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To the President of the Senate and the
Speaker of the House of Representatives

This report describes the United States government's
involvement and experience in four large-scale assistance
programs (Conrail, Lockheed, New York City, and Chrysler)
and suggests guidelines for the design, implementation,
and administration of any future program. We anticipate
that this guidelines document, which has been developed
from the lessons learned from the government's experience
with past programs, will be useful if the Congress should
ever decide to aid another failing firm or municipality.

Copies of this report are being sent today to the
Director, Office of Management and Budget; the heads of
the departments or agencies directly involved; and other

interested parties.

Comptroller General
of the United States



COMPTROLLER GENERAL'S GUIDELINES FOR RESCUING LARGE
REPORT TO THE CONGRESS FAILING FIRMS AND MUNICIPALITIES

The federal government has no formal policy to
deal with the potential failure of large firms
or municipalities in which billicas of dollars,
thousands of jobs, or other vital national in-
terests are at stake. While there are many fed-
eral programs to provide aid to large groups of
individuals, certain industries, or those pursu-
ing certain economic endeavors, such programs
are not primarily designed to address the prob-
lems of a large failing firm or municipality.

The Congress has been highly selective in pro-
viding aid to individual firms and municipali-
ties facing financial collapse. During the
1970s, the Congress created four separate finan-
cial assistance programs. These programs repre-
sent a middle ground between a formal policy for
assisting firms or municipalities that meet
established criteria and a strict policy of non-
intervention.

NATURE OF GUIDANCE

The General Accounting Office (GAO) has been
involved in all four previous programs. From
its own experience and from the recollections
and experiences of over 100 others that have
been involved in these programs, GAO developed
guidelines on structuring, implementing, admin-
istering, and overseeing this type of program.
By pulling together in one place the lessons
learned from earlier programs, GAO expects to
assist those who might be involved in future
programs.

By developing guidelines, GAO does not judge
whether past or future programs are, or would
be, an appropriate policy response to an im-
pending failure of a large firm or municipal-
ity. Nor does GAO specify when the particular
conditions facing a firm or municipality would
warrant the government's providing aid.

The guidance provided in GAO's report does not
yield simple operational rules telling what to
do in all situations, because there are none.
Instead the guidance consists of a framework of
ideas about how to structure future programs and
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what program requirements to include to achieve
congressional goals and objectives while mini-
mizing the risk of financial loss to the govern-
ment. The history of past programs suggests
that good ideas alone are not enough. In these
programs, many very capable people worked very
hard, and a similarly high level of expertise
and effort will be necessary for future programs
to succeed.

PAST PROGRAMS

The highly publicized Chrysler loan guarantee
program is the most recent example of the gov-
ernment providing financial aid to a large, dis-
tressed firm or municipality. 1In 1980 and 1981
Chrysler received $1.2 billion in loan guaran-
tees and was financially and operationally reor-
ganized. (See p. 15.) Earlier examples include
the creation of the Consolidated Rail Corpora-
tion (Conrail) and the credit assistance pro-
vided Lockheed and New York City.

In 1974, following the bankruptcy of the Penn
Central and other Northeast railroads, Conrail
was formed. It acquired the assets of the bank-
rupt railroads on April 1, 1976. It was pro-
vided with financial assistance in a variety of
ways totaling about $7 billion. (See p. 8.)

Lockheed experienced financial difficulties in
1971 because of contractual problems with the
Department of Defense and unanticipated costs
associated with its reentry into the commercial
aircraft business. It received $250 million in
loan guarantees to overcome a relatively short
term cash flow crisis. (See p. 10.)

New York City's rapid growth in municipal em-
ployment, a declining tax base, and some ill-
advised financing and accounting practices eli-
minated its access to the municipal bond market
in 1975. The City received direct short term
federal loans of $2.3 billion to overcome cycli-
cal cash flow problems for 3 years. 1In 1978,
federal aid to New York City took the form of
$1.65 billion in long term loan guarantees which
formed the cornerstone of a new debt restructur-
ing program. (See p. 12.)

In both the Conrail and Chrysler cases, GAO had
direct program involvement as a result of the
Comptroller General's membership on boards re-
sponsible for administering the programs. 1In
the Lockheed and New York City cases, GAO per-
formed its traditional oversight role.
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DESIGNING INDIVIDUAL FINANCIAL
ASSISTANCE PROGRAMS

In responding to these situations, GAO believes
that it is essential that four conditions be
met:

--the problem should be 1dentified,

--the national interest should be clearly
established,

--the goals and objectives associated with the
response should be clear and nonconflicting,
and

--the government's financial interests should be
protected (see chapter 3).

PROBLEM IDENTIFICATION

When the federal government is approached by a
troubled firm or municipality, it must identify
the problem as accurately and quickly as pos-
sible. For example, a firm's problem may be
largely its alone, or it may reflect broader
industrywide or regional economic conditions.
The problem may be more fundamental. Financial
and economic analyses are crucial in identifying
the nature of the problem. Furthermore, when
the problem is brought to the government's at-
tention, there is often only a short response
time available to avert a crisis. Because of
this, it would prove useful for the government
to have a way to quickly assemble people from
agencies with the appropriate expertise to eval-
uate the situation and propose a course of
action.

DETERMINATION OF HOW THE NATIONAL

INTEREST CAN BE SERVED

If the problems are largely specific to the firm
or municipality, the Congress must decide wheth-
er the national interest will be served best
through a legislative solution, or whether mar-
ket forces and established legal procedures
should proceed. 1In reaching this determination,
the Congress should take into account all costs
of a corporate or municipal collapse, not just
those borne by the potential aid recipient and
others benefiting from the potential aid. These
costs would include those borne by the corpora-
tion's or municipality's constituents. The
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Congress should also consider the disadvantages
of providing aid, such as the costs borne by
competitors who might “e weakened if a failing
firm were to receive aid.

For example, thoroughly analyzing the problem
using sound financial and economic principles
will help determine if

--potentially large economywide or regional con-
sequences of a financial collapse cannot be
controlled adequately through bankruptcy, or

--all costs borne by those affected are poten-
tially larger under bankruptcy than under the
legislative course of action.

The same sort of analysis should be used in
assessing the financial situation to determine
the amount of federal aid needed, changes that
must be made to the firm's or municipality's
existing contracts, and the amount of time nec-
essary for recovery. A thorough understanding
of the nature of the recipient's problems is
crucial to the design of the rescue program.

CONGRESSIONAL GOALS AND OBJECTIVES

Once the problem has been identified and the de-
cision made that the benefits of a rescue exceed
those of bankruptcy, legislation must be writ-
ten. It is important that congressional goals
and objectives be clear, concise, and consis-
tent.

The purpose of an individualized aid program
might be

--to assure continuation of a product or
service,

--to maintain existing levels of employment,

--to protect those with an economic stake in the
recipient from disastrous losses, or

--to prevent a broader financial collapse.

It is important to choose clearly among poten-
tially conflicting objectives. Without knowing
the primary objective, it is difficult to decide
what steps are appropriate and to judge whether
a program has succeeded.
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PROTECTING THE GOVERNMENT'S INTEREST

These programs pose an uncertain level of risk.
Because of this it is important that the govern-
ment's financial interest be protected. This
can be achieved through:

1. Concessions From Others

The government should require others with a
stake in the outcome to make concessions. The
government should keep in mind, however, that
the affected parties will cooperate only if the
program offers a better alternative than bank-
ruptcy or liguidation. The government should
not expect creditors, for example, to make con-
cessions that will cost them more than they ex-
pect to lose in a bankruptcy.

