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standard applies to every member of a class in which there are
dissenters and not merely to the dissenters, members of the class
may agree to take less than what they would receive on liquida-
tion.®2 Chapter 11 contemplates that, as in old Chapter X, a plan
may alter the interests of stcckholders, as well as secured and
unsecured creditors,®® but it also provides that the absolute pri-
ority rule will come into play only when a class of claims or in-
terests that is entitled to vote on a plan votes against the plan.
Thus, Chapter 11 ensures that members of the dissenting class
are fairly and equitably treated.®* By giving senior classes the

accept the plan. Id. § 1129(a)(8). A class of claims accepts a plan if acceptance is voted
by holders of at least two-thirds in dollar amount and more than one-half in number of
allowed claims in the class. Id. § 1126(c). A class of interests accepts a plan if acceptance
is voted by holders of at least two-thirds in dollar amount of interests. Id. § 1126(d). For
purposes of determining whether the majorities are achieved, only those who actually
vote are counted. Id § 1126(c), (d). A class which is not impaired is deemed to have
accepted the plan. Id. § 1126(f). A class for which no provision for payment or other
compensation is made is deemed to have rejected the plan. Id. § 1126(g).

Code section 1129(a)(7) provides that unless a class of claims or interests accepts a
plan unanimously, the Court must find that each class member “will receive or retain
under the plan on account of such claim or interest property of a value, as of the effec-
tive date of the plan, that is not less than the amount that such holder would so receive
or retain if the debtor were liquidated under chapter 7 of this title on such date.” 11
U.S.C. § 1129(a)(7). See In re Merrimack Valley Oil Co., 32 Bankr. 485 (Bankr. D. Mass.
1983).

82 11 U.S.C. § 1123(a)(4) (1979).

82 Jd. § 1123(a).

8¢ As explained in note 80 supra, in order for a plan to be confirmed, the required
majority of each class of claims or interests that is impaired under the plan must accept
it. Even if this requirement is not met, a plan may nevertheless be confirmed, or, in the
parlance of bankruptcy specialists, “crammed down” on dissenting classes, “if the plan
does not discriminate unfairly, and is fair and equitable, with respect to each class of
claims or interests that is impaired under, and has not accepted, the plan.” 11 US.C. §
1129(b)(1) (1979). Under Code section 1129(b)(2)(B), a plan is “fair and equitable” with
respect to a dissenting class of unsecured claims if either: (i) each claim holder will re-
ceive “property of a value, as of the effective date of the plan, equal to the allowed
amount of such claim” or (ii) no holder of a claim or interest that is junior will receive or
retain any property under the plan on account of that junior interest. Id. §
1129(b)(2)(B). Thus, for example, in the face of majority creditor dissent, a plan could
not provide for the extended payout of unsecured claims, and the retention by stock-
holders of an interest in the company, unless the deferred payments had a present value
equal to the allowed amount of the unsecured claims.

Although the Code is silent on the point, the legislative history also makes it clear
that a plan that allows senior classes to receiver more than 100 percent recovery is not
“fair and equitable” and may not be confirmed if junior classes of claims or interests
oppose it. See 124 Conc. Rec. H.11047-117 (daily ed. Sept. 28, 1978).

For a thorough discussion of the cram down power under the Code, see Klee, All
You Ever Wanted to Know About Cram Down Under the New Bankruptcy Code, 53
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option of relinquishing value to junior classes, the Code at-
tempts to encourage a negotiated, consensual plan and eliminate
the necessity of establishing the going concern value of a com-
pany in every case.®®

One result of these changes has been to make stockholders
more interested in the outcome of a case and more difficult to
ignore. The relaxation of the absolute priority rule has given
stockholders more power to bargain with seniors than they pos-
sessed under Chapter X, with the result that stockholders can
no longer be shunted to a backburner for the duration of the
case on the theory that their fate will be determined by simple
arithmetic. But stockholders are still subject to the absolute pri-
ority rule, albeit relaxed. By providing that a Chapter 11 plan
may modify or dilute or even cancel their interests without their
consent, the Code has made stockholders much more dependent
on management to negotate a plan that protects their perceived
interests. As a result, even in, or perhaps especially in, cases in-
volving debtors with dubious net worth, stockholders have an in-
terest in electing a board that is responsive to the needs they
assert.

C. The Possibility of Equity Committees and the Promise of
Fees

Chapter X permitted and perhaps encouraged shareholders
to organize committees to represent them in reorganization
cases,®® while Chapter XI contained no provision whatsoever for

Amer. Bankr. LJ. 133 (1979) and Pachulski, The Cram Down and Valuation Under
Chapter 11 of the Bankruptcy Code, 58 N.CL. Rev. 925 (1980).

¢ House REPORT, supra note 24, at 224.

