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Securities and Exchange Commission
Md

Corporate Reorganizations.

Tne recent protective comroittee study ~ld investigation by the

Securities and Exchange Commission has emphasized anew the necessity for

a revitalization of the trustee or fiduciary relationship in corporate

reorganizations.

Toe reorganization system was and still is complicated and intricate.

Up to recent years its processes were a closed book to laymen and were

known to and understood by only a small select portion of the bar. The
.limited extent to which the system was understood even by the bar is well

illustrated by the scarcity of legal literature on the subject. This was

due in no small part to the fact that the evolutiou of the system was largely

shaped by the ingenuity. of reorganizers and their select counsel who took

the initiative and the responsibility for solving the perplexing and in-

volved problems which arise in connection with the financial readjustment

of distressed companies. Furthermore, since the ,evolution of the system

was in the nands of reorgM~zers, it was qUite natural to expect that the

system would by and large conform to their requirement~ and objectives,

Such was the case. The result was that the reorganizers' rather than the

investors' point of view and philosophy were in the ascendency.

The reasons for all this are not difficult to divine. In the first

place, many reorganizations proceed upon a Wholly voluntary basis from be-

ginning to end, Without the interventio~ of an¥ governmental a€ency, com-

mission or court. This is the case in mergers, consolidations, sales of

assets, exchange plans, re~aritalizations and the like, all of which £re-

~uently entail alterations and modifications of rights of investors as .

fundamental and basic as those effected by reorganizations consummated in

-
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receivership or bankruptcy. In these voluntary procedures the techniques,

strategies and devices employed are by and lar~e determined by the reor-

ganizers, who dominate and control the entire proceedings. If in such cases

the interests of investors are eclipsed, (and they frequently are) it is be_

cause the self-interest of reorgani~ers demand it or make it exped Lent, To

be sure, there is jurisdiction on the part of courts of equity to enjoin many

such plans on the ground that they are unfair or inequitable; and"suits by

investors to obtain such injunctions are not infrequent. Yet there are

several reasons Why such remedy falls far short of effective control. First,

its cost puts the remedy out of the reach of the average investor who more

often than not cannot afford the time and expense to fight the management

and their capable lawyers in the courts. Secondly, scattered investors do

not organize for mutual protection, especially wi~re the outcone of litiga-

tion, as in these cases, is highly uncertain. Thirdly, injunctions in such

cases are likely ~o issue only where there is gross inequity or unfairness

bordering on fraud. The result is that for all practical purposes investors

are left to fight the matter out with the management and to dec~de the is-

sue wlth ballots. In view of the preeminently strategic position of the

management in such cases, the'result has been that the reorganizers rather

than the investors have controlled the sltuation.

But even as respects reorganizations through eQuity receivership or fore-

closure proceedings, control of the system rested primarily" in the hands of

reorganizers; the courts played only a secondary r~le. To be sure. the fact

that reorflanizations took place in court had important consequences. Courts

were prone to regard the "reor~anization receivership as a lawsuit or litigat~d

matter. Issues of-fact and law were from time to time presented. "But the
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lel-lalissues presented in this fashion t hough numerous wer-e restricted 111

scope. Courts did not. assume a broad jurisdictioli. In fact, some state

court~ even now do not fass ufon such basic questions as the fairness of the

reoI'~arcization plan. 3ut even e.fter the courts began to pass upon the re-

c>rJar.ization pLan tbey frequently took tIle view that if there was nothing

illegal or oppressive in the plan, it should be approved. As to the sut-

tleI' questions of fairness and sourdness and feasibility of the plan, they

frequently made no decision. With respect to the activities of committees

and otter agencies purporting to represent security holders, they were apt

to give scant or only superficial e.ttention. The personnel of committees,

tle content of proxies and deposit a~reements, the practices of committee

mem~ers, the fees and expenses of committees and the like were left to the

conventions of the reorganizers. In other words, courts were constrained to

act preeminently in a restricted judicial role. This is not intended as

crtticism of the courts. The mach tner-y was so geared and the procedure so

desLgn ed that the court.s could hardly do more than attempt to prevent il-

legality or the grosser forIllSof inequity.

