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The Le~al Problem of Control over Protective Committees
for Nunicipal and Quasi-lbmicipal Obligations

Widespread municipal as well as irrigation, drainage and other
special district defaults have .now been with us for almost a decade.
At the outset, they presented an unfamiliar problem. Even the banking
fraternity was inexperienced in use of the various techni~ues for effect-
ing municipal debt readjust~ents. But the defaults, as well as the
negotiations and conflicts occasioned by them, have now continued for
a sufficient period to render more familiar the peculiar problems to
which they give rise. Much of the experience of previous eras of local
government default in this country has been recapitulated. There is a
wider understanding of the limitations, as well as of the uses, of the
various remedies at law and equity of tRe creditor of a local government
debtor. Certain patterns of behavior for the promotion of debt readjust-
ment in this field have become typical.

There even appears to be a rather general agreement up to a peint.
It is agreed that the most important process in debt readjustment is
negotiation of its terms. Few will dissent from the proposition that in
all save the siUlplest s1 t.uavLon the or-d Ln az-y remedies of mandamrs and
injunction are useful only as ancillary to this main process of negoti-
ating interim and final compr-cmf se agreelllent.s....ith the defaulted govern-
mental debtor. Few will di.ssent f'rol'lthe conclusion that this process of.
negotiation should be conducted openly and honestly by bona fide representa-
tives of the debtor and of the creditors; nor can there be disagreement
from the conclusion that when a fair agreement is reached by a process of
give-and-ta1{e between such bona fice representatives upon the basis of a
full disclosure of all material facts, there should be some machinery for
putting it into effect.

But these propositions, which I conceive to be obvious, bristle with
controversial issues of ways and means, and disputed que stLoris 0 f inter-
pretation. Should the process of negotiation be conducted on an entirely
voluntary basis; or should i.tbe sUb~ect to the scrutiny and regulation
of an impartial juc!icial or adninistrative agency? Who are "bona fide
representati ves" of cr-ed i tors, and how ma y assurance be had that those
who presume to speak and negotiate for creditors are their bona fide
repre~en~ntatives? How may all material facts be made available to
parties negotiating a readjustMent? hOW m~~ an equitable readjustment
plan fairly negotiated, be made effective? What protection, on the
one hand, and what disabilities, on the other, should be given dissenting
minority groups? Upon each of these matters, reasonable men may arrive
at widely differin~ conclusions. But if the eXisting defaults are to
be cleared up in the most orderly and equitab~ fashion, and if a proper
foundation is to be laid for dealing with a possible recurrence of
widespread defaUlt, an answer to these questions must be found.

Many of the problems have been heretofore discussen before you. A
year ago J Mr. Dimock read a paper !.1 before you on "Legal Problems of
Financially Embarrassed Hu:nicipalities," in which SOllieof the perplex-
ing issues were ably analyzed. The extent to which orQerly debt read-
justment negotiations are rendered difficult, if not blocked for long
~/ Reprinted in summary of proceedings of First Annual Meeting of the

Municipal Law Section of the American Bar Association, July 16-17, 1935.
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periods of time, b¥ shifts in the political alignment of local govern-
ment administrations and by divided responsibilities: the extensive
pullin~ and hauling often,necessary.be!ore current.Qpe~ating.~xpenscs
and revenue collection practices.ca~ be p~t on a reasonably efficient
basis;.and the difficu~ty of obtafning adequate ~nd.accurate infsrmation.
upon which t,opredicate a jUdgment as..to th.e;capacity of ~he ctty tp pay,
have all been tpuched ~pou in recent disc9~slon~ o~ munic~pal proble~s.
Suffice it to say that those matters w~re a~~ ~ec~vassed and ill~stra~~d
in the hearings before -the Se~urit.te~. and. ~chan.ge. C~Jnm,l..ssionin the
course of its Protective COlT)Jllit'\;eeStudy. At this til!le,I wish to lay',
before you for d~scus?~on, two important p~ases o~.the rro~lem which are
intimatel~ related: (1) the proble~.of the minority c~editor~~roup; and
(2) ~he pToblem of the majority creditor groUF normally represented by a
protective committee.

t.

Since your las~ session, and, indeed, since the Securities and
Exchange Commi~sion. sub~itted to Congress its Re?prt on Commivtee~ fo~
the Holders of Huniciral and Qnasi,:""MllnicipalObligations, an ev erit, of the
&reatest. importance haS hap¥en~d in thts field, which has accentua~ed the
difficulty of dealing with minority ~roups. I refer to the,case Qf Ashton
v. CaMeron Cou~ty ~ater Ir.provement District No.1. 1/ On May 25. 1936, .
the Supreme Court of the United States handed dot ...n . a five to four decision,
holding unCQnstit~tional the W1nicipal Debt Readjustment Aqt., viz.,
Sections '78 to 80 of the NatioJ,al Bankruptcy Act.

This case and it~ 'background are well-knovn to ';you. Holdercs of a
very small minority interest may, and in sone instances have, by refusing
to participate in settlements acceptable to the great majority of creditors
and to the cleb.tor,effectivel¥ blocked Municipal deb t, sett.lertlen~sand
pr.olonged defaults with all their a,ttendant injury to both creditors and
debtor. How is this possible? It must be borne in minQ that a~y plan,of
compr~~se ~Cc~Ft~ble to the majority of creditors will necessarily in-
vo:ve a close P1atching of the c e rz a in .lia,bilities ~or debt service on the
refunding securi ties to be i ssued thereunder and fo_roperating expenses
against le~s certain anticipated revenues. The margin wilt be close •. The
taxes called. for by the plan .will presumably be as high as the debtor local
uni t -de em s feaSible. Wh~re a dlssenr.el" 5 holdings consist of alrea.dy
past-due -o r presently ma.turin~ rrinciI'al in any sttbstanyial amount
ho~ever srr-allits percenta~e of the total i~debteGness outstanding
their disruptive possi.bilities m.ay be readily appreciated.. For the dis-
senter can retain his .old s ecur-Lt Les •....Af1fer oth?I:s.have. ace ep t.ed a
compr-cm.i ae , he can .go into court and de-rand a writ of iaandamua for the,
levy of t.axes to pay h.is matured se cur-Lt Le s in. fUIJ,.~..and ~r.i5 on top
of ta~ levies. required under the plan. The result in a given case may
easily be a doubling or trebling of the tax levy for debt' se~vice in a
particular year, defeating the whole purpose. of ~he plan, if not pre-
cipitatin~ ar-other d~fault.

