKERS AGAINST THE
DOWNSIDE RISK THAT THEIR STOCK VALUES MAY DECLINE FROM THEIR
ORIGINAL PURCHASE PRICE?"

RESPONSE:

(1) I have been told by insurance actuaries that insuring
ESOP participants that the stock they ultimately receive on dis-
tribution, either upon separation from employment, or disability
or death or retirement, will have a value not less than the value
at which it was purchased by the ESOP or the value which was used
for tax purposes in the event it was contribifted to the ESOP, is
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an economically and safelyjinsurable risk. Such insurance is now
under study by itvfeast one group in California. Clearly, such
insurance wouldhave to be written over a substantial number of
co panies to be sound and profitable. However, it is obvious that,
decade in and decade out, the productive power of the American
economy has grown, and that if we could eliminate institutional
barriers, it would grow much more rapidly. I believe that such
isurance should be ex~xor d by Congress, as well as by private
insurers. Clearly, the writing of such insurance could be a
function undertaken by the Capital Diffusion Insurance Corpora-
tion, which I discussed in my written statement and in my oral
testimony.

"10. WHAT WOULD BE THE TAX IMPACT OF GIVING ESOPS THE TAX-
STATUS OF A CHARITABLE CORPORATION? HOW CAN YOU JUSTIFY TREAT-
ING THE ESOP AS A 'CHARITABLE' ENTITY?"

RESPONSE:

(1) I believe that the government would ain revenue from
giving ESOPs the tax status of a general purpose charitable foun-
dation. Once funds are put in a foundation, precious little tax
revenue is collected from that capital or from its income there-
after at any level of government. Giving the ESOP the status of
a general charitable corporation would return iantic con-
oentrations of wealth in the U.S. econom ,in mv o inon, to the
tax Ydase: incomefi-6 perty tax iftta ate tax.
I have asked many rich men whether, if they could achieve the
same tax result, they would prefer giving part of their fortunes
to an ESOP over giving it to a charitable entity, and they have
uniformly answered "yes.' Thus the government would gain, these
holdings of capital would become connected with individuals who
need such capital ownership in order to be self-sufficient and to
avoid becoming wards of governmental or private charity, and the
motivational effect, in giving hope to the 95% of people who now
cannot realize the American economic dream--the dream of acquir-
ing a viable capital estate--would be enormous.

(2) I believe that the ancient Jewish historian-philosopher
Maimonides himself gave the proper justification for treating the
ESOP as a "charitable" entity. He said that "The most meritorious
of all [methods of giving] is to anticipate charity, by preventing
poverty***this is the highest step and the summit of charity's
golden ladder." (Translation from Matnot Aniim10,7 by Moses
Maimonides, in The Union Prayerbook for Jewish Worship, Part II,
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The Central Conference of Jewish Rabbis, New York, 1962, pp.

117-118.) To the same effect is the following: "Greater is he

who gives, and greater still is he who lends, and with the loan,

helps the poor man to help himself."--from Shabbat 63a. (See
There Shall Be No Poor, Richard G. Hirsch, Union of American
Congregations, Commission on Social Action of Reform Judaism,

New York, 1965, p. 21.)

"11. HOW DO YOU JUSTIFY TREATING DIVIDEND INCOMES AS TAX-
DEDUCTIBLE EXPENSES?"

RESPONSE:

(1) Modifying the tax laws so as to make dividend payments
into ESOP trusts, public utility consumer-ownership financing es-

crows, and the like, would simplv be one cautious, but necessary,

in assuring that the owner of capital stock gets a full aA-
ou stoockft the -te

period that he is paying for that stock. See the discussion and
answer to Question 3 above.

"12. CORPORATION INCOME TAXES AMOUNT TO ABOUT 14% OF THE TOTAL
FEDERAL REVENUE INTAKE. IF EVERY CORPORATION TAKES ADVANTAGE

OF YOUR TAX PROPOSALS, HOW WILL THE GOVERNMENT PAY ITS BILLS?"