8 To the Douglas Commission, one of the more disturbing aspects of pre-Chapter X
reorganizations was that no one was speaking, or listening, on public investors’ behalf. As
discussed earlier, in both equity receiverships and section 77B cases, management re-
mained in control. Control of the company gave management what the Douglas study
characterized as a “monopoly” on the lists of the debtor's public debt and security hold-
ers. Consequently, management was usually the first to contact and convince gecurity
holders to deposit their securities with so-called “protective committees.” Although os-
tensibly organized to negotiate a reorganization plan on the depesitors’ behalf, manage-
ment-dominated committees did not alwdys operate in their constituencies' interests.
The Douglas study explained, “Control over committees facilitates control of legal pro-
ceedings . . . . It also insures to the inside group control over the negotiation of the
reorganization plan . . . and a certain amount of control over investigations and litiga-
tion concerning the past conduct of the management and the bankers.” Part I, Douglas
Report, supra note 12, at 873-74. To solicit deposits, management would retain agents
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stockholders’ committees.®” In contrast, Chapter 11 authorizes
the court to order the appointment of an official equity holders’
committee “if necessary to assure adequate representation of
. . . equity security holders.”®® According to the drafters of the
Code, equity security holders’ committees are to serve as “the
primary negotiating bodies for the formulation of the plan of re-
organization. They will represent the various classes of creditors
and equity security holders from which they are selected. They
will also provide supervision of the debtor in possession and of
the trustee, and will protect their constituents’ interests.”®® The
Code provides that committee members are to be appointed by
the United States trustee,® and that equity committees “shall
ordinarily consist of the persons, willing to serve, that hold the
seven largest amounts of equity securities of the debtor of the

who worked on a commission basis, and whose high pressure tactics gave the solicitation
drive “most of the characteristics of old-time stock selling campaigns.” Id. at 884. Even
if committee conscripts later had doubts about whether the committee leadership had
worked out a favorable plan, it was usually too late or too expensive to do anything
about it. Most deposit agreements provided that dissenting holders could withdraw from
the committee, however, it was costly for them to exercise this perrogative. Withdrawal
was usually conditioned on payment by the holder of a pro rata share of the committee's
expenses. Id. at 889,

Chapter X also required that any committee comply with certain disclosure require-
ments designed to preserve the committee integrity and weed out conflicts of interest.
Former Bankruptcy Rule 10-211 required that a committee file a statement setting forth
the names and addresses of creditors or stockholders represented by the committee; the
nature, amount and time of acquisition of committee members’ claims; and the idontities
of the persons at whose instance the committee was organized. If the court found that a
committee had failed to satisfy these filing requirements, the court was empowered to
deny the committee the opportunity to appear or be heard in the case. See 5 COLLIER,
supra note 13, 1 1102.01.

87 This was consistent with the notion that Chapter XI plans were supposed to af-
fect the interests of unsecured creditors only.

% 11 U.S.C. § 1102(a)(2) (Supp. 1987). Section 1102(a)(1) requires the appointment
of a committee of unsecured creditors in every case.

% House REPORT, supra note 24, at 401. Code section 1103(c) authorizes committees
to: (1) consult with the trustee or debtor in possession concerning administration of the
case; (2) investigate the acts, conduct, assets, liabilities, and financial condition of the
debtor, the operation of the debtor’s business and the desirability of the continuance of
such business, and any other matter relevant to the formulation of a plan; (3) participate
in the formulation of a plan, advise those represented by such committee of such com-
mittee’s determinations as to any plan formulated, and collect and file with the court
acceptances or rejections of a plan; (4) request the appointment of a trustee or examiner;
and (5) perform such other services as are in the interest of those represented. 11 U.S.C.
§ 1103 (1982 & Supp. III 1985).

% 11 U.S.C. § 1102(a)(2) (Supp. 1987).
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kinds represented on such committee.”®® Nevertheless, some
courts have been willing to depart from the “ordinary,” and ap-
point both large and small holders in order to obtain a represen-
tative committee.?? In determining whether there is need for a
committee, courts usually have considered the number of stock-
holders, the complexity of the case, the possibility that equity
interests would be affected by the reorganization plan, and the
cost to the estate.?® Cost to the estate is a relevant consideration

91 11 U.S.C. § 1102(b)(2) (1979). “Person” as defined in Code section 101(35) in-
cludes “individual, partnership, and corporation,” and, for purposes of section 1102, a
“government unit.” Id. § 101(35).