That minority obstruction along these lines had
nmmerous 9i~uations to .Jlock settleme~ts as 8a~ly.as
histor¥. ~any pertinent i~~~a~ces .w~~~ citt~ in ~he
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'hearings on the Swnners-Wilcox bankruptcy bill. 31- As observed by Mr.
Justice Cardozo in the minority opinion in the Ashton case: ~/ "Experi-
ence' makes it certain that generally there ";ill be at least. a small
minority of creditors who will resist a composition, however fair and
reasonable, if the law does not SUbject them to a pressure to obey ahe
general will."

In one case, at least, this_problem led to an interesting and in-
genious arrangeJllent. In the process of readjusting the debts of the City
of Coral Gables, Florida, the city made an arrangement with a protective
committee representing a bare majority of the bonds to keep the city's
cash box cleaned of funds which could be reached upon mandamus. It
arranged to pay over to the committee all surplus funds as soon as re-
ceived so that there would be no money on hand .which could be reached by
bondholders who brought suits. £/

But this sort of arrangement is not an answer to the minority problem.
In the first place, there are practical difficulties, which I shall not
pause to relate, which restrict the applicability of the device; in the
secorid place, the scheme may be unf3irly pr€judicial to the non-depositing
bondholders. They are deprived of any remedy unless and until they deposit;
and they are being coerced into acceptance of th~ committee's services and
its plan without regard to the quality of the comm lt t ee or the fairness of
the plan.

The only efficacious a.nd fair 'day of dealLng with ru no r-Ity dissenters
is through a compUlsory process comvarable to th~t embodied in Sectio~s 77
and '1'73 of the Bankr-upt cy Act. '.rberp is a f'r-ame-.o r-kwhich, in .Jroad out-
line, exerts reasonable coercion on minorities for the good of. all. Of
the same. general nature was t he Municipal Deb t, Readjustn:ent Act. Its plan
was simply to permit any local gove~nment ur.it which might be insolvent or
unable 'to meet its debts as they ma t ur-ed, vo Lunb arLl.y to file a petition in
bankruptcy. InvoluntarJ- neti tions could not be filed. And a saving ct ause
provJded that nothing in the Act shonld be construed to limit or impair the
power of any state to control an~ political subd~vision in the exercise of
its .fl0liti calor covernlT'€ntalpowers, including power to require the s't_ate's
app rova I of the filing of a p"?tition in bankruptcy and of any plan of read-
justment. In other words, the petition had to be voluDtary; an~, if the
state 1aw so required, it had to be acccmp an Ied by the consent of the state.
The Federal Court, sitting in bankrurtcy, would thereafter be ~mpowered to
confirm the plan, if it found it to be fair and if the required percentage
of t ae creJiturs appr-oved, Upon con I'Lrma t.Lon, the plan would be b Lnding
upon ~incrity, as well ~s majcrity, creditors, anti upon the debtor.

By the close o,f 1935, many states had passed enab t Lnj; le~islation to
permit any of their local subJivisions which mi€ht be insolv~nt. to ip~oke
the pl~visions of the'Sumners-Wilcox Act. Se~en cities, six toWns, one
villi'l.ge,one county and thirty-one irrig3~jon, drainage, reclamation and
levee districts haa filed petitions under the Act. Thirteen different. .
'1./ Hearings before e. Sl1bc('min-i-t--t-e-e-r'l-_~f-t~h-e-S'e;ateC,:»!\n:itt~~onthe JUdlciary

on S. :S~8 and H~ R. 5~50, 1934 73~ Cong., 3d Ses3io~ at 14-10.
4/ 297~. S. . , 80 L. ed., 910, 915 (1936).
~/ Securi ti es--and E"'cllCln~€'Comm.issIon, Report on the Study and Investiga.-

tion of _the Works,- Activities,- Pe r-sonne.land Punc sIons o f Prol.ectlve
and Reorganization Committees, Part IV, Com~ittees for the H~l~ers of
Municipal and Quasi-V.unicipal Obligations (1936) at 9S.
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s t a t e s  were represented. S ix teen  readjustment p lans  had been conf iMed by  

f i n a l  order ;  twenty-eight cases  were pending: .and t s o ,  of the  p e t i t i o n s  had 
been df smissed; & ~ t " i n  all. probabil i . ty ,  t hese  f i g u r e s  do not  measure t h e  
e f f e c t  o f  t he  A&. . The exis tence  o f  t h e  Act, and the  p o s s i b i l i t y  t h a t  i t  
mlght be invoked aGaiqbt minor i t i e s ,  a c t e d  as. a weapon by w h i c h  majori t ; ies  
could o f f s e t  t h e  leverage'  o f  minor i t i e s ,  The mere p o s s i b i l i t - y  t h a t .  t he  
Act might be invoked doub t l e s s ly  aver ted  o r  discouraged minori ty opposi- 
t i o n  i n  many cases. 

