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1. Introduction

As infrastructure privatization experiences in developing countries progress, there is increesing
evidence that their impact on employment is one of their most complex and paliticaly chalenging
elements. In many cases—athough not dways— the main gpproach to cost cutting thet is adopted by
private operators is indeed labor reduction. Because labor productivity is generdly very low in public
companies, private operators cannot afford to maintain these levels of employment if they expect to be
competitive with potentid new entrants into the sector or if they are to deliver on their contractua
obligations to provide chegper and more reliable infrastructure services. The high sengtivity of the labor
issues increedngly results in governments being involved in the initid stage of the labor reduction
programs. Thisdirect and early involvement can be viewed as away for governments to address some
of the risks associated with privatization that are perceived by potentid investors. It is dso a way for
governments to ensure that the sociad concerns of the population a large, as well as the workers who
could lose their jobs.

The desire to ensure the proper handling of the socid needs of the workers is one of the main
reasons why the team in charge of the privatization of Brazil’s rallways made a sgnificant effort to
complement the incentive for voluntary reduction with an eaborated menu of training options.  This
paper provides an overview of this experience in dedling with [abor redundancy problems. It discusses
in some detail the overal design of the program and highlights the interconnections between its various
components. The paper adso provides afirst assessment of the program’s achievements.

The paper is organized as follows Section 2 is an overview of the historica evolution of Brazil's
Federd Railways (RFFSA) and of the factors that lead to its privatization; Section 3 discusses the main
estimates of the staff retrenchment needs, Section 4 describes the profile of the raillway workers,
Section 5 explains the overal strategy with which the specific program was build; Section 6 presentsthe
various dements of the program that am to address its efficiency and socid concerns, Section 7
presents the main achievements so far; and Section 8 concludes with some lessons.

2. Historical Background: The Path to Privatization

Brazil’s Federd Ralways, RFFSA, was incorporated in 1957, as a state-owned corporation
under the jurisdiction of the Ministry of Trangport (MT).! RFFSA is the result of the merger of eighteen
independent rallways, built mostly by British and French concessonaires, beginning in the nineteenth
century. The incorporation of RFFSA was part of a Nationad Development Plan to promote efficiency
through direct government intervention in the operation of the economy. Unfortunately, over time, the
lack of a business plan, coupled with congtant government intervention in RFFSA’s decison making
process, as wdl as politicad interference with the company’s employment policy, led to years of
insufficient earnings and inadequate capitd investment. RFSSA ended up with 160,000 employees at
its peak. Moreover, RFFSA was burdened by excess capacity and uneconomic rail lines, particularly in
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the Northeast. A subgtantid portion of RFFSA’s tracks were well below the level of minimum
efficiency, and falled to earn revenues in excess of its variable codts, at then current rail rates.

On severd occasions, the Federd Adminigration struggled to restructure the railway system.
Strategies have included issuing new debt, reducing fixed costs (and an earlier effort to reduce the labor
force), reorganizing inter-city services and, above dl, capitd restructuring through trandferring the
suburban passenger operations (and their corresponding operationa losses) to a separate entity
(CBTU). Despite dl these efforts, RFFSA has consstently shown losses in its balance sheet. Since
attempts to restructure RFFSA under the public umbrella were al failing, Brazil started looking at the
privatization experiences of other Latin American countries such as Argentina and Chile. The successes
of the programs in those countries, combined with the increasing difficulty of maintaining cos-effective
operations in Brazil lead the government to decide to privatize the ralroad services, under a new
regulatory regime, S0 as to foder effective competition with the trucking industry.  To implement this
new policy, in 1992, the government included RFFSA in the Nationd Privatization Program. This was
the firs mgor privatization of public infrastructure servicesin Brazil.

In order to enable the privatization to take place in a competitive manner, the government: (a)
submitted to Congress a bill of law (“SisemaNaciona de Viagdo” or SNV), which dlows a substantia
reduction of the rallroads which, in accordance with the previous gpplicable legidation, were due to
remain under the interest of federd jurisdiction; and (b) established a new railway regulation, to enable
the private operators to discontinue operations of branch lines not within the SNV, as well as operations
of those lines under the SNV which were shown to be uneconomic. The government then dtarted to
work on selecting the restructuring modd for the sector. In view of the geographic characterigtics of
Brazil and the sze of the federd raillway network, as wel as the sgnificant cross-regiond differencesin
RFFSA’s traffic, this restructuring was to be a key determinant of the overdl success of the efforts to
introduce competition in the sector.

The restructuring decison ended with the fallowing: RFFSA’s operations were to be divided
into a number of verticaly integrated regiond sysems. The concession for the operation and
maintenance of these systems for a period of thirty years would be publicly auctioned to private
enterprises. A minimum price was to be established for the concession of each regiond sysem. The
auction price for aregiona system was to be paid in accordance with a payment schedule described in
the Public Offer. The amount collected from the concessonaires was to be divided between the
Nationd Treasury (5% from the concession) and RFFSA (95% from leasing the operaiona assets).
The federa adminigtration, as the company’s controlling shareholder, deliberated that the net proceeds
of the auctions would be used to reduce RFFSA’ s indebtedness.

