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PROTECTIVE COMMITTEES IN RAILROAD
REORGANIZATIONS *

RECENT criticisms by Mr. Lowenthal of railroad reorganiza-
tion procedure, both before1 and after ~ the enactment of

Section 77 of the Bankruptcy Act,~ raise anew not only the prob-
lem of private versus public control, but also the constitution,
functions, and control of protective committees. As to the former
it is clear that he favors a more highly concentrated control in
the hands of the Interstate Commerce Commission. But as his
proposal is general and not sufficiently specific to give a clear
picture of that new control, it will be considered here only inciden-
tally. There are, however, certain basic assumptions involved in
his treatment of protective committees which it would be profitable
to reexamine.

One of these assumptions seems to be that a major defect of
the old and present system is the absence of any real opportunity
for independent judgment and approval of the reorganization plan
by security-holders; 4 that their ratification is wholly fictitious,

* Since I have no interests, professional or otherwise, in any of the reorganiza-
tions discussed herein and since matters of record reveal only a small part of the
picture, I have been dependent on private inquiry and observation for obtaining
the vitally important factual material on which this article is based.

1 LOWENTHAL, THZ INVESTOR PAYS (X933).
2 Lowenthal, The Railroad Reorganization Act (I933) 47 HARV. L. REv. xS.

~ 47 STAT. X474--82 (I933).
~ See Lowenthal, supra note ~ at 43-46.
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made so by the way in which committees are constituted and
deposit agreements drawn; and that any real reform in reorganiza-
tion procedure would seek to inject the principles of true demo-
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 affecting his
interest.5 This would mean cutting the Gordian knot of the deposit
agreement so as to permit the depositor to have greater freedom
on his part than such agreements traditionally permit.8

Secondly, there is the implication or suggestion that adequate
protection to the small investors cannot be afforded by the larger
(usually the institutional) investors because, it is said, the latter
are so closely tied to the banking and speculative equity groups.~

And, finally, it is suggested that protective committee racketeer-
ing is not only possible but probable under the new legislation.
Primary reference here is to the item of committee expense which,
though large in total amount, returns, it is said, no proportionate
benefit; 8 and to the opportunities afforded and granted committee
members and their associates to make a profit by trading in the
deposited securities, dealing with the committee, or otherwise.9

To prove these propositions Mr. Lowenthal uses material (mostly
from deposit agreements) out of the current reorganizations under
the new legislation.

Two propositions seem tolerably clear to me. In the first place
the records and activities of the various committees to which Mr.
Lowenthal makes reference not only fall short of sustaining the
truth of the implications of his statements, but also go far in
establishing that there is great utility and virtue in having inde-
pendent, well organized, aggressive, powerful protective commit-
tees. Secondly, whether or not Mr. Lowenthal’s ad hoc criticisms
are justified, the potential or probable defects in the present sys-
tem which he conjures up are by no means fantastic. But the
solution of the difficulty lies not, as he implies, in emasculating
the committees nor in concentrating more power in the individual
bondholders, but rather in strengthening the position of corn-

See id. at 49-5~-
See id. at 36-40, 43-46, 52-56.
See id. at 48-49.

See id. at 52-56.
See id. at 38-39,
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mittees, 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 railroads- in fact, it has probably been
less acute there than in other types of reorganizations. The need
for increased regulation has not been due primarily to the incom-
petency or to the fraudulent proclivities of committee members.
Rather, the need has arisen because so often the committees have
been constituted by the inside groups, those affiliated with or
drawn from the old management or the financial interests asso-
ciated with it. Often the interests of these members have been
clearly those of speculative equity groups, not motivated solely
or dominantly by the urge 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 committee as a device to perpetuate their own control, to
protect themselves from attack by the security-holders, and to
enhance their own opportunities for further profit. Under these
circumstances, the small security-holder stood little chance to
gain the real protection which any legal system should afford him.
In the first place, it took no great understanding of the mysteries
of high finance to make obvious the futility of spending a thousand
dollars to get a thousand dollars -- or even less. It was clear that
his real protection was to be found in a vigilant organization com-
posed of others like himself who, by pooling resources and concen-
trating 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 or financial group. Though the de-
mand was insistent there had never emerged in this country any
permanent agencies rendering a continuous service to these widely
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scattered minorities. We have had to date no private organization
comparable to the Shareholders’ Protection Association lo in Eng-
land, permanently organized for respectable and compotent patrol
duty in the field of finance. Hence the result of the conditions,
vividly described by Berle and Means,11 has been particularly
acute in reorganization procedure, because it enhanced and even
invited opportunities for exploitation of the economic interests of
rather helpless security-holders.