A few nonths l a t e r ,  t h e  c o n s t i t u t i o n a l i t y  o f  t h e  'Act was brought i n  
ques t ion  be fo re  t h e  Supreme Court o f  t h e  United Sta tes ,  The p e t i t i o n e r  i n  
bankruptcy was the  Cameron County Water Improvement D i s t r i c t  No.. 1, em-
bracing some for ty- three  thousand ac res  i n  Texas, and organized under t h e  
laws of t h a t  s t a t e  i n  1914. The p lan  submit ted b y  t h a t  p e t i t i o n e r  i n  1934 
was f o r  t h e  readjustment of  e i g h t  hundred ,thousand d o l l a r s  p a r  amount o f  
bonded indebtedness,  bearing s i x  per  cent  i n t e r e s t ,  on a b a s i s  o f  for ty- ' 

nine  and a  f r a c t i o n  cen t s  on t h e  d o l l a r  out  o f  funds t o  be borrowed fror. 
. t h e  Reconstruct ion Finance Corporat ion a t  f o u r  p e r  cent. More than t h i r t y  

per  cent o f  t h e  bondholders had f i l e d  acceptance o f  t h e . p l a n  along with 
t h e  p e t i t i o n .  The d i s t r i c t  a l leged  t h a t  more than the  r e q u i s i t e  two-thirds 
would do so i n  t h e  course o f  t he  proceedings. Owners o f  something over  
f i v e  per  cent  o f  the  bonds outstanding contes ted  t h e  p e t i t i c n  on cons t i -
t u t i o n a l  and d t h e r  grounds. The t r i a l  cour t  dismissed t h e  p e t i t i o n  on t h e  
ground, inter a l i a ,  t h a t  t h e  Act was uaoons t i t t~ t i .ona l .  g/ The C i r c u i t  -
Court o f  Appeals, however, found the  Act c o n s t i t u t i o n a l .  -?/ Whi1.e t h e  case 
was pending i n  t h i s  cour t ,  a Texas S t a t u t e  had been enacted, au thor iz ing  
any p o l i t i c a l  subdiv is ion  o f  the  s t a t e ,  inclrzding t h e  p e t i t i o n e r ,  t o  invoke 
the  Surrners-Wilcox Act. The case  then cane before  the  Supreme Court on 
c e r t ioravri..  

The ensuing dec i s ion  o f  t h a t  Court came a s  a  shock t o  many s tuden t s  
o f  t h e  problem and t o  many expe r t s  i n  cons t i tu t , iona l  law. I t  was not  t h a t  
marry Mere unaware o f  t he  p o s s i b i l i t y  t h a t  tile i n c l i n a t i o n  o f  a  ma jo r i ty  o f  
t h e  Court would b e  unfavorable t o  t h e  Act. Rath?r, t ho  shock tame because 
o f  t h e  ease  t . i t l i  which t h e  many obs t ac l e s  i n  +,he way o f  holding t h e  Act 
unconstf t u t i o n a l  were Overcome. 

The major i ty  predica ted  t h e i r  dec i s ion  on two grounds; F i r s t ,  t h a t  
t h e  Act was a.n i n t e r f ~ r e n c eb y  the Federa l  government i n  t h e  f i s c a l  a f f a i r s  
of ~ o f i t i c a l  subdiv is ions  o f  t h e  s t a t e s ,  and the re fo re  an att9n:pted impair- 
mefit o f  t h e i r  sovereignty;  and second_, t h a t  t h e  s t a t e s  could not  circumvent 
t h e  c o n s t i t u t f o n a l  p r o h i b i t i o n  aga ins t  t h e i r  impairfrig t h e  o b l i g a t i o n  o f  
c o n t r a c t s  by grant ing perniission t o  Congress so €0 do. 

If t h i s  i s  to remain the l a w  o f  t h e  land,  i t  d i s r o s t s  o f  any possi-  
b i l i t y  o f  e f f e c t i v e l y  u t i l i z i n g  t h e  bankruptcy power o f '  t h e  Federal  
Government i n  t h e  f i e l d  a f  municipal o r  quasi-rr,w.icfyal debt  readjustments.  
And so long a s  t h i s  r e r a i n s  t h e  law o f  t h e  land, it  rnay be  t h a t  no complete 
answer t o  t h e  problems which they presen t  can be found. To be sure,  rep-
l a t i o n  o f  the  means and methods o f  nego t i a t ing  debt  s e t t l emen t s  can 
s t111 be e f f ec t ed ;  p r o t e c t i v e  committee personr,eP and procedure can be 
cleansed, p u r i f i e d  and made more e f f e c t i v e ,  and t h e  l e v e l  upon which 

6 /  In r e- Cameron county Water 11npmvehent D i s t r i c t .  No. 1 (S.D. Texas, 
1934) 9 F. Sup,p. 103. 

7 /- Cameron Coullty Water Improvement D i s t r i c t  No. 1. v. Ashton, 81 F (2d l  
905 (C.C.A, Sth,  1938). 
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negotiation and compromise procedure can be raised, as I shall hereafter
discuss. But the problem of minorities is one of great difficulty. So
long as the majority's opinion is a correct statement of the applicable
law, it may indeed be true that ~municipalities and creditors have been
caught in a vise from wh ich it is impossible to let t hem out", '31 to use
the words of Mr. Justice Cardozo. Let us examine this for a mo;ent.

If Congress cannot presently extend relief in the form attempted
in Sectlons 78-80, have the states power to do so? So far as debts
incurred prior to the enactment of. state legislation to that end are
concerned, the decision in urg v •. i i 8/ renders it doubt-
ful.. A bankruptcy act for drainage districts enact;d by the Mississippi
legislature in 1932 was recently held unconstitutional by the Supreme
Court of that State in Pryor, et al., Comm'rs of 'Sabougla Draina~e Distrtct
v. Goza. 10/ on the ground of impairment of contract. Both majority and
minority opinions in the Ashton case, indeed, appear to foreclose that
possibility. T~at of the majority adopts as a premise the proposition
that no state could accomplish for Lt.s subd.iv La Lon s the end sought by
Congress in the Sumners-Wilcox Act, "under thE' form of a uankruptcy act
or otherwise. '" 11/ The minority opinion con t.a.ins this observation: 19l

"'Nor was there hope for relief fro;'!'Stat,ltesto be enac t ed
by the states. The Constitution prohibits ~he stRtes from passing
any law that will impair the obligations of existing contracts,
and a state insolvency ~ct is of no avail as to obligations of
the debtor incurred before its p assarse , Stiur o e s v , Croum i n sh i e l d.,
4 Whe~t, 122. Relief must come from CO~Rress if it is to comp
from anyone ....