Under Section 77B of the Bankruptcy Act there was something of a shift

in emphasis. The courts were given broader and more express powers. But

the Lmpr-ov ement, though clear was slight. The courts remained largely the

arbiters oi issues, carefully selected an~ nicely framed so as to present a

jl~sticiab.le matter. These issues presented partiCUlarized, dessicated prob-

lems. Though the courts were given some powers over committees, for most

practical purposes the committees were immune from supervision and control.

As a consequence the reality of reorga~nizations was something that took place

out of co~rt. It was dealt with by the groups in control who frequently had

their own selfish interest$ to serve. Thus the reorganization system came

-
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to be basec upon the theory that reorganization ~as a proces2 wherein the

legal matters were left to the courts; business Matters to the reorganizers.

In effect the resultant systelf:was lar~ely dependent upon the conventions

of the reorganizers.

It was but natural to expect that such a system would be prone to dis-

regard tte fiduciary relationship between reorganizers and investors. The

objectives of reorganizers are often different from and ir.co~patible with

the objectives of investors. Investors are interestei in an expeditious,

economical and fair readjustment of their company's affairs. They are con-

cerned with having the busir.ess restored to an efficier.t and trustworthy

man agement, as qu i ck Ly as possib Le and with t!;e least possib Le impairment of

their investment. They want, fair t.r eat.ment. accorded them by those whose

claims are senior or junior to their own. They are desirous of keeping re-

organization cost s at a m ln Lmum , They may \'!aI,tan ext.r av agant, or faithless

management ousted from control, claims against such Fersons collected for the

benefit of the estate, and a new ~anagement installed. They want the new

company to have a sound financial structure so that there will be no early

necessity for another reorganization. From the investors' point of view,

no reor~anization could be satisfactory unless the reorganizers adhered to

these objectives. But reorganizers have frequently been interested in ex-

peditious reorganizations not primarily to avoid expense, not essentially

because of any desire to have dividend and interest payments qUickly resumed,

but largely because of their desire to consuMmate a reorganization ~f their

own liking. Reorganizers frequently have not been concerned with economy in

reorganization, since economy would in~erfere with their reorganization

profits. Reorganizers at times have not been interested in fair reorg_aniza-

tions since fairness might seriously impair certain strategic investments of
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tbeir own. Reorganizers at times have not desired honest reorganizations,

in tn€ investors' sense, because such reorganizations would be costly to

t l.em , Tte,y have been motivated by other factors which are significant largely

in t~rms of control. Control of reorganization means profit and protection.

Those in that Fosition control in large measure the assertion of claims based

upon fraud or mismanagement which the company or the investors may have. Thus

reorganizers may be ab Le to protect themselves, their associates and their

friends from such claims. Those who control reorganizations control the dis-

pensation of vast amounts of business patronage, such as contracts for goods

and services, employment of lawyers, auditors, engineers, appointment of re-

ceivers, trustees and masters, designation of depositaries, choice of banking

connections and the like. Those who dominate reorganizations are commonly

possessed of valuable information which enables them to trade advantageously

in the defaulted securities. Those who control reorganizations control the

selection of underwriters for the new company and the selection of the new

management. The management and the bankers for the new.company are the key

to control of the company and the lar1e amount of business patronage customarily

flowing .from it. Like reorganization patronage it can be dispensed either for

the benefit of those in the dominant position or to widen their zones of in-

fluence and power. In a realistic sense the acquisition of control for such

objectives is the goal of reorganizers.

The realization by reorganizers of such objectives may operate ~o the

great detriment of investors. These objectives often involve mounting costs,

the loss of assets of the company in the form of claims against the management,

restoration to power of an incompetent or faithless management, the production

of an unfair plan, and the exploitation of investors. Outwardly, reorganiza-

tions may appear to be expeditious, economical and honest. But often those

characteristics will b,e only 'illusions.