The specific privatization modd prepared by BNDES, Brazil’s National Economic and Socid
Development Bank, followed those lines and divided the RFFSA rallway system into Sx Regiond
Aress. The Regionad Areas were then independent systems, serving different markets, with no or
limited inter-connections and inter-charge traffic. The market and financid andyss of each of the
Regiona Areas carried out by RFFSA and BNDES indicated that al such Areas were economicaly
feasble, and therefore attractive to the private sector. In economic term, the success was thus dmost



guaranteed. One potentid stumbling block was the labor opposition, and this one of the factors that
explains the main efforts put into the labor redundancy packages discussed below.

3. Assessing the employment reduction needs

Theimplementation of the proposed privatization plan clearly required some degree of reduction
in RFFSA’s employment.  Although RFFSA had dready made significant progress in reducing its
employee headcount, the company’s labor productivity continued to be low. RFFSA had reduced its
total staff from about 110,000 in 1975 to about 42,000 in May 1995. This reduction led to a
subgtantid increase in labor productivity, from 250,000 to dmost 1 million net ton-km per employee.
However, this labor productivity continued to be insufficient, not only when compared to smilar North
American companies, but also to recently restructured and privatized railways in Argentina and Chile.
The drategy to ded with this excess labor had to be subtle since there were sgnificant differences in
labor productivity across RFFSA'’s regions (see Table 1) and cuts across the board would not make
sense.

TABLE 1: LABOR PRODUCTIVITY INDICATORS (1994)

Northeast 4,402 210
Southeast 9,982 2,041
South 10,208 884
West 2,655 722
Tubaréo 351 274
Midwest 8,608 800

The solution was to come up with new cogt reduction plans for each of the six Regiond Aress
to be privatized, based on new operaiond procedures, with redundant activities identified by job
categories. This was essentidly a very meticulous job that required a very detailed study based on the
best internationa practice. The redundancy estimates were to be conservative since the idea was to
avoid second-guessing what the concessonaire would actudly need, while avoiding forcing the
concessionaire to have to re-recruit “fired” workers as had been the case in Argentina and the UK. In
addition, the gtaff remaining at the company at the time of transfer to the private operator had to be
sufficient to avoid interruptions in service. To ensure this, a detalled andys's was conducted by the
Regiona Managers to assess both the staffing needs for each function and the number of excess
workers. By the end of this andyss, RFFSA’s management had reasonable estimates of the dtaff
reduction needs in each Regional Area. This process led, in May 1995, to an employment reduction
target number of 20,000 workers. Between May and September 1995, 1,953 workers voluntarily
decided to leave the company, so that by the time the first concesson was announced in September
1995, the new reduction target number was 18,047, as seenin Table 2.




TABLE 2: MINIMUM STAFF REDUCTION REQUIREMENTS

Regional Areas Employees (5/95) Employees to be laid-off
Northeast 4,446 1,909 41.9
Midwest 12,039 5,575 46.7
South 10,616 4,547 434
Tubar&o 367 30 8.3
Southeast 10,385 4,624 45.0
Central 1,209 590 48.8

Administration

W est 2,792 772 28.2
TOTAL 41,991 18,047 43.0

4, Profile of RFFSA’s employees

To minimize the socid cogt of layoffs, RFSSA had to have a good understanding of the profile
of its employees. This required a detailled study that was carried out as part of the preparation for the
World Bank project. A detailed andlyss of the characterigtics of each regiond labor market and
outplacement opportunities for each excess worker was conducted. The study covered the employee's
age, experience and education level, compared to Smilar characteridtics in the regiona labor market
where the redundant workers employees would have to compete for a new job.

The study reveded that the two main characteristics of Brazil’ s labor market are: (a) the modest
qudifications of its labor force; and (b) its capacity to generate jobs of poor quality. The poor
qudifications of the country’s labor force reflects the low leve of forma schooling and the low quality of
basic education. Professond training is not entirely effective, even for the most educated workers.
Moreover, training on the job is often not sufficient, due to the high turnover in the labor market. There
are frequent short spels of unemployment. In many cases, these spells result in lower wages when
workers return to the market. There is dso an increasing trend toward switching from the status of
employee to independent bus ness-person.

In spite of some smilarities, such as the low level of education, the profile of RFFSA’s
employees differed from the rest of labor market (See Table 3). The average rail worker was about 41
years old, had about eighteen years of service in the same company, didn’'t have much education and
had little or excessvely specidized skills. The average worker in the generd labor market is a least Sx
years younger. RFFSA’s workers were paid between ten and thirty percent more then the average
worker in the respective labor market.

Table 3: PROFILE OF RFFSA’'SLABOR FORCE (NOVEMBER 1995)
Average Average Primary Secondary | Tetiary | Average Monthly

age (years) | timeof education | education | education wage (reals)




sarvice (%) (%) (%)
(years)

Central 41 18 16 32 53 2,412

Adm.
Northeast 45 18 67 25 7 1,215
M idwest 40 17 38 54 8 1,186
Southeast 41 18 38 52 9 1,656
South 40 18 66 26 8 1,310
Tubarao 40 16 33 47 20 1,232
W est 41 17 9 88 3 1,302

The emerging concern was then that without some assistance, many of the rail workers declared
redundant were likdy to find it difficult to compete in the labor market in the short run. Even in the
event these workers did manage to reenter the market, chances would be that they would be paid less.
The view at that time was that what was needed was enough training to reduce the cost imposed by
specidized job experience and the lack of forma education. A team of advisors from various training
ingtitutions was convened by RFFSA to prepare a menu of options for affected employees to choose
from and to design training packages that would meet the employees needs.