Nor does the ~rGad la~guage of the majority opinion in ~he Ashton
case perml t of more than a slight hope that the casc C -z n be honestly
.distinguished". so as to permit a decision u~holding a similar statute
without overruling the Ashton C3!';e. A bnl (H. R. 12963) introduced
in the House of l~epresentat.ivf'sby ("ongressman \Hlcox is app Li cabLe only
to debts incurred prior to its enac~mellt. AvparE>ntJJ, the hope is that
the Supreme cour-t will consider this less of an Ln t.e r-f'e r-ence wi th + he
financial affairs of the State. Perhaps this will be effective, perhaps
not. A Qlimmer of ~ope for disposing of the Ashton de~ision might be
seen in th~ fact that the in7alirlated Act dirt not alfirmatively require
the consent of the stat~ to the filing of a petition; such consent was
ne cessar-y on.l y if required by Lor-a l la\,!, Would a statute requiring
affirmative consel:t be upheld'? Against the argume!lt of the majority in
the Ashton case, this dLs t Lnc t.Lon would be me reLy a s t r-aw in the wind,
f'or- it must be r~I'le;lbe!'edthat in the Ashton case, ?exc.s had authorized
the filing of. such lJetit Lons , And althoul~h t.hLs may not be t he same as
if the statute ,had required such consent, the language of the majority
or the Court indicates that snoh requirement wQuld have made no dif'fer-
ence. The Court said: 13/

f}/ 297 u, S. ____ 0' 80 L. ed. 910, 920 ( 1936)

~I 4 Wheat.. 122, 4 L. erl., 529 (1936)
10/ 1'12' Miss. 46, 159 So. 99 U935 )

11/ 297 U. S. J 80 L. ed., 910, 914.

12/ 297 U. S .: 80 L. ed , , 910, 916.

Jd/ 297 U. S. , 80 L. ed., 910.
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nNe~ther consent nor submission by ~he S~~~es can enlarge the
powers of Congress;. none oan ex~st except. :those wh'ich are granted.
* * * The sovereign1{y..of the .States essential to its proper func-
tioning upder ~he.Federal Constitution cannot be s~rrendered; it
c~ot be ~aken away by ~ny for~ of legislation."

In addition, ~he.second argument upon wjlich.the.court proceeded was
that the Act amounted to an impairment by ,the States o£ th~ obligation of,
contract. Mr. Justice Cardo~o, and others, have indicated the flaw in
this argument. The contract is impaired by decree of.the Federal Court: .
that the state consents thereto'does not make'it the impairing agent. Tne
act of the State is remote and indirect;. it Is 'no more the operative cause
of the impairment of contract than is the petitioner who files under the
Act.

But whatever lawyer or layman lTlaythink'of the majority's argUlllent,
it stands at least for the present, as controlltng. Its weaknesses are
important only because they will be a constant invitation to a Court,
differently constitutej, to overrule the result. And I suppose that
most or all of those who are earnestly and without prejudice seekillg a
practicable'method for handling defaults in this field will hope that
the A~~tov case is overruled. In the orderly course of events, deci-
sion the logic of which is unsound when judged in the light of our consti-
tutional structure of government and of contemporary facts, ~annot survive.

By this, I do not mean to say that the Municipal Debt Readjustment
Act, in the form in which it appeared, was an answer to all the problems
in this field, or even that it was adequate within its limited sphere.
Those of you who are farr.iliarwith the Commission's Report to Congress
on this subject will T(>call our criticiSM of .the Act -- a cr Lt.LcLsn not
elaborat.ed because the As.Han case was then pending before the Supreme
Court. Some of its rleficiencies 'are obvious. The Act left practically
untouched the problem of supervision ~ld control presented by protective
committees. To be sure it required that a comm~ttee file with the
court lists of the cz-e dLt.or-s represented and 'a copy of the agreement
between such creditors and the committee. There also w:as a provision
for disclosure of all compensation to be'receive~ by such committee.
Yet even in the cases ~here the Act mi~ht ~ave been invoked, such pro-
visions would afford but very inadequate supervision. For ,!-heAct, as:
drawn, pe~mitted the filing of a petition only after a plan had been
agreed upon between the debtor and a large percentage of the creditors.
The interval between default and that point. in the regulation is likely
to be lengthy. Quite frequently it is a matt~r 'of y~ars, rather than
months. But protective co~ittees are organized at the outset~ The
court would thus acquire the very limited jurisdiction over committees
contemplated by the Act only when a con~ittee had alm9st reached the end
of its duration and activities. Where resort was not'bad to the Act,
the court would acquire no jurisdiction at .all. The Act also contem-
plated a certain amount'of scrutiny of th~'a~fairs of the debtor __
necessary in a bankruptcy statu~e designed to be sufficient unto ltself.
Upon the filing of a petition, tIle court was empowereq t'o stay ali suits
for the enforcement of judgments against the debtor_ Under cek~ain con-
ditions, it might declare a proposed p1an temporarily' ope~atlve. 'The .
court could require the taxing distri~t .to'£.i~e such schedules .and sJwmit

~ 
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such other information as might be necpssary to disclose the conduct of
its affairs, and the fairness of any propo~en plan. It was also pre-
vided that "no fees, compensation, reimbursement, or other allowances
for attorneys, agents, commit~ees or other representatives of creditors
shall be assessed against the taxing district or paid from any revenues,
property, or funds ex cep t, in the ma nner and in such sums, if any, as may
be provided for it: the plan of r,=adjustment."HI

