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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.
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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
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cation should not be taken too seriously, Remedy for the funda-
mental problen: lies in other directions, discussed herealter.
Mr. Lowenthal's second major point flows from a distrust of
placing in the hands of institutionat or large investors such power-
ful executive control as the deposit agreements bestow and which
I believe are necessary. He can demanstrate that abuses have
occutred in the past. No argument is needed that they can recur
ir; the future. Abuses can arize 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 rafltnads which have filed
petitiuns under Section 77 have independent investor commitiees
representing the bondholders.'®  These committees have been

oit the parl of ooe committee bo go as far as praclicable in giving opportunity to
21l depositors Lo vate with or against the Committer when the Commission plan is
produced, 1 vnderstand than the deposit apresments for the Fort Scott bondz and
For the consolldated bendy contain dentical provisions in this respect.

38 There fodlows 3 list of the principal roads new operating under % 77 and of
Lthe commillees formed by institulional heldecs o protect the holdings of vanous
bond dasues and of the members g those committecs and their affiliations.  Nete
that although investment bankess are represented on some of thewe commitiess, in
ng case do Lhey fither daminate or have a controlling wole:

Froteclive Commiller for Mussouri Facing Reilpoad First and Refunding Maort-
gige ;70 Gold Bonds:

Juhn W, Stedman, Chrikman;, Prodential Tng, Co. of America, Newark,

Philip A, Benson, Dime Savings Bank, Brooklyn, N Y.

Gearge W. Boveoizer, Kuhn, Lock & Co., Mew York, N Y,

Frederick W, Ecker, Metrepalitan Life Ing Co, New York, N, ¥,

Roberl A. Fraoks, The Carnegie Corp. of N, Y.

5. Parker Gilbect, J. F. Ylorgan & <o,

Fredetick P. Hayward, lobn Hancock Mutl. Life Ins. Co, Beston,

Harold Pakagano, Wew Vork Lite Ins. Co,, New York, M. ¥,

Stecking Pierson, Equitable Lifc Azsur. Zoc. af the United States, vew
Vork, N, ¥,

Jobin C. Traphagen, Bank of ¥New York & Trost Ca., Mew York, N Y.

Frederick W. Walker, Northwestern Mut. Life Ins. Co., Milwaukes.

Protective Commities Eor Chicags, Fock Island and Pacifee Railway First and

Refunding Mortgage 4% Gold Bonds, and Secured 43% Gold Bonds, Series A
Dwight 5. Beetw, Chairman; The ut. Lile 1o Co. of New York, M. Y.
Merrel B, Callaway, Guapandy Trust Co. of New York, N, Y.
Harry . Harerty, Metropolitan Life Ins. Co, Mew York, N ¥,
TheWitt Millhauser, Speyer & Co., New York, N, V.
John W. Seedman, Prudential ins. Co. of Americz, Newark,
Harold Stone. Onendaza Co. Savings Bank, representing Mational Azso-
ciation of Mutual Savings Banks.
Frederick W. Walker, Northwestern Mut, Life Ins. Co., Milweaukee.
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Protective Committes for Chicago, Rock Tsland and Pacific Railway Cenerzl
Motlgage 4% Golt Bonds:
Leon O, Fisher, Chairmman; Eguitable Lile Assur. 3oc. of the United
Siztes, Mew York, . Y.
Robert Thechert, Penmsylvania BMut. Life 1ns. Co., Philadelphia.
Stacy B. Lloyd, Philadelphis Saving Fund Soc., Philadelphia,
James Les Loomjs, Conneeticot Mut. Life Ins. Co., Hanford.
Reobert H. Stenhouse, Bowery Savings Bank, New York, M. Y.
Proicctive Commitles For Burlington, Cedar Rapids and Northetn By, Consoli-
daled First Mortgape 5o Bands (Chicage, B, I. & F. Bv.):
Alfeed BT Blovers, Chaieman; Mew York Lile Int. Co., New Yok, W, Y.
Milo W. Wilder, Jt, The Mutual Reneit Life Ins, Co., Newark.
Sterling Fieraon, Eguitshle Life Assur. Soc., New York, N Y.
Fred P. Hayward, John Hancock Mut. Life Ins. o, Baoston,
Hoeward Groene, Northwestern 2, Life Tns. Co,, 8ilwanhes.
Wm. J. Lum, Dime Savings Bank, Wallinglord, Cono.
Edwin 5. Hunl, Waterlury Saviengs Rank, Waterbury, Conn.
Protective Committre for 5t. Louis-San Francisen Ry, Prior Lish Mortgage
Boods, Series A and Seriex B:
John W, Stedman, Chairman; Predential 1ns. Co. of Amerlea, Newark,
Howard Bayne, Prudential Tns, Co, of America, Newark.
Dwight 5. Beebe, Mutual Like Ins. Co. of Mew York, B, Y,
Walter F. Bentcll, Findgrant Industrial Savings Bank, WNew York, K. Y.
Philip A. Benson, Dime Savings Dank, Brooklyo.
H. A. Fortington, Roval-Liverpanl Group f Tns, Cos., New York, M, ¥.
Frank M. Gordon, Fica fat. Bank of Chicage, Chicige.
Fred P. Havward, Joha Hancock Mut. Life Ins. Co., Boston.
Protective Commitees for 3t Lowis-5an Francizeo By, Consolidated Mortgage
Bonds:
Fredeeick 1. Ecker, Chairman; BMMarspalitan Life Ins. Co., New Yaork,
N Y.
Bertram Cotler, Yew Yoark, K. Y.
Fierpopl v, Davis, The City Company of New York, [ne, MNew York,
W,
Wm. L. IsEost, Unien I%me Saving: Bank, New Yaork, N Y.
Wm, A&, daw, Fenn Mut. Life Ins. Co., Philadelphia.
Protective Commitier Bor The Kansas City, Fort Scott and BMemphis By, Ee-
funding Mortgage Gold Bonds {5t Louis-Sazn Francisco Ry d:
James A Brewster, Jr., Chaicman; Aethaz Like Ina. Co., Hartford.
Tacoh A. Barbey, XNew England Aut, Lile Ins. Co,, Boston.
J.F. B. Mitchell, Wood, Low & On., ™ew York, M. Y.
Haretd Falagana, Bew York Life Ins. Co, Wew York, N, Y.
Prodective Committee for Chicaga and Eastern Ilineis Ry, Genersl Morgage
%% Cold Bonds;
Carrel M. Shanks, Chairman; Predential Ins. Co. of America, Mewark.
Harry C. Hagerty. Metropolitan Life Ina, Co., New Vork, N, Y,
Altred H. Mevers, New York Life Ins. Co., New York, N Y.
Robert L. Hoguet, Emigrant Industrial Savings Bank, New York, N Y.
Charles B. Butts, XNarwich Savings %oc., Merwich, Conn.
Protective Commitiee for Nerithern Ohio Ry, Fist Morigage 5% Merlgage
Gold Bonds:
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formed not only entirely free from the domination of bankers, but
in some instances in direct opposition to their wishes ! True,
hankers have some representation on the committees. From the
point of view of those interested in effectuating a sensible, work-
able plan of regrganization their presetice is highly desirable in
order that their technical skill and knowledge may be fuily uti-
lized. Like lawyers representing the committees, they can be of
invaluable assistance, as has been recognized by the Commission.**
What actually has happened here is that the contrel of these com-
mittees has shifted irom bankers and speculative equity groups to
investors who are grimly interested in protecting their investment
portiolios.*®

