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o r g a n i z a t i o n  l e g i s l a t i o n  sponsored by t h e  s e c u r i t i e s  and' Exchange Com- 
missi.on, a n d  when he  had concluded, ha '  s a i d :  "We' 11 f i n d  a  way t o  o p e r a t e  

. . 

ar,d t h e  S e c u r i t i e s  .and Exchange Commission. Eu t  sonie members o f  ou r  
p ro f e s s ion  a r e  persuaded t h a t  t hey  can s t i l l  o p e r a t e  i n  t h e  grand o ld  way. 

A t  l e a s t  i n  t h e  p o r t i o n  o f  t h e  p u b l i c  u t i l i t y  f i e l d  which i s  s u b j e c t  
t o  t h e  Holding Compsny Act,  i t  is my c o n v i c t i o n  t h a t  c i v i l i q a t i o n  h a s  
a t  l a s t  extended i t s  r u l e  t o  c o r p o r a t e  r e o r g a n i z a t i o n s .  Congress  ha s  
r o l l e d  back a  f r o n t i e r  o f  t h e  law; and i n  this new domain of  law and o r d e r ,  
b r igandry  w i l l  h a r d l y  be p o s s i b l e .  

I need n o t  d e s c r i b e  t o  you the r e o r g w i z a t i o n  p r a c t i c e  o f  t h e  p a s t .  
I need no t  r e l a t e  how c o r p o r a t e  r e u r g a n i z a t i o n  was regarded as  s o r t  of  
s t a t e  oI" n a t u r e  i n  t h e  Hobbesian sense :  where s u b s t a n t i v e  r u l e s  o f  law 
were vi r t u a l l y  suspended; where, i f  c e r t a i n  r i t u a l i , s t i c  p rocedures  were 
observed, c o n t r a c t  r i g h t s  m i g ! l t  b e  f r e e l y  v i o l a t e d ;  and where diplomacy 
was dev ious ,  covenants  s e c r e t  and t h e  r i g h t s  of thousands o f  o r d i n a r y  
c i t i z e n s  d i sposed  of  by and f o r  t h e i r  r u l i n g  m i n o r i t i e s .  These were t h e  
a c t u a l i t i e s  i n  hundreds  o f  c a se s ;  if' t h e  c o n t r a s t  between t h e  a c t u a l i t i e s  
and t h e  forms nakes  you s c e p t i c a l  oP t h i s  d e s c r i p t i o n ,  I i n v i t e  you t o  
consu l% t h e  a v a i l a b l e  s o a r c e s  and t o  review t h e  r e c o r d s  o f ' r e o r f f a n i z a t i o n s  
i n  your o-m j u r i s d i c t i o n .  

1 propose ,  i n  t h i s  paper ,  t o  d e s c r i b e  the  powers o f  t h e  S e c u r a i t i c s  
and Exchange Commission ucder  t h e  Ifolding Company A c t  over c o r p o r a t e  r e -  
o r g a n i z a t i o n s .  I s h a l l  i nc lude  n o t  o n ly  r e o r g a n i z a t i o n s  under  t h e  
9ankruptcy Act ,  bu t  a'lso t h e  so-ca l led  Rvolurr tary"  r eo rgan i  z a t i c n s .  I 
s h a l l  a l s o  r e l . a t e  my own conc luc ions  with  r e s p e c t  t o  t h e  p r i n c i p l e s  which 
have guided and t . i i l l  guide t h e  e x e r c i s e  o f  t he se .  powers, and I s h a l l  com-
ment upon c e r t a i r ,  p r a c t i c a l  i ispects 03 t l i e i r  a d m i n i s t r a t i o n .  You w i l l  
r e a l i z e ,  I am s u r e ,  t h a t  not? , ing f say  h e r e  ha s  been o f f i c i a l l y  approved 
by t h e  Corrmission. I am going t o  t a l k  q u i t e  f r a n k l y ,  and on any and a l l  
p o i n t s  t h e  Corn~ i s s ion  may d i s a g r e e  wi th  my ; u l a ly s i s  o r  views of p o l i c y .  
Our s t a t u t e  i s  s t , i l l  i n  i t s  in fancy ,  and i n  l a r g e  p a r t  what I say is 
based upon nyv own i n t e r p r e t a t i o n  and n o t  upon d e c i s i o n s  of  t he  Commission. 

conpan i c s  alld pe r sons  which c o n t r o l  e l e c t r i c  o r  'gas u t i l i t i e s  must 
r e g i s t e r  under  t h e  ~ o l d ~ n g  Ccm2any Act, with some excep t ions .  Once t hey  
hav'e r e g i s t e r e d ,  a g r e a t  many of t h e  a c e . i v i t i e s  o f  t h e  ho ld ing  companies 
and t h e i r  s u b s i d i . a r i e s  a r e  s u b j e c t  t o  t h e  Act. W r g a n i z a t i o n s  may b e  
a f f ec t ed  by many s e c t i o n s  of  t h e  'Act,  depending upon t h e i r  n a t u r e ;  bu t  
in o r d e r  t h a t  what I say s h a l l  not, be  too d i s o r g a n i z e d ,  I s h a l l  l j . m i t  
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and 6(a)(2) of the'Aat.' I 'shall not'deal with, t~e administrati~~ of
section ll(b) (the miscalled "dqath sent-ence "}, aith~~~h this section in-
volves many of ~he cu~tomary problems of corporate reorganization.