I shall not stop at this point to indicate the inadequacies of these
re~ulatol'Y pr-ovi sLon s, Comparison of the Act wi th the analysis of the si-
t.uat Lon in our Report to Congress will reveal the ar-eas which the Act did
not touch or only p.rtially tre~ted. But it se~~~ clear to me that an Act
could be drafted providing effectiv~ machinery for dealing with most of
~he problems of these default situations. Many problems would remain
which could not effectively be treated in the bankruptcy pr-oce edLn qs ; For
example, thE' formation of protecti ve committees might frequently antedate
t.he in"1t.itution of bankruptcy proceedings; negotiations roight proceed to
an advanced state before there was resort to bankruptcy. And many defaults
would b~ handled on a voluntary basis, without the assistance of the bank-
ruptcy court. R~gulation of practices in these situations would have to
be sought otherwise than through a bankru~tcy s~atute. -But with the aid
of bankruptcy legislation, comprehensive and carefully designed, the over--
weening pow~r of dissen~ing minorities could ce tempered, and serious de-
faults could be speedily and eff~ctively handled in an orderly way. But
with this avenue of escape from the dilemma, temporarily at least, cut off,
what other ways are left ofen? Can so~e progre$s be Made in other direc-
tions? Can th~ rEmedies available to dissenters be cut down or eliminated?

In this connection l~t Me lay be for-eyou an Lnt er-est.Lne suggestion--
not as the p r-ogr-amof the Securi 't.i~!'land Excha..'1gcCommission but 3S an
idea worthy I believe of ~he serious discussion and d0liber~tion of
your group. ?h~ proposal is that the ~edcral courts be deprived of or
gre':ltlylimi ted in their power to issne .....r-I 1.5 of mandamus and man-
datory injunctions dirpcting city offici~ls to pay holder~ of obliga-
tions of the city who are dissenting frO\lla deb t r~ad,justm"'ntplan
which has been found to be flir anJ e';luitabJp. Bore specifically, the
p r-oposa l, is th'l.tafter a sped fled rercent.agE'of creditors -- :~ay 66-2/"4
per cent -_ and the debtor have ~i~nifit'd accepvance and approval of a
debt readjustment pLan and that plan has beer, found to be fair, the
Federal courts should be d&prived oi the\r power or jurisdiction to issue
wri t.s of mandamus and ma nda t or-y injul1~tions f'or-t.hebenefi t of any creditor
of a class affected by such plan. This '11oulri'necessItate a f'eder-aL
statut~ li~itiD~ Federal co~~ts in their rower or jurisdiction to issue
such writs and illj'lDctions. That such a statute could oe brought wi th-
in constitutional limits seems fairly clear. So f~r as the Federal
District Courts are concerned, Congress would have the power to withdraw
this jurisdiction comp Let eLy, Having th:lt powe-r it wou Ld seem to have
the lesser power of withholding jurisdiction to issue writs of mandamus
and in,junctioT,son stated contingencies. That wou) d be r-o t hlnc more nor
les~ than the power to regulate the power which it grants. Th~ objective
of such proposal would be to weaken the dLs r-up t.Lvepower- of m Lno rIt.Les
(once the plan was adjun~e1 fair and equitable) by withholding ~he power

-
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of Federal cour-t-s to assist thein lp"collectl,ng cash' from th~ d~btor in-
stead of accep~ing the new,securities offered under ~he pian •. S~ch pro-
cedure would go f£!.rin a~co~plishJng one of the ixid!$p,ens~ble purposes
of a municipal bankruptcy act, .viz., the elimination, o~'tpe terrific
leverage of minor! ty dissenting groups. It l,sobvious, ..however, that,
it would not serve all of the high functions of bankruptcy procedure.
Among other things it wouid not eliminate default and forgive the debts
of these local qnits as would exercise of.~he bankruptc¥, pcwer. But
by depriving minori~i~s of their re~ed~es in Federal courts it would
tend to 'coerce them into accepting the treatment speci~ied in' a fair
and equitable plan '!llfichhad been approved. If such a program were coupled with
comparable state limitat;on on the mandamus remedy ~he disruptive
effect of dissenting minorities could be substantially abolished.

But, as I have indicat~d, me~sures of 'this sort, even if legally
valid, would have.to Qe co~pi~d with proce?-ure assuring creditors that
they would be ,deprived of orderly and appropriate legal rel'ledie~only
if and when a fair ~nd equlta~le plan of reorganization had been
devised. It is to this prob~~m'that I now direqt'¥our a~t~ntion' and
invite your discussion.

II, .. '

The problem,o~.contr~l over municipal protective. committees is.
in large measure a phase. of the problem of control over municipal.debt
readjustment plans. Tq state it otherwise, ef~ective control over
municipal debt readjustment plans to the end that they are fair and
equitable necessities some control over the ag~ncies of the security
holders (protective committees) who negotiate these plans. Fairness
of a plan is not always ascert~inable by examining the terms thereof.
Normally it will be necessary to inquire into the backgrou~d of the
plan and the activities of the negotiators to ascertain if th~
antecedent and collateral phases of th~ pla~ are free of overreaching
and coercion.

Corrsp Lcuous among such matters is the method by which assent.s to
plans have been obtained. The basis of municipal debt readjustment is
contractual. As a matter of law and practice readjustments rest upo~
voluntar~ t agreements between security holders and the debtor. And even
the staunchest advocates of laissez faire would agree that ~his agree-
ment should be free and open •. In otter words, cons~nts to a readjust-
ment plan should be solicited and receiyed only after complete dis-
closure of all material facts and they sho~ld not directly or indirectly
be obtained by coercion or the use,o~ unfair pressure devices. Tradition-
ally one of the criteria of a fair ~lan has geen the number of consents
which have been obtained. But unles~ consents have been obtained 9penly
and freely this essential hallmark of a fair plan can exist only in form,
not in substance. The reorganlz&tion field 1s r~plete with instances of
coercive practices whereby consents have been obt~ined. and of oppressive
methods by which security holders have been whipped into line behind
particular plans. But whether or not a particular plan appears in and
of itself to be oppressive, if assents to it have b~en obtained as a
result of unfair and inequitable policies, it cannot itself escape the
odium of unfalrness~ .

