kR K R K K K * kX ox %

*

* % K K

LI NN

& ok ok ok ok ook ok ok

No. 17021
INVESTIGATION OF CHICAGO,
MILWAUKEE & ST. PAUL
RAILWAY COMPANY
Submitted January 14, 1927

sk ook o ok sk ok o ok o ok o

Decided January 4, 1928

*
*
*
*
%*
*

*
*
*
®
%

* & F %k ok ok ok



CHICAGO, MILWAUKEE & ST. PAUL INVESTIGATION 615

No. 17021

INVESTIGATION OF CHICAGO, MILWATKEE & ST. PAUL
RATLWAY COMPAXNY

Submitted Junuary 14, 1927, Declded January 4, 1928

Walter L. Fisher, John J. Hickey, and Thos. P, Healy for Inter-
state Commerce Commission; . W. Dynes for Chicago, Milwaulkee
& St. Paul Reilway Company; Nathan L. Miller, Robert K. Prentice,
John Dickey, jr., Gerard C. Henderson, and Thomasz M. Woodward
for Edwin C. Jameson and others, constituting bondholders’ defense
committee; Herman L. Ekern and Daniel 4. Grady for State of
Wisconsing Chaeuncey D. Pickel for Otto V. Loth; William Church
Osborn for security holders of northwestern roads; Cravath, Hender-
son & De Gersdorff for Kuhn, Loeb & Company and National City
Company; Luther M. Walter for Roosevelt & Son; Dwight Lewis for
Towa Railroad Commission; Pierce & Greer by F. O, Nicodemus, jr.,
for John L. Weeks and associate holders of preferred stock; John
Denny and Thomas D. Jennings for Washington Department of
Public Wovks; 2. D. Lytle for North Pacific Millers’ Association;
and Jay W. MeCune for Traflic Bureau, Tacoma Chamber of Com-
merce,

Rerort or THE CodiMission

By mae Comprrssion :

On May 12, 1925, the commission, upon its own motion, instituted
an investigation into and concerning the history, mauzgement,
financial and other operations, eccounts, and practices of the Chicago,
Milwaukee & St. Paul Railway Company, hereinadter for convenience
referred to as the carrier or the St. Paul, in order to determine the
manner and method in which the business of the St. Paul had been
conducted. Ixhaustive investigation and extensive hearings have
been conducted and a vecord comprising over 8000 pages of testi-
mony and nearly 400 exhibits has been made. The road went into
receivers’ hands on March 18, 1925, and the recelyership is the largest
in our railroad history. For many vears the St. I’aun! had been con-
sidered one of the strongest railroad properties. As of December 31,
1924, it operaied approximately 11,000 miles of road, had a total
capitatization of cwer $700,000,000, and in 1924 its operating revenues
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G616 INTERSTATE COMMERCE COMMISSION REPORITS

were ‘nearly $160,000,000. When such a company became bankrupt
at a time when general railvoad conditions had greatly umproved, the
country was shocked. ] ,

PUGET 80UND EXTENSION

The nucleus of the present St. Paul system was the Milwaukee
& Waukesha Railroad Company, incorporated on Tebraary 11, 1847
under a special act of the Territory of Wisconsin. On February 1,
1830, the nane of the corporation was changed to Milwaukee & ﬂlis-1
sissippi Reilroad Company. On February 25, 1851, operations were
co.mmenced between Milwaukee and YWaukesha, a distance of 20
miles. The La Crosse & Milwaukee Railroad Company was clar-
tered by the State of Wisconsin on April 2, 1859, for the purpose of
constructing o line of railroad from La Crosse to Milwaukee, a dis-
tance of 202 miles. On May 4, 1863, the Milwaukee & St. Paul Rail-
way Co'mpuny was organized, and purchased at foreclosure sale the
properties of the La Crosse & Milwaukee. On February 7, 1874, the
name of the former company was changed to Chicago, Milwauk:ae &
3t. Paul Railway Company. As of thal date its mileage was 1,649
on January 1, 1880, it was 2,036; on June 30, 1889, it was 5,679; or;
June 30, 1899, it was 6,191; and on June 30, 1909, it was 7;311.
Most of the mileage was in the States of Illinois, Wisconsin Mi;me~
sota, South Dakota, Yowa, and Missouri. The Missouri River’ was the
western limit of its operations.

A_s early as 1901 the St. Paul was considering building to the
Pacific coast. At that time E. . Harrinan was dominant 1Pn Union
Pacific affairs, while Roswell Miller, who had previously been presi-
dent of the St. Paul, was chairman of its board of directors and
A. J. Barling was its president. In writing to Tarling on March
29, 1901, Miller referred to a conversation with Harrint;an relative
to interchange of business between the Union Pacific and the St
Paul. Miller had recently resigned from the Union Pacific board.
as he was unable to help the St. Panl by remaining on it. e Wﬂ;
satisfied with the division of freight traffic by the. Union Pacific as
between the North Western and the St. Paul, but the North Western
had the better of the passenger business. Miller then went on fo say:

I.sam tf’ bim {Harriman} that there would be just one result of the Union
Pacifle policy, that we should be compelled to build a line to the Coast, He said
we could not build a line to the Coast ng good as his, to whieh I replied we could
build just as good a read as he could build, He said, why donr't you start it
to-morrow ; I snid we were not ready, and It might ba flve years before we
got ready; that we could build 2 line 1o the Coast and supply terminals for

$45,000,000—14 of what his line wos capitalized at, which would glve us gp
lmmense advantage aver him.,

Blicg,
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Unfortunately for the St. Paul the figure mentioned by Miller was
not quite one-sixth of the investinent made by the St Paul in the
Puget Sound extension as of December 31, 1924, which was in excess
of §250,000,000.

Meanwhile negotiations for acquisition of control of the Bur-
lington by the Northern Pacific and Great Northern were going
on, much to Miller's alarm. He wrote Tarling on April 9, 1901,
that he hiad that day seen Jacob Schiff of Kuhn, Loeb & Company
and had told him © that if the Northern Pacific and Great Northern
tiedd up with the Burlington we should be compelled to build to
the Coast.” At that time the St. Pawl officials appavently had no
clear idea to what part of the Pacific coast they would start; refer-
ences Lo various destinations are found in the correspondence. At
Miller’s request Larling sent an engincer over the Northern Iucific
to estimate the cost of duplicating the Northern Pacific line. Miller
thought the Northern Pacific line could be duplicated for $45,-
000,000, excluding rolling stock, and that by building such s line
the St. Paul would divide business with the Northern Pacific
ond Great Northernm from the start. Earling was even more
optimistic. Before the engineer started on his trip aver the Northern
Pacific he wrote Miller on April 10, 1901, that he was “sure that
it would not cost as much as $45,000,000 to build as good as the
Northern Pacific to the Coast.™ On April 25, 1901, Miller wrote
Earling that the board of directors had aunthorized the expenditure
of $10,000 in making & reconnaissance from Evarts, 5. Dak, to
Butte, Mont., and again stated that “if the Burlington deal goes
through we shall be compelled to build to the Coast.”

In August, 1902, Miller submitted to Willinm Rockefeller, then
very infiuential in St. Paul affairs, a report on a proposed extension
to the Pacific coast at Eureka, Calif., to.reach the vast timberlands
of Humboldt County, Calif. On March 29, 1903, Miller reported
to Barling: “It seems to be the general impression that we are
bound to build to the Pacific Coast. Of course, Mr. Rockefeller's
absence will prevent a decision in the matter for a month or so.”
On April 27, 1905, a committee of directors was appointed to take

action with reference to acquisition of right of way. On May 235,
1903, Miller reported to Xarling that the Harriman and Hill interests
had come to an agreement and that “it was supposed both interests
would use all the influence they could to prevent the St. Paul from
building.” As late as July, 1905, W. K. Vanderbilt and William
Rockefeller had discussed a line to be built jointly by the North
Western and the St. Paul. Rockefeller appeared to favor the idea
but Miller did not. On November 4. 1903, Miller advised Earling
that in view of a cable from Rockefeller, Earling should go ahead
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with arrangements for construction., On November 28, 1905, the
board formally authorized the building of a line to Scattle and
Tacoma. On September 28, 1908, Earling reported:

A coreful estlmate from the Information now available Indicates that the
compicted line from the Missouri River to Butte will cost $20,183,000. The
estimated cost of the entire Jine, Misscuri River to Beattle, including equipment,
18 $60,000,000.

This figure, it will be noted, is less than one-fourth of the money
ultimately spent. ’ .

In the course of our investigation we have been unehble to find that
any adequate engineering or traffic surveys were made. On the
contrary everything indicates that the project was the result of
rivalry between powerful groups. Miller, Rockefeller, and others
controlling the St. Paul felt that they could not tolerate its being
bottled up in South Dakota with the Hiil lines to the north control-
ling the Borlington, and the Harriman lines to the south working
closely with the North Western. It is obvious that the stockholders
in general had no voice in the momentous decision, and as it was not
necessary to secure a certificate that the public convenience and neces-
sity required the construction of such a line under provisions of law
such as are now a part of section 1 of the interstate commerce act, per-
sonal rivalries and ambitions were free to do as they willed with a
oreat property. Neither Harriman nor Hill was deterred in his
plans by the threats of the St. Paul to build to the Prcific coast.
Apparently they did not fear it.

In May, 1905, Hill wrote the following letter to the president of
the Burlington:

If I were at the head of the North Western or the St. Paul ¥ would never be
satisfed wlth a coonection over some other line that was a natural competitor
from the common pelnt eastward. The North Western and 8t. Panl, with
gver fourteen thousand mlles of railway, wonld, if they built to the Puget
Bcung, be a great aequisition to the business of the Sound and would go f{ar
toward puiting 1t on a foundation viewed from the commerce of the world
ahead of Sap Francisco. This would, in my judgment, help oar lines much
more than any possible Injury it conld do.

In 1905 the St. Paul was earning its interest requirements three
times over and after paying good dividends on its stock had some-
thing left to put back into the property. In 1906, the common
stock sold as high as 199%; and the preferred as high as 218. The
day after the receivers were appointed the common sold at a low
of 5 and the preferred at 2 low of 8.6.

The Puget Sound extension was constructed through the medium
of several companies organized in various States. These were con-
solidated on December 31, 1908, into the Chicago, Milwaukee &
Puget Sound Railway Company. Portions of the line were placed
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in operation for freight traffic in 1908. The through line was opened
for freight trafic on August 1, 1909, and‘ for passenger traffic the
following September, The lines of the Chicago, Milwaukee & Puget
Sound were operated independently until December 31, 1912. On
December 24, 1912, that company conveyed all of the railway prop-
erties and franchises to the St. Paul. On January 1. 1013, the lﬂ‘ttet‘
company took possession of the property and merged iis operations
into the system.

The operating results reported by the Puget Sound Company
during jts independent operation were favorable but can not be
relied upon. In our report of February 9, 1914, St P.a-ul and Puget
Sound Accounts, 29 1. C. C. 508, serious irregularitles in th(ﬂ_: accounts
of the St. Paul and the Puget Sound Companies were pon}ted ocut,
severely criticized and condemned. The funds for construction were
raised by sale of stock and bonds of the St. Paul as well as by the
sale to the public of $27,175,000 of bonds of the Puget _Sound Com-
pany. The accounts of both companies were grossly distorted, pri-
marily to strengthen the credit of the St. Paul. _

Since the St. Paul has operated the Puget Sound extension as
part of its system no separate accounts have been kept, and W'r‘ule
it is obviously impossible to ascertain exactly the 1'esu1.ts of oper?{tmg
the extension, there are two estimates in the record which are enlight-
cning. Tt is now operated as a grand division of the system kn?wn as
Yines west of Mobridge, a point in South Dakota on the Ml.ssourl
River, and comprises about 28 per cent of the total system mileage.

Our accountants compiled an exhibit showing the accounts of the
St. Paul for the years 1023, 1924, and 1925, separated as betw?e}l
lines cast and wost of Mobridge. The income shown in the exhl.blt
was the income shown by the carriers’ books modified by adjusting
charges for depreciation and retirement of eql,lip.men.t to tllfz bas_srs
of rates for depreciation employed by the carrier in stating its
accounts beginning with May, 1925. The figures as segrega:ted do not
roflect the actual results, but show the result of a segregation for the
three vears based on a study made by the carrier itself covering
April,ﬂ.]’u]y, and October, 1925. The result shown in the ex_hlblt is
that the net income of the lines west of Mobridge, excluding interest
on funded and unfunded debt, was in 1923, $.1‘£_}95‘390‘505 in 1924,
$1,227.629.89; and in 1925, $1,236,488.2.8. The investment in road
and equipment of the lines west of Mobridge as of December 31, 1924,
is shown as $2536.968,126 or apout 37 per cent of the property invest-
ment of the entire system. The net income as shown above 1s~only
ghout one-half of 1 per cent on this investment. A return of 5 per
cent on the investment would be about $13.000,000.

There is nothing in this record which shows thmf th‘c burden on
the system is lightened to a substs}ntial extent by indirect benefits
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to the system, or that the results would be materially changed by
taking into account certain factors which upon brief counsel urges
should be considered, such as credits for hauling company material,
segregation of equipment rentals on other than a car or locomotive
mileage basis, divisions to the lines west on # basis better than
mileage prorate, ete. The carvier did not undertake to make such
a showing, but points out that the showing made by our accountants
can not reflect all of the advantages to the St. Paul in having the
Puget Sound line as a part of the system; nor can such an exhibit,
it contends, reflect such benefits as may have resulted from relieving
the lines east of the “bottled-up ” situation in which they would be
if the lines west were not a part of the system.

The second estimate of earnings of the lines west was made by
Coverdale & Colpitts, consulting engineers, after they had made an
examination and report on the St. Paul early in 1925. They found
the average freight-traffic density of the systen: to be about 15 per
cent greater than that of the lines west; the freight-iraffic densities
of the through lines of the Northern Pacific and Great Northern
t. be, respectively, about 46 and 26 per cent greater than the Treight-
traffic density of the main line west of Mobridge; the average pas-
senger-trafic density of the system to be about & per cent greater
than that of the lines west; and the passenger-traffic densities of the
through lines of the Northern Pacific and Great Northern to be,
respectively, about 70 per cent greater and about 2 per cent less than
the passenger-traffic density of the main line west of Mobridge. The
eastbound freight traffic greatly exceeds the westbound. The pas-
senger traflic is about evenly balanced.

In order to determine the contribution of net income by the lines
west to the system they made an approximate estimate of the reve-
nues and expenses of the lines west for 1923 and 1924 on the assump-
tit?n of operation as an independent company. In the estimate the
mileage-prorate earnings from local and interchangoe freight were
uscertained and to the latter was given a division of the rate 2 per
cent in excess of the mileage prorate. Other adjustments not neces-
sary to detail were made. Including $15,590,000 interest at 5 per
cent for capital requirements, they estimate that the balance earned
in 1923 available for interest on funded debt would have been
$744,000, and in 1924, $1,479,000.

Colpitts testified that the dificulties of the St. Panl began with the
construction of the Puget Sound extension. The record leaves no
doubt that first among the causes of the receivership was the failure
of that extension to earn anywhere near a return sufScient to help
the system carry the burden incurred in its construction. OFf course
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one can readily agree with the president of the company when he
testified :

The question hag often been ralsed as to whether the St. Pau! would be in
the finaneclal condition It findg iisel in to-day if It hind not incurred the financial
burdens attendant upen the consiruction of this loe, Thils ls a matter of con-
Jecture, as who coo say what the St. Paul's development and revenues wouldd
huve been 1 it hed not crossed the Missomrl River.

We need not indulge in conjecturc as to what might have happened
if some other course had been followed. We are only concerned with
what did happen to the St. Paul after crossing the river. However,
a compavison to date with the North Western conveys its own
pertinent suggestions.

There is considerable evidence in the record to support the conten-
tion of the St. Paul that no better returns on new money invested
since 1908 and 1909 have been realized by compctitors of the St. Paul
such g the Northern Pacific and North Western, Taking the figures
at their face value they lead only to the conclusion that the other
roads were so conservatively capitalized, particularly as to the rela-
tion between stock and funded debt, that they could carry the load
during the lean yecars. In this connection it is interesting to note
that in 1923 the fixed charges of the St. Paul were 12.01 per cent of
its railway opcruting revenue, while those of the North Western-
Omaba were only 7.44 per cent. That the new money invested in the
St. Paul lines east since 19809 earned no more than the new money
invested in lines west, likewise does not tend to prove that the lines
west have been able to carry their proportionate share of the burden.
Trom July 1, 1505, to March 18, 1925, the nel increase in invesiment
in road and equipment of the St. Paul was approximately $450,000,-
000. As stated before, approximately $257,000,000 of this is repre-
sented by the lines west. The increase in investment by the St. Paul
was mouch greater than that of the other lines with which comparison
is made. In fact the increase in investment represented by the lines
west is greater than the increase of any of the other lines covering
all their properties, except the North Western and Omaha combined.
The foliowing is extracted from one of the exhibits:

Ei. Pawl Nar. Pac. Gt Nor. Cbﬁéh:?‘ C.,B.&Q.

Investment In road and equipment
and matertals and supplles:

Average of 100808, ool _aas $275, 501, 110, £301, D67, 276! $303, 605, 402, EIL3, 107, 268'6365, 187, 487

Average ofID23-24 ..o _aoae. 733, 336, 553 670, 532, £0) 521,861, 317 593, 649, 557i 5490, 105, 722

{pcroase 192324 over 1908-G9. ... 451, 445, 437 185, 615, 254 215, 225, ﬂl&i 0, 442, 260 T4, 478, 235
Rale of relurn earoed on investment: i

Averaga of 100800, .. __ ner tent._ 6.47] T. 05! b. &6 7.13 5. 5%

Avernge of 192334 ... . per cent.. 2.67 3. 4.69 3 4. 5%

Decrease 192324 over
1089 e per cent.. 3.80 384 L7 3,81 47
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In other words, although no better returns were earned by the
Northern Pacific and North Western on the new money invested
since 1809 than the return earned by the St. Paul, the amount so ex-
pended by the St. Paul was very much in excess of that expended
by cither of the other lines, and consequently its failure to earn an
adeguate return on the new money was that much more of a strain.
The relatively favorable showing of the Great Northern and Bur-

lington will be noted from the table. The four roads with which

comparisons sre made are now paying dividends and have good
credit. ’

Almost centemporineously with the construction of the Puget
Sound extension two Canadian transcontinental lines were built, the
Canadian Northern and the Grand Trunk Pacific. In this country
the Union Pacifie system built various lines in the Northwest, and
the Northern Pacific and Great Northern spent large sums in adding
to their facilities and as a joinl enterprise built the Spokane, Port-
land & Seattle, The Western Pacific was built from Salt Lake
City fo San Francisco and the Los Angeles & Salt Lake was built
from Ogden to Los Angeles. In addition work was being pushed on
the Panama Canal. The immediate effect on the 5t. Paul was to
increase the cost of building the extension and the ultimate effect
was disaster duc to the failure to develop encug'. traffic to support
all of the transportation facilities provided.