2. Controls Over Management

The government must have the authority to ap-
prove an aid recipient's financial and operating
plans and new major contracts. To ensure that
the government does not get overly involved in
managing the recipient's operations, the govern-
ment should establish criteria that limit the
contracts and plans to be reviewed to those that
are most important.

When the government rejects a proposed plan or
contract because it is too risky, it should re-
quire the firm's or municipality's management to
make changes and resubmit the proposal, but the
government should not attempt to develop its own
plans and impose them on management. To do so
could leave the government responsible for the
outcome.,

3. Collateral

The government should require, where feasible,
that the recipient maintain adequate collateral,
and that all other lenders subordinate their
claims on this collateral to the government's.
In some cases, however, collateral may be unob-
tainable. When this occurs, as it probably
would with a municipality, the government would
have to rely on the other means of protecting
the federal interest.

4, Compensation for Risk

The government should receive risk compensation
in return for providing federal aid,
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particularly if the program succeeds in restor-
ing the recipient's financial health. Such com-
pensation is not only desirable in its own right
but can create incentives for the recipient to
repay the financial assistance as rapidly as
possible. Fees should be included, but they
should not be set at a level representing full
risk compensation. Fees at that level would
cause too great a cash drain on the borrower,
Therefore other forms of compensation should be
obtained, such as equity participation. GAO be-
lieves that the use of warrants that allow the
government to purchase shares of a recipient's
stock at a specified price, as in the Chrysler
case, 1s one form of equity participation that
should be considered when aiding a firm. But

in future programs, the decision on whether
equity participation should be included as well
as its form and amount should be made on a case-
by-case basis.

AGENCY COMMENTS AND GAO EVALUATION

GAO sent a draft of this report for review to
the Departments of Treasury, Transportation, and
Commerce; the Office of Management and Budget
(OMB); and the Board of Governors of the Federal
Reserve System. GAQ incorporated their comments
into this report where appropriate. Treasury
had no comments on the report's contents,
Transportation said that the report draws very
straightforward and reasonable conclusions.
Commerce questioned the need for guidelines be-
cause it does not believe that federal inter-
vention is often necessary or efficient, and
suggested that these guidelines might encourage
firms and municipalities to seek federal aid.
GAO believes that the development of guidelines
is warranted. If the Congress enacts federal
rescue programs similar to those it has created
in the past, the probability of success would be
enhanced if these guidelines are followed in de-
signing, administering, and overseeing the pro-
grams. GAOQO also believes that the requirements
on recipients that the guidelines suggest might
discourage rather than encourage firms and muni-
cipalities from seeking federal aid.

Both OMB and the Federal Reserve were concerned
that the report made federal aid seem too desir-
able. They suggested changes that they believe
would help GAO provide the balanced discussion
they recognized GAQO was trying to present. OMB
suggested that federal aid to failing firms or
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municipalities may be appropriate only if insti-
tutional impediments to a private reorganization
or liquidation exist. GAO takes no position on
when aid is appropriate. But GAO believes that
the relevant criterion for the Congress to use
in making the decision is a comparison of the
anticipated costs, benefits, and consegquences of
providing and not providing aid. OMB also
suggested a more thorough examination of the
utility of bankruptcy laws in rescuing and re-
organizing financially troubled firms. GAO re-
cognizes that bankruptcy might sometimes be a
viable option and discusses this alternative,
but GAO also believes that a more in-depth
discussion of bankruptcy than what the report
provides would be outside the scope of this re-
view. The Federal Reserve suggested that GAO's
draft report minimized the disadvantages of pro-
viding federal aid. GAO agreed and added a dis-
cussion of this issue to its final report. The
Federal Reserve also made numerous specific sug-
gestions for revisions or clarifications which
GAO considered and adopted as appropriate, (See
chapter 4.)
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CHAPTER 1

INTRODUCTION

During the 1970s, the Congress provided one-time, large-
scale, financial assistance to a few firms and, in one case, a
municipality facing possible bankruptcy. Cash infusions were
provided through direct or guaranteed loans to the Lockheed Air-
craft Corporation, the Chrysler Corporation, and New York City.
In the case of the Consolidated Rail Corporation (Conrail), the
government took an ownership position. All these financial
assistance programs were intended to be temporary, maintaining
the borrowers' operations only until they could return to via-
bility and repay the assistance, and/or return to credit markets
without further government assistance.

These programs were created to avert potential bankruptcies
and required specific legislation. Each program had a different
justification, and each was structured somewhat differently from
the others. Despite their being discrete programs, lessons can
be learned from the federal government's experience with them.

In this study, we examine the characteristics of these programs
to provide guidance on their efficient design, implementation,
and administration--should the Congress enact similar programs in
the future.

A PERSPECTIVE ON CONTEXT

It is important to appreciate the special characteristics of
these occasional responses to the impending failure of a large
firm or municipality. These responses may appropriately be
considered in the context of both federal credit policy and a
very loosely defined U.S. industrial policy. But they are, on
the one hand, a very special form of credit assistance and, on
the other, a middle-of-the-road alternative between total non-
intervention and a formally structured response to the problems
currently being experienced by our basic industries and many of
our cities.

Credit assistance policy and programs

The federal government has assisted individuals, firms, and
municipalities in various economic sectors through direct and
guaranteed loans and other means for over 100 years. Currently,
the total amount loaned or guaranteed by the government exceeds
$600 billion. This assistance has financed such diverse activi-
ties as housing, education, shipbuilding, and small business
development. In most of these programs, the loans provided to
borrowers are fairly small in their own right and very small in
relation to total program portfolios. Therefore, it is possible,
based on experience, to estimate default probabilities and, in
turn, develop an actuarial basis for estimating losses. Further-
more, fees may be levied to cover anticipated losses when desir-
ed, and, at least for residential home mortgages, the collateral
pledged to the government is generally sufficiently marketable at
stable values to cover the government's exposure.
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In contrast, the Lockheed, Chrysler, and New York City pro-
grams constitute a different use of credit assistance. First,
since they are custom-tailored responses to the needs of a single
borrower, they differ from programs that promote the desired act-
ivities of many in particular sectors of the economy. Second,
because they are one-time programs no basis exists for estimating
the probability of default based on a history of similar loans;
therefore, there is no way of scientifically estimating the
amount of expected losses. Unlike traditional government loan
programs, these one-time programs do not have large loan port-
folios and years of experience on which to base default proba-
bilities and loss estimates. Thus, regardless of what steps are
taken to minimize the federal government's exposure, one cannot
be sure that such steps will be completely adequate in any
specific situation.

Because risks are so high, fees levied by the government on
these types of borrowers cannot at the same time adequately cover
risk and leave enough cash in the firm or municipality to maxi-
mize the likelihood of program success. Furthermore, the value
of collateral pledged in these programs is often uncertain. For
example, the borrower's assets may be highly specialized and
therefore not easily marketable at a value that reflects the
value in their current use. 1In the case of a loan to a city,
collateral has no substantive meaning because federal recourse to
the city's equipment, building, and land would serve no useful
purpose since vital services must continue to be provided.
Because of the differences in policy objectives and risk charac-
teristics between these programs and traditional uses of credit
assistance, these programs must be structured and managed
differently.

Alternative industrial policy responses

An informal federal policy of occasional responses to
financial problems of individual firms and municipalities can
be contrasted with the alternatives of bankruptcy and a formal
assistance policy.