-
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Another instance is the matter of compensation and expenses of com-
mittees. The plan itself may make no express provision for compensation
and expenses. That may be provided for in collateral agreements (usually
deposit agreements) between committe~ ana bondholuers. These agreements
mayor may not have a limitation (in terms of a percentage of the face
amount of deposited bonds) on the aggregate amount which the committee
can claim for compensation and expenses. And even if there is such a
limitation it may be effective only as respects the right of a committee
to assert a lien on the deposited bonds, thus making it possible for a
commi ttee to claim an indefinite sum for fees and expenses and to deduct
that from the amount of debt service remitted by the riun LcLpaLk ty. Add
to this the fact that these committees are no r-ma ll.y the sole arbiters of
the worth of their own services and it becomes appar~nt that the toll
paid by the bondholders may be oppressive. Hence unless these fees and
expenses have bet?n subjected to impartial scrutiny in connection with a
review of the fairness and equi t.yof the terms of a plan, any determina-
tion that thp plan is fair will be onl~ partial and inconclusive. While
it may be wholly fair for bondholders to accept 50~ on the dollar, it
may be grossly unfsir if that fi~ure is reduced to a net of 45<t by
virtue of the committee's deductions.

Closely related to t.he Batter of cornp ensat.Lon and exp er.s es of com-
mittees is the p r-ac t Lce of t.r-ad i ng ill securities by members of com-
m.i t t-e es and their affiliated interests. Committees wh Ich are trading
in the securities and using insid~ information for their own profit
are not only violating ancient standards for trusLees and fiduciaries.
They are also indUlging in a pr~ctjc~ which might well disqualify them
from receiving compensation for their services. To allow them to re-
tain their trading profits and at the SBn:e time t.orf>ceive compensa.tion
for their cummitte€" s0rvice mi~ht well u<" so oppressive to the security
holders as to make an otherwise fair pI an Incqu.Lt.ab Le , :!ence control
over such trading becomes an integral part of control over fa.i rne ss of
plans.

fhese thre~ instances are illustrative of one phase of the relation-
ship bet we en coram Lt-t ec activities and f airne ss of n.un Lc Lpal, d':bt readjust-
ment plans. Commi t.t.e e per-s onne L and comm It t.e e af::'iltat ions have an
equally imp o r-b arrt bearing. Comra.l t.t.e e memb ers who ar-e direct.ly or in-
directly intf!r~sted in p rcp er t.v Locat.e d in the p ar-t.Le uLar- ta.xing district
will normally not be fiduciaries with undivided all~~iance to the creditor
group. CO~Dittees which have directly or indirectly acquired the do-
faul ted securities at default prices may m~ke handsome pr-o f'L4.S by
settlements ostensibly fair hut which those who had purcha3pd At par would
never conce.ie. COllun! t t.ees formed as jOUlt v ent.ures o r- synd lcates wi] 1 tend
to be mor-e interested in qu ick and ea.sy set.t.Lemem.s with their resultant
profi~s than will bondholders bent solely on protecting their investments.

Sometimes the effect of matters of this kind on the quality of a
plan which is negotiated will be app arerit., Yet b.)'and lar~e they are and
will ~emain subtle and mischievous factors whose ~ffect is definite but
not easily demonstrable. To safeguard against their insidious influence,
pr~ventive measures are required which will provide high stan~ards for
~ommittee membership.

-
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I need cite no.more examples to demon$tra~e (1)that epntrol over the
fairness'of'municipal debt'~eadjustment plans. entails more than an ex~ina-
tion of the.terms of the plan itself; and t2j.that such. control ~ust
antedate even negotiation of'~he p1an and be so, pervasive ~s to extend QBck
to the time when these self-appointed committees are being organized .and
constituted. The question is, how can effective,contrpl over'these com-.
mittees and these plans be rea4ized? It is to that. issue that we invite
your discussion and deliberation, with the hope that practicable and
constitutional methods may be found wbich will provide the necessary.protec-
tion to investors in these distressing situations.

I.f the bankruptcy machinery were available,' it would be a relatively
simple matter to envisage a special statute constituted along the lines of
Section 77 or Section 778 which could furnish a ~arge measure of the neces-
sary control over the various salient phases of m~icipal debt readjustments.
But with that ruled out - at least for the present - by the Supreme Court,
wqat others remain? I will submit for your consideration three somewhat
different techniques or methods which illustrate varying approaches to the
problem.

In t.he first place, there is registration under the Securities Act of
1933•. You are all familiar with the exemption afforded municipal protective
committees under t~at Act. You are likewise aware that the difficulty of
obtaining the requisite data and .information concernin~ the taxing districts
served as one of the major reasons for affording' these committees the stated
exemption. Nevertheless with the accumulation of experience and knowledge
in this field it will be apparent to all of you that registration require-
ments for these committees could now be designed which would not be onerous'
and which would ~ake manqatory full .and cOD~lete disclosure of .all material
facts respecting the personnel, activities, affilations, powers, etc. of
the committees. None Cdn deny that this would constitute a great forward
advance over contemporary practices. Such disclosure ShOl11d prove to be
a healthy deterrent to excessive practices, in this, as in other, areas
of finance. I mention this mode of procedure in passing because it is in
a sense the bare minimum which could be expected. It superimposes no
a~biter over these committees. It outlaws no practices which have proved
Vicious. It affords no barrier to .any scheme which the committees them-
selves desire. It merely requires the disclosure of the truth.