The problem of protection of minority interests in reorganiza-
tions generally is too involved for adequate treatment here. Nor
is it quite comparable to the problem in railroad reorganizations.
The latter is somewhat unique, made so 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 is submitted that the additional steps
taken should be in quite other directions than those which Mr.
Lowenthal apparently has in mind.

III

Mr. Lowenthal’s seeming insistence on security-holder ratifica-
tion has much to be said for it in an idealistic system. Actually,
it is too much to expect. Practically, it would not work. Realis-
tically, it does not conform to the requirements of the case. To
be sure, this illusion of ratification permeates the law of reorganiza-

lo A report on the activities of this company, including some of the specific ac-
complishments it has made, is to be found in The Stock Exclmnge. Protection [or
Stmreholders (1933) 117 ECON. 499: " Though the Association may be expected, in
due course, to press for the amendment of the company laws, its more immediate
tasks are the organization of collective action in shareholders’ interests and the
representation of its members, as a proxy-holder at company meetings, when occa-
sion demands. As far as possible it keeps a watchful eye on all company affairs
and makes investigation whenever suspicion is aroused or information as to abuses
is received. Apart from these functions it deals with a mass of inquiries from its
members regarding the companies in which they are interested." It is a company
limited by guarantee, without share capital. Membership is open, for an annual
subscription of xos., to all shareholders and debenture holders of British companies.

11 BERLE AND MEANS, TEE MODERN CORPORATION AND PRIVATE PROPERTY (1932).
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tion. But it is bound to be as illusive in Mr. Lowenthal’s search
as it was fictitious in the reorganization lawyers’ demonstration
of its existence. Professor Roger S. Foster has well stated the
problem as follows:

" Any attempt to introduce democracy into reorganization practice
calls for analysis of just what a corporate reorganization does. The
fundamental assumption is that the enterprise has failed to live up to
minimum expectations. Default has given rise to theoretical legal
remedies of various creditors. But these remedies may be uncertain in
scope, realizable only after protracted litigation, and more calculated to
harm others interested in the enterprise than to fulfil the defeated ex-
pectations of those to whom the remedies belong. Different bond issues
may be secured by mortgages on segments of a railroad, each vital to the
system and useless by itself. The necessity of pooling their securities
is obvious, but unfortunately there is no mathematical basis for deter-
mining the settlement. Again, foreclosing bondholders may have to
compromise with junior interests to avoid delay, or resort to them as the
most likely source of new money. What terms shall they offer? These
are the commonplace problems of reorganization. Forty thousand scat-
tered bondholders cannot settle them at town meeting. Vicarious nego-
tiation is inevitable.

" If this negotiation is to be effective and expeditious the negotiators
must be able to speak with authority. Bondholders’ representatives
cannot defend in open debate the concessions they are about to make
without convincing the stockholders that better terms should be offered
them. The atmosphere of disappointed hope which hangs over the
whole enterprise makes it peculiarly difficult to satisfy everyone. If
practically all, or two-thirds, or even a bare majority have to ratify a
plan when made, then the negotiators must so arrange it that they
already have the ratifying votes in their pockets when they start to bar-
gain. The alternative is a chaos of interminable talk." 12

In other words, once the committee is constituted it should have,
for purposes of effectiveness, powerful executive control. Reali-
ties of the case make it impossible continually 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. Lowenthal thinks is necessary.
In this connection he criticizes current deposit agreements on the

Book Review (I933) 43 YALE L. J. 35~, 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.18 Assuming (contrary to
fact and only for purposes of argument) that the only function
of the committee is the preparation and adoption of a plan, it is
impracticable to require more. The large number of depositors,
their notorious inertia and failure to respond, and the difficulty of
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 14 probably is one of the few saris-
factory rules of thumb available?5 The will-o’-the-wisp of ratifi-

18 See Lowenthal, supra note 2, at 45-46. The criticism that there can be a
withdrawal and recapture of the vote only on payment of money overlooks the
fact that committee protection worth having costs somebody some money. This
cost would be about the same in the end, whether the bondholders deposit or
authorize a committee to act by proxy or power of attorney, as is suggested by
Mr. Lowenthal at 4o.