Bankrugtcz

Many believe that bankruptcy is a cleansing and healing pro-
cess for the economy that eliminates inefficient enterprises or
makes them reorganize to improve their efficiency. It is argqued
that if the threat of bankruptcy were removed from our economic
system, incentives for efficiency and good management would be
reduced, thus lowering the growth potential of the economy and
ightening the credit supply for companies that are profitable
without federal assistance. But bankruptcy need not always mean
the disappearance of a firm. Frequently, through bankruptcy,
companies liquidate unprofitable operations, sell off some
moneymaking operations to raise cash, and emerge restructured,
but healthy.



These views are valid in most situations. However, many be-
lieve that our current bankruptcy system is not equipped to deal
with the failure of a municipal or corporate giant. Because New
York City had to continue to provide vital services to its inhab-
itants, its bankruptcy may have meant, among other things, a
federally run city and large federal outlays to preserve those
services. Practically speaking, it is worth questioning whether
a bankruptcy court is more capable of managing a large city than
its elected officials and their staffs, albeit under close fed-
eral or state supervision. Most people we interviewed believe
that if Chrysler had chosen or involuntarily entered bankruptcy,
it almost certainly would have been liquidated because the uncer-
tainty surrounding Chrysler's ability to warrant service and per-
formance would have limited its ability to sell new cars.

Bankruptcy may be an inappropriate framework for reorganiz-
ing a large company without imposing enormous penalties on depen-
dent constituents. No major U.S. corporation has yet gone
through a liquidation proceeding of the size that Chrysler would
have experienced, with the possible exception of Penn Central.
But the evidence from smaller liquidations suggests that settling
claims against Chrysler would have taken many years. Some of
those with a stake in the corporation probably could not have
afforded to wait and would have been forced into bankruptcy them-
selves because their interests coincided so closely with those of
the company. At least part of the justification for past assist-
ance programs has been that through what is known as a "workout,"
an orderly, faster response occurred than would have under a
bankruptcy proceeding.

The possibility remains that if in the past the government
had maintained a hands-off position that was understood by every-
one, workouts might have occurred without federal involvement
outside of bankruptcy. No one can know for sure, but by provid-
ing assistance when it did, the government avoided the risks as-
sociated with finding out.

Formal assistance policy

During the Great Depression, the Government addressed the
problems of widespread business failures, unemployment, and
municipal fiscal crises by creating in 1932 the Reconstruction
Finance Corporation (RFC)--a powerful agency with authority to
borrow funds from the Treasury and make loans to banks and other
financial institutions and, later, to firms. During its exist-
ence, the RFC disbursed more than $40 billion ($100 to $200 bil-
lion in current dollars) and was committed to disburse billions
more under various guarantee arrangements. The RFC aided many
major economic sectors, including financial institutions, rail-
roads, agriculture, commercial and industrial businesses, con-
struction, public agencies, and national defense industries.

The RFC also pioneered the use of long-term mortgage instruments.
In these ways, it played a major macroeconomic role in stopping
deflation and stabilizing the economy.



The RFC's loan authorityv was trterminated in 19682 and +hae FAe-_
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poration was terminated in 1957. Reasons for its abolition in-
cluded
--changes in the Nation's economic condition, with concerns
about inflation replacing concerns about depression;

--transfer of many of its functions to other federal agen-
cies:

--the increasing popularity of the argument that private
capital markets were more capable of efficiently allocat-
ing capital than the RFC; and

--questions raised regarding political favoritism and cor-
ruption.

According to a few of the people we interviewed and others
who have written on this topic, an explicit policy of providing
capital for some of the Nation's struggling firms and cities is
again necessary. They believe that in light of current economic
conditions there is a need to improve the competitiveness of our
basic industries and to rebuild the public facilities of older
cities. Proponents of this view often recommend that the Con-
gress create a new agency similar to the RFC to carry out this
mission. 1In at least one proposal, the new RFC would offer
capital on the condition that other affected partles--workers,
creditors, management, etc.—--make changes that improve the finan-
cial position and cost structure of eligible industries. These
improvements would need to be extensive enough to create a rea-
sonable chance that our ba81c industries will become more compet-
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dlverse program beneficiaries, would have to contaln eligibility
standards for loan application, acceptance, and approval. An al-
most universally held view of those who have managed the large
assistance programs of the 1970s is that it is not possible to
write an all-encompassing set of eligibility standards that ade-
quately considers the diverse situations and problems faced by
large failing firms and municipalities. And, regardless of how
eligibility standards are written for broader populations, once
the ground rules for receiving assistance are made formal, compa-
nies and municipalities with varying financial needs will figure
out ways to meet those standards. Therefore, the concern is that
once the assistance criteria are known, the new RFC will become
just another source of government assistance--not totally unlike

that provided by many existing federal programs.
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Several people we interviewed suggested additional potential
problems with establishing an RFC-type agency. They suggested
that finding the right people to staff such an agency would be
difficult if salaries were limited or if the work did not gen-
erally involve the challenge of complex workouts of the financial
problems of large distressed firms and municipalities. Reviewing
routine requests for assistance might not be interesting or chal-
lenging enough to attract the staff that would be needed when
more complex cases arose. They also suggested that a lack of ap-
propriate skills would mean hiring additional full-time staff or
experts to manage the more complex situations. Thus, the bureau-
cracy conceivably could grow with each assistance request and/or
approval. Also, the view was expressed that, once established,
an agency might tend to view its mission as accomplishing some-
thing and seek applicants. On the other hand, if there were
periods in which there were few requests for aid, it would be
inefficient to maintain a staff with little to do. 1In addition,
the pressures to allocate aid on political rather than economic
grounds might be very strong.

We do not take a position on whether a formal, explicit
industrial policy that might call for establishing a new RFC is
desirable. To do so would require an evaluation of the entire
scope of activities with which such an agency might be involved;
such an evaluation was beyond the scope of our review. We do ob-
serve, however, that the Congress has been highly selective and
infrequent in providing aid to individual firms and municipali-
ties facing financial collapse. As long as this continues to be
the case, an RFC-type agency would probably not be an efficient
or effective way to provide such aid to large failing firms or
municipalities.

OBJECTIVE, SCOPE, AND METHODOLOGY

This report provides guidance to the Congress on the design,
oversight, and administration of large-scale, one-time, individ-
ual financial assistance programs. The importance of these pro-
grams, the controversy associated with them, and the differences
in policy objectives and risk characteristics among them, as well
as between them and traditional credit assistance programs, sug-
gest that guidance is needed if the past approach to these
situations is used again. The guidelines we developed provide
congressional decisionmakers with more efficient, systematic, and
consistent standards to design future financial assistance pro-
grams, thereby enhancing their probability of success.

In concluding that such guidelines are needed, we are not
judging whether past and future programs are, or will be, an
appropriate policy response to the impending bankruptcy of a
large firm or municipality.

Our involvement with the Conrail, Lockheed, Chrysler, and
New York City situations gave us a base of knowledge on which to
build. 1In this review, we studied these programs in great depth



to learn how they were structured, what they were intended to
accomplish, and how the specific program elements affected the
program results. We did not evaluate the effectiveness or
efficiency of these programs nor judge their success.

Other programs that might seem similar, such as Amtrak and
the financial assistance programs provided by the Synthetic Fuels
Corporation, were not studied extensively. Nevertheless, we did
draw some ideas from these and other programs when relevant.
Amtrak differs from the others in that the government's financial
assistance to ensure the preservation of passenger rail service
was not (except initially) intended to be temporary. Asslstance
to promote synthetic fuel development differs both because many
firms could receive aid and, more importantly, because the intent
of that assistance is to promote a new product {(a venture capital
situation) rather than to preserve existing products and services
{a workout situation).