5- A Generic approach to jointly address efficiency and social concerns

The next sep was for RFFSA to work on building a staff reduction program that would address
its socid concerns as well as the efficiency requirements of the restructuring process. This meant that
the legdly-required severance payments (which, on average, corresponded to the equivaent of ten
months salary) was not enough. In addition, the program had to find a way of encouraging early
retirement to reduce the average age in the company, and it had to provide some incentives for
voluntary retirement to minimize the number of workers that would have to be fired. These incentives
had to be complemented by training programs, based on regiond employment opportunities, and
outplacement ass stance that would reduce the personal drama of the workers declared redundant.

These ideas were transformed into the following specific gods of the saff reduction program.
The program was to: (@) reduce RFFSA’s employee headcount by about 18,000 over three years, in
addition to the 4,000 employees who had applied for early retirement in 1995; but it also had to: (b)
increase gaff productivity through training and outsourcing; and (C) minimize the socid cost of the
adjusment through appropriaie severance payments. The privatization team recognized that these
targeted reductionsin labor force were by no meansfina. Once al Regiona Areas had been privatized,
the organization of each system would probably change and would likely to lead to additiond reductions
in gaff, changes in skill mixes and improved productivity. However, during the firg 12 months of the
concession, the concessionaires would have to ensure the same benefits that RFFSA awarded to




dismissed workers.  After the first twelve month period, laid-off workers would only be entitled to the
amounts established by law. 2

It was clear that the private operators were to make their own adjustments, which were
expected to be minimd. In fact, the optima drategy might have been to leave dl decisons to the
private concessonaires. However, this would not be consstent with the political redity of the country
and the particular industry. About 80% of the company’s workers were affiliated with one of the seven
unions active in the sector. These seven unions are comprised of only rallway workers. All of the
unions initidly were essentiadly againgt privatization and refused to participate in the reorganization
process, despite the fact that they actively participated in briefing meetings and public hearings held for
the employees. Leaving it to the private sector to negotiate with the unions would undoubtedly have
affected the fiscd return of the privatization, and in some cases, could have limited the interest of private
enterprisesin the process. The advantage of the proposed strategy was that the bulk of the adjustments
were made before the privatization, which minimized the risk of later conflicts. 1t dso had the advantage
of ensuring that the socia concerns were properly addressed.

6. The Details of the Overall I ncentive Program

The specific details of the overdl incentive program built on the information discussed above.
The program had five components.

a) Incentivesfor early retirement;

b) Severance packages for voluntary separation;
c¢) Traning;

d) Assgtance for outplacement; and

€) Severance packages for dismissed workers

(@) Incentivesfor Early Retirement

In January 1995, with the implementation of a plan of incentives for early retirement, RFFSA
began its efforts to reduce its gaff. The main digibility requirement was that the employee had to be at
least 50 years old and legdly digible to retire as of December 31, 1998 when al Regiond Areas would
be transferred to private concessonaires. The proposed benefits under this program were:

Payment of the worker's net monthly sdlary for a period of Sx months while the appropriate
paperwork was being processed by INSS (the Nationa Sociad Security Agency). This plan
included retroactive payment of the retired employee's penson benefits for the same sx month

period;

2 A potential problem with this sequencing was that the private concessionaires could rehire employees who had left the company
under the program. The labor law does not allow restrictions to recruitment. The only contractual restriction applied by RFFSA was
that any worker joining their incentive program would not be able to work for RFFSA again.



If the paperwork was not ready after the sx month period, RFFSA would continue to pay the
amounts referred to above, but in the form of an interet-free loan to be reimbursed by the retired
employee &fter the date of hisher actud retirement;

Payment of both the employee’ s and the employer’ s match to the RFFSA’s pension plan (REFER),
for up to five years, until the early retiree reached the age of 55, which is the minimum age to be
eigible for payments under REFER. This strategy reduced the incentive for people between 50 and
55 to stay on the job until they become digible for payments under REFER. Payments would be
mede at the time of actua retirement.

In 1995, 5,154 employees volunteered to retire under this plan. Eligible employees were able
to participate in this plan up to the time when the private concessonaires took over the operation of the
respective Regiona Area. After that point, the concessionaires would determine the pension plan which
would be offered to their employees, and RFFSA would have no more actuarid obligations.

(b) Incentivesfor Voluntary Separation

The package for voluntary separation was meant to ensure that the employee who would
willingly leave the company would be ready to start his’her own business or could re-enter the market
without having to suffer a sgnificant reduction in hisher previous sdary. Another important god of the
incentive package was to comply with afederd guideline which requires that cost reduction programs of
publicly owned enterprises do not lead to increases in the country’s unemployment rate, which could
threaten its socid dability. Eligibility for packages were on a firs -come-firs-serve bads, within
specified limits by job category.

