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PROTECTIVE COMMITTELS IN RAILROAD
REORGANIZATIONS *

I

RECENT criticisms by Mr. Lowenthal of railroad reorganiza-

tion procedure, both beiore® and after® the enactment of
Section 77 of the Bankruptcy Act,” raise anew not only the prob-
iem of private versus public contrel, but also the constitution,
functions, and control of protective committees. As to the former
it is clear that he favors g more highly concentrated control in
the hands of the Interstale Commerce Commission. But as his
proposal i3 general and not sufficiently specific to give a clear
picture of that new control, it will be considered here anly inciden-
tally. There are, however, certain basic assumptions involved in
his treatment of protective committees which it would be profitable
to reézamine.

One ol these assumptions seems to be that 2 major defect of
the old and present system is the absence of any real oppariunity
for independent judgment and approval of the reorganization plan
by security-holders; * that their ratification is wholly fctitious,

* Since T have oo interests, prafessional ar othervise, in aoy of the reorganica-
tigns dizcusscd herein and sibce matlers of record reveal only 2 small pary of the
pictuee, I have been dependeot on privale Inguiry and observation for ohtatning
the vitally important facteal material on which this articls is based.

1 Lowesrnar, Tae IwvesTon Pavs (rg53).

i Lewenthal, The Nairoad Resrpanization Acl £ryz3) 47 Haew, I, Rev. IR

7 47 5TaT. t314-B2 [1n3zh.

1 Bae Lowenthal, swpro nole a; ab 43-46.
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made sg by the way in which commiltees are constituted amd
deposit agreements drawn; and that any real reform in rearganiza-
tion procedure would seek to inject the principles of true dema-
cratic rule in this regard. In this connection it is assumed that an
improved procedure would afford the small and independent bond-
holder full opportunity to be heard on all matters afiecting his
interest.* This would mean cutting the Gordian knot of the deposit
agreement $0 as to permil the depositor to have greater freedom
on his part than such agrecments traditionally permit.?

Secondly, there is the implication or suggestion that adequate
protection te the small mvestors cannot be afferded by the larger
{usually the institutional) invesiors because, it (s said, the latter
are so closely tied to the banking and speculative equity groups.’

And, finaily, it is suggested that protective committee racketeer-
ing is not enly possible but probable under the new legislation,
Primary reference here is bo the jtem of committee expense which,
though large in total amount, returns, it is said, no proportionate
benelit, ® and to the apportunitics afiorded and granted committes
members and their assoclates to make a profit by trading in the
deposited securities, dealing with the committee, or otherwise.”
Tao prove these propositions Mr, Lowenthal uses material {maostly
from deposit agreements) out of the current reorganizations under
the new legislation.

Two propositions seem tolerably dear to me, In the first place
the records and activities of the various committees to which Mi.
Lowenthal makes reference not only iall short of sustaining the
truth of the implications of his statements, but also go lar in
establishing that there is great utility and virtue in having inde-
pendent, well organized, aggressive, powerful protective commit-
tecs. Secondly, whether or not Mr. Lowenthal’s ad koc criticisms
are justified, the potential or probable defects in the present sys-
tem which he conjures up are by no means fanastic. But the
sofution of the difficulty iirs not, as he implies, in emascuiating
the committees nor in concentrating more power in the individyal
bondhoiders, but rather in strengthening the position of com-
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& Ser id. at aq—s5c. A Sec id. at g2 -4,
# Ser fd. al 36-40, 43-40, 57156, * See g, al 38=19.
T Ser id. at 4f-49.



1934) PROTECTIVE COMMITTEES 567

millees, in assuring them full and complete powers, and in sup-
plying ¢control over them at the time of their constitution.