In studying past programs, we reviewed their legislative
histories and published information about them, including our
previous reports. We supplemented that information by interview-
ing congressional staffers and former members of Congress who
were responsible for developing each program's authorizing legis-
lation. These interviews and legislative histories yielded valu-
able information on congressional objectives, the process by
which each assistance package was structured and its rationale,
and alternative legislative provisions that were considered but
not enacted.

We conducted extensive interviews with more than 100
people who are familiar with these programs to obtain a wide
range of perspectives on the effects of various provisions on the
operation of the programs and the key factors that should be con-
sidered in designing future programs. Our review, which was con-
ducted between June 1982 and March 1983, was performed in part at
the offices of Lockheed Corporation (formerly Lockheed Aircraft
Corporation), Burbank, California; Chrysler Corporation, Highland
Park, Michigan; Consolidated Rail Corporation (Conrail),
Philadelphia, Pennsylvania; and New York City, New York. At
these sites and elsewhere, we talked with current and former rep-
resentatives of these organizations and representatives of other
groups who participated in and stood to gain from the programs,
such as workers and creditors. 1In Washington, D.C., and other
locations we met with current and former government officials
responsible for administering the programs, such as those from
the Departments of Treasury and Transportation and the Federal
Reserve System, and others who either played important roles in
the programs or have studied them. Though opinions differed on
the issues that the interviewees were asked to address, these
differences did not generally correspond to differences in the
interviewees' roles in past programs.

We believe two considerations are of overriding importance
in designing assistance programs:



--assistance should focus on accomplishing the congres-
sional goals and objectives of the program; and

--as much as possible, the government's financial in-
terest should be protected.

Research suggests that, after incorporating considerations
involving congressional intent, reliance on the principles and
practices followed by commercial lenders is not only possible
but crucial in accomplishing both aims. To develop a thorough
understanding of commercial lending principles and practices, we
reviewed the banking and finance literature. This literature
provides conventionally accepted measures of risk and analytical
means to evaluate risk, and helped us in determining the govern-
ment's data requirements for assessing the risks of providing
aid.

We also interviewed loan officers, specialists in reorga-
nizing troubled firms, investment bankers, and other important
members of the financial community, primarily in New York City,
to learn how they apply lending principles in making decisions
about originating, structuring, and terminating loan agreements.
We were particularly interested in commercial practices that are
most applicable to the government's role as a lender to finan-
cially distressed firms and municipalities. The key issues we
explored included how to control risk and how to determine the
relative benefits and costs of defaults and workouts.

THE NATURE OF THE GUIDANCE

The guidance we provide does not take the form of hard and
fast rules. 1Instead, it provides a way of thinking about the
crucial ingredients needed in designing, implementing, and admin-
istering these programs. At its most fundamental level, our
guidance is based on designing, administering, and overseeing
each program to exploit incentives and motivations for protecting
the self-interest of all parties involved.

We also provide guidance on the type of information that
should be sought and the types of analyses that should be per-
formed in structuring the program. This guidance will help in
comparing the numerous and sometimes very severe trade-offs among
the competing objectives of restoring a firm or municipality to
self-sufficiency, protecting the government's financial interest,
and achieving more broadly oriented congressional goals.

Our conclusions about how commercial lending principles and
practices can be applied to government programs and how different
structural elements of past programs affect their outcomes form
the basis for the guidelines, their justification, and the speci-
fic requirements needed to make the programs consistent with the
guidelines.



CHAPTER 2

HISTORY OF ONE-TIME INDIVIDUAL

FINANCIAL ASSISTANCE PROGRAMS

While past federal government responses to financially
distressed large firms and municipalities have shared some com-
mon elements, they have also differed in many ways, such as 1in
the type and amount of aid provided, the extent to which benefi-
ciaries of the program were asked to make financial contribu-
tions, the extent and method of risk exposure coverage, and the
method by which the government oversaw the program.! In this
chapter, we discuss the assistance programs involving the Conso-
lidated Rail Corporation, the Lockheed Aircraft Corporation, New
York City, and the Chrysler Corporation. The discussion of the
differences and similarities in circumstances faced by these aid
recipients and the way events affected the government's response
lays a very important foundation for the development of the
guidance contained in the remainder of this report.

CONRAIL

Extensive federal government involvement with the railroad
industry was prompted by Penn Central Corporation's bankruptcy
in 1970. At the time, Penn Central was the largest transporta-
tion company in the Nation. It was formed in 1968 when the
Pennsylvania and the New York Central railroads merged. Penn
Central experienced financial difficulties from its beginning.

A combination of increasing competition from the trucking indus-
try, rising labor costs, regulated rate increases that lagged
cost increases, and an inability to truly merge the two rail-
roads caused Penn Central to lose $5.2 million and $56.3 million
in 1968 and 1969. The losses for the railroad division alone
were even worse but were partially offset by profits from non-
railroad divisions.

Penn Central's rail situation became critical in the win-
ter of 1969-70. Operating expenses soared and rail passenger
service losses increased to $375,000 per day. The first quarter
loss alone was $102 million. These losses forced Penn Central
to request emergency government assistance in May 1970. Two
assistance plans were initially discussed, an interim $200 mil-
lion federal loan guarantee from the Department of Defense and a
plan of $750 million in long-term guaranteed loans to the rail-
road industry from the Department of Transportation, of which,
we were told, $300 million would have been immediately available
to Penn Central.

a summary of the provisions in the various aid program acts 1is
contained in a table at the end of this chapter.



However, neither assistance program was implemented as
unexpectedly strong opposition surfaced. The idea of using tax-
payers' money to bail out a private corporation and its credi-
tors was opposed in principle, and the use of Department of
Defense funds for this purpose was questioned as being an inap-
propriate use of Defense Production Acts funds. 1In June 1970,
Penn Central, unable to obtain financing from the private sector
or the federal government, filed for bankruptcy under section 77
of the Bankruptcy Act. Under this section of the act, railroad
companies are not allowed to go out of business, It is assumed
that the company will be reorganized and continue to provide
rail service. However, in Penn Central's case, the problems
were so bad that operating income could not cover operating ex-
penses, meaning that the railroad incurred more losses by opera-
ting than if it had shut down.

In January 1974, the Congress passed the Regional Rail
Reorganization Act (the 3R Act) to preserve rail service., With
this legislation, the federal government began a comprehensive
attempt to rescue and reorganize Northeast and Midwest rail-
roads. The purpose of the 3R Act was to salvage the operations
of eight bankrupt or near bankrupt railroads and replace them
with a new rail service system. The act was passed to (1) alle-
viate unemployment problems and the associated welfare payments,
(2) reduce tax losses resulting from the bankruptcies, (3)
assure that rail services would be maintained in the Northeast
and Midwest, and (4) mitigate the adverse effects of the bank-
ruptcies on the commercial paper market., A combined package of
$2.1 billion in loans, loan guarantees, and grants was pledged
by the federal government as the initial phase of the govern-
ment's support of Conrail. Subsequent government support has
brought this total to about $7 billion.

The United States Railway Association (USRA) and the
Consolidated Rail Corporation were both formed by the 3R Act.
USRA is an incorporated nonprofit association--a government
corporation--created to plan and finance the acquisition, reha-
bilitation, and modernization of the new system. Conrail was
created as a private corporation with the right to acquire rail
properties from the bankrupt railroads and operate the consoli-
dated system. Conrail initially (April 1, 1976) obtained about
19,200 route miles over which to operate in 17 states and the
District of Columbia. However, this mileage was reduced over
time to its current level of about 16,200 miles. A "Final Sys-
tem Plan" was prepared, designating how the rail properties of
the bankrupt railroads would be disposed of, estimating future
earnings of Conrail, and recommending the capital structure of
the new company and the value of the rail properties transferred
to Conrail. With the acceptance of the "Final System Plan", the
remaining major issue was establishing the value of the rail-
roads acquired by USRA. A special court was established for
this purpose. Settlement of the estates of the bankrupt rail-
roads eventually cost about $2.8 billion.