Let ~e flrst describe the provisions of the Act 'which directly af~
feet reorganizations in a court of the United 'Sta1ies-- whet,her they be
receiverships or 77B. The Holding Company ~ct docs not require that a
trustee be appointed in 7'1B. proceediniis,. On, the other hand, as you know,
the Chandler Act prOVides that if the fixed, nbr.-contingent indebtedness
of the debtor is $250.000 or over, the Judge is required to appoint one
or more trustees. At least one of these trustees must be.a disinterested
person; the other may be a director, officer or employee of the debtor,
but the powers of this second type of trustee are limited to siding in
the operation of the business and management of the property. The result
of this provision is that in all substantial utility reorganizati9ns which
take place after the provisions of the Chandler Act become effective, at
least one trustee will be appointed.

By virtue of provisions in the Holding Co~pany Act, a 77B Court
cannot validly appoint a trustee for the estate of a registered holding
company or a sUbsidiary thereof unless the Securities and Exchange Com-
mission has been notified and given an opportunity to be heard. The court
may, if the Commission consents, appoint the Commission itself as receiver
or trustee.

The Commission itself rosy,if it so desires, propose a reorganization
plan; and no plan (by whomsoever proposed) may become effective unless
it has been approved by the Commis~ion prior to its sub~ission to the
court. These are powers which will not be affected by the provisions of
the Chandler Act req~iring the Judge, where a corporation's indebtedness
exceeds t3.000.000. merely to submit the plans he deems worthy. of con-
sideration to the Commission for its 'examination and its advisory report
thereon, and which in smaller cases give the Judge the privile~e to submit
such plans to the Commission.

The powers which the Commission possesses under the Holding Company
Act, over the appointment of a trustee or receiver and over the plan of
reorganization are, to my mind, given substance and meaning by the broad
powers in that Act to regUlate the solicitation of proxies, deposits,
consents or disse?ts in respect of reorganization plans. Consents to or
dissents from a reorganization plan may be solicited only if each so-
licitation is a9companied or preceded by a report of the ComMi5~ion on
the reorganizatipn plan. In addition, the Commission has power. to regu-
late fees, expenses and remuneration, to whomsoever paid, in connection
with any reorganization of a registered holding company Or a ~ubsidiary
thereof. This prOVisiOn, it is safe to assume, is of particular interest
to lawyers.

r want to emphasize that ~hat I have said is in the nature of a
hop, skip and jump over some of the Pfovisions of the Act. I shall here-
inafter comment upon some of the elaborate and complex rules which the
Commission has adopted pursuant to the statutory provisions. Any of you
who are or bec~e engaged in a reorganization subject to the Act will
undoubtedly fret and fume over the complexity of these rules. But,. in the
first place, the Commission staff offer~ you free and sympathetic ~eg~l aid
~hat 15, counsel as to the interpretation' of these provisions; and, in the
second place, I think that once you have mastered these provisions, you will
find that they are Intell1'ible parts of an intelli~ent regulatory scheme.

-
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Let me state to you my notion of the basic theories underlying these
controls over reorganizations. There is a treMendous public interest in-
volved in ho1din€ company systems. It has been estiMated that about
$10,000.000.000, face amount. of pUblic utility operatin~ and holding com-
pany secur Ities are outstanding; and it is estimated that there are about,
23,000.000 customers of electricity and gas companies in this country.
The interests of both investors and con5umers are involved in the reorgani_
zation of constituents of a holding company system. The investors' interest
is obvious -- to a substantial extent, a holding company system is a group
of units orGanically connected and financially interrelated. The consumer
interested in reorganization derives from the fact that efficient service
and low rates are, in large part, the results of stable, conservative capi-
talization and able, effective management. Both of these f~ctcrs are di-
rectl~ affected by reorgani~ation.

Without adequate regulation'of reorganizations, therefore. the scheme
for control of hcldin~ company systeMS embraced in the Act would be vitally
deficient. And of this control scheme. a right to be.heard concerning ap-
pointment of trustees or receivers; a veto power on plans plus the privilege
to propose plans; ann rRgulatory jurisrliction over prot~ctive committees and
solicitation practices, are all important parts.

Some of you are undoubtedly famili~r with the Commission's position on
trustees in ??rl proceedings. As! understand it, the Commission believes
that in every larRe estate. an independent trustee shouJd be appointed. A
trustee who is independent of affiliation with the management or any other
interest in the comp~ny can provide the sort of reapprajsal of the company's
management and itc operatin~ and financial policies which is Ilighly impor-
tant to its successful reoreanization. He can exercise an objective scru-
tiny over claims, and he is in a position to ascertain and prosecute causes
.of action which will benefit the estate. without regard to the persons
against whom such caus es of action exist. In add Lt.Lon, he can perform
the great service of fo~mulating an~ assistin~ others to formulate beneficial
plans of reorganization, freed from the Lnf'Luenee of and suspicion sometimes
generated by personal interest. As I h~ve stated, 'owever, this philoscphy
is not ...hclly embodied in the Holding COMpany Act. That Act ll1erelyallows
the Commission to be Leard on Lhe qualilicatiors of the pers0n to be ap-
pointed tru~tep; it does not require the court to appoint a trustee.