92 For example, in the course of the White AMotor Chapter 11 case, In re White
Motor Credit Corp, 27 Bankr. 554 (Bankr. N.D. Ohio 1982), members of the official un-
secured creditors’ committee and members of an unofficial group of bank creditors asked
an Ohio district court to reverse the bankruptey judge's order appointing both large and
small shareholders to an equity holders’ committee. (The SEC had moved for appoint-
ment of the committee.) The court refused to do so0. The appellants argued that four of
the six appointees did not have a sufficient “stake in the outcome to adequately re-
present the class of shareholders.” Id. at 558. The court noted that the composition of
the committee reflected a 2 to 1 ratio of small shareholders to large shareholders, which,
in turn, “loosely” reflected a 100 to 2 ratio among all White Motor shareholders. The
court stated:

This Court does not read section 1102 to limit the composition of an eq-

uity security holders’ committee to those persons who hold the seven largest

amounts of equity securities of the debtor . . . . This Court does not believe

Congress intended that only large shareholders should be represented on an

equity committee. )

This Court rejects appellants’ argument that the four small shareholders
have an insufficient stake in the outcome to adequately represent the class of
shareholders. The mere fact that these persons had sufficient interest to re-
spond to the search for committee members makes them better representatives
than the thousands of shareholders who did not respond.

Id. at 557-58.
% See, e.g., In re Beker Indus. Corp., 55 Bankr. 945 (Bankr. S.D.N.Y. 1985). The
court stated:

[T]he presence of at least 400 holders of small amounts indicates the need
for their representation through an official committee having the fiduciary re-
sponsibility of acting on their behalf . . . . The position that some members of
the class may have resources sufficient to protect their interests is of little sig-
nificance . . . at least where the security is widely held. They do not have the
fiduciary duty to represent their fellow security holders.

In addition, the complex nature of this large case requires reprezentation
of Debenture holders and shareholders . . . . A large case brings with it not
only a varied debt structure but a complex business requiring significant post-
petition financing and a heavily negotiated plan.

In short, this is not a case where the Debenture holders and shareholders
will be asked merely to vote on a plan. This is a case requiring active participa-
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because the Code authorizes committees to retain lawyers, ac-
countants, and other professional assistants® at the debtor’s ex-
pense.?® Professional fees and expenses are allowable and enti-
tled to priority as an expense of administration.?®

Thus, the Code has not only equipped stockholders with an
incentive for action, but with a vehicle for action as well, and, it
also has supplied the fuel. Interestingly, in all three of the recent
cases in which stockholders pressed for a special meeting, equity
committees had been appointed. In two cases, the committee it-

tion by Debenture holders and shareholders.

Id. at 949. See also In re Baldwin United Corp., 45 Bankr. 375, 376 (Bankr. S.D. Ohio
1983) (“The Court finds that a committee of common stockholders is necessary to agsure
adequate representation and protect the interest of the 15,000-plus holders of Baldwin-
United common stock.”). See also 5 COLLIER, supra note 13, 1 1102.02 at 1102-18.

% 11 U.S.C. § 1103(a) (1979).

% 11 U.S.C. § 330(a)(1) provides that, after notice and a hearing, “the court may
award to . . . a professional person employed under section . . . 1103 of this title. . . (1)
reasonable compensation for actual, necessary services rendered by such trustee, exam-
iner, professional person, or attorney, as the case may be, and by any paraprofessional
persons employed by such . . . professional person, or attorney, as the case may be, based
on the nature, the extent, and the value of such services, the time spent on such ser-
vices, . . . and the cost of comparable services other than in a case under this title; and
(2) reimbursement for actual, necessary expenses.” 11 U.S.C. § 330(a)(1), (2) (1979) (em-
phasis added).

The emphasized language represents a marked departure from the practice of
awarding fees under the former Bankruptcy Act. Under the former Act, fee awards were
governed by the notion that the reorganization and rehabilitation chapters were “for the
relief of debtors rather than . . . for the relief of attorneys and court officers.” 3A CoL-
LIER, supra note 13, 1 62.05 at 1427 n.2. Accordingly, attorneys were expected to charge
something less than the going rate for services rendered in bankruptcy cases. This expec-
tation was particularly keen in public company cases, where, as one court put it:

[Iln a reorganization proceeding, where the lawyers look for compensation to

the debtor’s estate which may belong, in equity, largely to others than who

have requested their services, they should have in mind the fact that the total

aggregate of fees must bear some reasonable relation to the estate’s value,

Under these circumstances they cannot always expect to be compensated at

the same rate as in litigation of the usual kind.

Finn v. Childs Co., 181 F.2d 431, 435-36 (2d Cir. 1950). The rationale for the change is
explained in the Code’s legislative history:

If that [rule] were allowed to stand, attorneys that could earn much higher

incomes in other fields would leave the bankruptcy arena. Bankruptcy special-

ists, who enable the system to operate smoothly, efficiently, and expeditiously,

would be driven elsewhere, and the bankruptcy field would be occupied by

those who could not find other work and those who practice bankruptcy law
only occasionally almost as a public service.