By 1977, Conrail was well into a program of renovation.
However, in 1978 Conrail ran into difficulties, losing over $430
million. Losses forced Conrail to request more than $700 mil-
lion for fiscal year 1979. 1In 1979 and 1980, there were further
losses of $221 million and $244 million. These losses were at-
tributed to higher than average labor costs, frequent equipment
breakdowns, and inflationary increases in operating costs.

In a 1981 report, USRA concluded that Conrail could not
become self-sustaining in its present structure and within the
authorized spending limits. A combination of a shrinking North-
east industrial base, declining rail traffic, changing economic
needs, increasing costs of labor protection, and federal poli-
cies were preventing Conrail from becoming a viable long-term
rail system. To achieve viability, labor costs needed to be
reduced, commuter passenger services eliminated, and labor pro-
tection requirements reduced. The Staggers Act of 1980 and the
Northeast Rail Service Act of 1981 (NERSA) addressed these prob-
lems. The Staggers Act granted relief from certain regulations.
NERSA provided for relief from passenger service obligations,
wage concession goals from railroad employees of $200 million a
year for 3 years, reductions in benefits to displaced workers,
and a commitment to sell the government's interests in Conrail.
The act also redefined the membership of the USRA Board to be
the Secretary of Transportation, the Chairman of the Interstate
Commerce Commission, the Comptroller General of the United
States, the Chairman of the Board of Conrail, and the USRA Board
Chairman.

Conrail took advantage of the relief provided by the acts.
In 1982 and 1983, the company turned a profit. Under NERSA, the
United States Railway Association was required to decide by June
1, 1983, whether Conrail would be a profitable carrier. On June
1, 1983, the USRA Board announced its affirmative finding in
this regard. This finding, combined with the Board's affirma-
tive finding (another NERSA requirement) that Conrail was prof-
itable between June 1 and October 31, 1983, established that
Conrail could be sold only as a single property before June 1,
1984, After that date, if the Secretary of Transportation
determines that no acceptable offers have been received, and if
the USRA board approves the Secretary's determination, the
Secretary may sell Conrail's assets piecemeal, if the sale meets
other requirements.

LOCKHEED

The financial assistance program for Lockheed set an im-
portant precedent. The 1971 legislation providing assistance to
Lockheed was very controversial, passing by only the slimmest
of margins in both the House and the Senate. However, by ap-
proving this legislation, the government indicated that it was
indeed willing, in certain circumstances, to provide financial
assistance to a failing corporation. Thus, proponents of
subsequent aid programs, in particular those to assist the

10



Chrysler Corporation and New York City, had a fundamental
roadblock removed.

In 1971, the Lockheed Aircraft Corporation requested fed-
eral assistance to overcome the effects of several events that
created a severe liquidity crisis. The chain of events began in
the mid-1960s, when Lockheed decided to reenter the commercial
aircraft market to exploit what was then perceived as a strong
demand for wide-bodied jet aircraft. However, Lockheed under-
estimated the cost of reentry. Because of the enormous capital
acquisition and research and development costs required to pro-
duce its L-1011 "Tristar," by the late 1960s the company was
considerably overextended: it had insufficient financial re-
sources to maintain current operations. A series of disputes
between Lockheed and the Department of Defense on several mili-
tary contracts aggravated the problem; the unfavorable legal
settlements of these disputes cost the company $484 million over
several years. As a result of the combined effects of heavy ex-
penditures on its L-1011 program and these legal settlements,
the company experienced a net loss of $86.3 million in 1970.

However, it is likely that the firm could have managed
without assistance, if not for another major setback. 1In Febru-
ary 1971, Rolls Royce, a British firm that manufactured the
RB211 engine for the Tristar, announced it was going into recei-
vership. 1In the midst of these developments, Lockheed's ongoing
negotiations with several banks for a new $600 million financing
package were broken off, and the company was forced to delay the
Tristar program while efforts were made to resolve Rolls Royce's
problem.

Lockheed approached the government for assistance in over-
coming what it described as a liquidity problem. Unless the
airplane was delivered, the company would sustain a great loss
on this investment. Management believed that without federal
assistance, the L-1011 program would not be completed, and Lock-
heed would enter bankruptcy. Furthermore, the British govern-
ment would not assure production of the RB211 engine unless it
had assurances that the L-1011 would be produced.

To meet Lockheed's need and to respond to the British gov-
ernment's requirements, the Congress passed the Emergency Loan
Guarantee Act in August 1971. Although the act was worded to
allow emergency loan guarantees to any major business enter-
prise, the intent was clearly to provide up to $250 million in
loan guarantees to Lockheed. Three major arguments were advanc-
ed for passing the legislation. Perhaps the most important was
the economic implications of bankruptcy. Many believed that
providing assistance would save jobs, not only at Lockheed, but
also at Lockheed's suppliers throughout the country. According
to rough estimates, a bankruptcy would have meant a loss of
60,000 jobs and a potential GNP loss of $120 million to $475
million, with $75 million to $300 million of this in California
alone, just as the economy was recovering from the 1969-70
recession.,
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The second major argument involved the effect of a bank-
ruptcy on national defense. Since Lockheed was a major defense
contractor, much concern was voiced about how easily or effec-
tively other manufacturers or even a reorganized Lockheed could
meet the government's military needs.

The third argument concerned how a bankruptcy would affect
competition in the aerospace industry. The loss of Lockheed
would leave only Boeing and McDonnell Douglas as competitors in
the aerospace industry for commercial jets. Furthermore, compe-
tition among military aircraft producers would also be reduced.

To administer the loan guarantee program, the government
established a three~person board consisting of the Secretary of
the Treasury as Chairman, the Chairman of the Board of Gover-
nors of the Federal Reserve System, and the Chairman of the
Securities and Exchange Commission. Before a loan guarantee
could be made, this board had to determine that (1) the loan was
needed to avoid adverse economic effects; (2) credit was not
available elsewhere; and (3) the prospective earning power of
the borrower, together with the security pledged, furnished rea-
sonable assurance of repayment of the loan and afforded reason-
able protection to the government,

The government's financial interests were protected in
many ways. The Emergency Loan Guarantee Act directed the board
to make every effort to assure that the amount of the loan guar-
antee was covered by sufficient collateral (assets pledged to
secure the guaranteed loans). 1In addition, the act prohibited
the declaration of dividends on common stock and restricted pay-
ments on other indebtedness to a lender whose loan had been
guaranteed. The act also gave the board the power to make man-
agement changes, disapprove asset sales, and inspect all books
and accounts in carrying out its duties. The General Accounting
Office was authorized to audit the borrower and report the re-
sults to the Congress and the board.

With the assurance of $250 million in loan guarantees,
Lockheed was able to negotiate a new aid package totalling $750
million. 1In addition to the loan guarantees, the package con-
sisted of a $400 million restructured credit agreement with its
banks and an additional $100 million in airline customer prepay-
ments. This assistance, along with later debt restructurings,
allowed Lockheed to complete the L-1011 program. The govern-
ment's guarantee, which was scheduled to expire on December 31,
1977, was voluntarily terminated by mutual agreement on October
14, 1977. Lockheed replaced the government assistance with a
revolving credit agreement providing up to $100 million.