-
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These c o n f l i c t s  of  i n t e r e s t  between r e o r g a n i z e r s  and i n v e s t o r s  have 

persisted i n  s p i t e  of  t h e  b a s i c  f i d u c i a r y  r e l a t i o n s h i p  of r e o r g a n i z z r s  t o  

i n v e s t o r s .  That  such  f i d u c i a r y  r e l a t i o n s h i p  e x i s t s  is c l e a r .  In thi: rnan- I 
age;n-ent of  c o r p o r a t i o n s  i t  i s  now w e l l  r ecogn ized  t h a t  t h o s e  i n  con t ro l .  owe 

an o b l i g a . t i o n  t c  t jhe m i n o r i t y  t o  e x e r c i s e  t h e i r  power f o r  t h e  h e n e f i t  of a l l ,  
. . 

not  f o r  t h e  pr imary or e x c l u s i v e  b e n e f i t  o f  t h e  m a j o r i t y .  The d o c t r i n e  t h a t  

c o r p o r a t e  powers a r e  powers i n  t r u s t  i s  g e n e r a l l y  accep ted  today .  I t  recog- i 
n i z e s  t h a t  t h e  increments  o f  v a l u e  iriherent, i n  c o ~ i t r o l  be lone  t o  t h e  c o r p o r a t e  

body, no t  . to t h o s e  who b y  cine l e g a l  d e v i c e  o r  a n o t h e r  may happen t o  be i n  t h e  1 
s a d d l e .  I t  i s  t h e  e x p r e s s i o n  of an elerneri tal  s q u i ~ a b l e  p r i n c i p l e  ( c l e a r  o n l y  

t o  t h o s e  whose v i s i o n  i s  riot b1,lrre.l by  lie i r r t r i c a c i e s  of c o r p o r a t e  f i n a n c e )  

t h a t  t h o s e  i n  d i r e c t  o r  i n d i r e c i  c o n i r o l  of o t h e r  p e o p l e ' s  money shou ld  no t  

e scape  t h e  r i g o r s  of t h a t  ste:*,arr!ship. The v i t a l i t y  of our c o r p o r a t e  sys tem 

r e q u i r e s  r e c o g n i t i o n  of t h a t  p r i n c i p l e  bo th  i n  law and i n  b u s i n e s s  e t h i c s .  

Th i s  e q u i t a b l e  d o c t r i n e  i s  a.s a p p l i c a b l e  t o  t h e  c r i t i c a l  r e o r g a n i z a t i o n  

p e r i o d s  o f  c o r p o r a t e  h i s t o r y  a s  i t  is  t o  $he more normal pi:ases of mailage- I 
\ 

~ r ~ e n t .  1,n f a c t ,  1% i s  out  of e p i s o d e s  a r i s i n g  ir ,  t h e s e  corlr iections t h a t  t h a t  

e q u i t a b l e  princip1.e h a s  been g iven  t h e  g r e a t e s t  l tcpetus ,  I t s  a p p l i c a t i o n  

I 
! 

means t h a t  i n  t h e s e  r e a d j u s t m e n t s  n a j o r i t i e s  c a n  n e i t h e r  e x a c t  t r i b u t e  nor i 
can  t h e y  u t i l i z e  t h e  c o r p o r a t e  p a r a p h e r n a l i a  i n  more s u b t l e  -days f o r  t h e i r  I 
own aggrandizement .  