House REPoRT, supra note 24, at 330 (1977).
°¢ 11 U.S.C. §§ 503(b)(2) & 507(a)(1) (1979 & Supp. 1987).
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self petitioned for the meeting.’” In the third, the petition was
brought by an individual stockholder with the support of the
committee.®®

D. Increasing Case Volume

One other factor not to be discounted is the sheer volume of
Chapter 11 cases that have been commenced since the adoption
of the Code. The Code went into effect, and governs bankruptcy
cases commenced on or after October 1, 1979.?° During the fiscal
year that ended June 30, 1979 a total of 3,762 Chapter X, XI,
and XII cases were commenced.!® During the fiscal years that
ended June 30, 1982 and June 30, 1983 (the years in which the
major cases discussed here were filed), respectively, 14,058 and
21,206 Chapter 11 cases were voluntarily commenced.'®*

. Case Law

A. The Early Cases

Generalizing about the pre-Code cases is somewhat mislead-
ing, because they were so few and far-between and each
presented its own, distinctive set of facts. What can be fairly
said about most of the cases is that they demonstrate the courts’
reluctance to suspend corporate democracy, except when direc-
torial elections were sought by rogue or renegade stockholders
who had cut away from the pack and were acting with some de-
gree of malevolence. Either their purpose in calling the meeting
was at odds with the interests of other stockholders or their will-
ingness to undermine the reorganization effort suggested that
their instinct for self-aggrandizement had overcome their in-
stinct for self-preservation.

In Graselli Chemical Co. v. Aetna Explosives Co.,'* a

97 See the discussion of In re Lionel Corp. and In re Johns-Manville Corp. in text
accompanying notes 124-31 infra.

9 See the discussion regarding In re Saxon Industries in text accompanying notes
132-38 infra.

%% See note 3 supra.

100 Bankruptcy Statistical Tables, Twelve Month Period Ended June 30 1979, An-
nual Report of the Administrative Office of the U.S. Courts 1970-1979 68 (1982).

101 Bankruptcy Workloads, 1, prepared by the Administrative Office of the United
States Courts Statistical Analysis and Reports Division (Jan. 1986). The Saxon,
Manville, and Lionel cases were commenced in 1982.

102 952 F. 456 (2d Cir. 1918).
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World War I-era equity receivership case involving a munitions
company, a group of common stockholders sought to enjoin an
election of directors. In April 1917, when receivers were ap-
pointed for Aetna, the company appeared to be solvent. Its
problems stemmed from the fact that a broker, who allegedly
arranged for the sale of munitions to the French government,
had sued the company to collect a multi-million dollar commis-
sion. Although the claim was disputed, it had impaired Aetna’s
credit, leaving the company “unable to obtain money with which
to meet its obligations as they matured . . . or to conduct its
business in an efficient manner.”’°®* Moreover, Aetna’s manage-
ment had been accused of acting improvidently, and perhaps im-
properly, in assuming the brokerage contract. Thanks to the war
and the receivers’ business acumen, Aetna operated profitably
while in receivership. The broker’s claim was settled, and, by the
end of 1917, the receivers reported that all claims would be paid
in full and that the property would be “returned to stockholders
free of debt, with unimpaired credit, and with ample working
capital.”*** During the period of the receivership, however, no
dividends had been paid, and, as a result, preferred stockholders
had become entitled to vote for directors at the ratio of nine
votes for each preferred share. As the time for an annual meet-
ing neared, a contest for control loomed. A group of preferred
stockholders, consisting of “the same group of men who so mis-
managed the company as to result in receivership,”*° plotted to
vote their shares in favor of directors who would propose a plan
that would transfer control of the reorganized company to the
preferred stockholders. At the request of common stockhold-
ers,’®® the district court enjoined the meeting. The Court of Ap-
peals affirmed:

The property is being successfully managed by the receivers; it has
very profitable contracts, and is, or will very shortly, be able to pay all
its indebtedness . . . . It can pay the arrears of dividends on the pre-

103 Id. at 457.

104 Id.

108 Id, at 461.

%6 The common stockholders complained that a meeting and election of directors
would “place in control a board of directors who would be unfavorable and unjust to the
interests of the common stockholders, and who will assist in the adoption of the read-
justment plan, with the result that great and irreparable injury will be done . . . the
common stockholders.” Id. at 459.
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ferred stock, and may retire the preferred stock. If the dividends are
paid, the right of the preferred stock to vote on the basis of nine for
one is eliminated, and, when a meeting is held, the business policy of
the corporation can be determined by the will of the majority of com-
mon stockholders. Therefore, the right of the preferred stockholders
to vote being but temporary, with every prospect of the common
stockholders regaining control of the corporation, the court should not
lend its aid nor permit a group of preferred stockholders electing a
board of directors who would permit this plan of readjustment to be
adopted.r®?