The key to this program was training those workers affected by te staff reduction program.
For workers interested in gtarting their own business, the program provided the necessary tools to
comply with the legd and adminidrative requirements of sdf-employment. Employees targeted by the
program had aso to sdlect a specific professona training. For those not interested in starting their own
business, the design of the training programs were targeted to ensure that, after their training, workers
were equipped with the tools in demand in their respective regiond markets. Employees aso recelved
assigtance in their search for employment. All employees were digible on afirg-come-firg-serve bass
except for the following:

employees who decided not to be associated with the employee savings organization FGTS (which
isoptiond);

employees who were digible for norma retirement;

employees entitled to their job because of their status, tenure or responsibilities (union leaders and
representatives of employees in interna commissons to prevent accidents (CIPAs). These
employees could choose to resign from their respongbilities and thus become digible for the
package;

pregnant employees,

adminidrative levd employees, and



temporary employees.

The actua separation from the company took effect within thirty days of the acceptance of the
employee' s application to join the plan. During that period, the decisions on the specific benefits under
the program were taken and processed. They included cdculation of the financia benefits, slandard
legd rights and incentives, and the preparation of the training programs which were to be started within
six months of the gpprovd of the employee’ s adhesion to the plan.

Financial Incentives - The financia incentives depended on each employee' s number of years
of service. To assst the employeesin their decisons, each RFFSA office was equipped with software
which gave information on al the incentives offered to each worker, accompanied by a smulation of the
benefits eventudly afforded. The incentives were based on four to twelve months saary, depending on
the number of years of service. To become digible, a worker would have to have a least six years of
sarvices to the company. The financia incentives granted are shown in Table 4 below, and were
Sructured asfollows:

For workers with 6 to 25 years of service, the incentives were caculated as an increasing geometric
progression from 4 to 12 months of salary with 19 increments of 1.0595 for each year of service
between these two points,
For workers with 25 to 30 years of service, the incentives were calculated as a decreasing geometric
progression from 12 to 6 months of sdary, with 5 increments of 0.8705 for each year of service
between these two points.

TABLE 4: FINANCIAL INCENTIVES
No. of Yearswith | Total No. of Monthly | No. of Years with | Total No. of Monthly Wages

RFFSA WWET[ES RFFSA

6 4.00 19 8.48

7 4.24 20 8.99

8 4.49 21 9.52

9 476 22 10.09
10 504 23 10.69
11 534 24 11.33
12 5.66 25 12.00
13 6.00 26 10.45
14 6.35 27 9.09

15 6.73 28 7.92

16 7.13 29 6.89

17 7.56 30 6.02

18 8.01

Employees who decided to join the voluntary separation incentive program would aso benefit
from: () an authorization to continue living in houses/gpartments owned by RFFSA for up to twelve
months (only for those dready living in such houses/gpartments); and (b) penson plan payments
(REFER) by RFFSA for twelve months, unless the employee decided to withdraw the savings




accumulated in that plan. The average value of the financia incentives to each worker was of roughly
US$ 8,000, in addition to an average of about $ 18,000 worth of lega termination rights, caculated on
the bass of the number of years of sarvice, age and contribution to various compulsory savings
accounts.  The incentive package was designed to avoid traumatic family Stuations, which have been
observed in many labor force reduction programs. The average duration of unemployment varied from
gx to nine months in most regions.  The incentive package intended to pay a full sdary to workers
during much of their job search period. In addition, the package included training to help reduce the job
search period, thereby reducing the probability of socia problems.

(©)Training Program

To provide an additiond incentive to workers to attend training sessions, the incentive program
gpecified that an amount equivaent to one month's sdary would be subtracted from the severance
package granted an the employee who did not attend the training program.

The regiond labor market in each Regiond Area was sudied in detal by labor market
gpecidids of a mgor research and anayss inditution - IPEA (Indituto de Pesquisa Econdmica
Aplicada), as well as by members of the Economics Department of the Rio de Janeiro Catholic
University (Pontificia Universdade Catdlica—PUC). The task of these two reputable ingtitutions was
to determine the nature and composition of the market, rlative to supply and demand. This information
was used to help organize the training and determine what was necessary to achieve optimal results from
the company’ s efforts to help participants of the incentive program reenter the market;

Brazil does not have an indtitution specidized in retraining the unemployed. There are, however,
three mgor professona/technical education centers which can provide this service SEBRAE, SENAI
and SENAC. All three are specidized in training employed workers and have branches throughout
Brexil.