The Puget Sound extension is now a first-class railroad in every
respect. By the summer of 1926 its maintenance had been brought
up to a high standard.

E. J. Pearson, now president of the New York, New Ifaven &
Hartford. was the engincer in charge of construction west of Butte,
Mont. He testified that certain extraordinary costs sere ineurred in
its construction on account of forest fires, floods, rock and snow slides
and similar contingencies; that becanse of the great amount of rail-
road work being done in this country and Canada controct prices
were high, in fact “ it was a heyday for contractors and their forces,”
prices reaching the peak in 1806 and 1907 when the St. Paul contracts
were let; that much lieavier work was done than originally planned
so that the first costs of construetion covered much work which other
transcontinental lines did during a long course of years after origi-
nal eonstruction in the way of grade revisions, realignment, perma-
nent tunnels, trestles, ete.; and that the road was exceptionally well
bal.agted for a new line, so that when it was opened for business it
was in a position to compete on equal terms from & physical stand-
point with the long-established transcontinental lines.

Examination by our valuation engineers discloses that the coniract
prices wers substantially the same as those paid for similar work
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done during the same period in the Pacific Northwest, But in many
instances classifications were raised to help contractors, instead of
paying them bonuses or otherwise taking care of them. For instance,
much grading was done during the winter months under severe
conditions and in such cases the contractor might be paid on the
hardpan basis instead of on the basis for common earth. Or the
earth might be fretted with stumps end roots of trees. The
carrier’s records indicate that in many instances increased classifica-
tion was allowed for these and other reasons to take care of what
would be contractors’ losses or expenses due to unforescen conditions,
and certain classes of extra bills, ete. Our engineers testified that
the additional amount paid by reason of increased classification was
approximately $1,795,000.

It is also clear from Pearson’s testimony that the project was
started with no adequate comprehension by those controlling the
destinies of the St. Paul of its probable cost, particularly in view
of the high standard of construction actually attained. It further
appears from his testimony and from the records that little, if any,
consideration had been given to the building or acquisition of branch
lines and feeders later found necessary to secure traftic.

Pearson had had a wide experience in the Pacific Northwest, having
been an engineer and operating officer of the Northern Pacific for
nearly 23 years, and chief engineer during the last five years of this
period. In the light of that experience, and that of various railroads
handling construction projects; be built up an organization in such a
manner that ic was able to keep close to the work of the subcontrac-
tors and assure himself of their competency, efficiency, and honesty.
It is not necessary to give details of the organization, the contractors,
ete. It is sufficient to say that the investigation by our Bureau of
Valuation did not disclose losses due to dishonest expenditures.

One other point mentioned by Pearson may be noted. DBefore
proceeding with the location of that portion of the line gencrally
paralleling the Northern Pacific in western Montana, roughly be-
tween Lombard and St. Regis, a distance of some 300 miles, he re-
ported informally to his superior that joint use of the Northern
Pacific’s tracks with the St. Paul as tenant seemed more desirable
than expenditure for additional construction. He was authorized
to take the matter up informally with the Northern Pacifie, but that
carrier finally declined to enter into such an arrangement. The St.
Paul then proceeded to build its own line.

The building of the Puget Sound extension has been a serious
burden to the St. Paul in other ways. H. Ji. Byram testified that
when Le became president of the company in 1917 he found the road-
way, track, and fixed property in good physical condilicn, but that
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the situation as to equipment was different. There were not enough
cars and a large number were obselete. There were not enough loco-
motives. particularly those of modern design. Stating that an ade-
guate guantity of freight locemotives and cars is of first importance
to a raiiroad in maintaining and increasing its business, he added that
no doubt the drain on the company’s finances in the building of the
Puget Sound extension and equipping it, and the unsatisfactory
return from that investment, together with the desive to maintain
dividends on what had long been gilt-edged investinent stocks, ae-
counted for the failure to maintain an adequate amount of equipment
of modern design and ecapacity.

The physical condition of the property became 1)1oglesswely
worse. Its condition at the time of the veceivership was best de-
scribed by Mark W. Potter, onc of the receivers, who testified in
part as follows:

* % * Tf youn could have sat in the conference of the recelvers, you would
lave been amazed to see the vast number of sttuationg, where an expenditure
of $2,500, $5,000, $7,300, $10,000, will bring about cconomies which will mean
a saviog of 23, 60 and 9 per cent a yenr ou the expenditure. We have made
numberless expenditures of thut sort and as I say, I Laven't any doubt but
if the company were In position to do so, it would kave been wise fo go very
much farther. In fact, the vast number of opportunities for such expenditures
shows one of the serfous iaflmnltles of (he 8t Paul System, and one of the
very serlous situations thal waz allowed (o be bLrought about. IFrom one cud
of the property to the other there ls need for such expenditure. The shops
of the company, the yards of the company, the roundbouses of the company,
were allowed to get into abominable condition, in cumparison with otler lines.
The same was true very largely of egyoipment.  Shaps all over the country
peed rehabilltation, * * * Oor flgnves show conclusively that If we could
today spend one and a quarter mitlion dollars on & new shop at Milwaukee tho
returns on that shop would be apywhere from 25 to 30 or 40 per ceni per
year on the money investment.

[} - ] * L] * "

We have need for shmilar expenditures at Chicage. Weslern Avebue, Bensen-
ville, Green Bay, Council Bluffs, Coburg, Mo, Mies City. Mont., Harlowton,
Spokane, Seattle, Tacoma. and a dozen other piaces. All over tbe system there
Is urgemt need for these expenditures, and if they could be made—if they
could have been made five yeurs ago, or 10 years ugo—if the property could
have been kept up to standard, it would have been in very much better shape
to stand the jolt. It was In very, very bad shape.

With respect to locomotives, Potter testified that thero Was o seri-
ous shortage of passenger locomotives of the right design. Many of
the passenger locomotives were too light, and were handling a heavier
load than they were designed to handle. “Our passenger cars,”
Potter testified, “ probably are 30 per cent or 40 per cent inferior to
those of the other lines of our competitors. All of these conditions

have forced high maintenance costs and that began way back there’
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about 1916 or 1917.” Potter’s testimony is summed up in the follow-
ing sentence:

It may he that those pow in charge of the property or ko eharge of it during
recent years, have been hesitant about speaking about these conditions, lest 1t
mlght be thought they were trying to put respongibility on cther shoulders, bat
I want te say to you (bere has been & very serious condltlon existing which la
largely responsible for the generdl condition of the St. Paul’s prosperity.

To the total investment of the St. Paul in the Puget Sound exten-
sion, as stated above, can well be added some $20,000,000 invested in
timber properties in Idabo and Wachington. Tt was thought that
such an investment would insure 4 steady traffic for years to come
and in addition realize profits through appreciation in the value of
the holdings. This venture was entered inte through the medium
of the Milwaukee Land Company, long controlled by the St. Paul
and for years prior to 1906 engaged in land business along the lines
of the St. Paul east of the Missouri River, In 1906 the land com-
pany commenced buying timberlands in Xdaho and Washington and
town sites In those two States and Montana. During the years 1906
to 1909, inclusive, when most of the purchases were made, the St.
Paul advanced nearly $15,000,000 to the land company. The totdl
of the advances as of March 18, 1925, was in excess of $21,000,000.
As of May 31, 1925, the land company owned 321,391 acres of fim-
berlands, the standing timber being valued at $19,581,682.09 with a
capitalized overhead of $1,846,9462]. Except for one failure, the
land company has not conducted logging or milling operations. " Its
income is derived principally from the sale of timber, representmg 8
realization of capital assets.

The accounts between the two companies were handled in a very
complicated manner. To the amount of advances made by the St.
Paul year by year, our accountants added simple interest at 5 per
cent per annum and credited the land company with all the money
it peid the St. Paul. The result disclosed that as of March 18, 1925,
the St. Paul not only had received no reimbursement of any of the
advances, but had failed by at least $3,000,000 to receive interest at
& per cent on such advances. This in spite of the fact that whatever
income it has recetved has come, as stated before, principally from
realization of capital assets of the land company. Whether the St.
Paul will ever come out whole in this venture iz problematical. It
is clear that it has added to the burden imposed upon the system by
the whole Puget Sound extension.

The properties of the land company were made the basis of a bank
loan to the St. Paul in 1922 of $5,000,000, later increased to $7,500,000.
The loan is being gradually reduced through realization of the
pledged assets.
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FINAXCING AN} EABRNINGS

The building of the Puget Sound extension necessitated heavy
financing by the St. Paul and thus we come to a consideration of its
finanecial structure as one of the primary causes of the receivership.

We shall go back to 1905, the year the extension was formally
authorized by the board of directors. On June 30 of that year the
St. Panl’s capital stock outstanding was $107,511,300, or 46 per cent
of that outstanding on March 18, 1925, $233,686,200. Most of the
additional stock was issued in 1907 and 1909. Meantime the long-
term debt liability increased almost three times as fast. On June 30,
. 1805, it was slightly in excess of $115,000,000, whereas on March

18, 1925, it was nearly $440,000,000. In other words since June 50,

1905, to the date of receivership, for every dollar of capital stock
issued the company incurred about $2.75 of long-term debt. This
does not include over $22,000,000 obligations of leased lines, prin-
cipally the Chicago, Terre Haute & Southeastern, hercinafter re-
ferred to. It will be noted that on June 30, 1905, the capitalization
of the company was quite evenly divided between capital stock and
funded debt, On May 16, 1924, the capital stock was 34.69 per cent
of the total capitalization, and funded debt was 65.31 per cent.

While the aggregate of cutstanding capital stock and funded debt
was increased 202.53 per cent during this period, the in¢rease in in-
vestment was 185.19 per cent. The ratio of 65.31 per cent funded
debt to total capitalization of the St. Paul may be compared with
55.89 per cent for the Great Northern, 56.23 per cent for the North-
ern Pacific, and 5541 per cent for the Burlington. For the year
ended June 80, 1905, interest deducted for funded debt was less than
$6,000,000. For the year ended December 31, 1924, the same item
amounted to over $20,000,000,

Prior to the beginning of operation by the Puget Sound exten-
ston there was a continuing inerease in its net current assets and profit
and loss balance. Since that date there have been pronounced and
quite constant decreases in both accounts. All dividends paid prior

to July 7, 1910, were paid out of income. The semiannual dividend
declared on that date was paid out of surplus, the next dividend was
paid out of income, and all subsequent dividends were paid out of
surplus. The last dividend paid was declared on July 26, 1917. It
is suggestive of the measures employed to pay dividends during the
last few years during which they were paid, to note that in 1917, for
example, whereas investments increased only $11,195,000, the long-
term debt increased $24,758,000, or an excess of $13,574,000. Divi-
1311.C.C
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dends declared and paid out of surplus that year amounted to ap-
proximately that amount. namely, $13,392,000.' ‘

On June 30, 1913, the first report was filed with us covenng opera-
tions of the St. Paul and the Puget Sound combined. The profit
and loss account on that date was $43,417,000; nel current assets were
$20,653.000. By March 18, 1925, these amounts h_nd shrunk to
$13,718.000 and $1,324,000, vespectively. In the meantime the equity
in investinents, namely, the difference between the total investments
and long-term debt, had only increased $8=624.:,{'300. The Coverdale
& Colpitts report, in stating the curvent position of t}le company
as of December 31, 1924, treated matcrials and supplies as being
other thap a current asset, but treated accrmed taxes as a {:urrcﬂt
lability. That is on the theory that materials and supplies are
not in the form of assels readily available for the liquidatmn'of
amounts payable and that taxes must be paid when due. Treating
these accounts in that manner shows the company to have hac} f
constant deficit in current operation since 1916, the deficit increasing
from $2,817,000 in 1916 to $18,138,000 as of March 18, 1923.

The corporate surplus of the company on June 80, 19%0, was
$57,738,933. Notwithstanding that no dividends had been paid since
1917 that amount as of March 18, 1925, had decreased over $42,000,000
to $15,070,049. .

The following table shows some of the principal items of the
accounts for the vears named, amounts of money being expressed
in thousands:

i T I
" June ! Jume | June | Dee 51, | Dec. 31 :Dee 81| Dec. 31

iaa. mna'su, 1| 30, 116§ 1821 1622 1925 1924
If i ) -
AH1es OPEFRIGH . oot v oo eumm e | 71824 B,046 | 10,180 11, 030 ez b1, 0, 08
Raflway aperating revenues.. . $10,834 504,847 |SI05 640 | 146,705 | S190.050 5108, 078 $158,303
Railway operating cipenses. ... .. 30,662 445701 | 74 _.:‘»5 127, g.‘ﬂ 1249, "T-; 4 200 %, B30
Rajlwa¥ tax acoretals. ...’ ]1.&33 | gg? KA 3. .H{-g s Rl ot
ilway ing i PRI I i 31, , 70 TR0 . 2.
g?é’.:s‘ B D eraLing Tl e s lano29 | M7 14, 135 0,030 | 28,384 ] 26,20
e ! eqmpmefft??}_jft_ﬁa.l:.! ........ o 1,416 | 1,130 3, 354 3000 | 4503 2
Interest on funded debt o015 R B2 6,812 15,604 16, 900 18,074 19,442 448
Interest om un[und;:d T R 3 L 144 |
i TTo8s ia-
e cuettons mfnff?_s_....J 2 b 062 | 18,016 20,008 2910, s 27038
TR T S VARG | 15,867 | 16,880 (Def, 10,963 Def. 6,000 L 360 1Def 17X
) i : ; o e
Ingorss yaithe WSIRITed 10| oot van | e lo snon Do s | e 1560

i i ;

The total defieit in nct income for the years 1921 to 1924, inclusi\ie,
was over $18,000,000. If the depreciation charges put in fzﬁect in
May, 1925, had been in effect during the other years tl_me deficit would
have been much larger. Coverdale & Colpitts in their report stated
that the charges were inadequate and the charges put in effect in May
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are those recommended by them. A comparison of the two schedules
follows:

Formutiy| Flective

FRET |

, Percent | Per cend

___________________________________________________________________ o
}‘rgighl traln cors . A___ @ 5

Passenger-lrain cara. o |

Aotar equipneent of
Floating equipment
Work equipment

1
1.
P
1
1.
1.
2

5‘9’&-&,

Notwithstanding the heavy deficit, the company carried on its
operations and financed additions and betterments by liguiduting
materials and supplies, reducing other net current ugsets, securing
banlc eredits and otherwite, and by increasing its funded debt. It
was really borrowing money and drawing on its last dollar of quick
assets to pay unearned inferest. Ob\ioudy, such a process could not
go on indefinitely. One of the reasons advanced by W. W. Miller,
Vew York counsel for the conipany, in advising that interest of about
2900,000 due on April 1, 1925, should not be pfud which action pre-
cipitated the recewerehlp, was that it would be much better for the
company to go into receivership withont exhausting its treasury
assets. .

The real problem of the St. Paul was not merely how it was to
mect the 1925 maturities of nearly 50 millions, but that, in the face
of the past earnings, it had also to meet the heavy 1nntur11|cs of the
10-vear perind, 1925 to 1934, inclusive, as well as finance much-needed
additions and betterments. These mnturitios are summarized as
follows, figures being stated in thousands:

[ 1 [ T -

A 1924 1627 1028 129 l 230 1831 ne 1% ] 1934

Equipmsrnnobli::auons___. 2007 | L66Z 2663 | 2602 1 2,603 | 2,067 0 2683 .60 | o e

Faeopeanlean 1010 L83z || T ,'__|__’~02_2'5 f-"-’- 2AEE | 2,602
Crald foares of 1925 _______ 35,1 : N VORI IO T e e
CL, T &S Lonele, R e

Chicago & Mssouri River
Divtslon bendds -
U. 8. Quvernment ontes_
Convertlble gold honds
Dollm"hnm & Northern 5_

onis
Milwaukee & Northern | :
By hooda, ... i ... o I 2117
Mllwaukee & Nerthern | i - e
consalldnied honrds. i ..., R, ! K072
2-veargold bonds . ... . i 3‘5 2:;%
10-yoar secnred gnld bonrds o

Total ... .48, 79 bvi&""?ﬁm::'zsazlzm"g q-:rr-n;q,r,oo- s
Tolal for the perlod s, 245 352 e 53, 0 fink 57,107

]
e [i;lsgsggo;:zu;té.the above the company held $1,408,181 of the bcnda maturiag during the abote perlod (o
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Eliminatiug the indebtedness to the Government, the three jm-
portant maturities shown above are the European loan of 1910, with
which the gold fours of 1925 should be considered as hereinafter
explained ; the convertible gold bonds, most of which were issued in
1912 and 1813; and the 25-year gold bonds, most of which were
issued in 1909, totaling about $130,000,0060.

1t may be stated here that in 1909 the common stock sold at a high
of 16514, low 141; the preferred, high 181, low 15814 ; in 1910 the

- common stock sold at a high of 15834 and low of 11334, the pre-

ferred at a high of 17214 and low 143. In 1912 the high of the
rommon was 11734, low 993%; while the high of the preferred was
146 and low 13914. Instead of financing through the sale of stock,
bonds were sold during those years at an average rate of about 5
per cent, but apparently with no regard to the fact that heavy
maturities were piling up within a short period. All witnesses
seem to agree that even if the company had earned its fixed charges
in 1924, and by some method the 1925 maturities had been taken
cave of, the maturities of the following years would have been a
wost serious problem. As stated by Jerome Hanauer of Kuhn,
TLoch & Company, the 1925 maturities had little to do with the re-
ceivership except to mark a point where the struggle to keep off the
receivership could end.