II

Speaking generally, there has long been a need for reform and
regulation of the practices of protective committees, This need
has not been peculiar to railroalds — in fact, it has probably been
less acute there than in other types of resrganizations. The need
for increased regulation has not been due primarily to the incom-
petency orf t¢ the fraudulent proclivities of commitiee members,
R.ather, the need has arisen becavse so often the committees have
been constituted by the inside groups, those afilliated with or
drawn from the old management or the financial interests asso-
ciated with it. Oiften the interests of these members have been
clearty those ol speculative equity groups, not metivated solely
or dominantly by the uvge to protect the interests of the securities
which they represent. Through the use of security-holder lists,
peculiarly or solely available to them, they have in fact employed
the committes as a device to perpetuate their ewn control, to
protect themselves from attack by the securily-holders, and to
enhance their own opportunities for further profit. Under these
circumstances, the small securify-holder stoed little chance to
gain the real proteclion which any legal system should afford him.
In the first place, it took no great understanding of the mysteties
of high firance to make ohvigus the futility of speading a thousand
dollars to get 2 thousand dollars — ar even less. It was clear that
hiz real protection was to be found in a vigilant organization com-
posed of others like himself who, by pooling resources and concen-
tezting attack, could gain the needed strength and power necessary
for the task at hand. But the usual result was that this widely
diffused and disorganized minority never mobilized, because of
their inertia, lack of adequate leadership, or otherwise. Or, if
an organization did result, it was too often effectuated by an
incompetent and piratical group of the legal profession who as
often as not did the security-holders even more disservice than
would the old management ur financial group, Though the de-
mand was insistent there had never emerged in this country any
permanent agencies renderitig a continwous service to these widely
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scattered minorities. We have had to date no private organization
comparable to the Sharehelders’ Protection Association ' in Eng-
lznd, permanently organized {ur respectable and competent patrol
duty in the ficld of finance. Hence the result of the cunditions,
vividly described By Berle and Means,'' has been particularly
acute in reorganization procedure, because it enhanced and even
inyited opportunities for exploitation of the economic interests of
rather helpless security-holders,

The problem of protection of minority interasts in resrganiza-
tions generaily is too involved for adequate treatment here, Nor
iz it quite comparable to the problem in railroad recrganizations.
The latter iz somewhat unique, made 50 because of the existence
of the Interstate Commerce Commission, with a vast background
of experience in railroad regulation. Through this public agency
Congress sought to give further needed protection to investors.
And it is believed that what was done proceeded in the right direc-
tion and that that agency can further be employed to supply ad-
ditional protection.  But it i3 sobmitted that the additiona) steps
taken should be in quite other directions than those which Mr.
Lowenthal apparently has in mind.

11

Mr. Lowenthal's seeming insizstence on security-holder ratifica-
tion has much to be said for it in an idealistic system.  Actually,
it is too much to expect. Fractically, it wonld not work, Realis-
tically, it does not conform to the requirements of the caze. To
be sure, this fllusion of ratification permeates the law of reorganiza-

10 A reparl on the activitics of this company, intluding some of the specihc ac-
complishments jt hag made, 5 1o Be found in Tke Slock Exchange, Frotection for
Shoreholders (1931} 11y Ecow. g99: * Though the Asseciation may be expected, in
dur courze, to press [or the amendment of the tompany laws, its more immediate
tasks arc the organizalion of colleclive actipn in sharehelders' interests and the
repretebtation of its members, a5 & proxy-holder at company meetings, when ooca-
alon demands. A far 3¢ possible it keeps a watehiul eye on all company affairg
and makes investigation wheoever suspicion is arouseqd or inforoation a3 to abuses
is received.  Aarl from thess functions it deals with & mass of Inguiries from its
members regarding the companies in which they are interested ™ It i3 3 company
Hraited by guarantes, wilhoul share capital  Memliership s apen, for an anhual
anbseription of 1ay., Lo all shareholder and dehenture helders of British companies.

11 Bente axm Mesws, TEE Movenk CorroraTion aND Parvate ProresTy [1532).



19347 PROTECTIVE COMMITTEES 560

tion. But it is bound to be as illusive in Mr. Lowenthal’s scarch
as it was fictitious in the reorganization lawyers’ demonstration
of its existence. Professor Foger 5. Foster has well stated the
problern as Eoliows:

* Any altempt to introduce democracy into recrganizalion practice
calls for analysis of just what a corporate reorpanization does, The
fundamenital assumplion is that the enterprise has failed Lo live up to
minimum expectations. Defzult haz given rise to theortlical lepal
vemedies of various creditors. Bul these remedies may be uncertain in
scope, realizable only after protracled litigation, and more calculated to
harm others interested in the enterprise than to [ulfil the defeated ex-
pectations of those to whom the remedies belong,  Diferent bond issues
may be secured by mortgages on segments of a railread, cach vital fa the
system and useless by itself.  The necessity of pooling their secupities
i5 obvipus, but unfortunately thers is np mathematical basis {or deter-
mining the settlement.  Again, foreclosing bandhelders may have Lo
compromise with junior interests 1o avoid delay, ot resort to them as the
mast likely source of tiew money. What terms shall they offer®  These
are the commonplace problems of reorganization.  Forty thousand scat-
tered bondholders cannot seltle them at town mecting.  Vicarious nego.
tialion is inevitable.