Any domination or control by these banking and other groups
interested in the equity has not been apparent from the organiza-
tion of the commitiees down to date, The committees have been
appointed at meetings of security-holders. These meetings have
heen informal and called (after notice to such larger holders as
could be ascertained) in some instances by insurance companies
and in others by trustees of the bond issues ® Those attending

Mily W, Wilder, Jr., Chairman; Mulval Benefit Life Ins. Co, Newark.
Eredenick W. Walker, Morthwoslesn Mut, Lite Ing. Co., Milwaukes,
Donald W, Campbell, State Mur. Assur. Ca., Worcester, Mats,

In the case of the Monon, commiltees are in procesa of formation at the date
of 1hit wEiting, Singe insurance comnanies hoeld over sixty per éent of the Retund-
img Bonds, Lthe committee, for thal isaue at lexst and for the time being, wall
probabby acl ondy as an informal group.

LT Far an example whech @ 2 matter of record, soe (he slatement by the Read-
justment Mamagerts of the Chirage, Kock Island & Pac, Ry, indicating opposition
to the committess, ™. Y. Herdld-Tribune, July B, 1433, al 15,

1% Commssaner Eastman slane] the proposition as fellows: ™ Bankers and
Tawyers must be employed to assist in the preparaticn of the plan, hut they sught
not Lo dentinale its prepacgtion.  Tlhey should be employed 25 expert advisers upon
& strietly professional and nomspecelalive basiz® Chicago, Milwaukes & 5S¢ Paul
Heorgamization, 131 7, C. €2 673, 714 {1923}, Thiz ¥icw of the matler was reiter-
ated by BIr. Eastman im his memacandam s Chairman of the Legiskziive Com-
mitles of the Commission, addressed 10 Senator Hastings in ronnection with the
peaditg snactment of 8 77, See Memorandum ol JTan. 35, 1523, al 9.

18 SGep note th, suprs.  The Dresent depiession and its varions ciects make this
slerment af self-interest most comspIcU oS,

an The meeting lezding [o the formation of the Protective Commitise fnr the
holders of Missayri Pacific Railroad First and Reiunding Morigape 1% Gold Bonds
was called by reprotentatives of 1he Prodential Tas. Ca. Tho=e atlending this
mecting arted for some titne as an informal group and an May g, 1033, notified the
coutt, the Commission, and 1he mapagemacnt of the road that they were so acling.
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have been the responsible representatives of large investor institu-
tions holding in some instances as high as from twenty to sixty
per cent of the outstanding bonds.**  These representatives, after
consideration and deliberation, have chosen committee members,
Thus we are seeing initialed 1 sormewhat new era of reorganiza-
tion procedure — the formation of committees whose inlerest is
solely that of the protection of the bonds for which they act. That
singleness of purpose does not rest upon any assertion of virtoe,
It has an even more solid basis. These institutions are heavily
interested as investors in these issues. They represent in turn
the investments of thousands upon thousands of small Investors.
They are under the pressing necessity of seeing that the best
possible reorganization is accomplished within the shortest possible
time and with the least expense, in grder that their invesiment
portiolio values may be saicguarded.

There is other evidence that these committees are not under
the domination of the banking and other speculative equity groups.

The group which met and acted fndormally fonsisied of Lhe representatives of the
Prudential Ins. (Co, of Am., the Metropolitan Lile lis. Co,, the Hew York Life Ins.
Co., the Froatable Life Adswr, So¢0 of the U, &, the Northwestern bMut. Liie 1ns.
Co., the Mutual Life Tns. Co, of N, Y., the Mytual Bensfit Life Ins, Co,, the New
England Mui. Life Ins. 7o, the John Hancock Mut. Life Ins. Ca., the Fronsyl-
vania Mut. Life Ins. Co., and the Aetna Life Ins, Co. When 1 became apparent
that & formal commiltee with depesitors was advisable for the safeguarding of the
interests of Lhe Fust and Befunding hBondlalders, this informal group choa the
forneal cormmilise, Whe names and affilialionz of which are set out in note 16, sppra.
Likewize, the meeting leading to the forenation of the Pratective Commillee Tor
the Chicapo, K. 1. & Par. Ry, First and Hetunding Mortgage Gold Bonds, and
Secured 4% Gold Honds was called at the instance of cepresentatives of Ehe
Mutual Lile Tns Co, of W. V., and the Tormal commitles was selecied by this
group.