Kuhn, Loeb & Company, of New York, had financial transactions
with the St. Paul as early as 1880, but prior to 1909 the St. Paul’s
financing was in small amounts and not sll of it was through the
bankers. I'rom 1909, when the leavy financing started, down to the
receivership, Xuhn, Loeh & Company, purchased from or sold for
the St Paul all of its issues of kecurities with the exception of one
cquipment-trust issue, a small issue of divisional bonds, and some
Terre ITaute bonds. The National City Bank of New Yorit, and later
its allied institution the National City Company, partlclpated in
the inancing subsequent to 1909,

The bankers disclaim any rvesponsibility for determining the ma-
turities of the various issues except the I'rench loan of 1910, and
state that for the most part their relation to the St. Paul was mercly
to buy and scll securities and not to determine financial policies.
They say that & proper relationship between bankers and a railroad
develops only when a railroad does business through one or more
houses regularly. The St. Paul did that. They fmther sy that if
a railroad needs money it should go te its bankers, discuss the situ-
ation fully and confidentially, and receive and follow the bankers’
advice. TFurthermore, there should be a close contact with the rail-
road in preparing its budget for possible future peeds, so that the
Pankers can study the financial outlook and market conditions and

131 1. 8. C.



630 INTERSTATE COMMERGE COMMISSION REPORTS

adv;se the railroad from time to time as to when it is necessa
fldmsab]e to issue securities, and what kind of securities can\ iJeI;{ Eg
1ssued. The bankers testify that their relations with the compan
were never as close as the relations botween bankers and raih!oac]z
should‘be. In somne instances that ideal relationship existed but in
many nstances the St. Paul merely offered certain securities for
sale. ’.I?he great advantage to a railroad in havine a regular bankines
connection has frequently been urged upon us. DIf tl?nt advantaw:
includes the receipt of advice upon which the railroad ma safeT
rely, the St._ Paul appavently failed to secure it, for \vheZher 1-'Y
quested to give it or not—the record mdicartes noiz—the bankers (f-
not seem to have given any advice that might have prevented tho
e:'ectxon of the present financial structure which now must be reconej
i;;féit.ed, On the other hand, the following transaction should be
In 1910 the bankers sold in France for the St. Paul an issue of 15-
year 4 per cent honds payable in francs op pounds sterling. The total
amount of bonds sold had » par dollar value in excess of $48.000.000
The bankers’ commission was at the rate of 1.6 per (-'e:.\twor :JVCI:
$77_0,000. In addition XKuhn, Loch & Company mnde- $L’13 000 ag
their share of the profits of the syndicate which distribut’ed the
bonds, About Jupe, 1915, the question of reacquiring the French
bonds was taken up by the French bankers with KTIhH Loch &
anpany. The latter took the matter up with Vice Presi(;lent Wil-
liams of the St. Paul, but the company did not seem interested
Later, Percy Rockefeller, a director, was drawn into the tran‘mction.
and eventually a contract was made under which uhn ]E.:oeh &:
Company were to buy all the bonds which the French baljmks could
acc:,}mulate. The funds were to be provided by the St. Paul throngh
the issue of an equal anount at par of 4 per cent bonds with the sali
maturity date but payable in dollars, Kuhn, Loeb & Company to t ke
the risk that the funds so provided would not be sufficient .f'orythe Ill .U
pose. ‘The profits were to be evenly divided between the banlrerslfl:(i
th{.a railroad, Eventually about $34,000,000 of the bonds were ac-
quired under the agreement, but when it was made the ba-nkers kn
that they could secure $29.000,000 at a favorable price. The banke‘f
made no legal eommitment with the French banis u‘ntil tl‘le 2, o
ment was m.side_with the railroad, and the visk of the bankerg wh iﬁle('}
.stre'ssed.m Justification of the large profits which they realized W'.:S
m judging the market as to whether dollar bonds could be sold X
a favorable basis as the French accunialated the French bond; B?Jltl
when the agreement was made the bankers knew, as above indi.cat d
t.l‘mt they could exchange over $29,000000 and of this amo;ﬁt’
$26,000,000 was in the possession of J. P. Morgan & Company as
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part collateral for a loan to the French Government. There certainly
was no risk involved in connection with that great block, While
Kuhn, Loeb & Company seem to have done most of the work in con-
nection with the transaction the bankers’ share of the profits was
divided evenly between them and the National City Company. It
amounted to $1,813,006. The railroad received a like amount and in
addition saved about $800,000 through remission of certain French
taxes.

The transaction in view of all the eircumstances js obviously incon-
sistent with any theory of the relationship which is supposed to exist
between a railroad and its regular bankers. The St. Paul issued
about $35,000,000 of 4 per cent gold honds maturing in 1925 to
acguire the French bonds, and the bankers’ profits amounted to over
5 per cent of that amount. Under the relation which Hanauer says
should exist between a railroad and its bankers, the railroad was enti-
tled to the profits; the bankers, to fair compensation for their serv-
ices. In view of commissions received on other loans 2 per cent
would have been generous. The transaction is defended on the
ground that in it Kuhn, Loeb & Company were not acting as the
bankers for the St. Paul. That is exactly the point. They had acted
as bankers for the St. Paul as far back as 1880; since 1908 they and
the National City Bank had exclusively handled vast sums for the
St. Paunl; and yet at this opportunity to render to the St. Paul an
important bapking service the banker-railroad relation was sus-
pended and profits greater than regular banking compensation were
received. Hangsuer testified that the profits were greater than ex-
pected when the agrecment was entered into, as the spread between
the purchase price of the French bonds and the selling price of the
dollar bonds increased rapidly.

The only director of the St. Paul who seerns to bave been directly
or indirectly interested in the transaction was Percy Rockefeller.
His family, long one of the dominant factors in St. Paul affairs, was
largely interested in the National City Bank. The other directors
when questioned could remember little or nothing of the transaction.
One director, bimself » banker, admifted that it might be considered
that “it was a pretty juicy piece of business for the bankers.” Again,
John 1. Ryan, although a member of the board, could rememher
nothing of that important transaction except that there was “some
kind of a change of the securities.”

Roswell Miller, long chairman of the board of the St. Paul, died
on January 21, 1913. Since that time the road has been without
an executive officer of long experience or recognized standing in
financial circles. Byram was selected solely on his operating experi-
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ence. On the whole since Miller’s death the exccutive management
appears to have been uninformed, inexperienced, and incompetent
to handle large financial transactions, or to determine large financial
policies. Percy Rockefeller and other directors recognized this as
one of the weak spots of the company, and Hanauer also recognized
that the St. Paul had no one after Miller who was a financial repre-
sentative in the large sense.

The directors do not scem to have exercised any responsibility for
the financial structure. The record fails to disclose any consideration
by them of the possible effect of the successive bond maturities which
they were creating, or any comprehensive fovecast of the future of
the company, while this financial structure was being built up.
Likewise, although kmowing that Byram was solely an operating
man and inexperienced in large financinl matters, the board put the
burden on him of conducting negotiations with experienced bankers
of Chicage and St. Louis in connection with the acquisition of the
Terre Haute and Gary roads hereinafter discussed.

BOARD OF DIRECTORS

During the course of the hearings the following, who were either
directors at the time of the receivership ov whe had beea directors
previously thereto, testified: Percy Rockefeller, C. II. MacNider,
Mortimer N. Buckner, John D. Ryan, John D. McHugh, Tdward S.
Harkness, Stanley Ifield, J, Ogden Armour, Samucl H. Fisher, H. E.
Byram, Donald G. Geddes, George G. Mason, Wiltiam . 8. Griswold,
and Samuel McRoberts.

For many vears there were four large stock-holding interests in
St. Paul, which undoubtedly for all practical purposes controlled it.
At the time of the receivership all but one of these interests had been
sold out, but nevertheless the representatives of the sold-out interests
were members of the board of directors,

The late William Rockefeller for many years was a very heavy
stockholder, holding at one time as many as 150,000 shares. He
served as a director and member of the executive committee and
took an active part in the decision of guestions of policy. His son,
Percy Rockefeller, was a director from 1906 to Janunary 1, 1921, when
he resigned to meet the requirements of section 10 of the Clayton
Act. He was also & member of the executive committee for many

vears. Although he had officially resigned as a director, nevertheless
he continued to attend board meetings and received the reports and
weekly Jetters usually sent to other directors. The Rockefeller estaie
holdings, as well as various trust holdings, were disposed of, some in
1922 and the remainder in 1924. Percy Rockefeller never was a
large stockholder, but what he had was sold prior to the receivership.
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The second large holding was that of J. Ogden Arm(éur. dl;ll_;i
father, Philip D. Armour, had been & mgmber of the boax: hmid'
son sﬁcceeded him ip 1001 At one time the Armour ho mg,:;
amounted to approximately 125,000 sha?gs. tIi_; vn;s9 ;1’;1'0u%lﬁeA;T§$;1 *
ixfAuence that Byram was made president in - T nou
Lilgfr s except);{)() shares, were all liquidated threi_m fiour }B ee(xllis
o ! i : continued as -
wor to the receivership. Nevertheless Arn_noul c, _
Eé:t);r. 0It was necessary to have 100 chares in one's name to qualify
ivector. _ .
as']?‘hgligird large holding was 2 block of ap_pro_mmately $2(1,00?,0(‘)10
in bonds and stocks owned by the George Smith interests of ]Lndg 15.1391-
They were represented on the board first b}_r Peter Geddes' an f‘ ter
by his son, Donald G- Geddes, who was a director at t‘he time 0
r;aceivershi,p’ although the Smith ho‘;dingsé)a&ldbeen hquﬁa}tec%ds;(;rgl;}:
o ineinally during the war. Geddes’ personal holdings,
e e een o shar ior to the receiver-
large, had all been sold, except .100 shares, prior t :
:ﬁf;r Abpart of the Smith holdings passed by 1:1her1t:amce’\1 “c;a
GEOIl'U'B (. Mason, who became a director in 19_520. 1\_'[519011 sta}r;te " 3
liquiiate his holding in 1918, and when recie).vershlp came e. .1d
only the 100 qualifying shares, but had contmue@ as a _dlrectm an
member of the execative committee up to the receivership. o At
The fourth large holding was that of the Harkness fami y.h
the time of the receivership E. S. Harkness 1;9_1(} over 102,?9511?(1:::3
: -as not 11
[ k. This was the only large holding which was
Efzfit:; receivership. E. S. Harkness had been a d;ri;ctor t(lJf tthe ﬁ}e
i i ther . director before that.
Paul since 1916, and his brother was 8 ‘ e
i 1i ds. The Harkness ho
. mily also had substantial holdings pf bon' . :
fiil fveieb represented on the board, in addition to E. 5. Harknez:f,
byDSamucI Tisher, his attorney, and by M. N. Buckn.er, cliaerrgan 4§
the board of the New York Trust Company, in which Harkness 1
substantiaily interested. '
Qul'i?hz folloiing were the 13 directors of the St. Paul at the tlge ?f
the receivership: Byram, Geddes, Mason, Armour, _McRober_iig, ar c(i
ness, Wisher, Buckner, McTugh, Griswold, MacNider, Philips, and
C-ro;by Of, these only Harkness, Fisher, and Buckner reprgsedntl(;
substan.tial interests. 'The Smith fa,milly holdings 1'epresfﬁt¢; ! ﬁi
Geddes and Mason, the Rockefeller holdings represented by C;: ;,fc
and Griswold, and the Armour haldings had a_ll been liquidated. M 1
Roberts was l:mg associated with the Armour mt-{lagests. tle'e 3 ns}nclssi
ituti i i i ted had sold most of their ot
institutions with which be is connec i o
iti i i d for years he held only the
1 securities before receivership, an e :
:zzqsirv qualifying shares. Griswold was made & (.IIIECtOI' tofr{;})r?
seﬁththevRockefeﬂer holdings and 100 shares of William Rockefeller's
131 1. C. C.
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stock were placed in his name to qualify him. McHugh was consid-
ered by_ B_uclcner to be a representative of the Rockefeller interests: in
fact William Rockefeller suguested him as a director. He held so‘me
stpck for a short time, but befora receivership had sold out. Mac-
szer, an Jowa banker, who was made a director at Byram’s sugges-
tion, held only a few hundred shares, and only occasionally atte;clcd
meetings. Ex-Governor Philips of Wisconsin was made & director
at Byram’s_; request, and Crosby of the Washburn-Crosby Company
.:aneapo]ts, wes made one at Harkness’ suggestion. The ﬁnanciaf
interests of the last three named were not considered and it is ap-
parent that they exerted no important infiuence in the board.
Appnrent]y vacancies in the board were filled after informal dis-
cussions of the executive committee, and members were selected with-
out regard te the amount of their Loldings in the securities of the
company, but in the belief that they would strengthen the board.
Thu_s the board was a self-perpetuating body. John D. Ryvan, then
pres'ldent of the Anaconda Copz=r Company, and interested in ’water
projects, was asked to become a member of the board in 1909 by
1P\?.'thmn Rockefeller, ostensibly on account of his great familiarity
with the country threugh which the Puget Sound estension was
fibout to operate. William Rockefeller always had a heavy interest
in th_e Anaconda Copper Company and in 1915 and subsequent years
acquired large blocks of stock in the power companies which had con-
t1:a.cts to furnish St. Paul with power to operate its electrified di-
visions. Many of the directors had no special qualifications for the
duti_es of the board and took little or no interest in the company's
affairs. It is significant that during the months immediately prior to
the rer:eivcrship directors like Buckner and Fisher, who represented
& real inlercst in the property, were the most active in trying to find
some way out of the trouble. And it is apparent from the record that
Harkness was the only onc really pressing for a plan which wouid
avert receivership, and had indicated his willingness, if such a plan
could be evolved, to stand back of it in a large way by putting up
cash to pay dissenting bondholders. -

EFFECT OF FREIGHT RATE STRUCTTURE ON THE SITUATICN

The carrier and others attribute the failure of the St. Paal largely
to the freight-rate adjustment in the terrjitory it serves. The 2:11‘«
rier’s traffic representatives state that they huve dore all in their
power to correct low rates, but that the present unfavorable freight-
rate st.ructure is due to conditions beyond their control brotl;ght
ab_out in part by excessive and unreasonable competitior; between
rall earriers snd ipfluenced in part by rates in effect via water ear-
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riers. The western carriers did make several concerted efforts to
obtain general increases in their interstate rates through proceed-
ings before us prior to Federal contrel, but for the most part met
with indifferent success. See Advances in Rales-Western Case, 20
1. C. C.307; 1915 Western Rate Advance Case, 33 1. C. C. 497 llates
on Hay from the Northarest (o Chicago, 25 1. C. C. 0680 1915 Western
Ruate Advance Case-Purt 11, 37 1. C. C. 114; and Western Trunk
Line Rate Inereases, 43 1. C. C. 481. In the three cases last cited
various increases on specific commodities were found justified, In
1917 the western Jines again appealed to us for permission to increase
all their rates, this time by 15 per cent.  Such permission was denied,
excepl as to coal and coke. The Fifteen Per Cent Cuase, 45 L C. C.
303.

During Federal control rates were increased 25 per cent except
thai on certain commodities, including livestock, grain, and lumber,
which constitute a large portion of the St. Pauls traffic, speeific
increases were made which probably averaged less than 25 per cent.
In 1920, following E'w parte 74 the rates of the carriers in the western
group were increased 35 per cent and those in the Mountain-Pacific
eroup 25 per cent, and interterritorial rates were increased 3314 per
cent.  However, soon afterwards we rendered three decisions which
affected the St. Paul materially. Receiver Potter estimates that the
reduction in livestock rates following National Live Stock Shippers
League v. 4., 7. & 8. F. Ry. Co., 63 L. C. C. 107, reduced the net of
the St. Paul approximately $1,400,000 annually; while the decision
in Rates on Grain, Grain Products, and Hay, 64 1. C. C. 83, toolk
$3,400,000 annually from the net. Following this decision a general
reduction of 10 per cent, in all rates not reduced that much in the
two previous cases cited, was made in accordance with our decision in
Reduced Rates, 1922, 68 1. C, C. 678. This reduction, Potter esti-
mates, cost the St. Paul $14,000,000 annually. It is probable that had
the St. Paul continued to realize the full increased revenues author-
ized in Em paerte 74, assuming that the traffic would have held up
under such rates, the company would have been in a fairly comfort-
able position with suflicient credit to finance its maturities and thus
avold receivership,

In Revenues in Western Digtrice, 113 1. C. C. 3, we considered
applications of the carriers in the western district seeking increases
in their freight rates, generally averaging § per cent. We concluded
that so far as the major portion of -the western district was con-
cerned no financiel emergency existed. We found that in that por-
tien the carriers appeared to be both financially and physicaily
sound, but that in the northwestern region and in western trunk-
line territory the revenues of certain of the important carriers had
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not yielded 5.75 per cent upon any rate bases that can reasonably be
adopted in advance of a final determination of present values for
rate-making purposes. We further found that the least favorable
conditions in the district, so far as carriers’ revenues are concerned,
appeared to exist in western trunk-line territory. Those findings
were particularly spplieable to the St. Paul as it is one of the prin-
cipal roads In the northwestern region, with u large mileage in
western trunk-line territory. We sald that the record tended to
show that the rates in western trunk-line territory generally were
on a materially lower level than rates in other scetions of western
territory, including the Southwest. On page 37 we said:

Cavriers in the western district requested a § per cent hovizonfal incresse jn
freight vates, subject to cermin exceptions. Security holiers of the north-
western cavriers requested in addition o 15 per cept horizenctal increase in
freight rates in western trunk-line territory. DBoth requests were based upon
the assumption of an existing Anancial emergency. Xt Ie evident that no such
emergency cxists 1o the western district as a whele,  Furthernore, having
regurd to what has been already said as to the terms of the re-olutlon, con-
cerning the ineqnalities and diseriminations in existing freight rate structures,
we can not find on this record that such an emergency exists in western trunk-
line territory as would warrant us io preseribing a generul pereeithge ncrease
e frelght rates io that tervitory. As we bave already stated, while we have
power to prescribe such changes. we can properly prescribe them only upon
clear evldence of urgent necessity. No such evidence iz nt present before ns.
The petltions of the carriers In western district and of the seeurlty holders
with reference to western trunk-line territory will therefore be denled.