SEBRAE (Brazlian Support Service to Small Companies). SEBRAE's misson is to foster
the incorporation of smdl and medium sSze ventures, which are known to be respongble for the
cregtion of a great dedl of job opportunities. Therefore, SEBRAE offers training for people
interested in becoming independent entrepreneurs. It provides extensve consulting services
regarding business, accounting, financid and legd aspects related to the incorporation and
conduction of smal and medium Size enterprises. Applicants must have a least a secondary degree;
SENAI ( National Service for Industrial Training), sponsored by National Industry
Confederation. SENAI offerstechnicd traning for industry workers interested in further improving
or updating their technica/professond skills. Most gpplicants have a secondary degree; and
SENAC (National Service for Commercial Training), sponsored by National Commercial
Confederation. SENAC concentrates on training workers who are interested in the services area.
Typica attendees have a secondary diploma.
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SENAI and SENAC are financed by atax cadled Socia Security Contribution Tax, levied on dl
the core busness payroll of dl legd entities SEBRAE is financed by a amilar tax levied on the
companies entire payroll. These inditutions are typicaly retained by companies interested in retraining
their employees. However, individuas who are not linked to a specific corporation may aso sign up for
gpecific training classes by paying the gpplicable fee.

Upon RFFSA’ s request, the three ingtitutions agreed to develop new training programs or adapt
their dready exigting programs to the needs of RFFSA’s workers. Thelr average cost per person
(including housing, food and transportation) is as follows: SEBRAE: R$ 2.000; SENAI: R$ 2,408 and
SENAC: R$ 320. The training courses offered by SEBRAE and SENAI had an average duration of
150 hours. The average duration of SENAC' s training courses is only 40 hours, due to alower degree
of specidization of the services (eg., hotel services, driving, waiting, etc.). SENAI dso includes an
information and procedure kit to asss trainees in Sarting their own business. The largest demand was
for SENAC's training program, since the type of training offered was wdl in line with the current
demand in the labor market, where the fasted growing needs are in the services sector. The tota cost
of RFFSA’s training program was estimated at about $10.5 million. An additiond $2 million was
needed to train the company’ sresidud staff.

(d)Outplacement Assistance Program

The staff reduction program aso provided job search assstance to those employees leaving the
company, including résumeés preparation and the provision of information on employment opportunities.
Employees dso were asssted with addressing problems concerning the negotiation of new employment
contracts. A smilar type of assistance was offered to those trying to start their own business or create
cooperatives. Employees leaving the company were not required to attend training classes to benefit
from this service.

RFFSA created a data bank which indicated dl workers who had left the company under the
program and those firms potentidly interested in their professond skills. This service was made
available to participating employees for a period of up to eight months after training. Specidized firms
with representation in al Regiona Areas were hired to provide this service.

The World Bank was concerned that the outplacement assistance program would not attain
optima results due to low rates of attendance at the training courses and the poor learning skills of the
attendants.  The World Bank then suggested that the training indtitutions (SENAI, SEBRAE and
SENAC) be paid on the basis of success. In other words, a part of their fees would only be paid in the
event that the trained worker was awvarded ajob in his or her field of training. However, thisidea could
not be implemented for severd reasons, including: (i) the training agreements had aready been executed
before the World Bank was invited to support the Reduction In Force Incentive Program.; (ii) in order
for a contingency fee system to be put into place, the contractua negotiations would have to include a
reduction in the retainer fees and provide for the balance to become due on a success basis, which
would certainly mean reopening the lengthy discussions and creeting a new agreement; and (iii) being a
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state-owned company, RFFSA’s management had (and ill has) little, if any, flexibility to renegotiate
aspects of agreements which had already been approved and executed.

As an dternative, the World Bank suggested that the firm retained to assst the outplacement
assistance program could be entitled to an additional 10 to 20% success fee for every employee who
managed to secure a job for a full year that was at least as good as the one previoudy held in the
company. Unfortunatdly, thisidea failed to address the issues that impaired the gpplication of the World
Bank’ sfirst suggestion.

To ensure that the training program would effectively help employees who had left RFFSA
reenter the market, the World Bank requested that the company retained to assst the modeling of the
outplacement program became respongible for its implementation. It was believed that a success fee
would provide additiond incentive to the outplacement assistance firm, which would then become more
committed to the program’s success. RFFSA’s internd reorganization team would supervise and
coordinate the overal process.

(e)Severance Package

In the event that the voluntary separation and early retirement incentive programs did not reach
the targeted staff reduction number, RFFSA would have to start laying-off excessworkers. It was clear
that this part of the staff reduction program would not be concluded before the privatization. In any
event, RFFSA would monitor the staff reduction process even after the privatization, up to the time
when the target numbers were achieved. The workers dismissed under this third phase would receive,
as severance payment, 80% of the amounts afforded by workers who voluntarily left the company.
Dismissed workers would, however, enjoy al other benefits provided to the others, including
outplacement assistance and training. There would be an incentive for laid-off workers to sign up for
training, since their financia package would be subject to the same pendties gpplied to the others (i.e.
one month’s salary, if they decided not to participate in the training).

There was concern about the professona and socia profiles of the workers being dismissed.
The company intended to keep the best staff possible. Selection of workers to be laid off was based on
the following criteria
record of attendance;
frequency of pendties or suspensons,
overd| performance evduation by the employee simmediate supervisor; and
family stuation (eg. marital status, number of children).

These workers would il get an average of R$ 17,751 worth of legd severance rights, plus an
average of R$ 400 in incentives, twenty percent less than the workers who |eft the company voluntarily.
Added to the cogt of training, the severance package would amount up to about R$ 10,000, plus lega
severance rights, which represented six to eight times the average monthly wage in most regiond labor
markets.