Judge Manton appears to have enjoined the meeting in Gra-
selli not merely because the preferred stockholders were acting
in their self-interest, but because they also were insiders at-
tempting to use their evanescent voting power to impose an un-
fair plan on the common stockholders.!*® Indeed, in a later sec-
tion 77B reorganization case, In re Bush Terminal® Judge
Manton exhibited no qualms whatsoever about allowing a meet-
ing and election to be held, even though the spirit that moved
the stockholder who called it was nothing loftier than a desire to
protect his equity stake.

In Bush Terminal, Bush, who was president, majority stock-
holder, and a director of the debtor, proposed a reorganization
plan which, for unspecified reasons, failed to elicit the support of
either the trustees or the board of directors. Bush sought to call
a meeting of the stockholders for the avowed purpose of electing
a board that would support his plan. The district court refused
to order the trustees to give Bush access to the company’s stock-
holder list, and, furthermore, enjoined the meeting on the
ground that it “would tend to obstruct the debtor’s reorganiza-
tion.”*° Bush appealed, and the Second Circuit reversed. Judge
Manton, held that this meeting should not be stayed, because
the debtor had failed to show that either the rights of common
stockholders or the reorganization effort would be undermined if
it were allowed to occur:

It was the opinion of the District Court that a meeting to elect new

107 Id. at 461.

108 Indeed, in a dissenting opinion in Graselli, a member of the panel accused Judge
Manton of obliquely and prematurely passing on the merits of a reorganization plan yet
to be proposed. Id. at 465 (Ward, J., dissenting).

109 78 F.2d 662 (2d Cir. 1935).

1o Jd, at 663.



324 BROOKLYN LAW REVIEW [Vol. 53: 295

directors would possibly interfere with appellee’s management of the
business, and reasonably tend to obstruct a reorganization of the
debtor. But . . . to refuse the stockholders free action in the matter of
voting for directors may cause the stockholders to be represented by
directors who did not truly represent them, and the stockholders are
the real parties in interest . . . .

Obviously, the stockholders should have the right to be ade-
quately represented . . . especially in such an important matter as the
reorganization of the debtor. Such representation can be obtained
only by having as directors persons of their choice . . . .

If the right of stockholders to elect a board of directors should
not be carefully guarded and protected, the statute giving the debtor a
right to be heard or to propose a plan could not truly be exercised, for
the board of directors is the representative of the stockholders.!*?

A similar conclusion was reached in In re J.P. Linahan,'?
an early Chapter X opinion. In that case, an involuntary Chap-
ter X petition had been filed against the debtor and the debtor
(by its board) answered, admitting the allegations of the peti-
tion. A few days later, the debtor’s majority stockholder sought
to compel an annual meeting to elect directors who would resist
the petition and support conversion of the case from Chapter X
to Chapter XI (the better to shield his equity, presumably).
Over the objection of both the creditors who had filed the invol-
untary petition and the directors, the Second Circuit allowed the
meeting to go forward:

It is the court’s concern that the management of the business does not
pass into the hands of incompetent or untrustworthy persons. The
debtor has other parts to play, however, in a proceeding for reorgani-
zation or for arrangement, parts not directly concerned with manage-
ment of the property during the period of court control, such as sub-
mission to involuntary proceeding and filing of plan, and over these
the court ordinarily exercises no restraint. As to such matters the
right of the stockholders to be represented by directors of their own
choice and thus to control corporate policy is paramount and will not
be disturbed unless a clear case of abuse is made out.'®

Other than to say that the facts of Linahan did not present “a
clear case of abuse,” the court did not explain how to identify
such a case, believing, perhaps not altogether unreasonably, that
if abuse were clear it would be visible and palpable. However,

1t Id. at 664-65.
1z 111 F.2d 580 (2d Cir. 1940).
13 Id, at 592.
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before anyone’s ability to diagnose a case of clear abuse could be
tested, the court articulated yet another, arguably weaker,
criterion.

In In re Public Service Holding Corp.,*** the Second Circuit
stayed a shareholders’ meeting pending the outcome of a motion
to dismiss an involuntary Chapter X petition. At the time the
petition was filed, the debtor was being operated by a state court
appointed receiver, and in the event the petition was dismissed,
the receivership proceeding would have been reinstated. While
acknowledging that the pendency of a reorganization case did
not deprive stockholders of their right to hold a meeting, the
court cautioned that the right “is not absolute,” and may be sus-
pended “when other considerations require ... it.”'*® The
Court of Appeals found that in all likelihood the Chapter X pe-
tition would be dismissed and the receivership restored and that
the control of the Delaware chancery court over the receivership
proceeding might be hampered if management of the debtor
changed in the interim. This, the Court of Appeals concluded
was an “other consideration” warranting suspension of the right
to call a meeting.