" If thiz negotialion is te be efective and expeditious the negotiators
must be able to spezk with auvthority, Bondholders' representatives
cannot defead in open debate the concessions they are abouwt to make
withnut convincing the stockholders that betler terms shouald be offered
them, The atmusphere of disappointed hope which hangs ower the
whole enterprise makes it pecoliarly difficult ta satisfy cverwone, [
practically all, or two-thirds, or even a bare majority have Lo ratify a
mlan when made, then the negoliators must so arrange it that they
already bave the ratifying votes in their pockels when they starl to bar-
gain. The alternative [s a chaos of inlerminabie talk,™ '?

In other words, once the committee is constituted it should have,
for purpeses of effectiveness, powerlul executive control.  Reali-
ties of the case make it impossible centinually to communicate
and negotiate with the vast array of security-holders, A committee
never would be able to function if it had only such amorphous
support of its depositors as Mr. Lowentha! thinks is necessary.
In this connection he erilicizes current deposit agreements on the

12 Book Raeview (15450 43 Yare Lo F. a5z, 357
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ground that depositors are given no right to withdraw until the
committee adopts a plan and that the failure to withdraw shall be
considered as an execution of authority by the depositor to vote
on his behalf and to accept the plan®  Assuming (conlrary to
fact and only for purposes of argument) that the only function
of the committer is the preparation and adoption of a plan, it is
impracticable to vequire more, The large number of depositors,
their notorious inertia and [ailure to respond, and the difficulty oi
reaching them make it necessary to adopt a rather simple rule of
thumb to determine whether they have or have not accepted the
plan. The failure to withdraw ' probably is one of the few satis-
factory rales of thumb available.* The will-’-the-wisp of ratifi-

1% Zer Lowenthal, supra nole 3, at 45-46. The criticism that there can be =
withdrawa) and recaplure of the vate only én payment of money overleoks Lthe
fact that commiliee profection waorth having costz somebody some money. This
cost would be aboub the same in ihe end, whether the hondholders deposit or
zuthorize & commiltee to acl by proxy or power of attorney, as is supgested by
Mr. Lowenthal at 4o

A withdrawal provision which in substance is typical is contained in the
Drepesit Apeeement for the Chicago and Eastetn Illinoms Railwray General Morctgage
Five Per Cent Geld Boends Coemmittee, T reads as Iollows: “ Any Dopositor's
Fabluee sg o withdraw shall lor all purposes be deemed to be and shall be (a) an
approval by him of Lthe Plan so approved by the Commiltee for edoption, and (b}
an exccwbion by such Depogiter, as of the last day duting which such withdrawal
wolld have been allowed, of avthority ta the Committes on hisz behalf to necept
auch Fian pursuant to Seclion 77 of the Bankruptcy Act, &5 now or then amended,
with the same {orce and effect as though soch aytherity weps exequted by a duly
and separately executed writing; and, having failed =o to withdraw, he shall be
obligated prompuly 1o execute and deliver to the Committes any further writing
which it may require tn that end” Boodholders' Deposit Agreement dated as of
June 1, 1933, art. VI, p. 21,

1% In this connection Lhe recent Deposit Agreement, dated Dec. 26, g3y, af the
Prior Lien Morigage Bonds, Seriee A & %Heries B, of Lhe 51, Lonis-San Franciseo
Rajlway gives certaln additiona! protection or leeway Lo depositors which may ar
may not prove Lo be practical. Theorctically, it has much to be said for it, Astils
Seven, paragraph ¢0), provides in substance that if the Intesiate Cottmerce Com-
mission of other gevernmemial authority baving jurizdiction shall recommend any
plan, and such plan shall oot be adopled or approved by the Committes, ewvery
depositor shall nevertheless be entitled to file with the Commistion or other govers-
mental awtharlty written acceptanee of such nlan in respect of the deposiled bonds
owned by the depositer *and the Bonds in respect of which any such acceptance
shall be Rled may be mcluded in Jecermining whether or nol such plan has been
afcegted, or approved by holders of the pertentage of Bonds requiced By law, as
fullyr as if such Bonds were mot subject © to the deposit sgreement.  This night
dots not, of course, colarge the right to withdraw norc interfere with the right of
the Committee dater to consummate s own plan. But it does lodicate willingness