This  e q u i t a b l e  p r i n c i p l e  moreover i s  no t  i cd igenous  t o  c o r p o r a t e  man- 
" I 

4 
agement. A s  i n d i c a t e d ,  it f lows  from t h e  f a c t  of  t h e  e x i s t e n c e  o f  power 1 
over  o t h e r  p e o p l e ' s  money. Hence it i s  n o t  r e s t r i c t e d  t o  c a s e s  where o f f i c e r s ,  I 

i 

d i r e c t o r s ,  and s t o c k h o l d e r s  a r e  e x e r c i s i n g  c o r p o r a t e  powers o b t a i n e d  from by- 

l aws?  c h a r t e r s  o r  s t a t u t e s  t e  o p z r a t e  o r  t o  r e o r g a n i z e  t h e i r  companies.  I t  
- 

4 e x t e ~ d s  t o  s i t u a t i o n s  where any group moves i n t o  a s t r a t e g i c  o r  domicant 

p o s i t i o n .  Thus t h e  e s s e n t i a l  work of r e o r g a n i z a t i o n s  ( a p a r t  from v o l u n t a r y  
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readj ustments which for the most part. involve the exercise of corporate powers)

has beer. pe r-f'or-med by committees. 'rhese groups are formal or informal, united

by cotrl/rlunity of' interests in a commoncause and bound together either loosely

by rev0cable proxies or powers of att.orney or tightly by iron-cl~d deposit

a~~ec;;..ent s cons t.Lt.ut Lng , by and large, irrevocable grants of authority to the

comnu 1"tet: members. Whenrepresentative of a major ity of the class or classes

vf investors for whomth~y act, they occupy a str~tegic and dominant position.

Tl.eirs has been the task to formulate pLans j to Lrrve s t.Lg a t.e or cause to be

investigated the circumstances s urr oundLng the failure for the purpose of

ascertaining cause" or action which may exist for the estate or for the in-

ves t-or s ; to make articulate the needs or requirements of the invest-ors; to

su~ply the leaJerstip or dynamic force necessary in view of the lethargy and

Lelplessn~ss of scattered inve~tors. Because of the important fUllctions thus

performed by committees, those who cor.t r-oL them stand in a peculiarly stra-

tegic posLt aon to control and condition the entire reorganization process.

~inorities are substaatial1~ helples8 at their hands. The dominant groups

are dicta~ors of the d~stinie3 of at least the class of securities being

represented ... '..het her- that class be bonds, debentures or stock. The ex-

istence of their power -- w:letl1er it be dependent upon strategic investments,

revocable proxies or iron-clad deposit a~reements -- supplies the necessary

ingredient for the creation of a fiduciar~ relationship. In recent years

that equitable principle has been increasingly recognized by the courts in

reorganization situations. And even reorganizers have recognizeJ it at least

to the extent of rendering it lip service.

Hence the insistence by the Securities and Exchange Commission upon the

r~cognition of this fiduciary concep~ in these reorganization situations is

not novel. As a result of a generation of struggle by minorities against

oppression and overreaching at the hands or reorganizers, that concept has

~ 

-
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been so woven into the fabric of reorganization law as to become more and more

of a distinct pattern. But while it has become quite universally recognized

in e~uity, it has to date failed to be a real force in conditioning the prac-

tices of reorganizers. The r~asons for that are several.

There is first the impelling fact that there is no regular, systematic:

patrOl of this field of finance. Against the contingency that a court of

equity ma y be induced to invoke that equitable principle, reorganizers may

proceed their own way with some confidence. Only liti2ution at, the hands of

some minority group can thwart them. Oldy if their conduct is palpably out-

rageous will serious minority action be incited. To be sure there may be

occasional sorties against them by "strikers". But the stakes are so great

that these suits ~ay be bought off with ease. Investors by and large cannot

afford to invoke the aid of the chancellor. As I have indicated, the time and

cost attendant upon such suits pLaee them out of the reach of the average

security holder. Litigation of this character turns so much on intricate

and involved factual material not susceptible of easy presentation or proof

t h at, its outcome is aLwa ys uncertain. It takes a large investor bent on repa_

ration or a substantial group of small inves~ors incited to joint action by

momentous events to challenge seriously and in good faith the reorsanizers.

These contingencies are unLikely to occur. As a cons eque nc e the aid cf the

chancellor is not apt to be sought. The absence of a system of automatic

application of the eqUitable principle governing these situations makes that

principle only a minor force or conditioning influence. It finds expression

only to the extent that reorganizers deem it expedient to invoke it or to

the degree that their business ethics reflect it.