Althowgh the Wiseensin Centrat Ry. went intg receivership prior o the enact-
menl of §77 of the Bankeupley A<t, the methed of Jormation of the committee
representing ils First CGenera]l Mongape Bonds and itz Superior and Dgluth Divis
sion Bondd toay be ciled as an indicution of proceduce where investor groups are
in contegl. A mreliminaty meeting was called by bankers for the road. Later, a
meeking was called by 1he Tnied Swafes Trust Co,, trustee under both mortgapes
of some twenly.five or (hirty representatives of the Iarger holders. This meeting
selecied the représentatives of U lieoe inturabte companics znd Lhe represenlative
af a large investor institulion to acl as 2 formal committes on hehzlf of the bonds.

il See note 20, mpra. In addition, in the case of 1he Chicage, Ingdianapolis &
Looisville By, (the Monond, which fAled a petitien under § 77 on Dec. 30, 1933, 3
meeling was called on Jan, 17, rg3a, al the instance of representatives of the Bewr
York Life Ins, Co, Ad that mecting the bnlders of 3845 of the Refunding Bonds
were represented
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Mr_ Lowenthal criticizes the new legislation in the inadequacy of
its control over the posl of reorpanization managers.™  As 2 mat-
ter of fact, with the exception of the somewhat special rase of
the St. Louwis-5an Francisco,™ there i only one case where reor-
ganization managers have been appointed; 2nd in the case of the
St, Louis-San Francisco the work of the managers has now been
taken over by the separate committees.® This is indicative that
the control of the silsation is in the haonds of independent investor
committees and that recrganization managers will be appointed
only as and when they are necessary to cabrdinate the work of the
various committees and the Commission and to put the plan into
eficct, The one exception is the case of the Rock Island, where
the committees are in direct oppositdon to the reorganization
managers which were appointed by the hanking groups formerly
in charge of the affairs of the road. The committees in a joint
statement had this to say:

" The chairman of the railway company, which is now in bankouptey
under the amended act, has announced Lthe appointment of readjustment
managers to prepare a plan of recrganizalion.  Any such plan prepared
undet the auspices of the railway company and by its nominess will
represent merely the debtor's view of the treatmentl to be accorded to
its bondholders and other creditors. Nothing in the new procedure
relieves bondholders from the need of studying their situation, formulat-
ing or adopting a plan and presenting their case beflore the Inlerstate

i¢ Ser Lowenthal, supra nole zo al 3be37.

#3 The ariginal Frisco plan was prepared aod promuigaled i 1937 2t a means
gl cicaping reccivership for the road and was in effect @ plam of wolantary ad-
fustment, Peecipitation of another birge railegsad receivership al the time scemed
disastrous. Keorgamiration managers and the various committees wers forpesd
when the road was neither in oreccivership nor hankruplcy, The road has =ince
gonc inte receivership and new has been taken frem receivership into bankiuptey
under the provisipos of § 37. The volntary adjustment plan was declared opera-
tive when Lthe rosd went into receivership ane the plan hag heen before the Com-
riaaion ainge the transfer of the coad (7om receivership to bankruptey. Hence the
make-up of the committees and their method of aperations during that perod were
not tryly indicative of operation wunder § 37, Recenily, hewever, the plan wag
abandoned and the separale commitlees are now carrying on freed From the
Readjustment Managers. See N. ¥. Times, Dec. 3%, 1933, at 36, The new de-
pasit agreements [or the Prior Lien Movlpace Bonds, Series A and Scries B, lor
the Fort Scott bends, and for the contolicdated bonds, are dated Do 26, o33
For the constitution of the committees, sec nobe fh, tuped,

* Sep nole 33, supra.
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Commerge Commizsion and the courl. Nothing in Lhe new procedure
can aceire an equitable readjusiment between the debtor and ity credi-
tors unless the credilors are organized, represented and heard.

“ Immediate codpetalive action by the bondholders is therefore neces-
sary and musl be supported by a sufficient percertage of bonds to
take action under the trust indentures and under the new law. Such
cofiperative action can be taken through the commitiees named below.
The organization of these committees, which 15 being announced today,
was undertaken some time ago by the institylions represented thereon
and olher holders of large amounts of the bonds with the belief thal
concetted action was absnlutely essential for the protection of the inter-
ests of all bondholders. ™ **

As a matfer ol Jact, institutional investors have unigue <on-
tributions to make oot only in the preparation of a plan, but also
in vigilant patrol ol the property while it is being administered.
Their facilities are unusuwal, Their engineering and investment
staffs supply an equipment and skill difficult to duplicate without
extraprdinary expense.  Any improved syslem of reotganization
will enhance {or at least maintain) rather than weaken the posi-
tHon of these imstitutions in commitlee work. They are in a posi-
tion truly to serve other investors better than any other agency
which we have. There is ample evidence that they are deing so
in current cases, as wili clearly apuear hereafter. Furthermore,
as much as frem twenty to sixty per cent of the outstanding bonds
of various issues in the current reorganizations are held by
these institutions, Any further movement in the direction of a
more democratic rule muest of necessity preserve a high and even
dominant place for them in the control of the committees. In
view of their substantlial investments, their positions of prestige,
their organization and technical equipment, and their teal capacity
to serve investars, the problem is not one of making it more diffi-
cult for them to act. Rather it is one oi perpetuating and making
more certain the continuance of that control by methods discussed
hereafter.