Declaring that it was the right and duty of the carviers to take
the steps necessary to correct improper rate relations as they may be
found to cxist, and to supply revenuc deficiencies by instituting
suitable changes in vates, we held the record open and under it we
are now considering specific proposals of the carriers to incrense
class rates in western trunk-line territory. But in view of the pro-
visions of the Hoch-Smith resolution the earviers were admonished
that-—

the record. bhowever, warrants us in e¢oncluding that in proposing changes in
existing rate structures eithier for purpose of improving ernicgy in western
trunk line territory. or for the purpose of reectifying inequalities in existing
rate structures, carriers should propose no advances In the rates on products
of agriculture, including livestock
except where particular rates needed adjustment to remove incon-
sistencies, or where the product is not affected by depression. This
condition has a serious effect on the St Paul. as its revenue from
agricultural products and livestock uppears to be about 30 per cent
of its total freight revenue, based on some studies of its 1924 traffic.
1t should be said that in proposing increases in rates in the western
district the carriers have in general followed the policy of seeking
131 1.GC.C.
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horizontal percentage increases in all freight rates, without under-
taking to differentiate between the various portions of that very
extensive territory or between the various commodities, The diffi-
cuities encountered by the commission in connection with such cases
were very clearly manifested in Revenues in Western District, supra.
The record failed to justify any increase in revenue in certain por-
tions of the western district, and even in the northwestern region
and western trunik-line territory no emergency was shown justifying
an incredse in the rates on all commodities. Apparently the resort
te the comparatively crude expedient of a horizontal rate increase
has been due in large part to the competition of the carriers and to
the fact that the shippers of many important commodities are lo-
cated at competitive points where they have the opportunity, if
they so desire, to penalize particular carriers in the routing of
trafic. Under such circumstances each carrier is reluctant to make
the first move toward an increase. Within the past three years
rather substantial increases in class rates and some commodity rates
have been made in western irunk-line territory as a result of /ndiana
Public Service Commission v. A, 1. & S. F. Ry. Co., 88 1. C. C. 709,
and Fargo Commercial Club v. A. & W. By. Co., 98 1. C. C. 691; but
these inereases followed complaints of nndue prejudice by shippers,
and no initiative upon the part of the carriers was responsible for
them.

Other conditions affecting the St. Paul, such as increased wages,
taxes, cost of supplies, restriction of immigration, Panama Canal
competition, and lack of buying power of the farmers need not here
be discussed as it does not appear that the St. Paul was more severely
affected by such conditions than other roads in the Northwest. These
conditions have been reviewed by us in several of the rate cases cited
nbove, particularly since 1920. Its passenger traffic has not declined
as much as that of some of its competitors, but nevertheless the
loss has been severe. The passenger revenue in"1924 was $9,266,000
less than in 1920. This decline was accompanied by only a slight
decrease in passenger-train miles.

ELECTRIFICATION

Three divisions of the Puget Sound extension ere electrified, as
follows:

|Electric operation

Drivision Botwegn— " commanced Mileagn
|
ocky Monntalo__ _| Darlewten und eer Lodge, Mont. ..t April, 1916...... 2
it{issgula‘_ _| Ieer Lodge and Avery, ldaho__ ; November, 1916_ 212
Coastornan-- .i Ouhelle and Tacomna, YWash. . .. [ O | I 210
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The first two divisions adjoin each other. The Missoula and Coast
divisions are separated by the Idaho division which has not yet been
electrified. The Federal court rccently authorized the receivers to
proceed with the electrification of the Coast division into Seatlle
from Black River Junction, Wash., a distance of 10 miles, and it is
our understanding that the work has been completed.

The direct-current, overhead-trolley type of electrification is used.
Current is purchased by the railway at taps in its high-tension lines,
transmitted to substations, which are spaced about 30 miles apart,
where it 15 stepped down from three-phase alternating current at
100,000 volts to a working voltage of 2300, and thence converted
through motor generators to direct current at 3,000 volts for distri-
bution on the trolley, The motors of the locomotives arc so con-
structed as to act as genecrators when descending grades, thus return-
ing current to line and controlling the speed of trains to a consid-
erable extent without the usual braking, which removes some of the
difficulties of mountain operations. The three electrified divisions
take the line over five distinct mountain ranges, viz, Belt, Rocky,
Bitter Root, Saddle, and Cascade.

This was the first great electrification of a steam railroad and has
attracted wide attention. There is considerable evidence in the record
on the subject due to that fact, and also due to the relation of Jehn D.
Ryan and others with the railroad, the power companies, and the
copper companies interested in the subject.

As before stated, Ryan became a director of the St. Paul in 1909
upon the request of William Rockefeller, who for many years had a
large interest in the Anaconda Mining Company and was a director
of that company during the St. Paul’s electrification. When Ryan
became a director e was president of the copper company, which had
extensive interests in Montana, and he was also interested in water
power. He and his associates had acquired control of the Great
Falls Water Power & Town Site Company from the Iill interests
and water power was being developed at Great Falls, Mont., when he
became s director.

Ryan frankly admitted that when he became a director he was
interested in railroad electrification from two standpoints: (a) As
one of the important new uses for copper; and (3) in securing an
outlet for the great undeveloped water power controlled by him and
his associates, Throughout the negotiations leading up to the pover
contracts subsequently referred to he states that he felt that his inter-
ests in power and copper were such that he onght not to be an active
party representing the railroad in the negotiations, but he has always
thought that electrification of the Sc. Paul was a good thing for the

1311.C.C.

OHICAGO, MILWAUREE & ST. PAUL INVESTIGATION 639

railroad. He says there was never any doubt as to the capacity in
which he was acting. Everyone knew he was acting for the power
producers, and he was very careful not to take part in the discussions
in the board as to electrification, and in fact avoided meetings with
the board when the question was to come up. In framing the con-
tracts he was the active negotiator for the power companies and
Earling, then president, and Goodnow, his rssistant, represented the
railroad. Ryan depended principally upon the railroad officials to
protect the carrier's interests. '

As early as 1906 electric supply companies had made reports with
respect to electrifying the Butte, Anaconda & Pacific Railway, a
short line controlled by the Anaconda Copper Company, engaged
principally in hauling ore from Butte to Anaconda, a distance of
about 25 miles. For many years the St. Paul owned 49 per cent of
the stock of this road but sold it to the Anaconda Company shortly
before the receivership. Operation of this road by electricity com-
menced in May, 1913. The work was done by the General Electric
Company under an absolute guaranty of performance. Io the mean-
time that company made various studies and investigations with
regard to electrification of the St. Paul.

There are three different contracts for power furnished to the three
electrified divisions as follows:

l Dhats of oon- [Length oF

Divlzion IFower rompany | tract conlras
R Ymrw
Jountain _..| Oreat Falls Poseer Co.b e maamaaaaaas Moy, 25,101
f{r&(gﬂ}; .| Thempsan Falls Power Codoo oo .. .| Feb. 33,1913 g
CORSt o imnammmmmm e | ntermountain POWEr 00 - v cvvmeeansammmnnnsannaf Mar 13,1907

1 The capital stock of ihese companles, except directors’ quallfying shares, 1s ownid by the Montana
FPower Conpany. X

The Montana Power Company is s New Jersey corporation char-
tered on December 12, 1912, and was the result of the merger of
several companies. On February 13, 1913, it acquired control by
exchange of stock of the Great Falls Power Company and the
'J.‘homp_son TFalls Power Company, Montana corporations, chartered
on May 25, 1910, and November 12, 1912, respectively.

Since the contract was made with the Great Falls Power Company
that company has greatly increased its capacity, but this increase was
not due entirely to the requirements of the St. Paul. During the
10-year period of 1916-1923, the latter took a little over 10 per cent
of all the power delivered by the Great Falls Company. A .large
part of the power generated is taken by the Anaconda Mining
Company.
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Fa’ﬁ:e ’i‘&h]c:lr:;ﬂsozn tiﬁ‘alslst II’)ower Company hss a plant at Thompson
. gh the St. Paul never has taken over 50
power generated, nevertheless the . e primarite
, ‘the plant was constructed prim; il
f{f)rt}t]hespurpOSe of furnishing power to operate the Missouhf [;{ilr;;lo}’
° A e St. Paul under the contract of February 11, 1913 e
te St. Paul once controlled the Thompson Falls power site

f'e;]uest he acquired and sold at cost to the St. Paul the other half
;zlt:;est, thg.total cost to Fhe railroad being about %300.000 S;Il
had—,t;llzc%;olng to I;s“t&stlmony, Barling suggested that Ry;m buy
el mpson Falls site and niso talse 8 8i i
River and oy 1ol 50 take over a site on the Missonla
ract for furnishing pow i
soula division as Rarlin convineed. thog. e, e Mis-
& had become convinced f| i
: ; . wt the railw
u(:::‘lld‘ rz}(:t c_?melop 1ts_ OWD power as cheaply as it could be pur’chzz;zg
T;x ¢ contract with the Great Falls Power Company
1ora eRlecnrds of the power toinpanies show that on N;:;vember 25
o ;I‘hgr;:x;)sg;ar];azh fo:'mla;?_cceptance of a proposition te talke m'er3
S and Misseula River power sites fr
; 2 om
tl;;aué?tlzj price .eqn_al to double the amount which the rights hzl:Te Stt;
: &5 .d aul, “'-'ltl‘f interest at 5 per cent per annum sincg the mi]\COS
Fif[‘:zfe- the tliles. Fhese properties were turned over to R\‘-'anviy
o, Puty 11, 1J13,{ and on the same date ¢he contract betwee tln
R: ,1111.1 and the Thompson IFalls Posver Company was ete;:nt c]l‘E
Ot:;:;n § inlerests t%lus acquired from the St. Paul, together wi‘th .:J(e .
Fau; f)r(:vpcrtg of no consequence, were conveyed t{;) the Thom J::;—'
R 030 er -O—mpany on February 12, 1913, for which he receli);ed
im’med" \ lpar \;:Iue of stock of the Thompson Falls Company, and
late:y excnanged that stock § o
Montos &3¢ Coe or an equal amount of stock of the
OveTrh;s}rge;:({})I{‘}% 1;1dicates that Ryan gnd hig associates did not expend
over 39 p,ar W;):e t.he lzrolgi)er;y for which they received $5.000 000
mir I stack of the Montana Power Co 7
_ m .
gr;nc;pal thing that gave value to the stock of the Thonﬁj&‘fgl FT!I;e
MOL:Fanwaas s contract with the St Paul. The stock of {:hs
. di;li?;;ndzw{fr Csfnpany }given to Ryan did net become entit[ec‘;
» ecording to the agreement, until 1914
_ Ing when -
gicagae intf”md‘to dividends after power’had been f,urnishegnsohtallf
dj,;idenl:ig O?Ir $1X months, and the othey half became entitled t]::
o cond te year later, In the meantime the stock had been held
ﬂ-{; ! g trustees. Ryan stated that the stock paid to him for
ompson Falls stock was worth when received about $19 per
1B1LC.C.
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share, as at that time the market price of the Montana Power stock
was aboul $37. Inasmuch as the stock issued to Ryan and his asso-
ciates was pot to receive dividends except under the provisions out-
lined above, it was of course not worth the market price of the stock
receiving dividends. The Montara Power stock has since sold on
the New York Stock Exchange as high as $114 per share. It is ob-
vious that this transaction has been of great profit to Ryan and his
associntes. In return for an investment of less than $1,000,000 they
received $5,000,000 par value in stock of what has since become one
of the strongest power companics in the country. Ryan and his
family have held large blocks of stock in the company and have
received dividends of over $1,600,000 since 1913, the great bulk of
which was received after 1917, when the stock he received in the
Thompson Falls deal started to receive dividends. With the ex-
ception of Ryan, the stock records of the Montana Power Company
indicate that no director, trustee, or officer, of the 3t. Paul, the Chi-
cago, Milwaukee & Puget Sound, or the Milwaukee Land Company
has ever received, directly or indirectly, any portion of the $3,000,000
block of Montana Power stock referred to. As stated befere, the
principal element of vulue in the Thompson Falls project which
Ryan turned over to the Montana Power Company was the 99-year
contract of the St. Paul with the Thompson Falls Power Company
which was excented at the same time that the railway turned its
rights over to Ryan, because as Ryan says the vailway was obligated
to pay for enough power to warrant development of the site. The
St. Paul continues to be the principal customer of that company, its
payments under the contract being aboul 40 per cent of the total
revenue of the power company. )

At the time of the contract of November 23, 1912. Ryan and his
associates controlled a half interest in the Great Falls Power Com-
pany. This interest was turned over to the Montana Power Com-
pany on February 11, 1913, in return for $5,000,000 preferred and
$17,500.000 common stock of the Montana Power Company, divi-
dends not to be payable until the St. Paul started to pay for power
under the contract. Here apgain a Jarge element of value to the
interests of Ryan and his associates was the coniract negotiated by
Rvan with the St. Paul. At the time of the hearings in this pro-
ceeding the preferred stock of the Montana Power Company was
paying 7 per cent dividends and the common 5 per cent.

Goodnow and Earling, who handled those matters on behalf of the
reilroad, died before the receivership, and we are without the bene-
fit of their versions of these matters. Ryan admits that he always
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l']E]SiStEd that the railway company could not

sites and furnish itself with power economic
d(.ames ever qrging Earling to sell the St. Puul power sites to him, but
his recollection is that Earling forced him to buy the sites in re,tur

for & contract similar to the Great Falls contract. But we find in t1 ;
St. Panl’s correspondence files a letter from Goodnow to Earli :f‘
dated November 24, 1911, reading in part as follows: e

)OI'am qulte sure he [tyun] is very anxious to harve the Thompsen Fulls
power. 1 think you have one strong argument which I could not use, that

develop its own power
ally. Nevertheless, he

Ryan remarks as to this that Goodnow
ever had anything to do with.”
times for the sole interest of th

was the hardest trader I
Undoubtedly he was working at all
‘ E e railroad, but as he was not in g
dominant position his views did not prevail at all times. In fact
we gather from I_{yan’s testimony that Earling was much more rea-
sonable to deal with than was Goodnow,

The cost of electrifying the two sections was as follows:

M
Tota cost | Cost per 'im .
mile
moliwr
Hnr?iwégnm very (438 mlles):
xod properly. ... __.___
37 lowomotives ST o i s
agah.. T P PO eell| 3105, 050
Othelle-Tacoma (210 fpffes); ™77 7T s e 681, 7 )

Flzaed property....

# locometires... 11T e I:fﬁf% B s T
. . .- L A90 [ 148, 610
Total.___.____.
......................................... | ¥ O
4 Total cost of electrifeation. ... 22, 990, 254 l

-_— @

Ot]}flt l\lw]l be noted that the cost of electrifying the section between
t ti‘ 0 and Tacoma was Dearly the same as the cost of electrifying
[ ¢ line between Harlowton and Avery, although the mileage waz
hc-:isshtha}) haéf.. The former work was done durine the period of
gl prices, being completed early in 1926, whj ¥
o 1&16_ Y I 1920, while the latter was com.
Of the total cost of electrification oy
: er $4,000,000 was for copper
purchased from the United Metals Selling Company, the seﬁ})neé
ag’ei‘r}lley of the Anaconda C_opper Company, both headed by Ryan.
P ¢ power contracts with the two subsidiaries of the Montana
ower Company are practically the same, except that in the cage
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of the Thompson Falls contract the railroad has 2 right to take
over and operate the project as against a mortgagee, ete.