“Other considerations” also were found to be present in In
re Alrac Corp.**® In that case, the bankruptcy judge refused to
allow stockholders of an insolvent Chapter XI company to com-
pel a meeting that had been sought by two stockholders after a
plan of arrangment had been voted on, accepted, and confirmed,
and while an appeal from the order of confirmation was pending.
The plan provided for the issuance of stock to creditors, and if
the confirmation order were affirmed on appeal, the creditors
would receive majority control. The bankruptcy judge thus con-
cluded that

[iln a real sense, the creditors are equitable stockholders; and they
would be prejudiced if a meeting of stockholders was held at which
they were not privileged to vote.

It is the creditors who have the greatest stake in the viability of
the debtor. If the confirmation is affirmed, they will undoubtedly con-
trol the election of directors and officers. To permit an election which
would surely be overturned at the next annual meeting would not

14 141 F.2d 425 (2d Cir. 1944).
18 Id. at 426.
118 1 Bankr. Ct. Dec. (CCR) 1504 (Bankr. D. Conn. 1975).
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make sense and might be severely prejudicial to the real parties in
interest — the creditors.

If, on the other hand, the order of confirmation is reversed, and
the plan is rejected, the stockholders have lost a short period of time
. . .. Unless they planned a radical change in the operation, there
would be no reason for insisting on an annual meeting. If so, there is
every reason to maintain the status quo until the appeal is decided.'*”

These “considerations,” the court said, required a temporary
suspension of the stockholders’ right to force an annual meeting.

Nearly a half-century would pass before the question would
reach the Second Circuit again, and, when it did, the court res-
urrected the clear case of abuse standard, and found that it had
been met. In In re Potter Instrument Co.,**® the Second Circuit
put down an insurrection waged by a lone, rogue stockholder.
Potter Instrument Company filed a Chapter XI petition in mid-
1975. Three years later, creditors accepted a plan of arrange-
ment, which provided that they would receive a combination of
cash and stock in settlement of their claims. Since the plan al-
tered existing stockholders’ positions, the bankruptcy court
scheduled a stockholders’ meeting for the purpose of amending
the certificate of incorporation. At that point, John Potter, the
founder, former chairman, and owner of 45% of the common
stock of the company, demanded a special meeting for the elec-
tion of directors. His aim, of course, was to elect directors who
would attempt to modify the plan to avoid any redistribution of
equity. The bankruptcy court barred the meeting. It found that
Potter had been instrumental in the company’s collapse, that he
had entered into an SEC consent decree that limited his role in
the company and obliged him not to vote against any action rec-
ommended by a majority of the board, and that he already had
approved a settlement agreement that was incorporated into the
plan. Moreover, Potter had pledged his shares to secure a loan
to the company, which was in default, and pursuant to the loan
agreement the pledgees were entitled to vote the shares as they
chose. The bankruptcy court observed:

Here we have a situation of a disgruntled stockholder who is frus-
trated in his efforts to smash the Companies which he brought into
being because he has been ousted from management and control.

17 Id. at 1505-06.
18 593 F.2d 470 (2d Cir. 1979).
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[T]o permit Potter to control the Debtors through the election of
a majority of the Board of Directors would sound the death knell to
the Debtors. His objection to the issuance of stock to secured and un-
secured creditors would require an Amended Plan, new notice to cred-
itors and new acceptances solicited. There is no showing that inter-
ested parties would approve a plan without the issuance of stock.}*?

The district court and the Court of Appeals affirmed. Judge
Oakes held that the debtor had met the clear abuse standard by
showing that “an election might result in unsatisfactory manage-
ment and would probably jeopardize [the debtor’s] rehabilita-
tion and the rights of creditors and stockholders — sounding the
‘death knell’ to the debtor as well as to [the stockholder] him-
self.”2?° The court did not say whether either threat, standing
alone, would have justified staying Potter from calling his meet-
ing. Nor did the court suggest what, if any other kind of behav-
ior might constitute a clear case of abuse. The court made no
reference whatsoever to the “other circumstances” standard that
it had applied in the Public Service case, leaving unclear
whether the court viewed the standards as one and the same, or
whether it intended to repudiate the “other considerations”
standard, or whether the court simply believed that any mention
of it would be superfluous, inasmuch as the seemingly more rig-
orous clear abuse standard had been met. The answers to these
questions would have to abide the next generation of corporate
governance cases, in particular, In re Johns-Manville Corp.

B. New Wave Cases

At this juncture it is important to note that although the
Manuville case is in many respects unique insofar as the issue of
corporate governance is concerned, the case is more indicative of
the continuation of a trend than the start of one. Twice in the
18-month period preceding the Manville stockholder revolt, the
bankruptcy judge who was presiding over the Lionel’® and
Saxon Industries’®? Chapter 11 cases, also pending in the South-
ern District of New York, found himself confronting the same

18 Id, at 474.

120 Id. at 475.

12t In re The Lionel Corp., et al., Nos. 82 B 10318 to 82 B 10320 (Bankr. S.D.N.Y.).
122 In re Saxon Industries, Inc., No. 82 B 10597 (Bankr. S.D.N.Y.).
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question.