A third salient point of Mr. Lowenthal imputes the element of
racketeering to these cominittees.  Tn the fiest place, it is implied
that their early formation is not justified and that the elaborate
paraphernalia whick they have set up has little economic justifica-

“8 M_Y. Times Financial Sectiom, Tuly 11, 1933, at 27
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tion.?® The scund view seems to me ta be that the satly [ormation
of an independent, active, agpressive committes is not only de-
sirable but necessary. What happens during the period between
bankrupley and consummation of a plan is of vital importance Lo
all parties. The requirements of the case call for vigilant watch-
ing of 1the administration so that all possible steps are tzken to
preserve the property at its highest point of efficiency and to
collect all assets of the estate. Ehminatlion of commiltees at this
garly stage would deprive reorganization of one of its most vahu-
able assets. Independent, well organized, vigilant committees
are additional guarantee that the power of the former fimancial
administration will be curbed or controlled. They alse can act
2z an additional check on the operation during bankruptcy and
supply further assurance 1hat claims against officers and associates
of the ald company wil! be prosecuted. In this regard they will
probably be the most effective agency to supply the initiative and
drive,

A critical examnination of the activities of the current comtmit-
tees belies the fact that their early formation was without justifi-
catiopn. Here arc just a few of the things which they have done
to date. One committez, in conjunction with other committees,
petitioned the court to appoint an impartial trustee or trusiees,
who owed no allegiance to the siockholders, to take joint charge
of the properly. Such appointments were made. 1t also moved
the trustees of the mortgage to engage experis to test a jormula
which the company had prepared for allocating earnings to the
several morigage districts, in order to see that the issues repre-
sented by the committes were receiving equitable treatment. Tt
also induced the trustees aznd the court {(contrary to the desire
and plans of the company’ to order payment of interest on an
entire issue of ather bonds, patl of which were pledged under the
morigape securing the bonds which the committee represents.
That interest has now been distributed.  Ons committes caused
the company to petition the court to restrain certain craeditors irom
selling securities of a face value of many millions which they held
a3 collateral for loans of one-third the amount., The case was
won in the lower court and is in process of appeal, Ope com-

2 This more clearly appears in Lowenthall The Stock Exchange ond Proléctine
Commitier Secuwritfer (o33 13 Cov, L. Reve 1293, 1294 o srg.
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mittee is now investigating the status of extremely valuable col-
lateral pledged under the mortgage and is studying the effect upon
this collateral of the proposed unification program of the comparny,

In case of several of the roads the committees have had reporls
made by ocutside experts dealing exhaustively with the whoie
subject of operation, including such things as traffic, maintenance,
branch lines, equipment, and leases. These reports cost from
$8,000 to 12,000, On the basis of one report there have been
substantial changes made in terminal arrangements which saves
the reard around $125,000 a year.

Another committee succeeded in blocking an ill-advised attempl
to issue gver $r.ooa,000 of receivers’ certificates.  As a result of
its efforts the taxes of the road have been substantially reduced
and further reductions seem probable. Omn the basis of a special
report one commities obtained the removal of the operating head
of the road and the zppointment of a2 new one.  Pursuant to the
report, certain branch lines will be abandoned, the service on
others will be changed, and conversion from steam to gas-electric
will be effected. Two large departments or divisions have been
consolidated into eme, The committes has taken the lead in seek.
ing alteration of certain leases, It has been active in examining
vurious recommendations of the officials with respect to settlement
of claims and, in some instances, has succesdad in getting more
favorahle terms.

Another committee has taken the lead in a court action and
has oblained a decision (hat the lease of the road by another
railroad iz hinding and is in effect, 5o that deficits acoumulated by
the lessee in the operation of the leased road must be borne by
the lessee until lawiul termination. ‘This means protection to the
lessor of possibly hundreds of thousands of dollars every year.
In ot case the committee assisted in procuring the appointment
of a trustee 50 as to prevent 2 contineation eof contral by equity
interests, Actual application was brought by the Reconstruction
Finanee Corporation and was actively supported by the committes.

The foregoing iz but a smali sample; the illustrations could
be multiplied on end.  Fatrthermore, many of the protective steps
taken for the benefit of inveslors appear to be accomplishments of
ather parlies. Yet in many of the ihstances the moving force
back of these other parlies has been the independent commit-
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tee, The total activity which has transpired to date peoints
clearly to the conclusion that these committees are actively pro-
moting the interests of the investors whom they represent, This
conduct completely negatives the notion that they are merely go-
ing through a formality as a justification for their existence and
as a disguise ior collateral and self-serving purposes.  In view of
this, those who contend that these committecs serve no useful
purpose at this stage have a burden of proof which hardly can
e sustained.

Reference has been made above to the necessity of giving the
committee powerful executive control, and not of expecting it to
accomplish all that is needed if it is allowed to have only an
amorphous support of its depositors. That power is made neces-
sary not only by the requirements of negotiation in formulating
a plan, but also by the task of supervision during the period of
hankiruptcy. Without adeguate investors’ support this canmaot
be done. Those experienced in the actual work of protection of
investor interests can testify that only the group commanding
large deposits carries real weight in shaping administrative policy.