Under the contracts the railway purchases power for $0.00536 per
kilowatt-hour, but with the limitation that the minimum payment
shall be for 80 per cent of the number of kilowatt-hours which would
have been taken if the fixed amount of power, which from time to
time the railway company js obligated to receive, and the power com-
pany to furpish, had been taken continuously. This fixed amount of
power was 10,000 kilowatts for each of the two electrified divisions,
and it has been increased from time to time under the provisions of
the contract, as amended December 30, 1922, until in 1925 it was
16,000 kilowatts for each division. The traffic and kilowatt-hour
copsumption have fallen off to such an extent that the minimum pro-
visions in the contracts have served to considerably increase the net
rate per kilowatt-hour which the railway has paid for the engrgy
actually received as shown below. It was not until 1917 that the
power companies insisted on payments according to the minimum
provisions of the contracts, and these proved so burdensome that
negotiations were opened for modification of the requirements that
the St. Paul continue to increase the minimum payments. The
amendments of December 80, 1922, resulted. 'Thereby the highest
minimum of 18,000 kilowatts was to be reached in 1927. The rail-
road can take a maximum of 28,000 kilowatts.

i i {
1
. . - Cosk per | Tratfic - Kw s,
Porlod ];“"hr:{j k‘l{lr;;? T°f§£,§'ﬁ’ kw.-hr. ' miles (000 per 1,000
eonsumy it congumed, owiited) - {on-miles
Hoeky donolnin aiyision, | ] |
Harlowilnn to Doer Ludge: ! i Crnty
Year 1916 . - SUOSA2 ML 1 B TSN, 000 | $320, 195,17 i 538 845, 000 &8
Yoear 1217, £, LU - S L 300,897, 24 - C63G 1, 380000 &t
Year 1918, ’ D0 an, iy, BRY AL, 43, 78 . B3 1, 422, 000 47
Yeur 1019. £, ] |' 77, M6, 177 391313 11 BT L), w2 D00 48
Year 1020, 64, 125, 000 75, b6E, 1G9 422 733 3% . 557 1. 450, 000 L
Year 1921 42, 716000 | 65,072, 000 333, 005 D3 .78l 931, 000 1]
Year 1922, A1, 672,530 0 83,072,000 344, 065 93 - 1, 035, 100 47
Year 1023, 54, 243, 902 T3, 5. DG B, 410, 27 i 1, 160, 000 417
Year 1924 ... .. ... §1, 506, 41 79,066, 000 © 423, 740. 14 .EE 1, 047, 000 7
Missquls  division, - Deer
Lodge to Avery:
Year 1916, 4, R02, 198 4, %02, 153 25, 639 75 - 536 793. (00 6l
Yepr 1917 X2, 014, (25 52, D)4, B2 L8793 39 830 1,283, 000 40
Yenr 1015, 53, 783, AU9 &8, T3, 602 314, 910 3 ) 1, 837, 000 44
Year (059, ia 03, |57, 00D BAL2EG, 195 0 339,214 01 . 836 1, 402, 000 15
Year 1920 .- 5 374,000 5 67280, 572 360, 163 OF . BO7 1, 300, 000 14
Year |921 41, 420,000 ¢ 43,007 000 . 33%, 065 93 LEIR &78. 000 47
Yewr 1622 43, 149, 926 /3,072, (KD T B3N, 00 93 -T2 1, 022, oo 47
Year 1423, 48, 867,530 | 73, 5%, 000 | 304, 420,27 JBOT 1,088, 000 45
Your 984, ... .. 15, 181,625 79050, 000 0 423,740 16 SRS 1,032 00 4
Copst division, Gibello Lo F
Tarcoma:
Yoar 1910, ..o eemi s 4, 468, 073 M, 001, 232 75, 1k} 10 IR+ O N AR,
Year 10_.. I 37, 204, 000 56,749,089 1 804,077 02 .Bl& 60, 674 54
Yenr 1921 L 34,058, 000 B3, 074 (400 © 334, 0RS, 83 L2 4, 238 5
Yoar 14 37,935, 141 Al U732, TN} 338, 06, B3 L5802 a4, 10 5
Year 1923. - 19, 484, 311 63,000, 000 ¢ 338085 O3 (B8 740, 405 B3
Newr 1024l H 34,845,182 . 63,44, 800 | 338, 002, 34 LT3 691,470 50
1 i
w1 LG C
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The following table shows the monthly load factors for 1923 and
1924, with 14,000 and 15,000 kilowatt fixed power, respectively:

\ .
Roeky | prpconia Boeky | aizaguia
Month Mountain b Mlssoula Month Mountiln Ssan
division diyislon divlsion divlsion
|
Y ear 19323 | YWear 1924:
JANUAFF . vaaans 49 45 LT TV 37 a3
Fobruary... &0 10 February . .ocvceeees 43 33
Marell...... 49 44 Ty . 45 36
April 0 44 - April 33 36
hiny. 45 42 |5 Y 35 a
June..... 42 4 JUBS e a5 3
July. ... 43 n July.. a3, A
Aupgusl. ... .- 42 38 Avgnst 35 ; 33
September.. = 42 28 Septernbar. 42 | ]
Qetober 4 3 October.__ . 44 a3
November.. . ae 3 November. .. ooveaeos o, 35
December ... .ouenes 37 a2 | Decomber....ovvenes 44 ] ar

It will be observed that in no month did the load factor ever ap-
pro¥eh the 60 per cent load factor named in the contracts and in
fact during many wmonths it was more nearly half that, the result
being that the unit price per kilowatt-hour consumed was forced
up to 0.727 cent in 1923 and 0.818 cent in 1924 on the Rocky Moun-
tain division; and 0.807 and 0.939 cent in 1923 and 1924, respectively,
on the Missoula division,

Under the contracts as modified covering the three divisions, the
St. Paul paid during the years 1921 to 1924, inclusive, at least
$1,500,00 for power which it was unable to use.

An electrical engineer connected with the Federal Power Com-
mission eriticized these contracts, prineipally on the ground that the
provision with respect to the G0 per cent load factor, that is, an aver-
age kilowatt demand throughout the month of 60 per cent of fixed
power available, is unreasonable because (1) the purpose of a mini-
mum charge is, in general, to protect the power company azainst
abnormally low uce of the power which it stands in readiness to
serve and it is not intended that the minimum charge represents the
ordinary use of the power available; (2) actual eperating condi-
tions show that a 60 per cent use can be attained only rarely, and
that for a large percentage of the time power is being paid for
which can net be used; (3) this high load factor makes necessary a
balancing of the cost of additional fixed power against the cost of
train delays due to the operation of a limiting device which was
installed in an attempt to get the most use out of the power. Under
another provision of the contracts if over 80 per cent use is attained
one year, that automatically fixes the minimum for the next year.
Thus the railroad must pay for 60 per cent of the fixed power, and
it is held down to o 60 per cent use by the obligation to take addi-
tional fixed power when an annual load factor of better than 60 per
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cent is obtained. This leaves the railread practically always 1n the
position of having to pay for power which it does not use.

He also testified that it is not agreed that 0.536 cent per kilowatt-
hour on a 60 per cent minimum-use basis is such a favorable price
for power as to warrant the contracting of it for 99 years. This
price represents an annual income of $26.17 per Lilowatt of fixed
power, or $21.18 per horsepower. In other words, the power comn-
panies are under a 99-year guaranty of $21.13 per horsepower.

There are vast undeveloped water-power resources within 200 miles
of the St. Paul in the States of Washington, Idaho, and Montana,
and this engineer states that reliable estimates of the cost of develop-
ment, including transmission lines, make it appear that power could
be supplied by the railroad for its lines, for at least the price it is
now payinz. These estimates, however, appear to be based on the
assumption that the railroad could build plants for just the capacity
needed and could be expanded at the same cost per kilowatt as the
power requirements increased. The power companies question his
conclusion on the basis of what-it would cost to develop two com-
plete projects at Great Ifalls and Thempson Falls which would
generate more than encugh power to supply the railroad. TIn con-
sideration of this question the railroad officials seem always to have
assumed that it would not be able to sell its excess power to others.

With regard to the unusual length of term of the contracts, we
are again handicapped by the death of those who negotiated them
for the railroad. Tyan testified that he insisted on a 30-year contraet,
as some bonds of the power company would mature within that
period. He says that at first IBarling agveed to that but later insisted
on 100-year contracts. Ryan believes that at that time E. W. Me-
Kenna, operating vice president of the St. Paul, was responsible
for this. We find in the files of the St. Paul a letter from Goodnow
with reference to one of the contracts wherein he said: “ I purposely
left the term of this contract blank. because I believed that we ought
not to enter into a contract covering a period of more than 30 or
40 years.” Recent contracts made by the Xllinois Central and Great
Northern covering their electrification projects have been for much
shorter periods.

Another unfair feature of these contracts is that two separate
contracts covering adjoining divisions, viz, Rocky Mountain and
Missoula, cover one continuous stretch of line from Harlowton to
Avery. Both contracts were negotiated at the same time, prac-
tically concurrently, by Byan, and the interests in the power com-
panies held by Ryan and bis associates were turned over to the
Montana Power Company at about the same time. Shortly after the
contracts were signed Goodnow made strenuous efforts to have themn

1ML CQ
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consolidated. The operation of both divisions under one contract
and one minimum wonld result in a reduction of the combined peak
demand and better load factors.

The making of these separate contracts of course added measurably
to the value of the Ryan holdings in the companies making them.
We find a letter in the files of the St. Paul written by Goodnow to
Ryan, dated May 29, 1914, strongly insisting that the two contracts
should be treated as one, pointing outl how unfair to the St. Paul it
would be to treat them separately. On the letter thers is this

notation :

This letter was not sent because President Barling toid me that he and Mr.
P. A. Rockefeller had seen Mr. Ryan and fhat he had agreed to combioe the
contracts. and to glve vs power for the Nrst year in such quantitles as required ;
that he would see to it that Mr. Mareney and Mr. Kelly onderstood that the
contracts were to be adjusted Lo meel the inferests of both parties.

When that was called to Ryan’s attention he categorically denied
having made any such agreement. As g matter of fact the con-
tracts were combined during the first year of electrical operation.
But as Ryan’s sole interest was to make the business profitable for
the power companies the confracts have never since been combined.
In trying to justify this Ryan seems to give the impression that the
Great Falls contract was all closed up before any negotiations as
to Thompson Falls took place. DBut while the negotiations as to the
Great Falls contract probably started first, the two contracts ob-
viously were pending at the same time. They are practically identi-
cal in terms, and were signed within a few months of cach other. As
a praclical matter the power for operating the two divisions may
come from any of the various plants of the Montana Power Com-
pany or its subsidiaries, whieh include the Great Ifalls Power Com-
pany and the Thompson Falls Power Company, all of whose stock
it owns.

The contract for furpishing power to operate the Coast division
{Othello to Tacoma and Seattle) is with the Intermountain Power
Company and is dated BMarch 13, 1917, Its term is 88 years. Ryan
was also interested in that contract. About 1918 he learned that the
Washington Water Power Company had a surplus of power which
was being developed at its Long Lake plant in the vieinity of
Spokane. At that time the Anaconda Company was becoming inter-
ested in electrolytic zinc, which requires a low-priced power. The
Coeur d’Alene district of Idaho was becoming an important zinec-
producing district. Subsequently Ryan and other officials of the
Montana Power Company and Anaconda Mining Company secured

a contract with the Washingtor Company for 30,000 horsepower, -

10,000 to be bought firm with options on blocks of 5,000 horsepower
1311.C.C.
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for either 25'01- 99 years as they might elect, at $10 per horsepower
Fer y;ar, which was a low rate. Vice President Kerr of the Mon-
ana Power Company, who participated in the transaction says that
when they secured this power they had ao definite jdea 5:3 to what
wus to _be done with it. Before the contract was actually m d
hegotiations were started with the St. Paul officials, Ryan 2! t'g 5
ﬂ}at el'ther Earling or Goodnow started them as a f.:ontl?;ct' fzi lfue-]l
oil which was used on the Coast division was ;to expire within o eac'
or t“-'o,.and the best terms for fuel oil which they could secure \}; :
much hlghf:r than they were paying. The upshot of the matter '.\?;?
tl}at the _rallway company agieed to another contract with Rvan g 5
his associates, \thﬂ formed the Intermountain Power C-Ompan}' Tl?i
company was mcorporated on October 30, 1916. The price}f-or th:
power was tl_le same as nnder the Montana contracts, Not until the
egreement with the St Paul was reached did those who afterward
organized the Intermountain Power Company take up in more cﬂlL*ﬁS
nite forin the possibility of providing power which might be re‘(cylci
to the_ St. Paul, and that resnlted in the definite agrecment witl t}t]
Washington Water Power Company for $10 power e
. T_he contract of March 18, 1917, modified Marcl{ 14, 1921, is ve
similar to the other two contracts, The railroad ajﬂreed’to tall;y
10,000 kilowatts with a GO per cent load factor. 'Fhe fo]lowin:

monthly load factors vepresent the use of 12 low
during 1993 and 1994 : of 12,000 kilowatt ﬁxcd'pgwﬂ.

-—
Mooth 1023 ’ 1924 ” Monlh 1923 , 1924
—_— ———
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March.... . 43 ! 36 || September. _ 1TTTTTTT T x a
el N 48 | ber, . 1. % 3t
e o — . ;g 33 )| November.... [ g;
............... 31 ,n] Dscgmber o J a3

| !
e ——
—_—

It will be noted that with such Joad £ ] i
actors the rail 'l
for about twice as much power ag it uses. road 1o paying
Th(? following table shows the list of principal consumers of the
Washington Company in 1925, their consumption in kilowatt-hours
2

amount paid ¢ .
S1L O.po‘ld herefor, and the average cost per kilowatt-hour:
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Avg
Consumy- | Amount pald | cost por
Copsumer Lion kw. beg. ) ey Ef
! 9, 966, 445 | $418,080,00 | $0. 01046
‘e . {Lind, Wash,, seel ). .o ..o 88, k0,00 -Qi0i6
%ﬁf,iﬁﬁ f’m; g i’?ﬁﬁf gg ELewiston. TAal, BEEL) v e oan e s g, g:;\g' ??,2 3?' ?52 o g
Hoaowin Smﬁiﬁoww Co"""""":'_ff','_:f'. U e ggg ]I-é, gg?;é 382%2
Brokor 1l & Subivan M & G o Trine) s DI e | kel s
Bunker Bill & Sullivan M, & C. Co, {smehter . 3; et T R
Interaational Portland Cemen) o .. g g %, 215 54 gyt
Northwegt Magnesite Co_. . 5 o = et oy
Mopdern Eleciric Waler Co. . gty ¥ - Dot
Bpokang L!unedRRaI{Jwérs. - T {: iy 022 E;- g;% ég gg?&?g
Injan. . B =y :
Spokgnfggtr:m By, & Power Co 1';’: gg& go e .
e R i liyardl Sho07 - N T 21, 356, 47 ~01120
Great Norihera Ry, Co. (H nlgard shop) el i e a . :
Pt}&“ Soun?é,awer & Light L0 e - - [ 210083 | 18, 38, 12 . 0088
Ronlya Fuel Co | po
eeeead 181,994, 82] !-1 244, 855. 58 .
Tomsls °5°'ﬁ‘}“‘ C.. M. &8t P"""'""'""'ZIZZZZ_ZZ-., 3708, 424 | 834 065,93 . 00906
L& 8t P, e i eimm e mcm s m e :
S o I 219, 312, 045 | 1oszozi.5t . 00767
Qrend LolRlE. .o e e cnm— e ]

For the period July 1, 1922, to Dece,mber :31, 1‘929, thgj St. 0]'51’]31?;
contributed approximately 9 per cent of the W ashn_lgtc.»n omp -ti}‘;n
gross revenues from the sule of light and power, _whllelits gropm o
of the power taken by all customers was approximate yfl‘tper ce i{;

As the Intermountain did not develpp any power o 1 é owr:m
contracted with the Puget Sound Traction Light & Powert (;).m};_o g‘
to furnish 10,000 kilowatts at the western end o_f t_he Cf)as thl :305£
The Intermountain built 122.79 miles of‘ tmnsrmsmgn l_1lrllebs at a cost
of about $700,000 in order to serve the St. Paul. It wi elre{;a tﬁe
that Ryan’s supposed interest in the cheaP surpl_usi powtelu or e
Washington Compuny was with respect to its posmb‘e 111)13 1; u Sgthe
uses. However, nothing ever came ofCthat and the St. Paul wa

r of the Intermountain Company.

onghzgftir:: also entered into on March 13, 1917, an agrl';eet‘mfant b:,e
tween the Intermountain Company and the St. P_al;:l_WIt jker ef‘ento
to power to be furnished in case the Idaho dwmpn (t\eltythc
QOthello) was electrified. ‘To obtain the bene.ﬁtg of thlls‘a c;m rlactrhty
railroad was (o notify the power company of its desive g shecmad
cn or before September 1, 1918. Federal control came an el o
was Dot in & position to do the ?vork and the direc.t.olll" gep.;:rz; i
not further it. The Intermountain refused to grant t eurmuwog o
extension beyond September 1, 1819, but 0¢EI‘Bd to 53 ai s
assets to the St. Paul for actual cas.h outlays it had ma 0((3} P ;T thin
cent. The total would have been in excess of $1,000,000. Nothing

that. .
wa(s)rilol?fzfcl;? ultfi, 1621, a so-called opticn contract was enf_ered m::g
between the St. Paul and the Intermount?m f}:)r pcw.vert to ()_Il)erato
the Idaho division and simultaneously a “use” contract similar

: ivisi itered into, but the rail-
the one covering the Coast division was ente ) 513.0.0,
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road was to notify the power company of the desire to electrify on
or before October 1, 1925. This was later extended to October 1,
1926. During the operation of this “option ” contraet from Qcto-
ber 1, 1921, to September 30, 1923, inclusive, the railroad paid a net
amount of $375,269.87, although it was not in a position to use the
power in question. Pavments under the contract wers suspendled
on the latter date.

The Tast of the carrier's contracts with the Intermountain was
signed on March 14, 1921. On June 30, 1922, all of the stock of the
Intermountain was sold to the Washington Company, under an
agreement dated April 18, 19922, Up to that time the former had
paid no dividends. In fact, as the St. Paul did not take any power
under its contract unti} late in 1919 the Intermountain showed defi-
cits in 1919 and 1920 on account of the payments it was making.
It had $745,400 capital stock outstanding and had something over
$700,000 invested in transmission lines. Yet the consideration agreed
upon was $1,900,000, $501,600 in cash ang $798400 in stock of the
Washington Company. If the gross receipts of the Intermountain
for any 12-month period up to and mncluding December 31, 1939,
exceeded a certain amount, $600,000 in stock or cash additional was
to be paid. Up to December 31, 1925, no part of this amount had
been paid. During the vears 1992 to 1925, inclusive, dividends of
8 per cent per annum were paid on the stock so exchanged. Of the
cash received, $30 per share was paid to the stockholders and $127,3060
was reserved to pay some indebtedness of the company. Of the
7,454 shares of Intermountain, Ryan held 1,500 shares and received
1,608 shares of the Washington Company.