Nev ert heLess , in one loaj or r-e or-rsan izat. Lon under the Ho LdLng Company
Act, the Commission successfully 'lrged that a trustee be appo Lrrted for a
company in ??B ¥roceedings. In the ??n pro~eedings of Utilities Power and
Light Corporation, in the Nor t he r-n District of Illinr>is, an order had been
entered cont.LnnLng t he debtor in possession. This order was entered at the
time the company filed its petition in ?7B.

The facts werp. such as to lead the Commission to believ~ that it was
particularly necessary ir. this case that an independent trustee be appointed.
Utilities Power and Light Corporation is a registered holding compan~ with
electric. g~s and various non-utility subsidiaries scattered ove~ th~s
country and Canada. The system had been built up by Harley Clarke. ~r •.
Clarke had been virtually el ilOinated from the company shortlY before ~nst~-

. -. h t. 11 asserted an interes t ,tutlon of the ?7B proceec~ngs. Nevertheless, e s
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The two ~Jor interests in the cpmpany ~ere the Atlas Corporation and
the Associatea Gas ~nd Electric Cqmpany. Tne Atlas Corporation owned ap_
proximately he.lf.of,tl!een t.Lz-e outs.tanding debenture. issue: and' Ass oc'Lat.ed.
owned some debentures and a cons,iderab).e amount of the B and common stoek
of 'Utilities Power and Light.

, ,

Herley Clark~, Atlas and Associated were engaged in bitter controversies.
Charges of mism~nagement had been made 'by presumably reliable persons,
against Clarke; and charges had.been made that the Atlas' Corporation was at-
tempting to enforce certain claims which were ,SUbject to attack.'

It was general~y recognized that the books and records of the company
were in deplorable shape, and that the management of its subsidiaries was
not all that it might be.

There was no president of the cOMpa~y. The .company's affairs were in
the hands of a Board, which represented the various conflicting interests
and this Board was headed by an execntive vice-president whose powers were
substantially circumscribed.

Because of these facts and others which it. would ta ke too long to re-
late, the Commission felt that an effective reorganization which would real-
ize as much as possible for investors could not be affected under the lead-
ership of the companyfs Board. Counsel for the Commissicn therefore appeared
as a friend of the court and urged the appointme~t of an independent trustee.
SubstantiallY all of the inLerested parties were opposert to the Commission's
suggestions, for one re~son or another. After prolonge~ hearings, however,
the court appointed an independent trustee and administration of the estate
under a trustee has since proceeded.

As I said above, under the Chandler Act, this result will obtain as a
matter of course. I have already merrt Loned the requirement of tJ1atAct that
an independent trustee be appointed in all cases of sube t.arrt IaL size. The
Act also requires that a disinterested attorney fer the trustee must be ap-
pointed. The trustee is directed, if the Judge so ord~rs, to investigate
the past acts and conduct of the debtor and to report upon them to the Judge:
he is authorized to examine the director~ and officers of the debtor and any
other witnesses concerning such matters, if the Judge so directs: and he is
required to report to the JUdge any facts ascertained by him, relating to
fraUd, misconduct, mismana~ement and irregUlarities, and any causes of action
available to the estate. In every C<lse he is required to assel":blethe es-
sential information relating to the property, liabilities and financial con-
dition of the debtor, the operation of its business, and the desirability of
its cont Jnuance , These provisions in effect vitalize the office of trustee,
in general accordance with the theory o£ his office which 1 have stated
above. The trustee's functions are further vitalized by provisions author-
izing and directing the trustee to prepare and file a plan of reorganization.

After the Judge has approved a plan, the trustee is required by the
Chand Ler- Act to transmit to all creditors and stockholders affected by the
pla.n, a copy of the. plan together with the opinion of the JUdge, if any,
and the report of the Securities and Exchange Commission, if any has been
filed in the proceedings. The Chandler Act forbids solicitation of any

-
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acceptance of a plan until it has been approved and transmitted to creditors
and stockholders, and unless the specific consent of the court has been ob-
tained prior to the solicitation. The Act also requires that disclosure be
made concerning the interests of any person or committee who appears in the
proceedings representing mor-e than twelve" creditors and stockholders; and
t.her'e is an exceedingly important provision requiring the disclosure of
lists of security holders upon direction of the court.

It is my belief that these controls over solicitation pr~ctice5 ~re not
in themselves adequate to assure honesty and democracy in the reorganization
process, although they are a great advance over the practice wh Lch has here-
tofore prevailed. As I have mentioned, provisions in the Ho Ld Lng Company
Act and in rUles adopted pursuant tc the Act provide additional controls.
ever solicitation in respect of the reorganization of a registered holding
company or any of its subsidiaries.