In connection with protective committee racketearing, the mat-
ter of committee expense is discussed at length. This is 2 major
point. In the matter of committee expenses Mr. Justice Stone
has well stated:

No one familizr with the Araecial ard corperate history of this coum-
try could say, I think, that railroad credit and the matketability of rail-
road securities have not been profeondly afected, [or long perinds of
time, if not continoously, by the numerous railroad renrganizations, in
the courae of which Tormer security holders have found it impossible Lo
save more than a rempant of their investment, and that coly by Lhe
assumption of a heavy baeden of expense, too often the result of waste-
ful and extravagant methods of reorganization. ¥’

Apainst this hislory Mr. Lowentha! places the procedure under
the present system, with the implication that these committees
are carrying on in the same old way with the idea of running up
extravagant fees and expenses.”® Yet nowhere is it mentioned

—_—— —— A

17 Thesenling, in Unmiled States v, Chicage, M. & 5t I Ry, zB: 1. 5. 111,
37 (rostl.

2% Sep Lowenthal, jupra note 2, at 52 ¢f seg. Section 17 o) and ([} controbs
the zllowenee af lees ta officers of corporations intgrested in the reckganization.
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that the committer named and other committees formed under
the Act are serving withopt compensation. It should be remem-
bered that the control of these committees has shifted from specu-
lative equity groups to the actual, substantial investors, Thete
caty be ne better assurance than this that the expenses of the com-
mittees will be kept at a minimum consistent with aggressive
watching of the property during bankruptey and with a deter-
mined fight for proper provisions in the plan to safeguard the
future of the property and the particular issue of bhonds for which
they act. The members of the committees are representatives
of large depositors, who, on a pro ratg basis, will pay the lion's
share of any expenses which are incurred. This 13 an additional
saieguard that expenses will be kept down., Moreover, large in-
surance company depositors generally bear far more than their
fro raig portion of the expenses. ‘The committee members are
recaiving their zalaries from them and the commiltees have the
inestimable benefit of the technical advice and the data of the in-
vestment and engineering staffs which they maintain, It i3 difh-
cult to overstate the added facilities and reliel from expense which
this affords a committee and, consequently, the bondhaolders.
Cbviously there will be expenses lor counsel, depositaries, and
varipus other matters in connection with the vigorous safeguard-
Ing of interests of the bondholders. Qoly in relatively small part
contd these expenses be cut down or avoided by the failure to
form or delay in forming these committees. All must agree that
thiz supervigion should be had. Hence there can be no reasonable
criticism of the expense inmvolved, provided it is kept as low as is
¢consistent with adeguate and efficient work., Prorated over a
large group, the committee expense per bond is small. For a
single hondholder to protect his intcrests is impracticable. The
cost of counsel fees alone prohibits him from taking any active
part. The only practicable way i3 to pool Lhe resources of all
the various investors and put them behind an active and com-
petent cotnmittee with active and competent counsel, To meet
the formal requirements of the stock exchange and to reassure
investors who want to make sure that i they should decide to

Thia pelicy . sound, a5 il remeoves one incentive for such officers b0 subserve {he
intoeest of Lheit corpnration to the interests of others or to their own oppoctunity
Tor proft,
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withdraw they will not be unduly burdened with expense, it is
customary to place in deposit agreements & limitation upon the
expenses which may be charged, customarily one per cent.  There
must be repayment, of course, of any amounts which the com-
mittee may have advanced the bondholder on his bond. Like-
wise he must stand his pro rgfg share of the liabilities of the
committee™ This provision is not subject to reasonable criticism.
What is subject to reasonable criticism §s the unwarranted or
excessive expenses which may be incurred.  As Lo this, the an-
swer can be only that, granted invextor committees the members
of which receive ne compensation, the ones paying the large
fro rafa share of that compensation are the institutions which
the members represent. Obwiously their imterests will be as
great as that of small bondholders in seeing that expenses are
kept down,

Of similar nature 1s eriticism of the customary working pro-
visions of a deposit agreement, such as those which give members
of the committes the right to become pecuniarily interested in any
property or matters which may be dealt with under the agree-
mcnt, 1o contract with the committee, or to form syndicates *®
These powers are put in to enable the committee not only to work
out & plan of regrganization, but to enable it to put through that
plan when it has been adopted. That committee members are

1 The provisien for payment of charges oo withdrawal in the Deposit Agreee-
ment for Lthe Protegtive Commitles for Chicage, E. I. & Fac. Hy. First and Re-
funding Maortgage Bonds, and Secured 44% Bonds, provides that (he one withdraw-
ing shall pay “ (i) any amount, with iniecest, which shall have been advanced in
respect of such Cerlificate of Deposit by way of interest, apd (i) such sum 1% 1he
Committer in its discretion shall fix a5 his fair proportion of the expenses, liahilities
and othet fike iteéms of the Committes accruing to the date of such swrrender,
limited az herein s¢1 forth™  Deposit Agreetnent of July zx, 1ga3, Art. WL at je.
The lmitation as =ct forth on page 15 of the szme Aprestment provides that the
tharge for expenzes shall nat eaceed ook Der cenl unless approved by bwo inde.
pendent arbitratotz, the limitation, bowever, neol anplving to olber kinds of lia-
vilities or losses or to expenses, lipbdlitics, anil losses allowed by the Commission
of \he conrt aned paid oul of the assets of the debtor cstate,

in the case af the bondhalder commilless which cartied on after the ahandeon-
ment on Dec, 17, 1933 by the Readjustment Managers of the Plan and Ageesment
of Readjustroent uf 51, Lawiz-Zun Francisco Railway, the tetal charge which may
be made against deposits is limited te one per cent of the prindpal amount of Lhe
bonds deposited.  Ber Deposit Agreement Eot the Trigr Lico Commiltes, dated
Do, 16, 1533, alb 22

0 Seg Lowenthal, swgrd note 2, 48 5o
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Aduciaries ™ and must exercize thelr powers for the benefit of
their cesfuis, the depositing bondholders for whem they act, s,
of course, some protection, but not adequale for the purposes at
hand. Nevertheless, abstract criticisms of these powers with-
out reference to such obligations and without regard to other
practical contrals over the exercise of such powers arve not par-
ticularly germane to the problem. To put the plan into actual
operation expeditiously and efficiently may involve the use of
syndicates, purchases, sales, or any one of a dozen necessary
business and legal sleps, It is essential that the committee con-
tinuglly have the benefit of the advice and counsel of those who
are skilled in the mechaniams of the market and the requirements
of security distribution. 5o long as the latter remain servants
ol the investors and do not acquire the status of masters there
should be tio complaint, If a committee is to be trested at all,
it should have those powers. (Otherwise it is ton greatly restricted
in the job it must do for the investors. Here, again, the criticizm
must be of the committes, its motives, competence, and honesty
and of the way in which it was constijuted, and not of the device
and of the powers necessary to the success of the task.