In the Washington Company’s annual report to itg stockholders

for 1922, the following comment was made on the purchase of the
Intermountain :

The purchase of the company brought to the Washington Water Power Com-
bany useful physical assets, and contracts of considerable Importance in connee-
tlon with the Chicago, Milwankep & 8t. Panl Railway Company’s present agnd
future electrification,

It is obvious that those contracts were the elements which gave
such a high value to the stock of the Intermountain,

There does not appear to have been uny good reason for interjecting
the Intermountain into this situation. The only purpese it has
served has been as a vehicle for profits to Ryun and his associates,
The railway was prospectively a heavy. user of power; the surplus
power of the Washington Company was or should have been known
to St. Paul officials. It was known to Ryan, who was 2 member of
the board of directors and of the executive committee, and as a result

the railway should have been in & position to secure power just as
11.¢.c.
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casonably as did Ryap. Likewise the rui_lroad ‘coulld ha ve fzonflrrs:tc;;zj
;o ‘ ower on the west end on the same basis as did the Irx;:elnrdn:umim[mL
12 stated before, William Rockefellel_-, long one. o.f the : ::'les o
men in St. Paunl affairs, was interesﬁ.d 1;511%5:{;:\21;;?[1&(1 s ane
a Copper Company. kLS , Y, :
tl%i5ﬁ?i??§t?1er bo?i;ht about 20,000 sharves of }-'[u?tanzlifgir Sit;:ii{_
and later bought several thousand .shar_'es of Interm e o nd
William Rockefeller was also heavily interested in the e e
Mining Company and was o d%rector of that c}(:mpany o
when the St. Paul’s electrification was llndertat lfsln, - considorable
As bearing on the fairness of the contracts e;e ; RN
evidence of Tecord comparing the‘c'ost of power fur he 1’1 for in
stance, to the Rocky Mountain diwf‘;lo.ri antdo viﬁzzeltrgzz:}lﬂy :xecuted
i tracts sirmlar _
‘l;nd;fet.}[]ﬁigg?; aéle?:il:r(;f ;2: its Chicago suburban electriﬁcaction ii;(i
b)}?r the Great Northern with the Washf%ngton ;’ggt(;; iizv{ii Wec;rspwé,
1 " gver
A \;f Eiopgifid’sz;trll\%gi?onTﬁe v?arious contracts discusset_i of
2:§§i}§e;re zo (‘fiﬁerent thzlt it is difficult to re-ach a fa&r cdoglsta:;sr?:;
he many modifications, assumptions, and ACUSUE® © =
?ﬁzilll::d?f Itfhfhe coriparisons disc'i)?ls‘i antyﬂ;:lr;i ilsiilxzrg}g.z tt:(l)xeu;lés:ge
ig its inabality to
Va“t&g?t ?f I;’(l:jngiopl?g flf)r%t It is pay};{ng for enongh power to move
o er 11211: ¢ amount of additional traffic. If it had the trafﬁc,l tl?e
zozigcts t%ould compare favorably with those of the Great Northern
an%}};lg?lltia,(ég: iﬁfﬁh the subsidiaries of the Montana Poswer ?10;:;
any CcOMpATe favorably with the contracts these c-:)rn])zalgle;1 o
?vitlf other large users, particularly the Anacondg Coppe'ar ;Hzer 3;1
{n 1925 this company tool over 80 per cent of Lh(%po“frcjmpany'
by plants owned or controlled by the. Montana Gowe; Jompany.
Moreover, about half of this consumPt1on wassﬂit Prﬁs;, o no,t lose
to the large power houses at that Pomt. Th.e t‘.. z;mtted ot tuke
more than 10 per cent. Much of its power 1s irans
B mll'est;ad by Ryan, the first contract was given cqnsi_derable pub-
i %Ls g ujc:h as ii was necessary to securc pPermission from the
s mﬂ(:ism ament to build transmission lines across thg Govern-
gy doverThe permit of the Secretary of the_Intenor, dated
?:gflalrz'n ﬁs- 1918, which set forth the termi ofs thlts c(ér_ltrtz;ct;; c\;jg
i , ot : order of the Senate, Dixty-
prmte-d : St;if;bsl.;zsi?umﬁ;tbgms a permit to cross pul?llc land?
Sr?ggishé conditions therein stated and nothing more. This can no

. : ier's Lrief: “ The govern-
be held to ]'ustnfy the statement 1 the carrier’s 0.0
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ment of the United States quite formally endorsed the benefits to the
railway company and to the public through the railway company of
the 1912 power contract.”

The carrier introduced an exhibit to show the savings resulting
from electrical operation. These are set forth below:

Harlowton to Avery Othello to Tacoma

All glecteified seotiona

v Vohmme af %
\-glumc Of‘tl‘ﬂf- Net savings | traffie gross- |Net savings V’olur;ue of Lraf [agey savhogs
fig prosz-tem . . ? f1& Proag-Lon ;
! by olectrele tom miles, | by cleetrd- : ; by electri-
E:}oshh;glr:fl:zbr cation freight and fication amnges',é:gfg’r fiention
Dasseng PASSORLET i
Yoeow VNGL L | VD EE 054,000 | P §1 085, 166 1., | D, 51,008, 166
Yo IMT_ .. YL, 00T, 000 IR I . 1,641,369
Yoar LNE_ . 2, TE8 1TE, N0 1, 734687 |, 7R, 1,734, f87
Yesr 1910, 2, B, Ge3, 000 1,888 (37 LO03, 1. 588, 037
Yoear 1920, 2,710, 745, (HH 1,679,623 | 1401, 674,000 [ 23340,009 | 3,402, 410,000 1, B2A, a2
Year 1921 1,812, 714, 005 o, fisl GA4, 238, 000 12,463 2,470, 002, 000 G671, 04
Yoear 1022 _ 2, 1143, 853, (K 6, 485 | T34, 521,000 103, 301 2, 843, 930, 000 1, 6%, 786
Yonr 1928, ..., 2, 247, 102, UoA) 1152, 008 | T4A, 405, (0 118,285 | 2,943, 707, 000 1,271,793
Yenr 192 __ ... 2, 126, 420, 000 . 1.8, 721 69, 476, 000 47,808 | 2,820,902, 000 3, 068, 529
y N1 TR I | 1 emsozar | B30, 700 | oumeesiaaananas 12, 400, 007
|
T Tonimine s suvines fnp <y unel one-half meonchs

T Tonnage and savings i ine months

The figures with regard to steam operation are based on actual
costs for the Iast 12 months of such operation adjusted to the costs
obtaining in 1923; and for electrical operation the actual costs as
determined for 1923. The latter vear was used because the traffic
for 1923 more nearly approached that of 1915, the last full year of
stenm operation between Harlowton and Avery, than any other year.
Our aecountants and cngineers made a very careful and extensive
examination of all of the nnderlying data on which the exhibit is
based and reached the conclusion that under the assumptions that
must be made in a study of this kind the exhibit represents a careful
and conscient ously prepared estimuate of the comparison of cost of
operation, under steam power of the type used at the time of clectri-
fieation, and under clectric power, as between the years 1915 and 1923
tor the Rocky Mourntain and Missoula division; and as between the
year August, 1918, to July, 1919, and the year 1823 for the Coast
division. The unit costs for 1923, as ascertained by the railroad,
were applied to the traffic for the years shown to ascertain annual
savings in those years. That many assumptions, estimates, and
opiniens are necessary in order to reach such results for 1923, and
then to go further and apply them to years other than 1923, is

chvicus.
It will be noted that the carrier estimates the saving for 1923
on the Rocky Mountain and Missoula divisions as $1,152,508, and on

the Coast division as $119,285, a total of $1,271,793.

On the same
131 1.C. G
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basis, after making some adjustments, our engucers’ figures are
$1,047.291 and $19,524, respectively, or a total for the three divisions
of §1,066,518. In other words, these are the differences between the
cost of moving the 1923 business with the steam equipment of the
carrier in 1913, and the cost by electrical equipment in 1923,  Elimi-
nation of some of the questionable items would reduce those figures
still further, but there can be no doubt that the ageregate cost of
operating those three divisions by means of electricity has heen much
less than the cost of operating these three divisions by means of the
older type of steamn locomotives would have been.

Contending that such a comparison was misleading, our engineers
made a similar study, based not on the old type of steam equipment
displaced by electric power, but on the most modern and suitable
type of steam locomotives whose efficiency is probably 30 per cent
greater than that of those in general wse in 1815. Coverdale &
Colpitts in their veport, commenting on the study made by the rail-
road officers, said that it would appear that certsin factors had not
been taken inte consideration, such as the improvement in steam
operation that has talen place since the date of electrification of
the Harlowton-Avery scetion. Such types of modern locomotives
are in service on the Great Northern. The conclusions to be drawn
from the study of our engineers are that if the Rocky Mountuin and
Missouri divisions had been operated in 1923 by means of modern
and suitable types of steam Jocomotives instead of by electricity, the
cost would have been about the same; and that the clectvification of
the 3t. Paul hos probably resulted in some savings, Certainly it
has not resulted in losses. Of course no railroad operates wholly
with modern power as necessarily there are older and more or less
obsolete units in service which are being periodically replaced with
units of more modern type. Of the Jocomotives owned or leased by
the St. Paul on December 8%, 1924, over 80 per cent were more than
10 years old.

There are many collateral advantages in electrified operation.
Many of the difficulties of mountain operation are eliminated as the
motors of the locomotives are so constructed as fo act as generators
when descending grades, thus returning current to the line and con-
trolling the speed of trains without mechanical braking. The power
so returned, however, is practically a gift to the power companies on
account of the railway’s power demands being so far below the
minima. Then too, larger passenger revenues possibly accrue due
to the greater comfort in traveling on the electrified lines.

It is estimated that the Idaho division {Avery to Othello) could
be electrified for $5,000,000. If this be true considerable savings
probably could be effected, because it is estimated that with the

18311. 0. G,
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present thin trafic on the Puget Sound lines it would notl be necessary
te buy additional electrie locomotives.

In conmection with this subject of electrification, as well as the
Puget Sound extension itgelf, it might be stated that the develop-
ment of traffic carried over the western lines has been very dis-
appointing. In 1923 and 1925, the traffic handled over the Rocky
Mountain and Missoula divisions was almost exactly the same as
that of 1915, while that bandled over the Coast division in those
years was less than in 1915. The bnsiness to, from, and via Seattle
and Tacoma has especially declined since the war years, so much
so that in vecent years the water-froni properties of the company
in the two ports have to a lavge extent been lying idle. In 1918
the St. Paul handled 13,126 cars of domestic traffic to those cities.
During the five years 1921 to 1925, inclusive, the uverage was less
than 3,000 cars per year. The export and import transcontinental
tonnage through the same ports declined from 457,515 tons in 1918
to 42,636 tons in 1925,

ACQOISITION OF CHICAGO, TERRE HAUTE & SOUTHEASTERN

e

Before becoming president of the 3t. Paul, Byram was a vice
president of the Chieago, Burlington & Quiney, und thus was very
familiar with the great developnient by the Burlington in the south-
ern Iilinois coal fields. When he came to the St. Paul he found that
the road was depending on mines located on foreign lines for two-
thirds of its fuel supply. At that time the St. Paul controlled three
coal companies, viz, the St. Paul Coal Company, which owned or
leased 31,093.70 acres of coal lands in northern Illinois; the Republic
Coal Company, which owned or leased 6,723.64 acres in Montana, and
the Joxcelsior Coal Compuny, which owned 2,419.11 acres in Towa.
As of March 18, 1925, the Si. Paul had $1.460,604 invested in these
properties. The mines in Montana furnished fuel coal to the lines
west of Montevideo, Minn., while the output of the mines in Ilinois
went to the lines east of that point. The production in Towa was not
important and the properties recently have been leased or sold to
other interests.

The Terre Haute was leased by the St. Paul, effective July 1,
1921. For the 12 months prior to that date the consumption of coal
on the lines east was over 3,500,000 tons. Only 20 per cent came from
mines served by the St. Paul. Eleven per cent of the total was from
the company mines in Illinois; 5 per-cent canwe from lake docks; and
nearly 70 per cent came from mines on other lines, the prineipal ones
being the Chicago & Eastern 1llinois, Illinois Central, Terre Haute,

1311 C.C
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und Pennsylvania. The freight charges paid to foreign lines for the
movement of the coal amounted to nearly %3,000,000,

There are many obvious advantages to a large system like the SL
Pau) in having an adequate supply of fuel coal on its own rails. It
eliminates payment of freight charges to foreizn lines, as well as
per diem, and above all assures an uninterrupted flow to all parts of
the system under the one management. Prior to the acquisition of
ihe Terre Haute the St. Paul found it necessary to gtore large gquan-
tities of coal, particularly during the winter months. During his
first winter on the property Byram found it necessary at one time,
in order to keep passenger trains running, to run a special train of
coal from Chicago to Aberdeen, 8. Dak. His experience on the
Burlington, coupled with difficult fuel conditions during the war
period, seem to have placed the acquisition of a coal road upper-
most in his mind as a necessity for the St. Paul, even though it was
then in an unstable financial condition. There were a few inde-
pendent coal lines serving the Illinois and Indiana fields. Among
these werc the Chicago & Eastern Illinois and the Terre Hante
The former was fox too big for the St. Paul to handle, and attention
was turned to the latter.

There was some inquiry of record as to whether the St. Paul conld
aot have further developed its properties in northern Illincis so as
to secure a greater proportion of its fuel from those mines. The
ovidence is that it is much movre costly to operate mines in northeen
[llinois than in southern Illinois and Indiana, due principally to
thin seams, and that even with a substantial dificrential in the
freight rates in their favor cornmercial mines in that field find it
difficult to meet competition from the mines farther south. It also
appears that prior to 1924, the Santa Fe and North Western had
purchased large guantities of coal in this field bul had withdrawn
their support. The result was ¢hat the value of undeveloped coul
acreage in the district had declined to almost nothing; in fact there

was no market. More shafts could have been sunk on the St. Paul
coal properties but it seems fair to conclude {rom the recent history
of the ficld that its costs have been higher than those tarther south.

Percy Rockefeller testified that some years ago the St. Paul, in
view of the Burlington’s success, had made 2 study with reference
to a possible entrance into the southern Illinois coal fields. The
guestion came up saversl times but a plan pever could be worked
out, Before Byram became president he expresséd the view to
Rockefeller that the coal situation of the St. Paul would have to
be improved, and that it was a vital necessity for the St. Paul to

get an adequate fuel supply on its own rails.
1311.¢.C.
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At any event Byrum/deterrr;jmed to acquire the Terre Haute and
Sl;tartedt neﬁotiations in"1920. “That the Terre Haute was a distress
roperty there can be no guestion. It was originall t
hy ‘the late John R. Walsh which collapsed in 19%5, inzolifigzoggz;oﬁ
Chicago banks. The Chicage clearing-house banks took over the
ban.lks along with a large bilock of Walsh securities and other assets
whu;h were liquidated as fast as possible. They were unable to
realize on the railroad securities. The railroad properties were sold
at foreclosure and were acquired by the Chicago, Terre Haute &
Southeastern Railway Company of Indiana, which was chartered
March 26, 1910, At the time of its acquisition by the St. Paul it
owned apd operated a line of nearly 300 miles extending from Chi-
eago Heights, I, a point within the Chicago switching limits, to
\Vestl?m't, Ind. It had trackage over the Baltimore & Ol?io Chic’ago

Terminal north from Chicago Heights to Harvey Junction.
Fjollowing the reorganization, the Chicago banks had received for
their holdings 40 per cent of the income honds and 40 per cent of
the stock of the Terre Haute. The banks were still faced with the
problem of realizing on these securities. In 1918 the Continental &
Commercial National Bank scld the income bonds which it held
amounting to $595,100 to one of its directors at a price of a[}proxi:
mately 20 cents on the dollar. The bank was inclined to sell the
lqt at & price of less than 10 cents on the dollar, but finally the
director paid $8,000 more than the highest outside offer. The cir-
cunistances were such that the greatest care was taken to avoid any
suggestion that they were being sold to a director for less than they
were worth, It must be considered a fair test of what they were
worth. ‘The income bonds had paid vegy little interest prior to the
lease to the St. Paul; in 1918 2.5 per cent; and in 1920 only 1.25 per
cent._ Its coal cars were obsolete, its locomotives were in poor shape
and it was “awfully hard up” for working capital. As for the;
stock the circular issued by the president of the Terre Haute in 1920
to the stockholders with reference to the proposed lease and acquisi-
tion of stock recited that the stock * had, during the past 5 years a
merely nominal market value of only one or two dollars per share.”
In the face of these facts Byram, totally inexperienced in such ma;;
ters, entered into negotiations with the bankers who controlled the
Terre Haute. Most of the negotiations were with the chairman of
the bankers’ committee, Frank D. Wetmore, one of the most promi
nent bankers of the country. ‘ P "
Upon cxamination in this proceeding Byram’s mind was a blank
as to all phases of whatever negotiations he had with the bankers.

All he knew was that the St. Paul agreed to I
) ease the T
90D47° —28—voL 131—— 44 - ¢ Terre Haute
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upon the terms finnlly agreed upon as fo]lgws: (a) Assumed the
payment of principal and interest of the _ﬁxec_ldnterest bonds, a.moum,-
ing to $11,981.000; (&) assumed a floating mdebtedness of $837,QOO
to the Chicago banks to be paid in installments; (¢) gunmnteed the
full principal and interest at 5 per cent, of all the incorme honds,
amounting to $6,336,000; und () agreed to pay $10 per shave for
the 48,000 shares of capital stock outstanding. As of March 13,
1925, the St. Paul had purchased 39,545.75 shares at a cost of
$395,457.50, The total abligations were thus $19,.584:000, assumed at
a time when the St. Paul was not carning its fixed charges. DBut
this was not the full extent of the burdens upon the St. Panl. The
equipment of the Terre Haute, particularly the fl'ei_ght cars, had to be
rebuilt or repuired at heavy expense, or even discarded. During
the four years following the acquisition of the Terre‘ Hnut.e by th_e
St. Paul, the latter was forced to make a total expenditure for addi-
tions and betterments, less retirements, to the property of the "Ife}'re
Haute of $3,839,710.33. During the four years prior to 1ts acquisttion
only $328,501.53 had been so expended. Thg Fo_tai amount paud. out
during the four years following the acquisition and charged to
“rent for leased roads” was noarly $4,000,000.