NEW YORK CITY

Private corporations were not the only recipients of large,
discrete financial assistance packages. New York City, in 1975
and again in 1978, received aid in two separate programs.
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The causes of New York City's financial problems can be
traced back to the early 1960s. That decade was characterized
by a continuous growth in social programs and public employment,
extensive liberalization of city employee pension plans and
other fringe benefits, and the city's continuation of an unus-
ually high level of support for hospital care and higher educa-
tion. During the 1960s, this spending was financed by a strong
economy and increases in state and federal aid. However, in the
1970s, the local economy faltered. While spending continued to
increase, it was not matched by increased state or federal aid
or higher taxes. The result was major deficits. To meet these
deficits, the city relied heavily on borrowing. In the 6-year
period through fiscal year 1975, short-term debt tripled and
long-term debt increased more than 50 percent. By the fall of
1974, New York City was having difficulty in selling its notes,
and by April of 1975 it could no longer borrow at any price.

Faced with the prospect and implications of a city default,
the state began to take remedial action. It arranged to advance
$800 million to the city to meet its needs through June 30,
1975. 1In addition, in June 1975, the state formed the Municipal
Assistance Corporation (MAC) to assist the city in providing
essential services and to instill confidence in the debt obliga-
tions of the city. MAC was authorized to sell bonds and notes.
The immediate plan was to replace much of the city's short-term
debt with long-term MAC obligations to buy time until more fun-
damental reforms could be made. These bonds were secured by
state taxes imposed on retail sales within the city and state
stock transfer taxes. The MAC legislation also required that
the city develop an accounting system that would meet state re-
guirements and that the city's budget be balanced under the re-
vised system of accounting by 1977, except for capital items.

In September 1975, the state took further action by enacting the
Financial Emergency Act for New York City which created the
Emergency Financial Control Board. This legislation essentially
put the city's fiscal affairs under the direct oversight of the
Control Board and directed the city to prepare a 3-year finan-
cial plan to be approved by this board.

Despite these state actions, further assistance was neces-
sary. The Administration and the Congress agreed to offer as-
sistance in part because the state had already taken some
action., Another reason the federal government acted was because
a default or bankruptcy of a municipality the size of New York
City would have had uncertain national and international impli-
cations, in addition to the direct effects on both the city and
the state. The entire New York area could have experienced
increased unemployment, cuts in services, and bankruptcies. The
federal government would probably have had to finance increased
welfare, unemployment payments, and other forms of direct assis-
tance and would have experienced tax revenue losses., There
might have been major effects on municipal bond markets and huge
losses for 200 to 300 banks holding New York City securities.
Finally, there might have been significant effects on world
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monetary stability and confidence in the United States' finan-

cial systems. As much as anything else, the uncertainty about

the ramifications of a bankruptcy caused the federal government
to act.

The Congress passed the New York City Seasonal Financing
Act of 1975, providing up to $2.3 billion in seasonal financ-
ing. The intent of the act was to provide short-term financing
to overcome cyclical shortfalls between continuous city expen-
ditures and periodic tax collections. The aid came from the
Department of the Treasury in the form of direct loans with
maturities not to exceed 1 year. These loans could be made
under such terms and conditions as deemed appropriate by the
Secretary of the Treasury, only if there was a reasonable pro-
spect of repayment. Each loan, which was to mature by the last
day of the city's fiscal year in which it was made, was repaid
as due. As part of the credit agreement, the Secretary required
the city to develop an accounting system, which would be audited
after June 30, 1978, that met the requirements of the state.
The authority to make loans to the city terminated on June 30,
1978.

However, it was judged by the city, the Financial Control
Board, the Municipal Assistance Corporation, and others that
seasonal financing was not an adequate solution to the city's
financial problems and that longer term assistance was needed.
The new assistance came with the enactment of the New York City
Loan Guarantee Act of 1978, which provided for up to $1.65 bil-
lion in loan guarantees. These guarantees could last as long as
15 years and would be available only for bonds sold to city or
state pension funds. The guarantees formed an important part of
a $4.5 billion financing package consisting of funds from both
public and private sources.

In addition to this shift to a long-term financing ap-
proach, the new legislation was much more specific than the 1975
act. The Secretary of the Treasury was again solely responsible
for oversight and could issue guarantees only if (1) there was a
reasonable prospect of repayment of the city bonds to be guaran-
teed, (2) the city could not obtain credit elsewhere, and (3)
the interest rates were reasonable. 1In addition, state finan-
cial support and oversight (by the Financial Control Board) and
independent audits of accounts would continue. We were, as be-
fore, authorized to make such audits as believed necessary.
Finally, the city was required to make progress toward, and
attain by 1982, a budget that was balanced in accordance with
generally accepted accounting principles, a step that had
already been taken by the Financial Control Board.

With the issuance of the federally guaranteed city bonds,
the city has been able to make progress toward its goals. The
$1.65 billion in guaranteed bonds were sold to city and state
pension funds. The city, as of December 31, 1983, had redeemed
about $500 million of these guaranteed bonds. The budget has
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been balanced according to generally accepted accounting prin-
ciples. The city was able to reenter the credit markets on a
small scale in fiscal years 1981 and 1982, and on a larger scale
in fiscal year 1983.

CHRYSLER

In 1979, Chrysler approached the Congress and the adminis-
tration for aid. Like the aid to Lockheed, assistance came 1in
the form of loan guarantees. However, in many other respects
the Chrysler program differed substantially from the Lockheed
program. The assistance was much greater and the program was
more complicated, resulting in a complete restructuring of debt
and requiring major concessions from parties with a stake 1in
Chrysler's future. 1In this process, the federal government
played a major role.

Chrysler's request for federal assistance was the result of
growing financial problems during the 1970s. Reasons most often
cited for these problems included higher per unit production
costs than its larger competitors, unsuccessful efforts to be-
come a multinational manufacturer, questionable marketing deci-
sions, and the costs of complying with federal regulations.
Although several of these problems had existed since the 1950s,
the events that directly led to Chrysler's appeal for assistance
in 1979 began earlier in the decade.

The 1970s brought two changes that had a major effect on
the automobile industry: the fluctuating price and availability
of gasoline and increasing federal regulation of the auto indus-
try. Both factors contributed significantly to Chrysler's prob-
lems. The rapidly changing gasoline situation meant not only
increased expenditures for "down-sizing" efforts but also great
uncertainty as to what car models would be demanded. Chrysler
misjudged the market with many of its new car models and sales
suffered.

At the same time, federal safety, pollution, and fuel effi-
ciency regulations were becoming increasingly stringent. These
regulations required that enormous resources be spent for both
research and development and production. Chrysler was particul-
arly burdened because it could not spread these costs over pro-
duction runs as large as those of General Motors or Ford. These
factors contributed to a severe cash flow problem and losses in
1978 and 1979 of $218 million and $1,126 million.

After several months of deliberation, the Congress author-
ized assistance for Chrysler. The major reasons advanced for
passing this legislation were similar to those in the Lockheed
case. The overwhelming reason was to avoid the regional and
national effects a bankruptcy would have on unemployment and
output. In 1979, Chrysler was the 17th largest (10th in 1978)
manufacturing corporation in the country, employing 134,000
workers concentrated in the Detroit area, which already had a
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high rate of unemployment. Also, as with the Lockheed case,
there was concern about the effect of losing a major manufac-
turer in the industry; without Chrysler, only Ford and General
Motors would remain as major domestic auto producers. Simil-
arly, there was concern about losing Chrysler as a defense
contractor, since it was the sole producer of the M-1 tank.
However, unlike Lockheed, there was a fourth major concern--the
effect of bankruptcy on market penetration by foreign competi-
tors and the U.S. balance of payments.