Since registration under the Securities Act is a bare minimum it may
be hoped t~at More thoroughgoing and per~asive measures may be devised. To
the latter end the other two procedures, which I will mention, relate.
Each of these entails (as does the Securities Act of 1933) the use by
Congress of its po~ers over the ~ails and over inters~ate commerce.' One
wOUld,without more, provide certain'minimum standards for these cOlnmittees
without any other governmental administrative control then that invested
in the Commission over registrants under the Securities Act of 1933. That
is to say, so long as the Illinimumstandards were met and complied 'with, the
registering committees would not be suuject to governmen~al administ~ative
supervision. These Ininim11111standards could cover a wide range of Dlat'(;ers.
Under appropr~ate penalties they could outlaw' practiees shown by experience
to be lncomRatible with the stewardship o~ committees. Included are such
matters as trading in the securities by committee me~ber3 and their affiliated
interests; and contracts engineered by the committee members whereby their

- _ 
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a f f i l i a t e d  i n t e r e s t s  o b t a i n  t h e  v a l u a b l e  b u s i n e s s  p a t r o n a g e  which f lows 
from t h e  s t r a t e g i c . c o m m i t t e e  p o s i t i o n .  Embraced a l s o  i n  t h i s  c a t e g o r y  a r e  
c e r t a i n  obvious  c o n f l i c t s  o f  i n t e r e s t  o f  committee members and c o u n s e l  t o  -
t h e  committee such a s  ownership  o f  s e c u r i t i e s  a c q u i r e d  a t  d i s t r e s s e d  
p r i c e s ;  a f f i l i a t i o n s  wi th  t h e  d e b t o r ;  s u b s t a n t i a l  i n t e r e s t s  i n  p r o p e r t y  
i n  t h e  t a x i n g  d i s t r i c t  and t h e  l i k e .  Another type  of minimum s t a n d a r d s  -
c o u l d  r e q u i r e  t h a t  t h e  committee p r o v i d e  i t s e l f  w i t h  t h e  n e c e s s a r y  indepen-
d e n t  r ev iew of i t s  own a c t i v i t i e s .  C e r t a i n  committees - a s  we have i n d i -
c a t e d  i n  o u r  Repor t  on Committees f o r  t h e  Holders  o f  R e a l  Est .a te  Bonds -
have p rov ided  such self- imposed independent  r ev iew n o t  o n l y  as  r e s p e c t s  
t h e  r e a s o n a b l e n e s s  o f  t h e i r  f e e s  and expenses  b u t  a l s o  a s  r e s p e c t s  t h e  
f a i r n e s s  o f  a proposed p l a n .  The m a t t e r s  tirhich c o u l d  be b rough t  w i t h i n  
t h e  purview o f ' t h i s  independent  r ev iew a r e  numerous . a s sessments ,  i f  any,-r 

an wi thdrawal ;  time l i m i t s  f o r  d e p o s i t ;  f a i r n e s s  o f  t r e a t m e n t  o f  non-
d e p o s i t o r s ;  p ledge  o f  d e p o s i t e d  s e c u r i t i e s  t o  s e c u r e  loans;  ,and t h e  l i k e .  
Over and above t h e s e  t y p e s  o f  s t a n d a r d s ,  p r o v i s i o n s  cou ld  be r e q u i r e d ,  
l i m i t i n g  t h e  a g g r e g a t e  amount which cou ld  be c la imed  f o r  compensat ion and 
expenses ;  r e q u i r i n g  r e g u l a r  and s y s t e m a t i z e d  accoun t ing  by t h e  commit tees ;  
s a f e g u a r d i n g  r e s c i s s i o n  r i g h t s  o r  f r a u d  c l a i m s  a g a i n s t  h o u s e s  o f  i s s u e ;  
p e r m i t t i n g  f r e e  wi thdrawal  on c e r t a i n  c o n t i n g e n c i e s ;  and p r o v i d i n g  t h a t  
d e p o s i t o r s  have some v o i c e  i n  f o r m u l a t i o n  of p o l i c i e s  o f  t h e  committee, 

These m a t t e r s  a r e  on ly  exemplary o f  t h e  k ind  and d e g r e e  o f  c o n t r o l  
which i s  embraced w i t h i n  t h i s  second s u g g e s t i o n .  The c o n t r o l  would be 
l a r g e l y  s e l f - e x e c u t i n g  wit,h o n l y  a r e s i d u a l  power i n  t h e  hands  c f  an agency 
l i k e  t h e  Commission t o  i s s u e  s t o p  o r d e r s  s h o u l d  t h e  minimum s t a n d a r d s  a t  
any t i n e  n o t  be  met o r  be v i o l a t e d .  

The t h i r d  s u g g e s t i o n  would l i k e w i s e  p r o v i d e  minimum s t a n d a r d s  f o r  
t h e s e  committees o f  t h e  same g e n e r s l  k i n d s  and t y p e s  a s  t h o s e  mentioned 
above w i t h  power i n  t h e  Commission t o  e n f o r c e  compl iance  w i t h  them. The 
d i f f e r e n c e  would be t h e  s u b s t i t u t i o n  o f  a governalenta l  agency - such , a s  
t h e  Commission - t o  review and s u p e r v i s e  t h e  a c t i v i t i e s  o f  t h e  committees,  

' 
T h i s  would e n t a i l  v e s t i z g  t h e  Co~tlmission with b r o a d e r  powers t h a n  i t  h a s ,  
f o r  example, under  t h e  S e c u r i t i e s  Act o f  1933. To s u p e r v i s e  a d e q u a t e l y  
t h e s e  committees i t  would need n o t  o n l y  power t o  i s s u e  s t o p  o r d e r s  b u t  
a l s o  pcwer t o  e x e r c i s e  s c r u t i n y  and s u p e r v i s o r y  powers n o t  u n l i k e  t h e  
powers o f  F e d e r a l  c o u r t s  under  S e c t i o n  7 7 R  of t h e  Bankruptcy Act. Thus pub- 
l i c  h e a r i n g s  on f e e s  and expenses  c o u l d  be p rov ided  wi th  power i n  t h e  
Conmissioh t o  make f i n d i n g s  o f  f a c t s  and t o  e n t e r  a p p r o p r i a t e  o r d e r s .  P u b l i c  
h e a r i n g s  on f a i r n e s s  o f  p l a n s  c o u l d  l i k e w i s e  be p rov ided  w i t h  power i n  t h e  
Zommission t o  r ev iew t h e  p l a n  and r e n d e r  a d v i s o r x  o p i n i o n s  f o r  t h e  b e n e f i t  

o f  s e c u r i t y  h o l d e r s .  