This does not mean that abuses cannot arise under the present
systetn — perhiaps as flagrant as under the old. Tt depends upon
the personnel. We might have evolved under the broad, fexible
powers of equily a system far improved over this new legislation
had we had federal judges of grander stature. And we may re-
gress to evils as bad as those we have seen no matter how we
refine the legislative, judicial, or admioistrative controls, The
point here is that Mr. Lowenthal's criticism, insofar as it is ad
froc, is notb persuasive. To the extent Lhat it i a conjuration
of potential or theoretical dangers it points to many possible
weaknesses. That leads to a consideration of specific propozals to
reduce to 2 minimum the risk that abuses will creep in,

11 Mawhiohey v. Bliss. 1cy App. [hv. zs5, 102 M. Y. Supp. 279 {1ge1);
Carter v. First Mat. Bank, 126 Md. 581, 08 A1l 75 (1g0 6], Cox v, Stokes, 156 N Y.
401, 51 M. E. 316 (1Bg3}; Parker v, MNew England 081 Corp, 13 Fo(zd) 1358
([ Bfa=s 1426}, rev'd on ather grounds, 15 Fixd] gog {C, C, A isl, 1927).
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v

Ome alternative, zometimes envisaged, s to constitute the
Commission a representative of a2l the various groups; empower-
ing it to formulate the plan directly without the collabaration of
independently organized groups. This hardly needs serious con-
sideration. If the problem were relatively as uncomplicated as
that of banks and insurance companies there might be much to
be said for t** For all practical purposes the reorganization of
many banks and insurance companies consists of the liquidation
of their assets and a winding up of their affairs. Where there is
a true reorganization and a new going concern organized the
questions of financial styucture are relativeiy slight, since, gen-
erally speaking, there is only capital stock, and one class at that.
In the cases of railroads, however, we have hoge corporations
with large and extremely complicated financial structures. WVari-
ous of the component parts of these fnancial structures are
secyred by liens upon diferent portions of the road. This ob-
viously gives rise to acute conflicts of interest between not only
the stockhelders and the creditors, but between the various
classes of creditors. The interests of the various claszes of
creditors must be vigilantly safeguarded. It is too much to ex-
pect a court te do this, as it must act in an impartial and judicial
capacity as between the various groups. Likewise it seems too
mich to expect it to be done by the Corunissinn or some other
governmental buyreaw. An added factor of embarrassment to
either of the latter is the government’s position as creditor of most
of the roads in bankruptey — with all the seli-interest of any
ereditor in a position to be looked alter.  Also, that the Commis-
sipn has approved more recent issues now involved in reorganiza-
tion may give it a feeling akin to a banker who has sponsored an
issue.  Such agency, whether it will or no, likewise must be ina
position similar to that of a court — looking after the interests of

2 Tt is pol ckear that this 5 Mr. Lowenthal’s notion.  He maintzins that re-
ceivership sdrmimisiration primatily ralla fer comtral by oan admlnisteative agency
rather than by courls and he reters to the analogies of rate regulation and bank
and inzurznce company inselvencies. See meole 7, rupra, at 33-i5. Bub he docs
notl indicate the exteol to which he would ageee that gavernmental supervision
should supplanl participation by the invesiors,
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the public generaily and deciding with impartiality between the
intereste of the varions groups of stockholders and creditors.
(therwise it would be placed in a position of active and many-
sided partisanship.®® In addition, such a propesal would he
wholly antithetical to the more popular notion that what is
needed is a larger degree of demoeracy in reorganization.®
Furthermore, the taking of such an extreme step wauld de-
prive regrganization of one of its most valuable assets — indepen-
dent, well organized, vigilant committees. When truly repre-
sentative of the various economic interests involved, these serve
a high purpose in protecting the interests of the investors during
administration, as has been discussed above. Moreover, they
can supply the elements of self-interest, shrewdness, initiative,
and active partizanship necessary for the successiul [ormulation
and execution of a reorpanization plan. The performance of
these functions is wholly essential, and any thorooghgeing re-
form will make it more certain that pewerful, independent, and
competenl committees are constituted to perfarm them. The
Commizsion then would sit 25 a regulatory and semi-judicial body,
passing upon the various plans presented to it. It would be the
farum where the issues of many-sided partisanship would be aired
and adjudicated. That might or might not result in the adoption of
any of the plans submitted. If, as permitted by the present legis-
lation, the Commission saw fit to prepare its own plan, it would
be enabled to do so in the light of the most enlightened seli-interest
and suggestions of those whose investments were at stake, as con-
ditioned by its own conceptions of the requirements of the
puhlic interest. Whether, afler adopticn or approval of a plan
by the Commission, it should be referred to a court for promulga-
tion as at present o immediately pat into effect by the Com-
mission seems relatively unimportant. Though history teaches

AL gnonslicalien of the active pabtisanstap i which the Commitsion wogld
Eacome involved, one might recount some of the activities of the various protec-
tive CobtDmiliess. Tee PO $T1-TR, Supra,

% Certiinly while we 27¢ in the present tranglon period, complete surcender
of these powers Lo 3 gavernmental sgency would have immediate delritoertal
effectz upon railrozd credit.  If necessapy for the public interest, such a siecp showld
be taken, ¢ven though the ¢osts were Lo e greal. Bub mooe efective regulation
liew in athey directinme

33 See § yr0d].
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us that bankruptcy administration need not be reposed in the
mudicial branch, cur tradition and experience will impell us to
make certain that there be interposed a judicial review, If there
is any inefficiency in our present system in that regard, it flows
from that duality of control belween Commission and court.
But a large degree of duality of control, invelving the wvitally
important principle of reciprocal checks, will for all practical
purposes be preserved in any system.