14 A withdrawal provision which in substance is typical is contained in the
Deposit Agreement for the Chicago and Eastern Illinois Railway General Mortgage
Five Per Cent Gold Bonds Committee. It reads as follows: " Any Depositor’s
failure so to withdraw shall for all purposes be deemed to be and shall be (a) an
approval by him of the Plan so approved by the Committee for adoption, and (b)
an execution by such Depositor, as of the last day during which such withdrawal
would have been allowed, of authority to the Committee on his behalf to accept
such Plan pursuant to Section 77 of the Bankruptcy Act, as now or then amended,
with the same force and effect as though such authority were executed by a duly
and separately executed writing; and, having failed so to withdraw, he shall be
obligated promptly to execute and deliver to the Committee any further writing
which it may require to that end." Bondholders’ Deposit Agreement dated as of
June x, ~933, art. VI, p. 24.

1~ In this connection the recent Deposit Agreement, dated Dec. 26, I933, of the
Prior Lien Mortgage Bonds, Series A & Series B, of the St. Louis-San Francisco
Railway gives certain additional protection or leeway to depositors which may or
may not prove to be practical. Theoretically, it has much to be said for it. Article
Seven, paragraph (f), provides in substance that if the Interstate Commerce Com-
mission or other governmental authority having jurisdiction shall recommend any
plan, and such plan shall not be adopted or approved by the Committee, every
depositor shall nevertheless be entitled to file with the Commission or other govern-
mental authority written acceptance of such plan in respect of the deposited bonds
owned by the depositor " and the Bonds in respect of which any such acceptance
shall be filed may be included in determining whether or not such plan has been
accepted or approved by holders of the percentage of Bonds required by law, as
fully as if such Bonds were not subject " to the deposit agreement. This right
does not, of course, enlarge the right to withdraw nor interfere with the right of
the Committee later to consummate its own plan. But it does indicate willingness
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cation should not be taken too seriously. Remedy for the funda-
mental problem lies in other directions, discussed hereafter.

Mr. Lowenthal’s second major point flows from a distrust of
placing in the hands of institutional or large investors such power-
ful executive control as the deposit agreements bestow and which
I believe are necessary. He can demonstrate that abuses have
occurred in the past. No argument is needed that they can recur
in the future. Abuses can arise in any system. But as a matter
of fact Mr. Lowenthal’s account would lead to the belief that we
have actually made less progress under the new legislation than
has been the case. All of the large railroads which have filed
petitions under Section 77 have independent investor committees
representing the bondholders.16 These committees have been

on the part of one committee to go as far as practicable in giving opportunity to
all depositors to vote with or against the Committee when the Commission plan is
produced. I understand that the deposit agreements for the Fort Scott bonds and
for the consolidated bonds contain identical provisions in this respect.

18 There follows a list of the principal roads now operating under § 77 and of
the committees formed by institutional holders to protect the holdings of various
bond is.sues and of the members of those committees and their affiliations. Note
that although investment bankers are represented on some of these committees, in
no case do they either dominate or have a controlling vote:

Protective Committee for Missouri Pacific Railroad First and Refunding Mort-
gage 5% Gold Bonds:

John W. Stedman, Chairman; Prudential Ins. Co. of America, Newark.
Philip A. Benson, Dime Savings Bank, Brooklyn, N. Y.
George W. Bovenizer, Kuhn, Loeb & Co., New York, N. Y.
Frederick W. Ecker, Metropolitan Life Ins. Co., New York, N. Y.
Robert A. Franks, The Carnegie Corp. of N. Y.
S. Parker Gilbert, J. P. Morgan & Co.
Frederick P. Hayward, John Hancock Mut. Life Ins. Co., Boston.
Harold Palagano, New York Life Ins. Co., New York, N. Y.
Sterling Pierson, Equitable Life Assur. Soc. of the United States, New

York, N. Y.
John C. Traphagen, Bank of New York & Trust Co., New York, N. Y.
Frederick W. Walker, Northwestern Mut. Life Ins. Co., Milwaukee.

Protective Committee for Chicago, Rock Island and Pacific Railway First and
Refu.nding Mortgage 4% Gold Bonds, and Secured 4½% Gold Bonds, Series A:

Dwight S. Beebe, Chairman; ’Phe Mut. Life Ins. Co. of New York, N. Y.
Merrel P. Callaway, Guaranty Trust Co. of New York, N. Y.
Harry C. Hagerty, Metropolitan Life Ins. Co., New York, N. Y.
DeWitt Millhauser, Speyer & Co., New York, N. Y.
John W. Stedman, Prudential Ins. Co. of America, Newark.
Harold Stone, Onondaga Co. Savings Bank; representing National Asso-

ciation of Mutual Savings Banks.
Frederick W. Walker, Northwestern Mut. Life Ins. Co., Milwaukee.