The Chrysler Loan Guarantee Act, signed in January 1980,
provided for up to $1.5 billion in loan guarantees. A five-
person board, with three voting members and two nonvoting mem-
bers, was established to administer the program. The voting
members of the board were the Secretary of the Treasury as
Chairman, the Chairman of the Board of Governors of the Federal
Reserve System, and the Comptroller General of the United
States, The non-voting members were the Secretaries of Labor
and Transportation. Before granting any guarantee, the most im-
portant determinations required of the board were that (1) cred-
it was not available elsewhere, (2) a serious adverse effect on
the economy would occur without the loan, (3) the firm would re-
main a going concern beyond 1983 without further assistance, and
(4) there was a reasonable prospect of repayment by 1990.

The basic issue was whether Chrysler was an economically
viable operation. This contrasts sharply with the case of Lock-
heed, for which the problem was perceived as basically a short-
term cash flow crisis (lack of liquidity). In addition, in the
Chrysler program nearly all beneficiaries of the government as-
sistance were required to make significant concessions. The
government's aid was to be matched by nonfederal assistance, and
concessions were required from U.S. and foreign banks, govern-
ments, and creditors; stockholders, suppliers, and dealers; and
union and nonunion employees. Specific amounts of nonfederally
guaranteed assistance in each of these categories were suggested
by the act, although the individual elements of concessions were
adjusted by the board. Finally, the conditions imposed for pro-
tecting the government's interest were very restrictive. Like
the act authorizing aid for Lockheed, the Chrysler legislation
called for collateral, restrictions on dividends, inspection of
books, and GAO audits. However, in addition to a much tighter
Agreement to Guarantee between the government and Chrysler,
there were conditions requiring the board's approval of asset
sales over $5 million and any contract of $10 million or more.
The board also was required to approve Chrysler's operating and
financing plans and was authorized to obtain additional finan-
cial compensation for the risk the government was assuming.
Under the terms of the Agreement to Guarantee, Chrysler issued
the government warrants to buy 14.4 million shares of Chrysler
stock at 13 dollars per share. 1In 1983, after the guaranteed
loans were repaid, the government invited underwriters who
qualified to make a public distribution and Chrysler to bid for
these warrants. The government sold these warrants to Chrysler,
the highest bidder, in September 1983 for $311 million.
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As a result of the Chrysler program, the company was
financially and operationally reorganized without going through
a bankruptcy. The firm is much smaller and more efficient than
it was 3 years ago. The restructuring took place fairly quickly
with less interruption of the firm's operations than would have
occurred in a bankruptcy. Nonetheless, Chrysler did experience
significant operational interruptions, laid off many employees,
revised operacxng and marxeuing Strategles, and requ1reo per-
sonal sacrifices from its employees.

Chrysler used $1.2 billion of the $1.5 billion guarantee
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ing $800 million in notes were redeemed 2 months later. From a
disastrous loss of $1.7 billion in 1980, the company showed
profits in 1982. The company's chronic cash flow problem has
been eased and a dramatic lowering of its break-even point has
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CONCLUSIONS

A review of the history of the four situations in which the
federal government intervened in the affairs of a large failing
firm or municipality indicates an evolution in thinking about
how to approach, as well as design and implement, these pro-
grams, For example, in the early 1970s, Penn Central was
"allowed" to go bankrupt. Later the federal government inter-
vened, forming Conrail. However, this action involved very
little in the way of constituent sacrifice and commercial lend-
ing principles were not applied to resolve Conrail's financial
and operational problems. For all intents and purposes, the
government took a highly subordinated ownership position in Con-
rail. On the other hand, the 1979 Chrysler program has frequ-
ently been characterized as the most sophisticated in terms of
how commercial lending principles were embodied in the program's
structure. For example, the government insisted on a priority
claim to assets in the event of default, numerous financial con-
cessions from virtually all those associated with the firm, and
numerous restrictions on the decisionmaking powers of the com-
yany S management. The Lockheed and New York City programs fall
in between these two extremes, w1th the 1975 New York City pro-
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tor, then a municipality, then an automobile company) .

In the Penn Central/Conrail case, for example, bankruptcy
law was capable of restructuring the situation. Though it is
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arguable whether bankruptcy was the best course of action to
follow, it is clear that because of 1ts availability, a commer-
cial workout outside of the courts was not essential to keep the
railroad running. To some extent, the Chrysler program relied
so heavily on commercial principles, and the legislation man-
dated very specific requirements on both the corporation and the
board, because at the time the company sought government assist-
ance it had developed no plan of its own for restructuring 1its
operations. Because of this, and because by the time the gov-
ernment was approached by Chrysler the company was on the brink
of collapse, the legislation that the Congress wrote 1mposed the
elements of constituent sacrifice that would generate sufficient
cash to carry Chrysler through a financial and operational re-
structuring. Furthermore, many people believed that bankruptcy
was not an acceptable solution to Chrysler's problems. There-
fore, because of concerns about whether the company could inde-
pendently restructure its operations, the elements of the rescue
package had to be made explicit in a different forum.

In both the New York City and Lockheed cases, major self-
help components of the rescue plan were in place before the re-
quest for federal aid. Because these commitments were in place,
there was little need for the Congress to legislate them. Fur-
thermore, in New York City's case, the major responsibility for
structuring and overseeing the program had to rest with New York
State. Also, Lockheed's problems were less severe than Chrys-
ler's; accordingly, one might argue that less drastic measures
were necessary.

Thus, the evolution in reliance on commercial lending prin-
ciples that took place was related to the lessons learned from
previous experience, the unique circumstances faced by each par-
ty, and when these circumstances occurred. Clearly, commercial
principles could have been relied on more heavily in structuring
a program to consolidate the bankrupt railroads into Conrail 1in
1974. Lockheed might have overcome its ligquidity crisis more
rapidly had other concessions been sought from those with a fin-
ancial interest in the company. In the New York City program,
other groups might also have participated financially and accel-
erated the city's achievement of a balanced budget and self-
financing in private capital markets.

To some extent, all of these lessons learned were brought
to bear in the Chrysler situation. We anticipate that should
there be another such program, the benefit of previous experi-
ence will result in an even more financially rigorous program if
the circumstances warrant it. But because each situation will
be unique, the designers of future programs may not always be
able to incorporate all that has been learned from the past in
precisely the same way.

In the next two chapters, we use the benefit of experiences

with these programs to suggest how these programs might be
designed, implemented, and administered in the future.
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1t
loan

v,

Criteria for
approval

U,S. security

Lockheed
(1971)

Credit not avall-
able elsewhere

Ser ious impact
on economy with-
out loan

Earning power
and collateral
provide reason-
able assurance
of repayment

Full collateral
required

U.S. priority on
col iateral

New York City |

New York City ||

(1975)

Reasonable pros-
pect of repayment

Secretary of the
Treasury deter-—
mines securlity

Federal govern-
ment may with-
hotd other pay-
ments to clty

(1978)

Reasonable pros-
pect ot repayment

Credit not avall-
able elsewhere

Progress toward
and eventually
obtain a batanced
budget

Continued state
support

Independent
audits

Secretary of the
Treasury deter-
mines security

Fedoeral govern-
ment may with-
hold other pay=~
ments to clty

Chrysler Conrail
(1980) (1974-81)

Credit not availi-
able elsewhere

No specific require-
mont except to set-
tle claims made by
trustees of bankrupt
carriers and to
improve faclilitlies

Ser lous impact
on economy with~
out loan

Flrm must remain

a goling concern
atter 1983 wlthout
further asslist-
ance, with a rea-
sonable prospect
of repayment by
1990,

Federal assistance
to be matched by
concesslons of
about $2,0 billlon
from benetficiary
groups

Security required Conrail |Is a private
corporation owned by

the government

In bankruptcy,
debt due the
u.S. paid tirst
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V., Adminlstra-
tor(s)

Vi, Government
controls

Lockheed
(1971)

Secretary ot the
Treasury, Chalrman
ot the Board of
Governors ot the
Federal Reserve
System, and Chalr~
man, Securltles
and Exchange Com-
misslon

Denlatl ot guaran-
tee requests

New York Clty |

(1975)

Secretary of the
Treasury and
State's indepen-~-
dent flscal monl=-
tor?