RESPONSE:

(1) 1,eestimate that through the acceleration of corporate

growth, through bringing to life industries that have almost gone

to sleep, like the building of new cities, the housing industry,

the building of rapid transit systems, the rehabilitation of the

railroads, the building of the hundreds of energy-generation
plants that have been cancelled in the last two years, etc., etc.;

the increase in employment; the decrease in unemployment compensa-

tion and in all forms of welfare; and the increase in government
income taxes as the result of growing and eventually full employ-

ment; would far more than offset the government revenue lost, even

with all corporations taking the fullest advantage of two-factor

financing proposals.
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(2) Again, the object of the plan is to build self-sufficiency
into every consumer unit, eliminate the need for most welfare in the
future, and to build up a tax base of such magnitude that taxation
will be a negligible burden upon every taxpayer.

Respec ully sumitted,

Managing Director

LOK:mf
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ATTACHMENT 1

Social Order Changing
Technological Ieaps of Industrial Revolution

Shift Balance of Political, Economic Power

By ARNOLD TOYNBEE
(C) 1971, The London Observer

The industrial revolution is a revolutionary change in the
nature of the agent who does the world's work. It is a replace-
ment of people by machinery. In Britain, where this revolution
broke out first, it has been going on for 200 years and it is
continuing everywhere at an accelerating speed.

It its first phase, its human victims were mostly manual
workers. Asian as well as British manual spinners and weavers
were put out of business by British machines.

In our own lifetime, the invention of computers has begun
to victimize mental workers as well. Computers, doing sums in
binary arithmetic at lightning speed, can do better than human
minds in keeping accounts and perhaps even in making at least
minor executive decisions.

Automation--a new name for mechanization raised to the
nth degree--threatens to make most people economically super-
fluous. In other words, it threatens to turn the majority of us
into unemployed persons, living on a dole, or--if you prefer to
state the same fact in nicer words--it pomises to turn the ma-

usq _into rent .iersK living on unearned incomes.

This social consequence of automation was foreseen as
soon as automation itself. Today we have traveled far enough
along the road to be able to begin to discern how this social
revolution is working out.

POWER POLITICS

The process is the play of power politics: the result is an
inequitable distribution of society's aggregate product, income,
and wealth. In the aggregate society will be richer than in the
past, since machines are more potent than people or oxen for
producing material goods and services. But this increase in
aggregate wealth is not going to reduce the age-old inequity of
its distribution.
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In the affluent automated society the poorest people will
be still poorer than before--poorer relatively, and perhaps
poorer even absolutely. The distribution of wealth will change
because this is determined by the balance of power, and the
balance has been changed drastically by the industrial revolu-
tion's progress. Power politics do not make for justice.

In the use and abuse of power, man is the same old Adam
today as he has always been.

FOUR MAJOR CHANGES

The current change in the balance of power is the result of
four changes in the technological and the social situation.

First, society has become dependent on public service for
the supply of daily necessities of life which people were former-
ly able to provide for themselves independently.

Secondly, the cost of making and operating machines has
increased as the machines themselves have become more high-
powered. Costly machines are not profitable if, once installed,
they are not kept working uninterruptedly.

Thirdly, automation cannot eliminate human agents com-
pletely. Unlike a living organism, a machine cannot look after
itself and cannot reproduce itself. The "man-power" required
for making and operating machinery may be reduced to a minimum
by automation, but there will be a minimum that will be irreducible
and indispensable.

Fourthly, the human agents who are still needed for making
an automatic world work increased their power over society by
unionization. Their solidarity gives them a monopoly, and this
monopoly gives them a stranglehold.

STRIKE WINS

These four new facts, in conjunction, enable indispensable
unionized workers to exert extreme pressure on society by strik-
ing. Strikes in public services that supply the daily necessities
of life can paralyze society instantly. Strikes in industries whose
products are not daily necessities can ruin these industries by
putting their costly plant out of action.