I have already indicated my view ~hat controls over reor~anization
plans are only partially effective if they are not coupled with comprehen-
sive regulation of prote~~ive committees and solicitation practices. For
example, students of reorganizations have often pointed out that under the
old procedure, the equity cour~ had no real choice but to approve the re-
organization p:an agreed upon by the dominant protective committees. Cus-
tomarily, these committees had on de~osit with them a majority of the se-
curities affected by tte reorganizatior.. Disapproval of a plan proposed by
the committees did not. reinfranchise the security holders. It mereLy re-
quired the various c omm.it.t.eee to renep,otiate and rebargain, and the results
of such renegotiation were not Jikely to be radic~lly different from the
pl~n originally subF.itted to the court. In addition, and perhaps more funda-
mentally, the pra~tice of soliciting deposits or proxies which constituted a
blanket power of attorney to the protective com~i~tee was a violation of
basic notions of decency and fairness in a democratic society. In effect,
it was a mock plebiscite at which the constituents of the protective com-
mittees had only one alternative -_ to vote Ja.

The rules of the SeeUl'it-ies and Exchange Commission, pursuant to the
authori ty of the sta tute, are des igned to acc omp Li sh the following things,
generally speaking: To prevent solicitation of cOLsents to reorganization
plans which arp. not 'yet i1'1being __ that is to sav , to prevent protective
committees or others r'r-om s oLf.c Lb i.ng blanket powers of attorney to draft
unspecified kinds of r-eor-g an Lz a t Lon plans and to cast the vote of security
holders for unspecified and unrie f'Lned p Lans , selected at the absolute dis-
cretion of the committee; to prevent solicitation of consents to any plan
unless such solicitation is acco~panied by an analysis of the plan by the
Commission; to prevent protective cO!flmitteesor others fro~ obtaining de-
posit of securities unless it can be demonstrated that deposit is necessary
for purposes which c3nnot adequately be served by pr~xics; and to per~it
solicitation in any event only after disclosure has been made of the 1nter-
ests and affiliations of the persons who are soliciting or are causing the
solicitation to ~e made.

On the other hand, we have recognized the practical desirability of
permitting a group of interested perscns to act in the role of financi~l ~nd

. . i t ion -i1.)1 the nec\otlatl.onlegal representat~ves of securIty holders n connec ~. e .
of reorganization plans and to appear before governmental bcdies in respect

I,
I
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of the reor~aniza~lon. SUbject only to the requirement that disclosure of
their affiliat~ons and "inte'rests be made, we have permi ti.ed so11<>1tatlon of
powers of attorney for this restricted purpose. We have also exempted from
the' requirements of our rUles solicitation of authorizations from groups of
not more. than twenty_five persons. In ~ffect, this provision is a rough and
ready definition of solicitation, in the sen~e tha~ it recognizes ~hat
proxies may be obtained from a small group of individuals without the con-
sequences of.a general, broadside solicitation. Our solicitation rules,
therefore, are basically merely an application of certain democratic princi_
ples to the field of reorganizat~on. No one in a democratic society should
be required to vote for a reorganization plan as to which he is not given
adequate information; and no one should be requi~ed to deposit his property
subject to a~otherrs dominion except for specific, defined and necessary
purposes.

Si~ilarly, in passing upon the merits of reor~anization plans, the Com-
mission has insisted and will continue to insist upon adherence to another
basic democratic principle __ namely, the sancity of contracts. You will
recall that before the Boyd case was decicied by the Supreme Court in 1913,
lawyers generally believed that the equity reorganization process furnished
m.achinery wherebj" contract rights of security holders might be disregarded.
This was so despite the Supreme Court's earlier warnings in the Monon case.
But the Boyd case was a message to the profession that the assets in an es-
tate must be d IvLded , as far as the;'lwould go, among security holders in
qccordance with their contract rights and priorities -- in short, that
~he doctrine of the sancitity of contracts is not abrogated by the equity
reorganization procedure.

To members of the reorganization bar twen~y years a~o, the Boyd case
was a "perpetual spectre" and "a veritable demon incarnate". By 1928,
h oweve r , the demon had become "r-ea sonab Ly domesticated". Today, many of

.our best citizens regard it as a mere household pet. Many lawyers and'
many courts have refused to take the warning of the Boyd case seriously.
Some have strictly construed the strict principle of the Boyd case ap_
plying it only to situations falling nicely within the. facts of the Boyd
case; and there are even instances Ln the records ,...here the narrow hold-
ing of the Boyd case has been disre~arded in lower courts. Indeed, it has
been said that the cases in which a liberal construction cf the Boyd prin-
ciple has been applied are distinctly in the minority.

The advent of section 7?B renewed the controversY as to whether or not
sacred contracts are even theoreticaLly sacred in reorganizations. I shall
not recapitUlate the differing opinions on this subject. You know that some
lower courts have gone so far as to deny the applicability of the Boyd prin-
ciple to 77B reorganizations. Others have merely given it lip service.