Lionel, like Manville, entered Chapter 11 in 1982 and con-
tinued to operate the business as a debtor in possession.!?® A
year later, the committee representing Lionel’s equity security
holders commenced an adversary proceeding in bankruptcy
court to compel the debtor to call and hold the 1982 and 1983
shareholder meetings for the election of directors. While the
bankruptcy proceeding was pending, the committee commenced
an almost identical state court action. Lionel asked the bank-
ruptcy court to enjoin the stockholders from pursuing the state
court proceeding. Bankruptcy Judge Ryan not only refused to
issue the injunction,!?* but he chose to refrain from deciding the
merits of the petition, preferring instead to let the state court
decide what he characterized as “a strictly corporate governance
controversy.”?® Judge Ryan said that he found “nothing in the
record that demonstrates how the reorganization is going to be
impeded here by the holding of an annual meeting.”?® More-
over, he even seemed to welcome the possibility that a change in
management might advance the progress of the case, observing,
“if the defendants are able to elect a new board it may be that
the reorganization here will take an entirely different turn.”'??
The court also found that “the balance of hardships” tipped
“heavily in favor of Lionel’s approximately 16,000 shareholders
. . . [who] have been deprived of the opportunity of electing di-
rectors of their choice at regularly held annual meetings.’2

Ultimately, the state court ordered the Lionel board to call
the meetings, reasoning that:

[During bankruptcy] it is more important than in less turbulent and
more normal times that the shareholders have a voice in the crucial
decisions affecting their company’s destiny. A period of crisis does not
justify officeholders retaining their positions indefinitely. Democracy,
whether political or industrial, is capable of dealing with difficulty and

23 In re Lionel Corp., 30 Bankr. 327 (Bankr. S.D.N.Y. 1983).

1% This he did solely on the basis of the standards for granting a preliminary in-
junction in the Second Circuit: a showing of irreparable harm, and either likelihood of
success on the merits or sufficiently serious questions going to the merits to make them
fit for litigation, and a balance of hardships tipping decidedly in favor of the party re-
questing preliminary relief. Id. at 329.

128 Id. at 329.

128 Id, at 330.

127 Id.

128 Id.
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crisis, and is not to be suspended on the pretext of exigency.}*®

Judge Ryan reached the same conslusion in the Saxon In-
dustries reorganization case. Saxon, like Manville and Lionel,
was a Delaware corporation that in 1982 filed a Chapter 11 peti-
tion in the Southern District of New York. An equity committee
was appointed. Saxon’s last shareholder meeting had been held
the prior June. After the filing, several of Sazon’s top officers
resigned, and their posts were filled by new management with
experience in rehabilitating financially strapped companies. The
defections had, however, left five vacancies on the board. In Oc-
tober 1982, the equity committee commenced an action to com-
pel the company to hold a shareholders’ meeting for the election
of directors.’*® Under Delaware law, when vacancies on a board
occur between stockholder meetings, the board may elect direc-
tors to fill them.’® In exchange for agreeing to withdraw the
pending suit and to refrain from seeking a meeting for at least a
year, the board permitted the Equity Committee to fill two of
the five vacancies.

Over the next two years, Saxon trimmed away several un-
profitable operations and, for the first six months of fiscal year
1984, reported operating profits of $4 million on annual sales of
about $400 million. However, the company still had a negative
net worth of $200 million. By this time, the board had decided
that the most realistic means of funding a reorganization plan
would be to sell Saxon to a company with a deeper, fuller
pocket. A board committee studied the proposals of several suit-
ors and recommended that the company accept the offer of Alco
Standard Corporation. Pursuant to this proposal, Saxon’s un-
secured creditors would receive cash plus stock in Alco, and
Saxon shareholders would receive shares of Alco preferred. The

129 Committee of Equity Security Holders of the Lionel Corp. v. Lionel Corp.,
N.Y.L.J., June 28, 1983, at 6, col. 4.

130 Section 211 of the Delaware General Corporation Law, DeL. Cobe Ann. tit. 8, §
211 (1985), provides, in part:

If there be a failure to hold the annual meeting for a period of 30 days after

the date designated therefor, or if no date has been designated, for a peried of

13 months after the organization of the corporation or after its last annual

meeting, the Court of Chancery may summarily order a meeting to be held

upon the application of any stockholder or director.

131 Section 223 of the Delaware General Corporation Law, DeL. Cope ANnw. tit. 8, §
211 (1985).
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equity committee balked at the proposal and reinstituted its de-
mand for a stockholders’ meeting. Once again, Bankruptcy
Judge Ryan gave his blessing to the committee’s efforts and au-
thorized the committee to retain special counsel to represent it
in a new state court action.®?