(f) - Sequencing and Timing

This program was mplemented separately in each region. Initidly, prior to the privatization,
RFFSA implemented the early retirement and voluntary separation incentive programs, which were
offered only to sdect job categories. Then, the company dtarted to lay off employees with redundant
activities-the involuntary reduction. At this stage, RFFSA offered a severance package to these
redundant workers that was equivaent to 80% of the benefits paid to employees who voluntarily left
RFFSA. The second tier of the program took place after the privatization and bore the same conditions
afforded by workers laid-off involuntarily. The level of headcount reduction alowed was capped by the
concession bidding documents.  Compensation packages for additiond layoffs beyond the specified
limit would be the concessionaire’ s responsibility. By the end of 1995, RFFSA had aready reduced its
employment by over 4,000, mainly through early retirement incentives, at atota cost of aout US$ 40
million.

7. Theimplementation and the achievements so far

All sx Regiond Areas have now been privatized and some lessons can aready be drawn from
the experience. The program, as it was initialy conceived, suffered severa adjustments up to the time
of its actud implementation, but these changes were congtantly communicated to the workers and the
unions. Indeed, throughout the process, the reform drategy included a mgor effort to inform the
workers of ther rights and options so that they could make the best choice. Before implementation,
RFFSA didributed to every employee a smdl book explaining the program. Later, severd
presentations on the program were made by members of the company’s centra administration and by
members of SENAI, SENAC and SEBRAE, who presented the professona training programs. As
initidly planned, various labor secretaries atended many of the presentations, but did not participate in
the program. All of RFFSA’s employees, as wdl as union representatives, were invited to the
presentations. By that time, the unions were dready aware that the program had reached a point of no
return. Thus, the management of the company and union leaders argued at length over severd aspects
of the program, but there was no opposition to its implementation.

The company handed out a program adhesion form and provided computerized smulations of
the benefits ensuing from the program.  As previoudy mentioned, digibility for the program was on a
firg-come-firg-serve basis and the acceptance of an employee's application would have to be
authorized by the employee' s direct team leader. Curitiba was the ste where the company refused the
largest number of applications for the program. While the reduction target number for that Ste was of
300 employees, the management of the program received about 800 applications.

The regt of this section reviews the accomplishments of the staff reduction program in each one
of the categories.

(a) Early Retirement Incentive Program
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The early retirement incentive program was implemented in January 1995. Its success resulted
from the introduction of a mgor socid security reform in Congress when the program was about to be
implemented. The reform proposed in Congress included drastic changes that atered the relative vaue
of the staff reduction program for the average employee. These changes were basicdly made to adapt
to the new socid security legidation which implied that digibility to retire would no longer be based on
the number of years worked, but mostly on age. This change (formaly passed in January 1998) would
have meant that many people who had worked for over twenty years and who previoudy would have
been entitled to a full penson would have to have to work for another fifteen to twenty years to receive
the same benefits. Since the average worker dready had eighteen years of company time, many ended
up opting for early retirement.

This change could not be anticipated at the time the initid design of the redundancy program
was being tested. Studies made during the modeling and planning stage showed that the mgority of
RFFSA’s excessve force would leave the company through the Voluntary Separation Incentive
Program. However, the fear that adverse changes in the socia security law could jeopardize the
retirement income of older workers led to an unexpected increase in the number of gpplications for the
early retirement incentive program. In addition, the projections on the number of employees potentiadly
eigible for the early retirement incentive program were based on the time of services rendered to the
company, without taking into consderation the amount of time that employees previoudy worked
esawhere. This cdearly underestimated the potentiad demand for an early retirement package. The
ovedl adheson to the early retirement incentive program showed that a much larger number of
employees had worked enough time to retire in accordance with the retirement rules established by the
Nationd Socid Security Agency (INSS). Table 5 shows the difference between what was planned and
what actualy occurred.

TABLE 5: WORK FORCE REDUCTION

Reduction In Force I ncentive Program Implemented (Jan. 1999)
Retirements 5,000 11,771
Voluntary Separ ation/L ayoffs 13,000 5,886
TOTAL 18,000 17,657

(b) Voluntary Separation Incentive Program
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The voluntary separation incentive program was implemented in the different Regiond Aress, in
accordance with the privatization program’'s timetable. The dates of actuad implementation of the
voluntary separation incentive program in the different Regiond Areas and in the Centrd Adminigtration
were asfollows.

West Feb. 01, 1996 to Feb. 16, 1996
Midwest May 13, 1996 to May 31, 1996
Southeast Aug. 19, 1996 to Aug. 02, 1996
Tubar&o Oct. 14, 1996 to Oct. 28, 1996
South Oct. 14, 1996 to Oct. 28, 1996
Northeast Oct. 14, 1996 to Oct. 18, 1996;
and Nov. 18, 1996 to Dec. 02, 1996
Central Administration Oct. 30, 1995 to Nov. 17, 1995; Jun. 17, 1996 to
Jun. 28, 1996; and Apr. 14, 1997 to Apr. 30, 1997

The planning of the voluntary separation incentive program foresaw its implementation in three
phases. The lagt part of the program would be implemented after the privatization, during the trangtion
period in which the Regional Areas were to be managed by both RFFSA and the concessionaires. The
whole program, however, was concluded before the privatization.