But it would often be contrary to the immediate self-interest of reor-

ganizers to adhere to the letter or the spirit of this ancient e qut t ab Le

doctrine. As I have stated,' the objectives of reorganizers are often
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incompGtible with the objec~ives of inv0stors. Disregard of the basic stand-

ards of fiduciary relationships md.~' be essential if reorganizers are to serve

their own objectives first. If they are adequately to protect their own in_i

vest~ents in junior securities they may be impelled to obtain control over

the senior secur Lt Le s, If they are to ret.ain control of the new company,

they lilayf'eeL compeLl.e d to suppress thorough investigation of the past. If

they dre to capitalize on inside information coming to them as reorganizers,

they will need to trade in the securities. If they are ~o get the benefit

of the vast amount. of reorganization pa t r-ona qe norma.lly available, they will

have to have the power to dispeus~ it to themselves or their affiliates.

Realization of t he se objee t.Lve s w ouId n.os c commonly entail disregard or'vio-

lation of the e Itable p nc i ple ~overning the reorganizers' h

to investors. H~nce reorganizers might be expecte~ to obtain the aid of

astute lawyers to gui'ie them around the shoals of their fiduciary duties.

Tllis was done. Legal methods were sought at almost every turn to es-

cape fiduciary responsibilities. A few examples will suffice. It was con-

trary to the common law and to elementary principles of equity for a trustee

or fiduciary to make a profit from his trust by selling or buying from the

trust or entering into any similar eozrt r act or engagement. He was, of course,

entitled to reasonable fees. But other transactions between the trustee and

the trust were voidable irrespecti~e of fairness. They were voidable even

though entered into by an affiliated interest of the trustee. In the words

of Justice Cardozo, the rule was rigidly enforced lest creation of exceptions

subject that e qUitable principle to "dis integrating erosLon" 'e Nevertheless,

those equitable doctrines were given nothinb but formal recognition in the

reorganization field. It was the desire of committee members to work out a

method whereby they or their affiliated interests could become pecuniarily

qu r-s r-e Lat.Lons Lp 
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interested in ~he property, securities or other matters connected with the

old or new company, One le~al method seized upon was to waive or modify those

equitable, principles by contract. Thus the vast major~ty of deposit agree-

ments provide that com~ittee memb~rs or their affiliated interests have com-

plete freedom to become pecuniarily interested in such mat.t.er-a , Similarly,

the right to tr3de in securities is customarily granted Lo committee members

and their affiliated interests by express provisions of deposit agreements.

In well over a majority of cases this practice prevails. Indeed, it is sig-

nificant that only in a few isolated cases are the type5 of, practices mentionec

liI'litedor outlawed. 'The extent to which the entrepreneurial rather than the

fiduciary philosCiP:1Y has per-me at.e d the r-e or-gan.i za t.Lon field is also illus-

trated by the manner in which committees have prOVided for their compensation

and expenses. With rare exceptions, committees are the sole judges of the

amount and reasonableness of their fees and expenses. 'l'heyare subject only

to such max Lmum lim1 tation 3.S .nay be cont aIned in the agreements. In the

language cOMnonly found in deposit aJreements these fees a~d expenses are

fixed "~n the sole and uncontrolled discretion of the committee" With the

result that committees sit in judgI'lentin the worth of their own services

without superVision or scrutiny by any independent a~ency.

At times, by reason of these contractual prOVisions, committees cave

resembled syndicates or joint adventurers (rather than fiduciaries) whose

chief objective wa3 the realization of as large a monetary reward as pos-

sible. They have presented the sorry spectaCle of fiduciaries exculpating

themselves from the norI'lalincidents of their stewardship. Nevertheless, it

has been concluded by many lawyers that such immunity clauses are effective

to permit these fiduciaries to make profits not otherwise available to them.

Reliance has been pla,ed upon two exceptions to the general eqUitable rule.