So far as the Securities and Ex ohange Commission is corice r-ned , 1 think
certain generalizations can be safely indUlged. In its opinion in the Genesee
Valley Gas Company case, the Commission placed itself squarely alongside those
courts which have insisted upon a liberal application of the Boyd principle to
778 reorganizations. The Genesee Valley Gas Company is an intermediate hold-
ing company organized and operating in New York. State. It is itself a sub-
sidiary of two holding companies. As of January 10, 1936, it had outstanding
$733~000 of 1st Lien 6% Bonds; $283,500 of Ten-Year Debenture Bonds;. about
$107,000 of secured notes; and preferred and common stock. Genesee'S assets
consisted almost entirely of common stock and obligations of its subsidiarles.
All of these assets were pledged as collateral for the company's own ob-
ligatlohs.

- _ 

-



- " 
The company's ""B proceedings were precipitated ~y its inability to 

meet the maturity of its deben~ure5 and certain short-term loans. A plan
of reorganization was formulated by various interests in the company and 
filed with the Securitie~ and Exchange Commission. I shall not trouble 
you with the details of this plan. Suffice it to say that the $733.000 
of 1st Lien" Bonds were to be undi~turbed; the remainder" of the new capital
structure was to consist entirely of cOlnmon stock. To the debenture holders 
and general creditors, common stock was to be issued; and common stock was 
also to b~ i~sued in exchange for the secured no~es. The plan also provided
for allotin~ to the old common and preferred stock an aggregat.e of 739 shares 
of new common. . 

The Commission disapproved the plan for a variety of reasons , I think 
it will illustrate the Commission's operations in connection with reorgan
ization plans, ir I briefly recapitulate so~e of these reasons, with as' 
little detail as possible. 1 shall not 'even mention all of the factors' 
which led to disapproval. In the first place', the Commission po Ir.t ed out 
that Genesee's income was largely derived from one subs LdLar-y, Pavilion 
Natural ~as Company. Pavilion had transferred $196.000 from its deprecia
tion reserve to its earned surplus account, where it was available for 
the payment of dividends to Genesee. This transfer had been made without the 
approval of the New York State Co~mission and, accordingly, violated the 
uniform system of accounts pre~cribeJ by that Commission. The Securities 
and Exchange Commission concluded that if che New York State Commission 
reversed this transfer or required the company to restore the amount trans
ferred out of earnings, Genesee would be in a position where it could not 
meet its interest reqnirfOments on its lien bonds. This factor intrqduced 
a.n element of doubt with regar.1 to the c;arnings of Genesee and its finan

cial condition so serious as to make it impossible to approve the plan.


The Commission further concluded that thepe was no value in the company
for the stock either on an assets or earnings basis. The Commission did not 
go so far as to hold that allocat~on of the small interest contemplated by
the plan to this stach would of itself vitiate the plan; such was unneces
sary'~o its decision in the matter. It pointed out, however, that in the 
particul-:lr c Lr-cums t ance s, the stock alloted to the old stockholders was 
sufficient to vest the old management group with voting control. ~11s fac
tor, coupled with the lack of ~ny equi~y for this stOCk, prevented a finding
that the plan was fair. 

The Commission' 5 opinion did not, rest th the refusal to approve'\o:i the 
plan which had been filed With i~. It ~roceeded to make further suggestions
with respect" to a new plan. rhe first suggestion was that Genesee and the 
holdiIl~ company on top of it should be 1issolved or liqUidated. The next 
was that the New York State operating compdnies of Genesee should he merged 
or consolidated into a single operating company. The last suggestion rela
ted to the creation of a sound structure for the reorgaLized company. 

I think that a careful study of this opinion will disclose a great deal 
'concerning the Commission's technique in dealing with reor~anization plans

under the Holdir:g Company Act. Let me summarize tQe Commission's approach, 
as I understand it: In order to ~est the fairness of a reorganization plan, 
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it is first necessary to arrive at an estimate of value of the property.
The primary factor in arriving at this estimate is a capitalization of
"reasonable prospecti,ve earnings". This "value" is then to be divided
among the various classes of se~urity holders and claimants in the order
of their priority. 'Each class must obtain a "completely compensatory"
allotment of securities in the reorganized company before any participa-
tion can be allowed to a j unior eLas s,

Some people have called this the IOQical or mathematical theory of
reorganization. I think it can better be referred to as the constitutional
theory. It is based upon a regard for the rights embodied in contracts.
It insists that to each shall be accorded participation in a reorganization
plan in accord~~ce with his legal claim.

You will note that the basis of this theory is a dp.termination of
value. It is at this point that the mathematical character of the theory
which I have described becomes lost. Value cannot be determined simply by
the application of mathematical formulae. On the otner hand, it is not
simply a matter of' guess worx, as some people would like to have us be-
lieve. There are certain fairly jefinite financial standards ~o be ap~
plied in ord~r to dscertain the value of a property. As I have said, I
believe that the important criterion for reorgani7.ation purposes is earn-
ings. So far as investors are concerLed, a property is not worth more
than it can earn.

But even a deternination of ~arnings is not easy, particularly in
respect of a holding company. All that glitters is not, gold; and all that
appears on the books of a company as earnings .::annotalways be confidently
accepted as such. In addition, there is ever present the problem of de-
termining wh Lca earnings fi~ures to take as the basi s for a determination
of value. Figures for the last available twelve months may not give a
dependable answer; nor can one always acc~pt an average of th~ earnings of
several years as the appropriate figure. Reorganizers, and particularly
those who are interested in the equity, are always confident that better'
times lie ahead. It is curious that regardless of their pessi~ism about
the state of the Nation £'01' other purposes, they are always opt.imistic
about the value of their business for reorganization purposes.