The crux of any thoroughgoing control thus comes down 10
the selection and constitution of the agencies which are going
te supply initiative, Intelligence, and honesty in eflecting financial
rehabilitation under the apgis ol Commission supervision and
regulation.®™ As respects protective connnittess thal means the

M Ty obher phased of jecvpanization become milertal in considécing the ad.
ditional type of contrel needed by Lhe Commission. The frst is the aperdtion
of properliss during the bankrupley or recmivership period.  Operation involves
such mundane bul ezential problem: a3 abandonment of branch limes; pue-
chases of cquipment, rails, ties, and sepplics; changes in operation: and expendi-
tures for maintepance.  Management, do daee, has been a distinct profession, car-
ried an by men who hzve made a Tietime work of i, With o dJistespest 1o the
Commisslon and its zble znd efficient ataff, it seems clear that i is not wet in 2
positivn Lo Lake on the management of roads. Its whole background and teaining
has bren en the side of regutstion — o whelly different tack requiring a wholiy
different technique, See Tuvestigation of Chitagn, Milwsukee & 5t Faul Ry, 131
L C.C. ey, 671 (3928}, When Ay, Lowenthal spraks of concentrated control by
the Commission he may o may a0t fktend 1o ¢onvert it inte 4 managing agency,
1t he does, i socms to be 3 sacrifice of efficiency wholly unnscessary to the end in
view ~= proteclion ot mvestors. There may be imstances where operation rather
than financiel maladministeation or pither rewerses have caussd the hankrupteow.
Mevertheless, i is a sen@ble and advizable thing to comlinue in charge of opevations
& competent operafing man zequainted with the afairs of the road, Therelare, the
{act thal in ¢urrent reorganizations under the new legishalion one ol the tewstees
is the head of the management of the company {sec Lowenthal, supra note 2. al
o) scems desitable rather than atherwize. The cure jor 1he continuanes of the
power of firanglal interests ties in othee direcicons. Jn the case cited the B, F. O
early took the imitiative in investigating the legality of the acquisition of eetlaio
pronerty by the company. Tr view of the vigoraus activity of the B F. €. thers
scetmed Bitle which could be added and the committee in guestion remained nactive
in that regard so as to avoid the duplication of expense and effort. What the
future activity of the committee in this respect il he 35, of coutse, only
conjecturil.

A second process In reorganization is the determipation and adjudication of
the pght: and claime of varigus secarity-Rulders and ¢reditors.  Traditionaiiy,
thiz has been s judicial fupction. Concesvably, L mighl be Lurned owver Lo the
Cormmisaon, Cectainly the trend in the last few decades bas been oore and more
lowards administrative adjudication of privele rights. Il the demand Eor such
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selectinn of their members and the constitution of their charter
grant — the deposit agreement, Prolessor Foster has suggested,
as a substitute for the reformer’s idle hope for genuine ratification
oi reorganization plans by security-holders, that the solution lies
in representative democracy.

“ Let machinery be provided for bondholder election of represeala-
tives by plurality or majorily vote, or by cumulative voling, with opett
or closed primaries, with réquiremen! that candidates disclose, or free
themselves from, inconsistent interests; place limits upon campaipn
expenditures ot cetera. Then give the representatives thus chosen the
power to bind their whole class by the bargain they will make, The re-
formet may object Lthat the holders of any one larpe issee of bonds are
top scattered, and the oecasion {or their cooperation loo ephemeral, {or
them tn copperate intelligently whatever the safeguards. Inevitabiy
those who gold them the bonds coyld count o 2t Teast a majority wote.
To dislodge the hankers, the peformer will be foreed to change his demo-
cratic slogan and call in Democracy at large. Those who can command
investors’ proxies must give way to the appointees of those who can
win at the polls. There is oo vse disguising the fact that thiz would
involve a tremendous shift of power, Whether the power is lelt in the
bankers, transferred to poblic authority or somebow shared helween
them,* it should be openly conferred. Neither should be hamstrung

control wete glearly needed, I, {or ane, would net hesitate tg grant it [t is doubt-
ful, however, i thete would he any veal gain made hy foccing sweh functions on
the Commission. Putting logether accerding to the rules af law and cguily the
wariows pieces o the jig-saw puzfle which the average railpoad prasents it 5o foon-
spicuously legalistit as to make a case for the transber of this function 1 the
Cornmigsion Ear from clear. There is byt one salient and important danger to be
avaided. The agency Lo enforce any claims of secunity-bolders againsl the old
management should nob ke biased and prejudiced in favar of the old management.
See Lowenthal, supro note 7, 31 78 et seg. This does nol oean elimmating the
ofd operating heads from the manzgement during the hankruptoy. Rather it means
constiluting the management = thal it iz independent as well as capable. Among
other things it means, os Mr. Lowenthal indicates {ice pole 2, Sugra, al oand,
selection fot the trustecs of competent counsel who have nol been identificd with
the gld mapagement. This process, wyvelving the constilulicn and seleelion of the
trustees and their counsel, dees nol seem, however, to be essentially one for an
administrative agenoy. Whatever agency does il it is boend to ke a s=slection by
en, and e quality of (hose men i= going to be the conlrolling facter. The
element of polilical availabdility iz always going te be domimanl in making any
appointment, whether il be made by court or by Commission. And =0 it seems
thal the pressnt system ol duality of control as provided in § 77 may in this re-
spact be Lhe happiest ane, because of Lhe eeciprocal cheeks which b afocds.