- 11 -

Que is ~hat the trustee may deal with the trust property to his own advantage

so long as he ac ts in good fa.ith and provided such transactions are expressly

authorized in the trust articles. Tbe other 1s that the trustee may 50 act

if the oenef'Lc Lar t es consent, provided tl-)etrustee has made fUll d LscLcs ur-e

of all relevant informa~ion h~ possesses anj provided the transaction is fair

and r-ea s onab l~.

The question of whether or not these i~munity clauses are effective to

;\.'::tiveor modify that equLtab Le principle has seldom been litigated and con-

s~quently never bee~ definitely determined. The ca3es allOWing such immunity

by reason 0; express authorization in the trust articles are hardly in point

since they are all il~tanc~s where the settlor of the trust has been disposing

of his own property. And on the other hand, the cases granting such irnmunity

where the beneficiaries have consented and where the trustee has made fUll

disclosure are hardly sufficient to give validity to the transactions. The

one-sided nature of these complicated agreements which the security holders

never see, which they probably cou Irl not understand if they did see, and whLch

are dictated exclusively by the co~nittee, can hardly be sai1 to amount to

consent within the mearn ng of the except.ion to the ruLe, Within the meaning

of the rules governing the relationship between trustee and beneficiary or

between agent and pr-Lnc.i paL, there has been no disclosure of the trustee's

or agent.s adverse position in language which is clear and unequivocal. In

other words, as a legal matter these exculpating clauses would seem to be of

doubtful validity.

Nevertheless, the records are replete with instan~es where committee mem_

bers and their affiliated interests, by reason of their reliance upon these

clauses, were obtaining business pa t ronage as a result of their dominant or

inside position. Whether in view of their apparent VUlnerability in eqUity

the law would soon evolve so as to override them and render them nugatory is,
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of course, problematical. Such an evolution would in any event entail years

of deve Lopment , . Security holders in t.he.se situations are not apt to litigate

such issues for the reasons I have previously given. The paucity of ca~es in

the books indicates the substantial period of t Lme necessary for the slow ac-.

cretion of the law in this matter. l1eanwhile, the business of r-e or gan Lza t Lon

Must be conducted. And under the system as devisej, reorganization practices

persist which violate the spirit, if not the Lev t er , of the e quLt ab Le prin-

e iples governing fiduc iaries. The oppressive pr-ac tLces which have pr-e va I Led

argue strongly against waitine idly for the lag of the law.

That is the view of the Securities 3!1d Ex c ha nge Commission as r e f'Lec t.cd

in its various reports to Congress on t~is general subject and in the legis-

lation which it has sponsored before tLe Congress.

The va.rLous r-e c ommer.da t Lons of the Commission bear i ng on this SUbject

of fiduciary standards for r~organizers are embodied in two bills pending

before Congress -- the Lea. Bill and t he Chandler BilL

The Lea Bill is of general application to protective committees and other

persons Who solici t authorizations to represent security holders in connection

with reorganizat ions, readj ustments and de bt arrangements. Like the Securi-

ties Act of 1933', it is grounded on the pos t aL power and the commerce power,

and is to be administered by the Securities and EKchange Commission. The

bill applies to solicitations in connection with proceedings for reorganiza-

tion under Section 77B, or in connection with receivership or foreclosure

proceedings in Federal or State courts. It also applies to a limited group

0:' voluntary r e ad j us t.ment.s , and to municipal debt arrangements and foreign

debt arrangements.

The bill prohibits any person from soliciting by use of the mails

or means or instrument ali ties of interstate commerce, any proxy, depos it, or

-
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assent. unless a declaration is effective as to suct action Ly such person.

and unless a proper prospectus acco~panies or precedes such solicitation.