The gaff reduction target number was caculated on the bass of the maximum number of
employees to be absorbed by the concessonares, as edtablished in the Privatization Bidding
Documents. The number of employees established for each Regiond Area, the reduction target number
and the number of employees actudly absorbed by the concessionaires are shown below in Table 6.

TABLE 6: REDUCTION IN FORCE

Regional Area Maximum Saff To Staff Actually Absorbed
(Concessionaire) Be Absorbed

West - (Ferrovia Novoeste SA) 1,800 1,792
Midwest - (Ferrovia Centro Atlantica SA.) 7,900 7,771
Southeast - (MRS Logistica SA.) 6,600 6,241
Tubardo - (Ferrovia Tereza Cristina SA.) 250 207

South - (Ferrovia Sul Atlantica SA.) 6,900 6,292
Northeast - (Cia Ferroviaria Nordeste) 1,600 1,409
TOTAL 25,050 23,712
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The difference between the number of employees due to be absorbed and the number of
employees effectively trandferred to the concessionaires reflects the increase in the gpplications for
retirement, which is alegd option granted by the applicable legidation to digible workers, againgt which
RFFSA could do nothing.

(c) Layoff Program

In order to findly achieve the staff reduction target number, the company had to lay off eighteen
employees a the Centra Adminigtration Office and 367 employees in the Northeast Regiona Area
The large number of layoffsin the Northeast Regiond Areawas due to structurd changesin that system
to make it economicaly feasble.

But as expected, that did not end the staff reductions. the concessionaires decided to reduce
employment even further. Indeed, the fact that the concessionaires received less employees than what
was initidly provided for in the Officid Bidding Documents did not stop them from reducing ther staff
by another 14,000. The number of separationsis summarized in Table 7.

Table7: STAFF REDUCTIONSIMPLEMENTED BY THE CONCESSIONAIRES

Regional Area | Staff Reduction
West 1,167
Midwest 5,355
Southeast 2,942
Tubarao 56
South 3,913
Northeast 787
Total 14,220

(d) Training

Implementation of the training program was somewhat troublesome. The main initid problem
was the lengthy negotiations of severd agreements with the three traning inditutions and their
representatives in the different Stes. This was aggravated by the fact that Brazilian legidation requires
date-owned companies to justify the execution of agreements without a bidding process, which was the
case snce dl parties involved in these agreements were public enterprises.  In the end, nineteen
agreements were signed between the company and SEBRAE, while 21 and 12 contracts were signed
with SENAI and SENAC, respectively.

The overdl training record so far is dso lower than expected. Out of the 5,886 employees that
were either dismissed or voluntarily separated form RFFSA, 3,046 joined the training program. This
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number includes the 997 employees that had been previoudy trained by the company before an
agreement was reached on the overdl program. Since each digible employee could sign up for up to
two training courses, the total number of diplomas awarded by the three ingtitutions was 4,673.

Why did rdatively few workers take the training? There are severd reasons. The firdt is that
the time that elgpsed between when the workers left the company and the beginning of the training
program was often excessive, as seenin Table 8.

Table8: DELAYSIN IMPLEMENTING TRAINING

Beginning of the Reduction In Force Beginning of the Training Program
Incentive Program

Central Nov. 95 Dec. 95
West March.96 Jun.96
Midwest May 96 May 97
Southeast Sept. 96 Dec. 97
Tubar&o Nov. 96 Dec. 96
South Nov. 96 Jun. 96
Northeast Oct. 96 Oct. 97

The second factor is probably that the financid pendty imposed on those who did not apply for
training was not correctly planned. All payments were made when the workers leaving the company
were asked to state whether they would apply for training, which was before the training program
began. Since the actua separation took place before the beginning of the training program, RFFSA had
no control over those who decided not to attend.

This problem would have been solved if the training program had started immediately after the
acceptance of the employee’ s adhesion to the incentive program and before the actual separation. Part
of the employee’'s severance package should aso have been withheld until completion of the training
program. Unfortunately, it was dready too late when the problem was detected.

Due to the digtribution of skills among workers the assumption was made during the planning of
the incentive program that most laid-off or voluntarily separated employees would prefer to take one of
the training courses coordinated by SENAC, the more service oriented training inditution. The actud
didgribution of trainees among the training inditutions is described in Table 9. It shows that most
workers were more interested in learning how to run their own business and signed up for SEBRAE.

Table9: COST AND DURATION OF TRAINING AT EACH INSTITUTION?®

I ngtitution Average Cost/Trainee (R$) Average Durdion (hours)
SEBRAE 1,617.16 166
SENAC 1,050.12 176

% In addition, each trainee received a daily allowance which, on average, came to R$ 1,196.80.
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SENAI I 753.73 | 143

In April 1997, the firm QUATRE Consultants was retained by the company to coordinate the
training program, under the supervison of RFFSA’s team. The consultants started working on the
project on September 17, 1997.

