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Some of the most important – and most interesting – recent
work in the area of corporate and sovereign bankruptcy is rooted in the late
1800s and early 1900s, the golden age of the railroad receivership.1 This
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1

See, e.g., Douglas G . Baird & Robert K . Rasm ussen, Con trol Rights,
Priority Rights, and the Conceptual Foundations of Corporate Reorganizations, 87 V A .
L. R EV . 921 (2001) [hereinafter B aird & Rasm ussen, Control R ights]; Douglas G. Baird
& R obe rt K. R asmussen, Boyd's Lega cy and Blackstone's Gh ost, 1999 S U P . C T . R EV . 393
[hereinafter B aird & Rasm ussen, Boyd's Legacy]; David A. Skeel, Jr., An E volutiona ry
Theory of Corporate Law and Corporate Bankruptcy, 51 V A N D . L. R EV . 1325, 1353-76
(1998). See also D A V ID A. S KEEL, J R ., D EBT 'S D O M IN IO N : A H ISTORY O F B ANKRUPTCY
L A W IN A MERICA 63 (2 001 ); Do uglas G . Baird & Robert K . Rasm ussen, The End of
Bankruptcy, 55 STAN . L. R EV . 751 , 758 -59 (2 002 ); Patrick Bolton, Tow ard a S tatutory
Approach to Sovereign Debt Restructuring: Lessons from Corporate Bankruptcy
Pra ctice A round th e Wo rld, IMF Staff Paper, Vol. 50 (200 3) (on file with author);
W illiam W . Bratton & G. M itu Gulati, Sovereign D ebt Restructuring a nd the B est
Interest of Cred itors, at p. 71 (available at http://ssrn.com/abstract=387880); Lee C.
Buchheit & G . Mitu Gulati, Sov ereign Bond s and the Collective Will, 51 E M O R Y L.J.
131 7, 13 26-2 8 (2002 ); Daniel J. B ussel, Coalition-Building Through Bankruptcy
Creditors' Committees, 43 U.C.L.A. L. R EV . 1547, 1552 -59 (1996); B arry Eichengreen,
Restructuring Sovereign Debt, – J. E C O N . P ERSP . – (forthcom ing) (draft on file with
author); Ba rry Eichengreen, K enneth Kletzer & Asho ka M ody1 , Crisis Resolution: Next
Steps, NB ER W orking Paper N o. W 100 95 (Revised D raft, June 200 3) (on file with
author); Julian Franks & Oren Sussman, Financ ial Inn ova tions a nd C orporate
Insolvency, W orld Bank W orking Paper (R evised Draft, Sept. 24, 19 99) (on file with
author); Nicholas L. Georgakopoulos, Bankru ptcy L aw For Pro duc tivity, 37 W AKE
F OREST L. R EV . 51 (2 002 ); Jeffrey Stern, N ote, Failed Markets and Failed Solutions: The
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was an age when multi-million dollar corporations, most with hopelessly
tangled financial structures, dealt with financial distress with a minimum
of government involvement. The era's appeal to modern bankruptcy
scholars – many of whom have a lukewarm relationship with the current
chapter 112 – is obvious.3
Thus, railroad receiverships recently have been used as the
basis of a new model for reorganization of firms with strong managerowners,4 as a model for sovereign debt restructuring, 5 and as an integral
part of an account of American corporate law and its development.6
Receiverships have also been deployed in support of recent arguments

Unwitting Formulation of the Corporate Reorganization Technique, 90 CO LU M . L. R EV .
783 (1990); Julie A. Vea ch, N ote, On Considering the Public Interest in Bankruptcy:
Looking to the Railroa ds for An swers, 72 IN D . L.J. 121 1 (1997 ). Accord Edward S.
Adams, Go vernanc e in Chap ter 11 Reo rganizatio ns: R edu cing Costs, Imp rovin g Results,
73 B.U. L. R EV . 581, 584 -86 (1993); Do uglas G. Baird & T homas H. Jackson,
Bargaining After the Fa ll and The Contou rs of the Absolute Priority Ru le, 55 U. C H I. L.
R EV . 738 (1988 ).
2

See, e.g., Rob ert K. Rasm ussen, Debtor's C hoice: A M enu Approach to
Corporate Bankruptcy, 71 T EX . L. R EV . 51 (199 2).
3

As I argue in another paper, “[o]n some level bankruptcy scholars have
been trying to contract their way out of chapter 11 almost since the day it was enacted.”
Stephen J. Lubben, The Illusion of Control Rights – A Com ment on the “New Chapter
11", at p. 1 0 (available at http://ssrn.com/abstract=391740). Railroad receivership –
which was effec tively a private deal enfo rced with the power of a fed eral district court –
arguably pre sents a historical achievement of this ideal. See S KEEL, D EBT 'S D O M IN IO N ,
supra note 1, at 66 (arguing that “the increasing contractualization [of receiverships] can
be seen as evidence that Wall Street Professionals were doing both good and well.”)
4

Baird & Rasm ussen, Control R ights, supra note 1.