And legislative standards are set up as to t.he terms and cond Lt.Lons upon

whicL proxies and deposits may be solicited. The creation of these standards

will s~FFly assurance that tbose who represe~t security holders in reorganiza-

tio~s will adhere to the high standards of fiduciaries. Thus. it is provided

that the terms of solicitation (to be expressed in the proxy. deposit agree-

!'lentor other instru1l1entemployed by declarant) must include ariequate pro-

vision for independent review and determination of the fees and expenses of

declarant. Likewise. provision must be made for at least an am1ual report

and accounting by declarant in the form requireu or approved by the Commis-

sion; copies of the report and accounting are to be filed with the Commission.

In other words. no longer will the spectacle be presented of fiduciaries sit-

ting in judgment on the worth of their own services to the beneficiaries of

the trust. And there will be assurance that the beneficiaries will be kept

fullj" advised of t he finances of their trust.

Furthermore the deposit agreement or proxy must contain adequate pro-

visions for penalties upon trading by comnu t t ee memb ers, their attorneys,

solicitors and affiliates. so long as the fiduciary relationship continues.

Similar penalties must be imposed uron the acquisition by cOm1l1itteemembers

or their affiliates of any pecuniary interest in any contracts. arrangements

or undertakings with the issuer during that period. Thus. no longer will

cOIllmitteenenb er s, and other l'epresentatives of 1ihe secur Lt.y holder be per-

~itted to use their position of truEt as an opportunity for personel profit

and gain.

The bill also establishes certain legislative standards with respect to

the qualification of cov.mittee members. It will be necessary that representa-

tives of security holders be persons whose associations and interests would

~ -
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qualify them as interested solely in the performance of their trust. Com-

mittee membership is to be limited to persons who have a bona fide interest

in the situation; that is, persons who own or at least represent securities

of at least one of the classes to be solicited. The representation of two

or more classes of security holders whose interests are themselves in material

conflict is barred by the bill, unless the public interest or the protection

of investors otherwise requires. And finally, principal underwriters of out-

standing securities of an issuer, and officials of such underwriters, are

barred from serving on protective committees for securities of tl:at issuer.

Too often, it has been shown, the interests of underwriters are incompatible

with the interests of the security holders.

The Chandler Bill, which is a revision of the existing bankruptcy laws,

includes in Chapter X a complete rewrite of Section 77B of the Bankruptcy Act.

This bill was passed by the House at the last session of Congress and was

pending before the Senat.e at the time of adjou rrimen t , Significant with re-

spect to the question of the fiduciary obligations of reorganizers are its

provisions concerning trading. The bill provides ttat the judge shall deny

compensation for services to any committee, attorney, or other person, acting

in the proceeding in a representative or fiduciary capacity, .ifhe has pur-

chased, acquired or transferred an~ claims or shares of stock after the com-

mencement of the proceeding. This provision cannot be regarded as novel or

extreme; it merely codifies the enlightened judicial viewpoint expressed in a

few ??B cases where the issue has been presented. But the measure should go

far to discourage protective committeemen and other fiduciaries from buying

o~ selling the debtor's securities on the basis of their inside information

concerning its condition and prospects.



- -
This legislative program should go far towards revitalizing the trustee

or fiduciary relationship in corporate reorganizations. To some extent such

measures will be branded as disruptive since they run counter to the dominant

philosophy of reorganizers. This dominant philosophy is the philosophy of

the "street"'. It is an entrepreneurial philosophy which has caused the

virtual disappearance of the ancient standards for trustees, has levelled

those standards down to those of the market place and has tended to bring

the whole reorganization system into disrepute. Such conditior.s cannot be

tolerated by a government sensitive to the reasonable requIrements and ob-

jectives of investors. The price of I'estoring those ancient standards will

be the loss of this entrepreneurial philosoph~. Such restoration will intro-

duce conservative practices. It will no longer be the rare fiduciary who

does not profit directly or indirectly fro~ his trust. Universal recognition

in this field of the principle that to man can serve two masters will provide

a permanent safeguard to the interests of investors. Accordin~ly, such resto-

ration of these ancient standards, while disruptive as respects some reor-

ganizers, will be constructive from the viewpoint of investors.

~