The funds required for capital expenditures as well as to pay
maturing cbligations of the Terre Haute were advanced by the E_‘:L
Paul, which was later reimbursed in pa}-t by the sale, at heavy {_hs-
counts, of Terre Haute refunding and_ nnpro_vcm.ent honds, bearing
the St. Paul guaranty. The net loss in liquidating these advances
was about $700,600. o ’

Our accountants, after a thorough examination of the whole situa-
tion, testified that the total financial burden as of June 30, 1925? which
had fallen upon the income of the 8t. Paul as a result of this lease
was nearly $11,000,000. This amount in‘cludes the uneal:ned rentals
paid for the leased lines, the net deficit from the operation of those
lines, the net loss suffered in liquidation of ad_v:tnf:es} and various
other cash expenditures by the St. Paul for lWh.l(l:h it was not reim-
bursed. In addition, there was a contingent lmbﬂ.lty due to the guar-
anty of the principal of the funded debt of over $22,000,000. "

Of the former figure over $4,000,000 reprfesents an estlma.t.ed defici
from the operation of the leased lines. This the St. Paul vigorously
disputes. Since the lease the operation of the Terre Haute has beeI;
merged with that of the St. Paul and therefore any segregation o
revenues and expenses is at best an esltimatc. The St. Paul appar-
ently tried to keep track of the operation by means of so-called s_lde
records, hut they were so faulty as to be nearly worthless. During
the course of our hearings the St. Paul made three atterpts to show

the situation, each one successively showing the Terre Iﬁf;ecué a

1
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more favorable light. Coverdale & Celpitts, in their report to the
directors, made an estimated segregation of earnings and expenscs
for 1928 and 1924, This showed deficits in net income of $1,815,000
and $1,319,000, respectively. No credit was given for hauling St,
Paul fuel coal. In their estimates the St. Paul officials credit the
Terre Haute revenues with full tariffl rates on all fuel coal hauled for
the St. Paul. ‘Fhey also made very generous allowances to the Terce
Haute on commercial coal moving over its rails. In the study made
by our accountants the Terre Haute was crediled with 5 mills per
ton-mile for hauling company fuel, This is the rate at which the
St. Paul for many years has computed freight revenue for transpor-
tation of materials transported by it and used by it for construction
purposes. No useful purpose would be served by going into a detailed
discussion of the various studies, for even at the figures most fayor-
able to the St. Paul the Terre Haute was operated at a considerable
loss at first and imposed additional burdens on the St. Paul at a
critical period. Its position has steadily been growing better,

Conceding that Byram was right in his judgment that the St. Paul
needed a coal road such as the Terre Haunte and that hig judgment has
been vindicated by the recent results, it is obvious that the terms upon
which the property was acquired were improvident and to that extent
adversely affected the financial condition of the St. Paul. He justi-
fies the terms of the acquisition in part upon the ground that the
par amount of the securities guaranteed by the St. Paul was less
than the value for rate-making purposes found by us as of June 30,
19186, which was $20,151 223, Chicago, Terre Haute & Southenstern
£y. Co, 97 L. C. C. 535 (June 19, 1995). Very little had been ex-
pended in additions and betterments between valuation date and the
date of the lease. Byram also relies upon the fact that interest
payments guaranteed as of July 1, 1921, were slightly less than the
amount fixed as compensation for the use of the Terre Haute proper-
ties during Federal control. In addition the St. Paul has to pay
taxes on the property amounting to over $235,000 annually.

‘The improvidence of the transaction is principally in the guaranty
of principal and interest at 5 per cent of the income bonds. During
the 10 years those bonds had been outstanding the interest had been
infrequently pzid, and had averaged only abont 1.25 per cent per
annum. Kven this could not have been paid if the property had been
adequately maintained and a sufficient depreciation reserve set up.

};ge Terre Haule did not oceupy any strategic posifion which would
enable it £o secure jts own terms. Its physical and financial condition
had been alluded to; it was a distress property controlled by a com-
wmittee of Chicago bankers who wanted to tiguidate and who had

1311.C.C,
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written the securities off the books of their banks as losses; it had
no entrance into Chieago; and Byram testified that it was nsefnl to
the St. Paul where it wonld not hbave been useful to any other rail-
road, as all the other roads had their own sources of fuel and further
“it was suited to our use and it was nof suited to the use of any
other property.” .

As Byram wss unable to give any account of the negotiations
between himself and the bankers, Chairman Wetmore of the bankers
committee was examined. He testified in great detail on various
matters concerning the Terre Maute, but it is only necessary to refer
to the principal points which seemed to him to justify the terms
agreed to by the St. Paul.

He testified that prior to the negotiations with the St. Paul he
made every effort to sell the road to other trunk lines. He “could
not get any of them to even turn arcund and look at it. They were
not paying any attention to 16”7 Bul afler negotiations with Byram
had gope on for some time the presidents of the Burlington and New
York Central at different times evinced interest in the Terre Haute
and declared they would be interested in it if his negotiations with
Byram fell through.

A letter addressed by Welmore to I, J. Lisman, a New York hanker
interested in the Terre Haute secunties, indicated thal the first nego-
tiations between Byram and Wetmore were on the basis of the St
Paul issuing collateral-trust bonds at par in paymeni for the income
bonds of the Terre Haute at 70. A memorandum in Wetmore’s files
also Indicates that he had figured out the result to the security holders
of the Terre Haute on that basis. Wetmore strenuously contends
that he never agreed to any such proposition, stating that he was

secking the eguivalent in cash of T0 or 75 cents on the dollar for the
income bonds. He went on to state in his letter to Lisman, which
was dated December 27, 1920, thai Byram suggested a leasing
arrangement so that the Si. Paul could operate the property without
keeping separate accountsy that after tallung the matter over with
Byram the prospects of the plan finally agreed upon developed and
he, of course, promptly lined up with Byram’s ideas, they being so
much more advantageous to the income-bend holders. He concluded

his letter by stating that he felt the present deal was so much more

advantageous that he would hesitate to rteopen the question with

Byram. Wetmore testified that Byram insisted on a lease, apparently

apon the advice of Burton Hanson, then general counsel of the St.

Paul, who died before receivership. As stated before, we were unable

to secure any light on this subject from the viewpoint of the St.

Paul, as Byram could remember nothing. Hanson was dead, and the

directors apparently left it to Byram. They could recal] little or
1311.C.0.
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rircurpst
summaieznc}?z (;lfl 5he iSt. Paul, and finally, before the leage was-co
e v,?hi{:h t‘ 2 O}I]lg conference with Byram, on Decembe 12-
120, me the St. Panlls situat; ’ wed.
o B ! ation w i
g;llethrlgilr fl(:}l;lalt 1efeIrence to the use and profit it Elﬁugbti]'m?md’
: ¢ Haute. Tt was finally cone rcsime
N I t Y concluded by B ’ i
&;eaOSE:n;o? that the Terre Haute would be of guchy;:;:'expressmg
. {-],é %t ...;;pplly and 2s e producer of lonnage that evenl?port?nce
o othe;{.; j,i: cc;ulid not.aﬂ'fn‘d to default on the Jegse, “Tz:i{;flwer
Mg ot fnt re? e(t on his side, agreed with this view and the ;fe;
oo Lne dirst act of Byram ag rece o
o . et ecelver wa,
as ;rt 2;)11{} Secure permission to pay interest on t;heS e e the
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1e banks with which Wetmore v
ot P W e was connected had ab 5
_ meome honds, some of which were sold in aiS?ll;t 5}-‘;-5:105300
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13 Prior 4o the
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0% and succeeded in compl iquidati :
pror to the receivership. Preicly liquidating abo

vorthy of note, (ne
10g the Terre Hayte
the development of
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was Lo increase the earnings of the St Pau? by
commercial cos i .
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' urrements

that tonnage was for the most part
th}}comnmrcjal coal shipments.
| Ile_n, too, as the principal commereia]

18 St Pan) contracted for lump or ex

cents per ton ki : i
e iigher thun run-of-mine ¢

demand was for screenings
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2 coal at prices at least 20
oal. The contract prices in
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turn were higher than the market prices as evidenced by the prices
paid for the 35 per cent of its requircments under the monthly
orders. No consideration was given to the relative efficiency of
lump and run of mine. Lump was purchased solely to help the
operators and it seems clear that the prices paid under the contracts
were higher than were necessary for such a purpese. The prices
contracted for during the year beginning on April 1, 1925, were 10
to 15 cents per ton higher than those recommended by the chief
purchasing offiger. Lilkewise, there is in the record copy of a letfer
from the chief operating officer of the St. Paul to the chief traffic
officer, expressing the opinion that “ we are paying too much of a
premium for cur coal, and I question if the traffic we get from it
would make up the difference.”

After this proceeding was instituted the St. Paul made some tests
as to relative efficiency of mine-run and lump coal. These iadicated
that it takes some 10 per cent more mine-ran than Jump to produce
1,000 gross-ton miles, and the St. Paul people figure that with a
differential of 20 cents per ton they break cven, but the diflerential
appears to have been in many instunces greater than 20 cents, ranging
as high as 40 cents.

It is significant that roads like the North Western, Rock Island,
Chicago & Eastern Yllineis, and Chicago Great Western use mine-run
coal for 91 to 98 per cent of their total requirements,

There is also of record a report made by the Engineering Kxperi-
ment Station at the University of Illinois, showing comparative tests
of the use of six sizes of Ilinois coal by a mikado locomotive in
which the conclusion is expressed that the test results offer no sup-
port for the popular belief in the superiority of lump coal over mine
run.

The carrier in its brief says that the fundamental prineiple of
patronizing preferentially, in the purchase of company material, in-
dustries thai faver a railway with their freight shipments is, and
always has been, observed at all times by all ratlvoads. “It is a
reciprocal business prineiple, not only of railroads but of all other
industries as well.” However that may be, we think that the record
shows that in a desperate effort to justify the acquisition of the
Terre Haute by increasing commercial coal shipments the St. Paul
has come perilously near to granting undue concessions to a few
large operators on the Terre Haute. It is obvious that in pursuing
such & policy price and quality can quickly become secondary con-
siderations as contracts for purchases are traded for revenue business

’ﬂld may even lead to violations of the Elkins Act. )
131 L.C.C.
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ACQUISITION OF CHICAGU, MILWAUKEE & GARY

The Chicagp, Milwaukee & Gary, through its predecessor com-
pany, was projected as an outer belt line around the Chicago district
frcn.n Milwaukee, Wis,, through Rockford, Kirkland, Auvora, and
Joliet, Til., to Gary, Ind, Only two portions were built, one bet’\\reen
Rockford and Aurora and the ofher between Joliet and Delmar 111
\\'he.re connection is made with the Terre Haute. Trackaoe ove; the‘
Llgin, Joliet & Eastern between Aurora and Joliet 22.4on1iles wihs
secured to connect the twe constructed portions, ’i‘llis latter ‘com—
pany prompily rendered jts budding competitor jmpotent by restrict-
ing the traffic that the Gary could handle over the trackage so that
it excludgd busir.mss to and from plants of the United States Steel
Qorpqutwn, wluch controls the Elgin, Joliet & Eastern, and traffic
to points on that line and its connections east of the Indiana-Tlinois
State line. As the Xlgin, Joliet & Lastern connects with all eastern
trunk lines in the Chicago district the original purpose of the éary
as 2 belt line was effectually destroyed and for years it was operated
at 2 large loss with very little traffic. The tote]l length of ‘line
aperated is about 140 miles. )

Byram stated the sitvation correctly in 9 letter dated November
9., 1921, to Percy Rockefeller, who, although not a director at that
(ime, was active in St. Paul affairs, Byram stated :

I saw Mr. Pryor yesterday and he infor -
given them & permlt to build the scctionuz)efdtr: Itll::;ts tt];Jee)I'. 13:0((;. rzllf:td}.:l h?ﬂ
1'1'(}1.}1 the E. J. & B and I told tm T thought in that situatlion it ?\'ould“‘blé
advisable for the Guary Company o proceed vigoronsly ou the plans for the
constructio.u of the line fu case they wore unable to negotlate with the K. J, & ©.
fo‘r a sgrlfstactOI'y contract to continue the use of the line. In other wor{l..a the
property is worth nothing as long as that contraect is in existence either to it
owners or to anyone else, and 1 Lave felt that the boengdhelders couid very well

albw t build these 20 miles of line [n [\] Lt ] [0
rd to [1¥] > rder t sal
o I alvage the reat i their

I hope you will agree with this v S
Wil all with ou abont 14, and T hope to e s omentanney
subject with you in New York next week, Y s the

Nevertheless, within a short time thereafter the St. Paul acreed to
take over t.h.is property, and on January 14, 1922, Byram atl,)peared
before division ¢ to justify the proposed acquisition.  Control df
O, M. &G Ry by O, M. & St. P. By. Co,TLL C. C. 124.

'1."}1e Bt. Paul in exchange for the stock and honds of the Gar
which were controiled by the St Lonis Union Tyust Compan oj’é
St. Louis, Mo., as manager of a syndicate, agreed to guarantee grin-

cipal and interest Xel: . : 3
11331 ity at 5 per cent from January 1, 1924, upon §3,000,000
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of the Gary’s frst-mortgage bonds, which lias not received interest.
'The St. Paul received $2,700,000 of the bonds and $1,000,000 of capi-
tal stock without other consideration than the above guaranty.

The St. Paul has used the Gary principally to handle ceal from the
Terre Haute, but that has proven relatively unprofitable, so much so
that as late as June 25, 1925, the general superintendent of the St
Paul reported to the general manager that unless the restriction be-
tween Jeliet and Anrora was removed operation of the Gary ought
to be discontinued. This trackage-right contract expires in 1930, but
cun be indefinitely carried on until canceled by either party on six
months’ notice.

The St. Paul secures a collateral benefit from control of the Gary
in that it receives about $400,000 gross revenues annually on business
originating at industries served by the Gary at Rockford.

Undoubtedly the Gary was another drain upon the St. Paul which
was incurred at a most inopportune time. When the Terre Haute
and Gary were acquired the St. Paul was failing to earn its fixed
charges by a2 large margin. Coverdale & Colpitts estimated in their
report to the directors that the total loss after interest, resulting from
the operation of the Gary in the three years following its aequisition
on January 1, 1922, was $930,000; and $5,700,000 would be required
for construction to utilize it fully. Byram has tried to interest the
Pennsylvania and New York Central in the Gary, but with no re-
sult. Even the latest figures furnished by the carrier itself shows
that the deficit after interest for the period Janvary 1, 1922, to June
80, 1995, was nearly $1,000,000.

As stated before, the control was acguired from the St. Youis Trast
Company. 8. B. Pryor, referred to in Byram’s letter above, was
formerly a director of the trust company, which for at least 10 vears
had tried to dispose of the property. Pryor was a close business

associate of Percy Rockefeller, and undertook to sell the Gary for a
10 per cent commission. During the negotiations Pryor found that
another was on the sanie mission, so they joined forces and agreed to
split the commission. Rockefeller took a particular interest in
getting Byram and Pryor together, and after the acquisition Pryor
received as hi§ share of the commission $150,000 of the § per cent
bonds, with the guaranty of the St. Paul. These bonds were imme-
diately contributed by Pryor to the Owenoke Corporation, a personal
investment corporation of Rockefeller, Pryor, and another.

Rockefeller denied that he atteropted to influence Byram. He
testified that he acted merely as a channel of communication between
Byram and Pryor, and that he hiad no knowledge of the fact that

Pryor was to receive a commission. But the net result of the
131 1.¢. G
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transaction was that Rockefeller, a former member of the bosard
became the owner of an undivided third interest In $150,000 of the:
Gary bor_nd's received by Pryor for putting the deal throilgh
In addition, after the acquisition Byram made Rockefeller a;. oot

bfer of.the bqard of the Gary so that he could receive free tran3po$-
tion, including & general Pullman pass, on the theory, as Rock -
feller expresses it, that “one never gets all one want&;’ John Ig-
Ryan, too, was made a member of the Gary’s board b B ‘
that he could receive free transportation. As a result l}lre Ig:a m_go
over the St. Paul and other northwestern roads in a privafe r(l:a:

:;?:i?i)l;d b{‘ tl*uei OSt'f. Paul. It would not seem possible that the
sectio i i CULI

bt 0 10, if indeed the.letter, could be so easily circum-
mEi;sr:!s;l:nn:ti_on tﬁf t(};e directors discloses that they took little 01-'
rest 1 the (ary transaction i i

would fit into the Terre Haute, ) *pparently &ssummg‘ thet 2t
On June 11, 1926, we found that the final value for rate-making

purposes of the property of the Ga
i ry owned and used f -
CAFTIET PUrpOses was $2,789,475, &s of June 30, 1915, OF common

AUTHORIZATION RY. QOMI[[SSIOK/

Acquisition of ¢ontrol by the St. Pay

gﬁf gh} G-a-rg w;s authorizefi by divisionléoifnﬂ:cg‘sgﬁoﬁag?Omg‘ g

e By. by O, M. & S5 P. Ry, 10 . C. . 20, and oy 5
C, M. & G Ry.by O, M. & 8. P. By, 11 1. C. . 104 1%
case should the acquisition have b r upe o ot
conditions proposed. No oppositioset:aasiprngaipof :}:’2(::;3‘[?8 o~
therefore ex parte. Both cases illustrate the desirabilic of g%.e,
_pend{?nf Inquiry and investigation by the commission yso fa e
practicable, in uncontested matters of this character, ’I‘,he fu!:;]ias
ilustrate the process by which the commission mag.7 an'dywe tru:::‘
does, gain in knowledge and wisdom through experien’ce.

——

EVENTE LEADING UP TO RECEIVERSHTP

As early as 1921, Charles E. Mitchell i
. : . president of th i
City Bank and the National City Com;,mny, the latter Sngztn;oi?l?:

reorganization man i
o lgl e agers, became skeptical of the futyre of the St.
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Paul. He took the junior bonds off the daily lists which went to the
salesmen, and when he became president of the bank in the same year
he recommended that the junior bonds held by the bank be sold. But
due to William Rockefeller’s stand they were not sold until after
his death in 1922. Nevertheless, in 1923 the National City Company
published an elaborate brochure on the St. Paul, which, while not
definite, would give one the distinet fmpression that this well-
informed organization believed that the St. Paul bad “turned the
corner.” Several of the large insuranece companies which had been
watching the situation-closely sold as many of the junior bonds as
the market would absorb.