I think that it is only fair to permit a moderate amount of optimism
to influence judgments as to earnings for this pu r-po se, Tno,t is to say,
reasonably prospective earnings are the criterion; and in my experience,
reasonably prospective earnings are always established at a higher rate
than the past record of the company would indicate~ But here ag3in, there
is not unlimited latitude. "Reasonably prospective earnings" does not
mean unreasonably possible earnings, although if you look at the forecasts
of earnings supplied by a company in a reorg3nization, you will believe
that the two things are synonymous.

In the case of a public utility operating company, subject to the
control of a State commission, another perplexing factor enters into the
determination of earnings as a basis for valuation. Let us assume that
an appraisal of the physical propprties of a company indicates that it is
earning 10% upon the figure which should properly be allowed as its rate
base. The State commission has not caught up with the company, and there
are no proceedings pending to require a reduction of the company's rignts.
The question which this state of facts obViously presents is whether
earnings, of themselves, furnish a relJable basis for valuation. You can
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see that in such case, there is a great deal of danger that the earnings of
the past will not continue; ~hat they are likely to be reduced materially by
action of the State commission. In a €ituation of this sort, fairness to the
senior security holders may ve~y well demand that the earnings of the past
should be diticounted before they are used as a basis for arriving at the value
of the property. What this ~ear.s, in effect, is that in the case of a public
utility operating company, its true rate base places a ceiling upon its value;
and that earnings by themselves are not a reliable criterion.

All of this may 30und very complicated, and it is indeed involved, both
in theory and in practice. To the Securities and Exchange Commission. it
means that a t.ho r-ough analysis of earnings must be made in connection with
every reorganization plan; that the appropriate rate of capitalizing those
earnin~s must be a~rived at; that a reliable appraisal of physical proper-
tie~ must be had; and that these factors must be equated on a scientific
basis to arrive ~t a figure as to values. Once this is done, the logical
problem of determining the participation of various classes of security
holders is comparatively simple; although the-human and ~trateeic problem of

. consummating the plan will fi~ill be most diffic~lt. You see, as I have
heretofore stat~d, there are still many lawyers and financial people who do
not believe in the sanctity of contracts i~ the reorganization process; and
who are unwillili€ co accept the r-esult,s of a logical process incorporating
such recognition, when it is appli~d to a reorganiza~ion in which they are
interested.

It is the practice of the Comm.i ssLon when passing upon reorganization
plans, to approve at Lhe same cLme tne Lssuanc e of securities under the
plan, pursuant to sec~ion 7 of the Holdi~g ~ompany Act. The usual procedure
is for- the persons filing a reor g,mization p Lan to file sLmuLt aneousLy the
information r-equ.i r-ed T1Dd~r section 7 wi th r-espec t to the new securities call-
e d for bJ7 the plan. If a reorganization plan meets the standards, which I,
have discussed abo.e, it will probably comply automatically with the stand-
ards of section 7. In the main. section 7 requires that the security be
reasonably adapt-ed to the secur ity structure of the company, and to its
eaL'ninp,power. There are other standards in sectl.on 7; but the ones which
I have mentioned are ar-r.Lcu.l ar-Ly applicable for present purposes. Because
of the p rov LsLons of oect.Lon '7, then , the Conmf ssLon r.as a double check
upon reorsanization plans. It ras broad and g~neral power under section 1~
to approve or disapprove the plan: and under Section 7 it has power to permit
or refuse to permit the issuance of t l.enew securi t Le s under the plan.

A so~ewhat si~il~r sit~ation exists ~ith re3pect to voluntary reorgani-
zation plans. Section ll(g> of t~e HolJing Company Act, as I have stated
above, forbids solicitation of con~ents in respect of any reorganization
plan of a registered holding co~pany or a subsidiary thereof unless the
solicitation is accompanied or precened by a copy of the report on the plan
made 1y ~he Commission, Rnd unless the solicitation complies with rules of
the CommiEsion for the protection of investors, which I have heretofore
described.

By virtue of this section, therefore, the Commission after a hearing,
mus~, for~ulate a report on every voluntary reorganization plan. But vir~
tually every voluntary reorganization plan involves either the issuance of
new securities or an alteration of priorities, preferen~es or other rights
of outstanding securities. under's~ctions 6 and 7 of the Act, the Commission
has power to p~rmit or re~lse to permit the issuance of new securities or
the alteration of rights of security ho~der6.

~
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Consequently, ,the Commlss~on's power with respect to voluntary reorganiza-
tion plans'is double 'barrelled. Ib the International Paper and Power case','
which,was a voluntary reorganization,' the Commission announced that in passing
upon the issuance of new securities pursuant to a vOluntary reorganization plan
it would consider the fairness of that plan. Its powers over voluntary'plans
are therefore ,almost precisely the same as its controls over p~ans under"77B.
In effect, it has,the power to disapprove a Yoluntary plan on the @rounds that
it is unfair. And it also has the power, as I have stated, to regUlate solici~
tation methods.