Denlal of
quests

loan re-

New York Clty |
(1978)

Secretary of the
Treasury and
State's Indepen-
dent flscal monl-
tor

Denlal of guaran-
tee requests

Chrysler
(1980)

Secretary of the
Treasury, Chairman
of the Board ot
Governors of the
Federal Reserve
System, and Comp-
troller General
voting members
(the Secretaries
of Labor and
Transportation
nonvotling members)

Dental of guaran-
tee requests

2A1though not speclificaliy mentioned In the Act, the Secretary
of the Treasury relled on the New York State Emerqency Flnan-
clal Control Board to oversee the Clty's Flnanclal operatlons,

Conrall
(1974-81)

Orliginal act estab-
lished Chalrman of
USRA and 3 govern-—
ment board members
an¢ 7 nongovernment
board members
appointed by the
President

Northeast Rall
lce Act changed
board to 5 members:
Secretary of Trans-~
portation, Comptrol-
ter General, Chalr-~

Serv-

man of the Inter-
stete Commerce Com~
mission, Chalrman of
Board ot Conrall;
and one prlvate sec-

tor person

Appolntment of ma-
Jority ot Board of
Directors ot Conrall
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Vil, Requlirements
8 walver authority

Vi), Federal
financial bank

Lockheed
(1971)

GAO sha!l make
detalled audits of
all accounts,
books, records,
+transactlions of
any borrower

May d|sapprove
asset sales that
may atfect loan
repayment

Restrictions on
dividends to
stockholiders &
payments on non-
guaranteed loans
may be walved

D1d not ex!st;
established

New York City |

New York Clity 11

(1975)

GAO could audit
all acounts,
books, records,
and transaction ot
the state, poll-
tical subdivision,
and any agency of
state or political
subdiviston,

Secretary may
walve any terms
and condltions

U.S. priority
rights may be
walved

Authorlized to
purchase notes

(1978)

GAO ccuid audit
ail books, ac-
counts, transac-
tlons, and records
of the clity or its
financing agent,

Secretary may
waive any term and
condition as well
as U,S, priority
rights, except
guaranteed loans
used to retire old
debt

Prohlbited trom
purchasling notes

Chrysler
(1980)

GAQO could audit
all accounts,
books, records,
memoranda, corre-
spondence, and
other documents
and transactlon of
the corporation
and any other bor-
rower (l.,e.,, Sub-
sidlaries)

Must approve sales
of over 35 miiilon
and any contract
of $10 mitllon or
more

Restrictlions on
stock dlvidends

Required amounts
of concesslons
from some speclfic
beneficlaries may
be walved as long
as total was met,

U.,S. priority In
bankruptcy could
be walved In cer-
tain circumstances

Prohlblited from
purchasing notes

Conrall
(1974-81)

GAO could audit Con-
rali's programs,
activities, end fin~-
anclal operations,
examine al!l books,-
accounts, records,
reports, tlles, etc,
Because USRA 1s a
government corpora-
tion GAO uses its
baslc authorlity
under 31USC9103 to
audlt the assocla-
tlon,

USRA-~~Conrall Agree-
ment - Corporate
activities must be
approved by USRA
board

Walver authority Is
held by USRA board

Not mentloned
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Lockheed

(o)
I1X, Miscellaneous Board authorized
teatures to make management

changes

New York Clity |

New York Clty I1

(1975)

(1978)

New York Clty re-
quired to estab-
tish productivity
councl|

Chrysler Conrail
(1980) (1974-81)

Chrysler required
to establish em~
ployee stock
ownership plan and
energy saving plan

Department of
Transportation
study of auto In-
dustry and Chrys-
ler viabitity re-
qulired



CHAPTER 3

GUIDELINES FOR CONSIDERING

FINANCIAL ASSISTANCE FOR INDIVIDUAL

FIRMS OR MUNICIPALITIES

No established mechanism exists for the federal government
to evaluate and respond to an aid request from a financially dis-
tressed firm or municipality. Since such aid is an exception to
the federal government's general policy of nonintervention, the
Congress should consider whether the particular circumstances
warrant creating a discrete aid program and, if they do, how that
program should be structured.

First, there is a need to evaluate whether the problem is
solely the firm's or municipality's or part of a broader indus-
trywide or regional problem, If the problem is only the prospec-
tive borrower's, then consideration must be given to whether
designing an aid program specifically for the firm or municipal-
ity will better serve the national interest than allowing market
forces and established legal procedures to proceed without
legislative intervention.

The latter determination should be made after carefully ana-
lyzing the probable costs, results, and consequences of offering
or not offering aid. If the Congress decides that federal aid,
tailored to the borrower's needs, serves the national interest,
then a choice must be made among many policy options. (One op-
tion, credit assistance, in the form of direct and guaranteed
loans, has been used in past programs.) Having chosen a policy,
consideration should be given to structuring the program to ac-
complish congressional goals and objectives while protecting the
government's financial interest.

Sound financial analysis is critical in addressing these
questions. Firms or municipalities requesting aid from the Con-
gress are typically larger than and tend to request more money
than the normal credit recipient. Thus, the government's ability
to thoroughly and fairly analyze the risks are more important
than normal. Commercial lending principles and practices suggest
ways for the government to evaluate a prospective borrower's
financial condition, assess the risks and likely outcomes from
offering or not offering aid, and structure a program that will
minimize the government's risk while achieving congressional
goals and objectives.

To achieve these goals and objectives, program administra-
tors need to understand the Congress' intent. A clear and con-
cise statement of the Congress' purpose, goals, and objectives in
legislation authorizing these programs is essential. 1In addi-
tion, the Congress should focus all program requirements on these
goals and objectives, avoid conflicting goals as much as possi-
ble, and provide guidance to program administrators on how to
make the inevitable trade-offs among goals.
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This chapter develops guidelines for structuring future
assistance programs to deal with a specific firm's or municipal-
ity's financial problems. We provide guidance on what to think
about in determining whether providing aid serves the national
interest, how the government can use commercial lending princi-
ples and practices to do the financial analyses that are neces-
sary for establishing effective programs, and how to design
authorizing legislation to make the attainment of congressional
goals and objectives more likely. We then show how individual
financial assistance programs resemble commercial workouts of
financially distressed firms in which lenders and the borrower
collectively reorganize a borrower's operations and restructure
its debt. Our review of workout practices and the government's
experience with previous aid programs suggests several principles
the government should follow in creating a financial assistance
program. Specifically, the program should be structured in such
a way that the government

-~-minimizes its financial risk,

-~attains adequate compensation for the financial risks the
government assumes, and

-~provides effective oversight during the life of the
assistance program.

DETERMINING THE NATIONAL INTEREST

When a particular firm or municipality requests assistance,
the Congress s