The St. Paul’s requirements for 1923 were met by temporary
loans from the bankers aggregating $5,000,000. A further loan of
$2,000,000 was made to meet the requirements on January 1, 1924,
and then arrangements were made for the sale of $14,000,000 of
10-year 6 per cent bonds secured by $20,000,000 of first-mortgage
bonds. It was expected that this would carry the company until
1925. At the time of this financing the officers of the company fur-
nished the bankers with a statement of the expected requirements
and income for 1924, but as the year went on it hecame apparent
that the estimates as to income were too.optimistic, and the yvear
ended with a deficit of nearly $2,000,000 with an inadequate rate of
depreciation charged. :

In the summer of 1924, a committee of directors was appointed
to consider the problewn presented by the maturity of the 1925 bonds.
This committee consisted of DByram, Fisher, McRoberts, Geddes,
and McHugh. The burden of the work of this committee fell on
Fisher, who, as stated before, represented the Harkmess interests.
He of the five was the only one of the committee representing a
substantial interest in the property. Buclmer toward the end sat
in at many conferences. As stated before, he too was considered a
representative of the Harkness interests. McRoberts and McHugh
took little part in the work of the committee. The committee formau-
lated some plans for meeting the 1925 mmturity and met the bankers
in August, 1924, The bankers raised several objections to a possible
extension ; they questioned whether additional collateral could prop-
exly be given; and whether Government loans could be extended and
additional Government loans secured. They also stated that there
would have to be a down payment, and finally 10 per cent of the
bonds would have to be paid in cash. The bankers had in mind the
experience of the New Haven in securing a short extension of 4 per
cent bonds maturing in 1922. Of the matured bonds 10 per cent was
paid in cash; and interest on the balance was raised to 7 per cent.
About 10 per cent of the holders refused to extend and were paid in

1811.4. 0,
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full with money borrowed from the Government. The baanlers stated
that to secure any extension it would be necessary to assure the
extending bondholder that he would surely get his interest during
the extension and his principal at the extended maturity. The
committee met the bankers again in December, 1924, when the un-
tavorable results for the year were apparent. Further objections
were raised by the bankers, attention being called to the increase
in fixed charges of $800,000 in connection with the Chicago Union
Station and the lack of wisdom in exhausting the current acsets to
meet fixed charges, In the meantime, at the suggestion of Hanauer,
a vice president of the St. Paul had been sent to London to secure
a list of the holders of the JFrrench bonds, as the last opportunity to
secure such a list would be when the December, 1924, coupons were
presented for payment,

At the December meeting of the special committee and the banlkers,
the latter suggested that an independent study of the property be
made by independent engincers, Coverdale & Colpitts were recom-
mended by the bankers. Some of the members of the committee
demurred because the officers were engaged in making a special study
and il was thought that as Byram bad not been with the property a
great while a report prepared under his direction would be more or
less an independent survey. However, they decided that as direc-
tors they could not take the responsibility of declining to have an
independent study made and by any possibility have anything hap-
pen to the road without having done so. The appointment of Cover-
dale & Colpitts was authorized at a meeting of the divectors on Jan-
uary 7, 1925, and the resolution recites that the action was taken al
the reguest of the company’s bankers. It was ab this meetine that
the confidential special report of the road’s officers was presen?ed to
tht_} directors. Ostensibly Coverdale & Colpitts were retained by the
railroad; as an actual matter they were working for the bankers.
who prepared a questionnaire for them as follows:

1. Can the company be successfully operated and lis selvency maintaineq
assuming {a) that the French loan could be repewed at the same rate of in-l
terest (B) that G per cent intevest may have to be paid thereon? {c) It 1a case
of either & or b, it_ wlll be mecessary to pay off 10 per cent of the bonds, wheo
would not renew on any terms? (d) If in cases a, 8, or ¢, it will e TECeRSu Y
to pay to all bondholders, pro rata, 10 per cent of the face valve in order to
Indure exiension?

2, What will the fixed charges be for 1025 without figuring any increase on
F¥reneh loan? In this connection, the Chicago Tuion Statlon Company angd any
gimilar sltoatious must be considered.

3. Wuat are the euarnings appiieable o interest charges after rentals, Lire of
equipment, taxes, eic., for the year 19241 Ta theve any ltemn, such as interest on

deposit of the proceeds of sale of $34,000,000 bonds last January, which wil bot
aprear again ?

13i1L.Cc.C
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4. Depreciation charges. Jeisante
B. What capital requlrements for equipment, ete., are necessary or advisd

guring the next few years? o _

6. What is the corapany's cash positlun now, aud what will it be cach month
ap to and including January 16, 19267

7. What securities has the company available for sale? .

& What are the vearly cask requlrements of the cowmpany for all purposcs,
and what is the amount, in addltlon to carnings avallable in cesh OD ACCOUNRL

of depreciatlon funds or otherwlse? .
9. 1f the company could increase jts gross earnings by $10.000,600, have

much net increase should that yleld? y -
10. What is the situation in reference to pad-urder ears and motive power!
11. Are the causes responsible for the low nel earnings of a temporary char-
acter, or are they more or less due to permanently changed conditions? Fulare

oppurtunities? . ]
12. What effect upon the earnings of the system has the Pugel Sound ex

teusion bad?

13. Are lcases profitable?

The report covered more ground than that called for .by the
above questionmaire. Tor instance it estimated the earnings of
branch lines and properties covered by separate mortgages. It
digested the various mortgages in detail and concluded with the
statement that “a readjustment of the financial structure of the con-
pany is necessary.” This of course was a virtnal recommendation
for receivership. In the meantinme counsel for the ba_mkers had
“prudontly ? prepared as early as January the pleadings neces-
sary to institute reccivership proceedings.

About the end of February the bankers and some of the large
bondholders like the Metropolitan Life Insurance Company w:ere
aware of the nature of the adverse report which Coverdale & Col-

pitts were to make npon the completion of the examination of the -

property. On March 3, oral report was made to the special comnittee
by Colpitts, but Hanauer, 3-1ibtfhel], Ecker, und others now knew
-cceivership was inevitable.

th%r?o::e(tli this till}“ne most of the divectors and the board itself had
virtually ceased to function. The executi_ve rganagement, ‘of coulse,
was helpless. Only a few knew the real situation. Those included a
few of the directors, the bankers, and some of the large bond'holders.
About the first of 1925 Mitchell definitely reached the concluslon. that
receivership was inevitable. The theory scemed to be that the finan-
cial situation made further progress hopeless and that there was no
use of informing the security helders or inviting them to determine
for themselves what action, if any, would be taken or gttempted.

E. S. Jameson, president of the Globe & Rutgers Fire Insurance
Company, representing large amounts of junior bonds, suggested to

Hanauer and others the advisability of forming a protective com-
1811 C. C.
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mittee to facilitate the extension of the maturing bonds, but such an
effort was discouraged.

As stated before, by the end of February, the bankers were aware
of what Coverdale & Colpitts would report. Hanauer took charge of
the gituation and the directors individually and as a board ceased
to exereise any real influence in the situation. It was left to them only
to approve formally on March 17 institution of the receivership
proceedings. Fanauer first asked the president of the Mutual Life
Insurance Company to serve as chairman of the bondholders’ com-
mittee. He declined and suggested F. H. Ecker, vice president of
the Metropolitan Life Insurance Company. ¥isher was asked to
become chairman of the preferred stockholders’ commitiee, but he
wanted to go on the bondholders’ committee. The Harkness family
had large holdings of bonds as well as of stock. He resigned from
the board just prior to receivership. Buckner was then asked to
become chairman of the preferred stockholders’ committee, and Ged-
des was asked by Hanauer also to become chairman of the common-
stock holders’ committee. The chairmen of these two stockholders’
committees represented the Harkness holdings. The other mem-
bers of the committee represented no substantial stock inierest. They
were selected with the idea that the prestige of their names and
positions would insure the success of the committees in securing de-
posits of stock. With the exception of Hapauer and Mitchell the
members of the bondholders’ committee represented large bond-
holders. Hanauer also inquired of Potter, who had retired on Feb-
rusry 20, 1925, from this comumission, as to his availability to act as
receiver. Counsel for the bankers conferred with New York counsel
for the railrond and revised and perfected the drafts of receivership
papers, The bankers’ counsel communicated with associate counsel
in Chicago so that the latter might ascertain if a district judge
would be available on a certain date and to advise him as to the
wishes of the company and the bankers as to the personnel of the
receivers. The railroad people in Chicago secured as a friendly
creditor a coal operator with whom it had had large dealings and
the bill in equity was filed March 18. The protective committees had
been completely organized on March 16 and 17.

Counsel for the bankers say that the directors would have been
derelict in their duty if they had failed to do what they did. The
fact is that outside of the Harkness representatives they did noth-
ing, exeept to take action on March 17, as indicated before. They
had no substantial interest in the property, and did not represent any
such’ interest except that of Harkness. TFor months prior to the
receivership they were impotent. It was an ideal situation for the

bankers to control. This they promptly did, arranged all the de-
1811.0.C.
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tails, framed up the committees favorably to themselves, put them-
selves on the bondholders’ protective committee and constituted them-
selves reorganization managers. The details of the reorganization
plan are fully set forth in our report in Finance Docket No. 6240,
Ohicago, Midwaukee & St. Paul Reorganization, 131 L. C. C. 673.

GENERAL CONCLUSIONS

The primary purpose of an investigation of this character is to
ascertain and make known how and why the carrier failed in its
appointed task. The ultimate purpose is to draw lessons from its
cxperience whereby it may be determined what courses should be
shunned by other carriers and what, if any, further public safe-
guards are necessary or desirable in this connection. With this pur-
pose in mind we shall now proceed to consider the various topics
which have been discussed in the report.

1. The Puget Sound emfension—The construction of this exten-
sion was, perhaps, the chief of the causes which finally culininated
in the receivership of the St. Paul. So far as the future is con-
cerned, however, the interstate comnerce act has since 1920 con-
tained, in paragraphs (18}, (19), and (20) of section 1, provisions
designed to safeguard the country against ill-advised railread con-
struction. While these provisions are not a perfect safeguard, inas-
much ag they are dependent upon the wisdom of this commission and
its ability to obtain the necessary facts, they do ensure preliminary
public consideration of a construction project and a much more
careful examination imto its merits than was had in the case of the
Puget Sound extension.

B, Financing and ¢arnings—Against an impairment of the financial
structure of a railroad company by a disproportionate issue of bonds
with ill-arranged maturities such a¢ occurred in the case of the St.
Paul, provisions of the interstate commerce act now furnish a
similar safeguard, so far as one can be provided by public regula-
tion. These are the provisions of section 20a which reqgnire all
railroad security issues to be approved and authorized by this com-
mission. The same may be said of the policy which the 8St, Paul
pursued in according certain New York bankers a monopoly of atl
of its financial operations. The problem involved in such a policy
is one which we have recognized and which e are endeavoring to
meet in the light of experience and careful observation by such steps
as we may be persuaded will produce the results contemplated by
the law. One step has already been taken in the requirement that
issues of equipment-trust certificales be sold with the aid of competi-
tive bidding. In our judgment the managing staff of a railroad
chould, wherever possible, include an officer with sufficient financial

1311.C.C.
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skill and experience to be able not only to guide the railroad in shap-
Ing its capital structure to the best advantage but also to represent
it competently and effectively in its negotiations with bankers.

3. The board of directors—Under present conditions, especially
when the stock of a railroad company is held, as it usually is, by a
very large number of comparatively small holders, the tendency is
clearly towards a self-perpetuating board of directors. Many of
the men sclected in this way have no substantial financial interest in
the property which they are directing, and not infrequently they
appear to have little appreciation of the great responsibility of their
oftice and of the degree of trusteeship which they owe to the stock-
holders. This investigation has shown that many of the St. Pau)
directors knew comparatively little about the aflairs of their com-
pany, that many of them did not even attend the meetings of the
board with any regularity, and that some of them were affiliated
with interests which conflicted in one way or another with the
interests of the railroad compauy.

One phase of the problem thus presented has beem met in some
degree by the Clayton Antitrust Act. Section 10 of that act which
hecame effective January 1, 1921, provides in part as follows:

That aftex two years from the approval of this Act no COMmMOoN caArrier en-
gaged in commerce shall have any dealings in securitips, supplles or other grti-
cles of commerce, or shall make or have any contraets for construction or malp-
teunnce of any kind, to the amount of more than $30,000, in the nggregate, in
any one year, with another covpoeration, firmn, partnership or associatton when
the s2id common carrier shall have upen its board of directors or as ts presi-
dent, manager or ag its purchasing or selling officer, or agent in the particular
transaction, any persoun who i at the same time a director, manuger, or pur-
vhasing or selling officer of, or who has nny substantial interest in, such other
corporation, firm, partoership or assoclation, uwoless and except sueb purchages
shull be made from, or such deailngs shail be with, the hidder whose bid Is the
most favorable to such common earrler, to be ascertained by ecompetitive hig-
ding under regulations to be preseribed by rule or otherwlse by the Iaterstate
Commerce Commission,

The purpase of this provision is sufficiently clear without further
explanation. It resulted, in the case of the St. Paul, in eliminating
Ryan and Percy Rockefeller from the directorate. |

The problem, however, extends considerably beyond this particular
phase. It is akin to that presented by the election of public officigls
b_? the people and is of equal, and in some respects aven greater,
difficulty. Here the electorate is the body of-stockholders, Can
some neans be found, bétter than those which now exist, of impress-
ing upon the stockholders the importance of their duty, and alzo of
supplying them swith the information necessary to an intelligent
judgment and with adequate opportunity to act upon such judgment ¢

We confess that we have no definite answer to that question. Cer-
1811.¢.C.
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tain provisions in State laws which permit minority representat.ion
upen the boards scem desirable and worthy of general adoption.
We are also inclined to believe that it would be well if it were made
a requirement that each stockholder of an operating carrier be f_ur-
nished every year by the corporation with a printed statement setting
forth succinctly the name and the business affiliations of eacl director
whose election or reelection is proposed, and for whom stockholders’
proxies will be voted, and the amount of stock owned by hifn. 'I.’he
matter is one which obvicusly requires a more thorough discussion
than it has received in connection with this investigation. .

The state of affairs shown by this record is unfertunately neltl‘ler
new nor rare. Inertia upon the part of stocl(huide_rs and inatiention
and irresponsibility on the part of at least some dn"&(:t(}rg, have usu-
ally attended railroad insolvencies in the past. B/el%ance is grencrally
placed upon someone else; stoekholders rely upon directors to choose
managers, dircctors having chosen managers rely upon them, and
there the matter ends. Theoretically stockholders are supposed to
check up their directors and directors are supposed to check up their
managers. In the present case few or none such (.;he(?ks seemn to hm;e
been applied. Stockholders seem to have been mc?lﬁ‘erent to their
rights and directors to their duties. Whether this is 2 situation
which can be remedied by legislation is doubtful. It is c.loubtfl.;l
because men can not in general be compelled by law to exercise their
rights, nor can they be forced by law to more than a nayrow and
technical compliance with their duties when those duties lie more
in the domain of conscience than in that of preseribed or statatory
actions. No machinery of a legal kind bas yet been devised which
will effectively control these things. The only force fully competent
to influence them is that of public opinion. Improvement comes, 1_1‘
it comes at all, as a result of a more enlightened z_md sensitive public
conscience tightening up ethical standards and qulckenmg m men the
sense of responsibility in the performance of trusteeship for other

1 ! .
Pefj[‘ll)’l: main value of a proceeding such as is .here rcprefsent.ed is that
by bringing the facts of failure to publ.lc judgment in a concret§
and definite way, the public conscience is, at Jeast to some extent,
aroused, and stimulated to a more exacting and effective control of
business ethics. In this, rather than in atten_lpts to reach the desu_'ed
result by imposition of additional legislative rules and penalties,
seems to lie the main hope of improvement. o

4. The effect of the freight-rate structure on t?z.e s.ufuatwn.—_"’rhe
law with respecl to the regulation of freight rates 1s, m our opinion,
ample and adequate for the protection of both shippers and carriers.

Whether the coramission has admninistered that law wisely a.mi jcus(;;ly
1811, C. G
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others must decide. Our published reports contein the ressons for
our decisions.

5. Electrification—The evidence indicates that the St. Paul en-
tered into contracts with respect to the supply of electric power for
portions of ite lines which were not altogether wise and prudent,
"T'he decree of foreclosure gives to any purchaser the right to disavow
within one year any contract, not fully performed, made or assumed
by the St. Paul or any predecessor company. This right will inure
in the new company. In ocur judgment the management of that
rompany should give careful consideration to these contracts with
a view to the modification of such features as may boe deemed unsatis-
factory.

6. dequisition of the Terre Haute and Gary—The interstate com-
merce act now containg, in paragraph (2) of seetion 5, a safeguard
against unwise and improvident acquisitions of control of one carrier
by another, and this safeguard existed when control of these prop-
erties was acquired by the St. Paul. We have already commented
upon this situation and have pointed out the lessons it teaches.

7. The receivership and reorganizadion.—Under this head we have
a situation which is fundamentally unsatisfactory and requires re-
form. In the case of the St. Paul a plan of reorganization was
prepared, was submitted to security holders, and after many months
of negotiation approved by them; it was presented to the court
baving jurisdiction and approved by that court, and only after ali
these steps had been taken was it presented to us for approval
of the sccurities proposed to be issned thereunder, according to
the law. Tho effect was that we were confronted with two salter-
natives. The first was to approve in toto the securities proposed to
be issued; the other, to reject them in toto, for in the nature of the
case for us to require any real modification of the plan in this respect
would void all the agreements made between security holders and
compel the negotiation of new agreements with the likelihcod of con-

_siderable additional delay and expense in taking the railroad ocut of

recelvership and restoring it to control of those interested therein.
It seemed to a majority of the commission that the first alternative
better served the major public interest, despite the obvious short-
comings of the structure represented by the securities for which
application was made. We should not, however, have been forced
to make a choice of this sort. It is not our business to devise re-
organization plans for insolvent carriers any more thar it is our
business to initiate financial structures for solvent carriers. These
functions helong to management and not te regulation, and both
the letter and the spirit of the law require that the distinction
betiween regulation and management shall at all times be strictly
80947 —28—vor 13143
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observed. It is, however, our duty to sce that securities issued by
carriers conform to the requirements of the statute whether they are
issued in the reorganization of an insolvent carrier or to provide
necessary capital for a solvent carrier. Both the letter and the
spirit of the statute require that securities issued shall as fully ss
may be possible in the circumstances of each case, conform to ac-
cepted principles of sound finance, so that railroad capital shall be
obtained on terms as economical as prevailing conditions in the in-
vestment market will permit, This is the prime objecl of the law’s
provisions in section 20a.

It is therefore deemed desirable that hereafter in each case of re-
organization application by the new company be made at an early
stage for exercise of our authority under section 20a to approve
issuance of the securities or assumption of the liability contemplated
by the reorganization, and that the plan be not declared operative
until such approval has been had,
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