T h i s  t h i r d  s u g g e s t i o n ,  l i k e  t h e  o t h e r  two, i n c l u d e s  no c o n t r o l  over  
t h e  m u n i c i p a l  d e b t o r s .  R a t h e r  i t  is r e s t r i c t e d  e x c l u s i v e l y  t o  c o n t r o l  over  
t h e  r e p r e s e n t a t i v e s  o f  t h e  c r e d i t o r s .  I n  t h a t  s e n s e  it is o n l y  a  p a r t i a l  
answer t o  t h e  p e r p l e x i n g  problerns i n  t h i s  f i e l d .  Yet I o n l y  i n d i c a t e d  
t h a t  p r o g r e s s  c o u l d  be made i n  s p i t e  o f  t h e  a d v e r s e  d e c i s i o n  i n  t h e  
Ss1;to7i c a s e .  

I n  sl;in, p a r t  o f  t n z t  p r o g r e s s  is p e r h a p s  i n d i c a t e d  b y  a prozrarr, f o r  
Congress  which combines something l i k e  e i t h e r  my second o r  t h i r d  s u g g e s t i o n s  
f o r  c o n t r o l  o v e r  pro+,-ctive commit tees  w i t h  my e a r l i e r  s u e g e s t i o n  f o r  l i m i -
t a t i o n  o f  t h e  power o r  j u r i s d i c t i o n  o f  F e d e r a l  D i s t r i c t  C o u r t s  t o  i s s u e  
w r i t s  o f  nandamus o r  t o  e n t e r  mandat.ory i n j u n c t i o l l s  f o r  l e v y  and collection 
o f  t a x e s .  
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III. .. .., ~. . ... ..

It is apparent that the foregoing proposals, linktng as ~hey do
control over protective co~mittees wiih' a delimitation of the 'power of
Federal District Courts to issue writs of 'mandamus and to' enter mandatory
in~unctions# are limited '~nd restrict~d in scope and fall short ~f a per-
vasive syste~ of control over municipal protective co~ittees. They like-
wise fai~ to'include regulation of municipal debt readjustment plans spon-
sored without use of the f~miliar committee device. Recognition of these
facts will m~~e it apparent that I do nei ~elieve any such program sets
the limits .of appropriate Federal regulation in this fiel? . ,

Federal control over mUnicipal protective committees is ~orthy and
approFriate irres~ective of its dependency on a limitation of the ,powe~
of a Fe1er~1 District Court to issue writs of mandamus and to enter man-
datory injunctions. In the'iast analysis -t he justice or injnstice of a .
I'eadjustme.ntplan will be the resuLt, of the character and ability.o'f those
WIIO rie go t Lat.e the plan and of the' terms and condi t Lons under which the;\o'
operate. Lndeed if the choice were ne ces sar-y between scrutiny of the
final r'ead.jus t.merrtplan and co~tror over the personnel, terms and"condi--
tions of readjustment, I would surgest that the interest of investors and
debtors wo~ld,be best served b~ the latter alterbative. The history of
reorganizations and readjustment~, not only in the municipal field but
elsewhere contains, I believe, ample support for this conclusion. To s'ay
this Is not to minimize the benefits of scrutiny of a readjustment ~lan in
the ;.ublic interest but rather to emph asLze the ne ces sLt y if 'We arc .ade-
qua t.eLy to saf'eguar-d that Lnt er-est , of r.lakingpar-amount eant.r-oL of the
process b~'which readj ust.ment pLar.s are f'o i-mu l.a't cd ,

I mention this' merely to indicate that even though the pewer of
Federal District Courts in thuse siGuations is in no way disturbed, ,a per-
~asiv~ ~ystem of control, founded perhaps on the third of my ~uggestions
in the' preceding part of this paper, contains the essential eharacteristi~s
and indicates t he scope and 'quality of that control.

So far I have'mentionad only t~e contingency of negotiation of muni-
cipal det t set t.Leuen t, t:lrou~h p r-ot.ect.Lve committees and the centrol of these
readJustments through co~trol over commitL~~s. At least two other con~in-
gencies exist: (1) d'ebt, r-ead.jus t.men t, propo sed dire<.:'tlyby mun Lc LpaLd, ties
to t.l.e Lr creditors' without the intervention of'a protective committee. and
(2) readjustment plans offered thro'..lpha bond bouse as agent of the debtor
wi t.hout, Lnt.erven t i on of a pr-ot ect Ive comm Lt.t.ee, It should be reL.embered
that t.he J1snton case entered a bread caveat against so-ica t Led inter ....erence
by the !.i'ederalgovermr,ent with mur Lci.paL debtors; a caveat wh Lch would ap-
parently place some limit 011 at.t.en.p t.s at tilOroughroi..ngpe rvas i ve
Federal admini~tr~tive sup~rvision of readJustments which ar~ proposed by
municipalities in those ways. I do not profose at this tiF-e to ascertain
what those limits are or may be or what the practical considerations in
the formulation of such a program of control would be, ior the reason ~hat
those ~atters fall outside the scepe of the topic aosigned to me. It is,
however, clear that no treatment of the probl~ms in this fleld would be
cOF-plete unless it embraced this Fh:il,~eof the prublem. Alt.hough I may be
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slightly departing from my topiC, I do not wish to close without clearly
indicating to you our hope that either here or on other occassions we may
receive the benefit of your mature judgment on the appropriate and prac-
tical controls which are available for the so-called voluntary municipal
readJustment--whather by way of extension of maturity, reductions of in-
terest or ~rincipal, or refunding.

So in conclusion let me say that we invite your discussion and criti-
cism of the fore~oing proposals which are admittedly tentative; and wel-
come this opportunity to receive your mature jUdgment on these issues
before submission of our definitive recommendations to Congress.
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