Being human, the unionized workers in high industrialized
countries are using their power to extract from society the
lion's share of society's aggregate income. They cannot, of
course, extract more than the total amount of society's real
income.
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If their demands, in terms of money, exceed this amount,
the result is inflation, and the victorious strikers' real gains
fall short of their nominal gains in a currency that is being
depreciated by their action. Meanwhile, the strikers' fellow
citizens who do not share the strikers' power of paralyzing so-
ciety are not making even any nominal gains, while the infla-
tion is inflicting real losses on them.

In this situation, the distribution of society's aggregate
real income is determined, not by the social value of people's
work, but by their ability to paralyze society quickly.

People who are able to cut off light, heat, and power, or
to put the sewers out of action are in a stronger bargaining po-
sition than surgeons, doctors, hospital nurses, educators, re-
searchers and inventors.

If the medical profession strikes, some people whose lives
could have been prolonged will die immediately, but not the
majority of the population. If teachers strike the damage to
society through illiteracy will not begin to be felt for years.
If researchers and inventors strike, the penalty will be paid
mostly by people still unborn, and consequently the living gen-
eration will not take a researchers' strike seriously.

IMMEDIATE IMPACT

Thus the present situation puts a premium on ability to
damage society immediately, while it does not reward ability
to benefit society eventually.

The redistribution of society's aggregate income on this
basis augurs ill for society's prospects. Yet this is the basis
for redistribution that is being dictated by the new balance of
power.

The consequence is an aggravation of the struggle for
shares in society's aggregate income. On the one hand, the
"white-collar" workers in the industrially advanced countries,
and the governments of the industrially backward countries
that produce indispensable raw materials, are copying the in-
dustrial workers' strategy. They are fortifying their bargain-
ing power by unionization.

On the other hand, the owners of industrial plant and the
authorities who have to provide public services are reducing the
number of human employees to a minimum by carrying the process
of automation farther and farther.
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A unionized human employee is as costly as a machine, but,
unlike machines, human beings are troublesome, and their behavior
is unpredictable. They are mulishly wilful, whereas a machine,
being inanimate, is more docile even than an ox. The incentive
for replacing people by machines is strong.

GRIM MUSICAL CHAIRS

What, then, is the outlook, supposing that the consequences
or our present behavior do not move us to behave differently?

Today we are playing, in deadly earnest, the children's
game of musical chairs. Each time the music starts, one more
chair is removed from the row. Each time the music stops,
one more player fails to find a seat and has to go to the wall.
If we play this game to its conclusion, the last seat left will be
occupied by a minority consisting of the most effective saboteurs.

This victorious minority will be extracting enormous sal-
aries. Because it cannot extract from society more than so-
ciety's total real income, the minority will have to leave some
fraction of this for providing a dole for the unemployed ma-
jority.

This majority will consist of the "under-thirties" and the
over-forties." The "under-thirties' will not be allowed to com-
pete for remunerated employment unless they have obtained a
Ph.D. degree. The "over fifties" will be retired compulsorily,
and the doctors will be allowed to keep them alive until they
have reached the maximum permissable age (this will probably
be eighty).

ULTIMATE LOSERS

Is this the kind of society that we want? If it is not, we
shall have to change our tune. At present we are behaving like
blind cut-throats.

Is this civilized? Is it human? On a long view, is it even
in the interests of the eventual winners in this sinister game of
musical chairs? They, too, in their turn, will reach retirement
age. This will overtake them swiftly, and then they will have
rejoined the wretched majority. Do they relish this prospect?
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Chairman HUMPHREY. I am going to ask our professional staff to
make an indepth study of the ESOT plan. We have some obligation
to do so. We will want to be back in touch with you, Mr. Kelso,
Professor Brannon, Professor Brems, Mr. Fay, and others, to fill out
this record.

With that, I am going to have to recess the committee.
[Whereupon, at 1:20 p.m., the committee recessed, to reconvene

at 10 a.m., Friday, December 12, 1975.]
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