The coordination of the training program by third parties was suggested by the World Bank,
despite the company’ s opinion that it was an unnecessary measure. Staff reorganization programs are
just beginning in Brazil. There are no professonds in this area who could efficiently do the job for
which the consultants were hired. It took along time before RFFSA’s team managed to properly train
the consultants, which have now reached a satisfactory level of efficiency. RFSSA’s management is
convinced that the work that the consultants were retained to do could have easily been performed by
in-house personnd, therefore saving close to R$ 1 million.

(e) Outplacement Program

The same consultants hired to coordinate the training program were retained to
implement the outplacement program, and their volume of activity has been large, dthough not as large
as expected. Of the 5,886 employees that were either dismissed or voluntarily separated from RFFSA,
1,061 joined the outplacement program. The program started with a three day seminar, organized in
Sxteen different cities throughout Brazil, in order to facilitate the attendance by dl the gpplicants. There
were atotal of 36 seminars

Despite these efforts, of the 1,061 gpplicants, only 172 former employees actually attended the
seminars. Inview of this fact, the company asked the consultants to mail the 807 books that were used
in the seminars to the gpplicants who did not atend. The intention was to maximize the effects of the
outplacement program. The answers to a questionnaire that was dso mailed to the applicants would
dlow the program’s management to send out résumés to potentialy interested companies. So far, the
outplacement program consultants have sent out 164 résumés, which are dso available on the Internet.

(f) Survey of former employees

In order to know what happened to the former employees of RFFSA and to check if the
resources dlocated to traning were effective in mantaning the standard of living, RFFSA’s
management commissioned a detailed monitoring in each region, based on fidd interviews. RFFSA
retained the Rio de Janeiro Catholic University (PUC) to conduct these interviews. This survey began
in January 1998, in Séo Paulo. Eventudly, it covered 5,334 former employees who left the company
between January 1995 and October 1997 and was didtributed over 600 municipdities. The reply
percentage was over 77% (including 90% of men) which is high but not complete because 1,217
workers moved without a trace. Only seven percent of the workers covered by the sample refused to
cooperate
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The forst survey showed that the average worker interviewed is 43 years old. The education
level is quite heterogeneous and higher than the Brazilian average, with only 1% “andphabet” and 4%
with a post-graduate degree. The mgority (22%) had a high-school diploma  Almost haf (2,301)
work on their own and 20% have opened their own business. Only 18% are employees and 4% are
cvil sarvants. About 13% are employed illegdly. Mogt found the training good but irrdevant to their
new job. About 44% of these employees have been in their new job for an average of 13.2 months.
Overdl, they dl earn less than when they were working for the raillways.

A more detailed survey conducted among 675 formers employee in September 1998 was aso
quite reveding. Only 10% where unemployed but they count most of the older workers and/or the less
educated. Also the sdary structure had changed quite a bit. In particular, the survey shows that while
53% of the workers are earning less than when they were at RFFSA, 27% and making a better living.
In genera, the dispersion of wages increased for that sample.

(g) RFFSA’s Remaining Staff Training Program

With the priveization of RFFSA’s operationd system, the company underwent a substantial
modification of its core business. To cope with the changes and face the company’s new atributions, it
was crucid to retrain RFFSA’ s remaining saff. Retraining of the company’ s employees began in March
1998 and will end in December 1999

This retraining program has been managed by a consulting firm (De Consult) since December
1997. Inview of the lack of a clear definition by the federd adminigiration as to what will be RFFSA’s
corporate objectives or what the country’s public trangportation policy is, De Consult is concentrating
its retraining program on tasks that are now under the responsibility of RFFSA, which are:

Adminigration of the company’ s indebtedness and receivables,
Sde of assts; and
Monitoring the use of the operationa assets being used by the concessionaires.

8. Summing up the main lessons of this experience

All things condgdered, this staff reduction program has been reasonably successful. For now, the
main points are probably that the improvements in productivity that were aimed for have been achieved
without mgjor problems, through a combination of early retirement and voluntary retrenchment
stimulated and sponsored by the government and a willingness by the concessionaire to make quick
decisons on the number of involuntary retrenchments that they wanted to implement. Themain
advantage of the quick decision by the concessionaire was that it benefited from the momentum crested
by the prompt government implementation of its own decisions and the fair trestment of workers. The
companies could have indeed waited until the contractud twelve month obligation to pay the same
package as the government for involuntary retrenchment was over, which would have dlowed them to
only pay the legd obligations.
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The main problems have come from the underestimation of the time it was going to take to agree
on the dtrategy to implement the training and the outplacement programs. In addition, the Strategy
adopted provided a good incentive to Sign up for the courses (one month’ s salary) but it did not provide
much incentive to workers to show up, snce they were paid up front. The informa evidence aso
suggests that most workers found new jobs before many of the training programs were available.

4 In February 1998, the government obtained the authorization to incorporate the Sao Paulo railways, FEPASA, into RFFSA and to
implement its concession. This also involved a staff reduction program. FEPASA had 8,134 workers. Of this total, at least 2,300 were
to be declared redundant and 1,576 were laid-off, out of which 1,023 asked for technical assistance, 1,251 asked for training and 711
used the outplacement service. Since then, the concessionaire, FERROBAN, has laid off another 1,400 workers.