*? Ap alternative, mote prefcrable for reasons discossed abowe, (s Lo allow that
control to be shared by the agency for public eontrol and independent, agpressive
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with a requitement of sccurity holder ratification only nhtainable by
decepiinn and coercion, by bribery and paving blackmail, all at the
security holders’ expensze,” ™

The development of this technique aleng practical lines, so
as to make {t possible ior this power to he shared between in-
vestor comthittees and public authority, seems to be the next
logical step. In essence, it is in the direction of the procedure
which bas already been fashioned under the new legislation by
investors on thelr own initiative. [t envisages, however, the per-
fection of machinery to perpetuate that control and to minimize
possibilities of its abuse. Specifically, it embraces the following
procedure. {1) Machinery should be provided whereby the
varipus private interests involved may select their own represen-
fatives to serve their cause. Thiz would entail control over Mats
of security-holders which vught to be available to all Interested
parties. It would probably be preierable to allew these com-
mittees to be formed informally as at present, rather than to
provide the elaborate, expensive, and time-consuming system
necessary if the Commission conducted an election. But the
membership of the committee showld be passed upon by the
Commisgsion. Thus assurance could be had that those selected
were dominantly interested as investors and that any other in-
terests were in a minority position.™

{2) The selection of committee members would entail full
disclosure of the various interests and affiliztions of those being
elected.** Those elected would be chesen in Light of the various

committecs. In fact, that is the 1ype of contral which we are experieocing under
the curcent reorganizations.

I8 Swpra nole I3, at 35t This supmestion may have beep intended 23 a ra-
ductio ad absurdwm, llusttating what twight happen if the governmental analogy
were {ollowed. ¥et the substance of ihe idea s seund and the problem i= one of
making it workable,

1% AMr. Lowenthal may have a compatable system in mind when he says, * The
creation, the membership, the funclions and the aciivilies of commitiess, managers,
and all ather participants, direct and indirect, in reorganizations will have to bs
Bronght under Commission contral' Supra note 2, al 5% [0 its <onlest, 1%
nat clear as to the extent Lo which the Commussion would abserh and tzke om
comemities funetjone. e caveat to the proposition stated in the fext zhould he
given. This plan is designed ot tases where the Commizzion has jurksdiction.
Pracedure for handling other tvpes af cases. cven in the railcoad feld, 5 nat
wlthin Lhe compass of Lhis article.

46 The necessity of such disclosure which the regulations of the Federa! Trade
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functions which they would serve and with their interests fully
revealed. Thus power would be granted themn openly and frankly,

(z) The committees so constituted would bave a broad grant
of powers so that they would have real austhority necessary 1o
serve investors cffectively.

(4} To the Cotnmission could be given power to adjudicate
differences between depositors and committees as to certain mat-
ters, such as expenses, This power of control, however, would
be of relatively smail concern if the commitiees were properly
constituted in the manner described.

These measures would be a desirable perfection of the new
pracedure which we have seen inaugurated under the recent
legislation. They would entail leaving in the hands of the Com-
mission the power to pass on the various conflicting plans of the
many different self-interested groups involved in the normat
railroad reorganization, The Commission would thus gain the
invaluable aszistance of aggressive, independent, and poweriul
groups from the beginning of bankruptcy to the end. At the
same time the Commission would be protected against the as-
sumption of the rile of many-sided and active partisanship.
Further, to assure the Commission proper powet to supetvise and
codrdinate the work of these independent committees, it should
be given the power to appeint reorganization mamagers. Under
this system those managers might be dvawn irom the various
committees. In view of the protective features of this proposal
it would not seem necessary to appoint reorganization managers
wha were wholly impartial and neutral, nat affilialed with any
group of security-holders, ner with any particular group of
bankers," since their réle would be decidedly secondary in nature

— i

Commission require for registration under the Frodspal Securtisa Ack selz i de-
sirahle peecedent in this regard.  Foymy IDkec parls 1, I, The certificates in the
current raibtoad reorganization:, the commiliees for which made calls for deposit
before July 27, 1033, are, of course, exempl from the Securities Act,  Ser
Fatarin).

41 The necessity thal reecganization managers not have any such afiliation has
bern weged by Commissioner Eastman. See Chicago, Milwauker & St Paul
Beocganization, 130 [ O, €, 673, 714 {1528). That suggestion, made at a dinte
when the whele protess of seorgamization was targely on the basis of private initia-
tive and usuvally in contre! of banking and spechlative equily groops, was clearly
AL,
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and restricted in large part to the performance of the mechanics
of consummaticn of the plan.

Ii we can fortify our presenl systemn by these chanpges,'® we
will have gone far to perpetuate and encourage the enlightened
methods which the independent and aggressive commitlees or-
ganized to date have adopted. 1 believe that we can move with
assurance toward that goal. The matter is essentially a simple
one. Fundamentally it iz a recognition that in our present
system of social and economic organization we must seek our
salvation not through the amall security-holder, but through a
powerful, aggressive, and honest organization of security-holders.
This entails a tremendous shiit in power from the old system,
But that power openly and frankly conferred and subject to
regulalion in the public interest is our best safeguard against
regression to ancient evils or against acquisition of new ones.

Wiitigm O, Douglas.

Yare Scmool oF Law,

4 There are, of course, other desirable changes which should be made, some
of which Mr Lowenlhal mentions. Tt 95 not within the compast of this anticbe
to discuss all of them. One not frequently mentioned is the necessity under § 77
of dealing with storkholders, See §770e), The impracticability or impessibility of
delermining ingolvency [whenever the aggregate of its property gl a fgir value is
rot sufficient o pay its debts, §ei1g); of a radlroad wnder 8 349 suggesis that a
more équitable procedure be devised. The complexily of the problem prevents
agdequate breatment bere bot the adoption of some rule of thumb weuld scem
preferable. One such rule might be (hat stockholders need not he giered partici-
pation if for 4 certain period of years prior Lo hankruptcy of reorganization the
road had det, on the average, carned itz Gxed chatpes.