At the conclusion of that action, the Delaware Chancery
Court directed the board to call a stockholders’ meeting and
Saxon appealed. The Supreme Court of Delaware affirmed.!*
The court found that, under Delaware law, the shareholders had
a “clear” and “virtually absolute” right to compel a meeting,
which could only be overcome by an “adequate affirmative de-
fense.”'3* Moreover, the court, citing Linahan, observed that
“normal corporate governance . . . continues” even in bank-
ruptcy,’®® and that it was only in the rare case that the Second
Circuit had interfered with the stockholders’ franchise during
bankruptcy.

The court distinguished the situation in Saxon from the sit-
uation in Potter on the ground that there was no evidence that
Saxon stockholders were bent on “smashing” the company and
because no reorganization plan had yet been approved by the
bankruptcy judge. The court presumed that the equity commit-
tee’s aim was to “increase the payment they will receive in reor-
ganization,” but found their objective to be irrelevant. “Motive,”
the court said, “whatever its inspiration, is immaterial.”**® The
court found that the facts bore no resemblence to those in Alrac,
since Saxon had yet to formally propose a plan, let alone have it
approved or confirmed by the court. The court rejected as too
conjectural the fears expressed by Saxon management that any
delay imposed by a meeting would jeopardize the reorganization
effort. “No proxy contest had yet materialized, Alco had not
threatened to ‘walk away,” no employees had threatened to re-
sign, and no trade creditor had threatened to terminate its rela-
tionship with the company,” the court reasoned.'®” Finally, the
court rejected the contention that Saxon’s $200 million net
worth deficit should be dispositive of the right of shareholders to

32 In re Saxon Industries, 39 Bankr. 49 (Bankr. S.D.N.Y. 1984).
133 Saxon Indus. v. NKFW Partners, 488 A.2d 1298 (Del. 1985).

134 Id. at 1301.

138 Id. at 1302. See also text accompanying notes 114-15 supra.

138 488 A.2d at 1301.

137 Id. at 1302.
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call a meeting. The court explained, “Since Saxon remained in
control of its affairs, insolvency did not divest the stockholders
of their right to elect directors.”*3®

On August 26, 1982, Johns-Manville Corporation (now
known as Manville Corporation) and twenty subsidiaries and af-
filiates filed for reorganization under Chapter 11 in the United
States Bankruptcy Court for the Southern District of New York.
The impetus for the filing was Manville’s actual and contingent
liability to tens of thousands of victims of asbestos-related dis-
eases, primarily asbestosis, a condition similar to emphysema,
and mesothelioma, a fatal cancer of the lining of the chest, abdo-
men, or lungs.’®® At the time of the Chapter 11 filing, some
15,500 asbestos claims were pending against the company. As-
bestos-related diseases have a long latency period, and epidemi-
ological studies foretold that from 1980 to 2009, between 35,000
and 120,000 additional disease claims would be asserted.
Manville’s contingent liability on these claims was estimated to
be approximately $2 billion. Also pending against Manville were
a number of claims brought by schools and school districts seek-
ing recovery for damages incurred as the result of having to re-
move ashestos-containing products from school buildings. The
United States Department of Education predicted that the cost
of removing asbestos from the nation’s schools would be approx-
imately $1.4 billion. When Manville’s insurance carriers refused

123 The court said:

[Albsent other compelling legal or equitable factors, insolvency alone, irrespec-
tive of degree, does not divest the stockholders of a Delaware corporation of
their right to exzercise the powers of corporate democracy.

Since Saxon remained in control of its affairs, insolvency did not divest the
stockholders of their right to elect directors. Normal corporate governance
therefore continues.

Id. at 1300-02.

1% This brief summary of the history of the Johns-Manville Chapter 11 saga is
culled from a number opinions in addition to those that are the subject of this commen-
tary. See In re Johns-Manville Corp., 36 Bankr. 727 (Bankr. S.D.N.Y.), appeal denied,
39 Bankr. 234 (S.D.N.Y.), reh’g denied, 39 Bankr. 898 (Bankr. S.D.N.Y. 1934), manda-
mus denied, 749 F.2d 3 (2d Cir. 1985); In re Johns-Manville Corp., 36 Bankr. 743
(Bankr. S.D.N.Y), reh’g denied, 39 Bankr. 998 (S.D.N.Y. 1984); In re Johns-Manville
Corp. (G.AF. Corp. v. Johns-Manville Corp.), 26 Bankr. 405 (Bankr. S.D.N.Y. 1983),
aff'd, 40 Bankr. 219 (Bankr. S.D.N.Y. 1984); In re Johns-Manville Corp. (Asbestes Litig.
Group v. Johns-Manville Corp.), 26 Bankr. 420 (Bankr. S.D.N.Y. 1983), aff'd in part, 40
Bankr. 219 (Bankr. S.D.N.Y.), rev’d in part, 41 Bankr. 926 (S.D.N.Y. 1984).