I ,thInk 'it is correct to say that at the present time voluntary reorgani-
zations of ,registered holding companies and their subsidiaries present a prob-
lem of greater magnitude and importance than 778 reorganizations. There are
many companies the earnin~s of which are adequate to avoid any prospect of de-
fault on their outstanding debt; but which, at the same time, are badly in nee~
of reorganization. This need for reorganization is frequently manifested by
huge accQmulations of unpaid dividends on preferred stocks. ' As of January 1
1938. out of 156 holding companies having outstanding prefe~red stocks with a
par or liquidating value of $2.413,255,930, there were 48 companies WiUl out-
standing preferred stocks of $1,330,616,237 which were in arrears as to divi~
dends to the extent of $336,657,749.

The arrearages represent an average accumulation'of 25.3~ of the par or'
liqUidating value of the stocks, or more than 4 years' dividends. It will also
be noted that more than half of the par value of the ~utstanding preferred
stocks of these holding companies have accumulated arrearages.

Turnifignow to the operating subsidiaries of registered holding companies.
there were 224 companies with preferred stocks in the hands of the public
amounting to $1,447,460.196 par value. Of these. 70 companies, having

'.$442,976,005 par value of preferred stock, were in arrears to the extent of
$95,745,276. Thus.over 30~ of the par value of the subsidiaries' Freferred
stocks held by the public are in arrears. The amount of arrears averages
2l.61~ or over three years' dividends.

It is not hard to find the e~~lanation for this condition. For the most
part, it is directly traceable to the roar~ng 20s -- to the days.when securi-
ties were issued by holding companies not on the basis of values"earning power
or real need, but simply on a market test -- whatever the market would absorb.
We ~re today faced with the necessity of correcting the situation brought about
by these practices. Excessive earitalization must be eliminated and water must
be squeezed out of public utility systems. It is my belief that the Commission
will insist that correction o~ this situation be ,effected in accordance with
principles of law a~d,decency. This ~eans to rr.ethat the same theory of ad-
judicating the fairness of a plan Qf reorganization which is applied to 77B
proceedings will also be applied t~ ~oluntary re~rganlzation$. That is to say,
there will be insistence upon,the sanctity of contracts; the rights and pri-
orities of various classes of securities will be maintained. Common stock
holders will not be permitted to reorganize on a so-called voluntary basis in
such a fashion as to preserve an interest for themselves at the expense of pre-
ferred stock holders. They wJll not be permitted to give themselves participa.
tion in the company as reorganized if there is no value in the enterprise for
them

.-

• 
• 
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You see, it is my belief that the strict principle of the Boyd case,
liberally applied, is not applicable only to reor~anizations in equity or under
the Bankruptcy Act. In my opinion, it is merely a specific application of the
constitutional theory of due process. It is, so to speak, an articulation of
the principle that a person having a contractual right against certain assets
must receive satisfaction of his claim, in accordance with its terms, to the
limit of those assets. I fail to see any reason why this principle is not just
as applicable to so-called voluntary reorganizations as it is to those effected
pursuant to judicial or statutory schemes for reorganiz.ation. Indeed, it seems
to me to be even more clearly applicable to the former, for dialectical con-
siderations with which I shall not burden you at this time. Certainly it is my
feeling that a governmental agency which has jurisdiction over voluntary re-
organizations is not justified in sanctioning ruthless disregard of contract
rightsi it is my belief and conviction that any governmental agency, whether it
be court or con~ission, must insist upon the maintenance of the relative rights
and priorities of security holders, in accordance with their contracts.

Application of this principle to vol'mtar~T reorganizations means that the
procedural and sUbstantive prublems are SUbstantially the same as they are in
connection with 7'{B reorganizations. TJ-;esame problems of valuation exist; and
application of the same principles to determine the existence of a real interes,
for each class of security invclvbd is l1ecessary in much the same way. But the
successful application of this theorY to voluntary reorganizations perhaps in-
volves difficulties even greater than those encountered in 77B reorganizations.
The resistance of lawyers and financial people to the rule of law and constitu-
tional right to voluntary re~rganizations is even greater th~n it is in respect
of 77B reorganizations. In part, this is becauae of t1.e absence of statutory
standards for voluntary reorganizations. There is no statute requirin~ that
plans of voluntary reorsanizations shall' be fair and equitable. In par t , it is
because voluntary reorganizations, even more than equity or 77B reorganization~l
are cast in the form of an agreement among security holders to alter their
rights. Of course, there is no real agreement, generally speaking; and of
course, generally speaking large numbers of security holders are bound even if
they do not consent. I shall not pause to argue this point; you can find it
spelled out in detail in part seven of tte Protective Committee Study reports
of the Securities and Exchange 'Co~miss~on.

But to a very sUbstantial extent, thi£J resistance to the application of
principles of law and justi ce to voluntary reorganizations is the result of
history and custom. The unconst~tutional ~nvasion of priorities which has
taken place in reorganizations in equity and under the Bankruptcy Act is mild
and unobjectionable as compared. with the rape of contract rights which has
characterized the history of voiuutary reorganizc.tiQns. Customarily, the
management and the common stocknolders hav~ held all the cards; and they have
dicta.ted the terms of the plan 'Wi th the result that preferred stockholders have
taken an appalling beating. Farticularly before the decision of the Delaware
court in Keller against fvi l son , preferred stock holders were ruthlessly strippec
of their rights resulting from accumulated arrearagcs on preferred stock. Both
before and since the Keller decision, th~ interests of preferred stock holders
haye been drastically slashed, ;although common stock holders have not taken a
proportionat~ cut.
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The pUblic utilities industry is presently confronted with an exceedln~ly
grave pituation because ~f the inability of many companies. to support their
e.pltali~ations, as I hav~ alre.dv discussed. Voluntar~,reorganizations are
ne~ded.on a lar~e.scale .so t~at ~he indu~trT,~ay put i~self ~nshape to ~e~t
tb~ tuture. These.voluntary re~r8~nizations can be spee~ily effected SQ £ar
as the Holding COmpany Act is.conc~rned, if they are formulated upon sound lega:
and ~quitabl~ principles. ,I~ is my hope that common stock holders, encoura~ed
by ~he COmmission, Will, abandon the pattern of the past a~d will devise plans .
Which give to each class .of stock ~he rights, t~ ,which it is,entitled. If, how-
~ver, the managemepts of holding companies. and their subsidiaries do not come
forwa~d with fair and effective plans, it may be that the first ~ove 'towards
effecting ~oluntary ~eo!~anlzations will have to be taken under section ll(b)
of ,t.hestatu~e. ,This section, in part, requires the Commission to take' steps
to insure that the corporate structure of any company in a holding company
system does not unfairly and inequitably dis~rib,ute voting power amon~ security
holders. If this section is invoked, it will mean ~hat voting power will be
redlstri~uted ~n accordance with the real interes~ of security holders in the
co~pany. In some cases, tbis redistribution might ~ean that at least the
balance of votin~ control would shift from the common stock holders to the pre-
ferred. Voluntary .reor~anization might then be possible in a way that would be
fair to all classes of security holders and at the same time would place the

:corporation in a sound financial condition. Chairman oOugias of the Commission
has recently discussed this problem and he has expressed the hope of ~he
Commission that the managements and common stock holders of public utility com-
paaies in.need of recapitalization will voluntarily propose' plans which are
sound and equitable, and he has promised the cooperation of the Commission to .
this en4.,

In conclusion, let me briefly discuss an a~pect of our procedure in co~
nection with reor~anizations which I think is of paramount importance.

We have adopted a procedure for dealing wj.tb reorganizations.~der the
Holding Company Act which I believe is extremely helpful to all concerned •. Be-
for~,approving any plan, we must, of course, hold a fairly elaborate hearin~, ,
after giving notice. But we have not exercised our powers in a formal fashion,
We have not merely received the filings of plans, held hearings upon them, and'
entered an order approving or disapproving them. We have felt that the essence
of gOQd administration is ability and willingness to cooperate informally -- thf
round-table method, as Chairman Douglas calls it. This ~ean5 that the staff of
the Commission is always available to analyze and discuss reorganization plans'-
even In advance of their being reduced to writing or being filed with the Com-
mission. In these informal conferences, the st-a f'f', after study of the plan,
criticizes it in view of what the staff believes to be sound principles of law,
finance and management, and attempts to iron o~t any difficulties by offering
affirmative suggestions. . .

If I may digress a moment, I shoulQ like to discuss some general aspects
of this procedure.

The round-table method, with respect to reorganizations, is the har::!way
ot exercising our powers under the statute. Th~ easy way is to consider these
matters in the tradi~ional jUdicial fashion -- that is to say, to receiye {
filings of plans, to hold hearings, and to approve or disapprove of plans upon
the basis of the record, without any attempt to furnish advice and assistance
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to the interested parties. The rou~d-table method involves the risk that
members of the staff may be misquoted; that various factions interested in a
reorganization will attempt to use actual or alleged statements of the staff
for bar~aining purposes; and it involves considerable embarr8ss~ent in the
event that the COllllllission,sUbsec;,uently passing upon a plan in a jUdicial
fashion, disagrees with the recommendations of the staff -- as not infrequent-
ly happens.

On the other hand, I am convinced that these are all risks which should
be taken in order that the job of reor~anizin~ corporations shall be effec-
tively and speedily accomp Ltahed , Without the round-table r.:ethod,the ad-
ministrative process has few advanta~es over court proceedings. The flexi-
bility and informality which are the life blood of administration are lost;
and such superior ability as the Ccmmission might possess to pass upon plans
would derive solely from the expert quafif~cations of its staff and its
facilities to make investigations and analyses.

Such ~xperience QS we have had couvinces me that the round-yable method
is the desirable way to do our job in connection with reorganizations. It has
all the advantages which I have mel!tioned above, and ultimately plans which
result from its application are considered and passed upon ty the members of
the Commission who consider them JUdicially, upQn the basis of the record. In
this way a quasi-jUdicial check is provided for the purely ad~ini&trative work
of the staff, cooperating with the parties interested in the reorganization.

---000---