5

Buchheit & G ulati, Sovereign Bonds, supra note 1 . See also Stephen J.
Lubben, Out of the Past: Railroads & Sovereign Debt Restructuring, – G EO . J. I N T ’L L. –
(forthcoming, summer 2004).
6

David A. Skeel, Jr., An E volutiona ry Theo ry, supra note 1.
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about the interpretation of the Bankruptcy Code7 and the overall need for
chapter 11 reorganization.8 In short, the modern uses of railroad
receiverships abound.
But these discussions of railroad receivership – with their
implicit or explicit suggestions that history offers lessons for
reorganization of today’s troubled borrowers – have not been tested
against the available empirical evidence. As one scholar recently noted,
“we really don’t know all that much about what went on in equity
receiverships.”9
In particular, how do we know these receiverships were
effective at addressing firms’ financial distress? Recent literature in this
area assumes that the results achieved in railroad receiverships must have
been beneficial, typically with little more than the faith J.P. Morgan &
Co.’s participation must have ensured positive results10 and the converse
assertion that the Legal Realists were attacking what they did not
understand when they took on these receiverships during the New Deal.11
7

Baird & Rasm ussen, Boyd's Legacy, supra note 1.

8

Baird & Rasm ussen, End of Bankruptcy, supra note 1.

9

{Cite to Ayer’s response to Baird from 10/10/03 ABI conference}

10

Baird & Rasm ussen, Control R ights, supra note 1 , at 933 (“Th e key to
the success of the equity receivership lay in the control rights given to the investment
bankers and their need to return to the market in the future. Their reputations turned on
maximizing the value of the firm as a whole, not on their treatment of any particular
bondholder.”); see also Baird & Rasm ussen, Boyd's Legacy, supra note 1 , at 403 ; S KEEL,
D EBT 'S D O M IN IO N , supra note 1, at 66, 112. Recent events show that reputational
concerns are, at best, semi-strong constraints on m isbehavior. See John C. Coffee, Jr.,
Un dersta ndin g Enron: It's Abou t the G ateke epers, Stup id, 57 B U S . L AW . 1403 (2 002).
11

Baird & Rasm ussen, Control R ights, supra note 1, at 928 (“Investors
could d epend upon investment banke rs and their lawyers to look out for their interests.
The investment banker's livelihood required convincing future investors to invest in the
bonds that they sold. As long as J.P. Morgan and P aul Cravath proposed restructurings
that were in the joint interest of the bond holders, the bo ndhold ers would continue to trust
them w ith their mo ney.”), and id. at 925 n.10 (“[A]c ademics o f this perio d did not acquit
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This paper remedies the existing gap in the literature by
looking at a sample comprised of the largest railroads in the United States
at the turn of the twentieth century, approximately half of which went
through a receivership between 1890 and this country's entry into World
War I. By examining the fate of these two groups of railroads after the
World War, I am able to shed some light on the long-term effectiveness of
receiverships. The results are striking.
The data shows that having undergone a receivership before
World War I made a railroad more than two and a half times (i.e., 150%)
more likely to undergo another receivership or bankruptcy after the War.12
The average railroad that reorganized under a receivership subsequently
failed at a rate more than twice as high as railroads that had never gone
through a receivership and almost three times as high as modern chapter
11 debtors. And the data shows that Morgan’s involvement with a road
had little effect on the road’s ability to avoid financial distress. Moreover,
the railroads that underwent receiverships in the “golden age” shrank their
average operating income between the wars, even after accounting for
inflation and deflation, while the roads that never went through a
receivership saw their operating income grow by an average of more than
$3 million.13
In sum, railroad receivership offers a poor example of
effective corporate reorganization. Contemporary commentators who
belittle the Legal Realist critiques of railroad receiverships are being unfair

themselves especially well. They misunderstood the practice of corporate reorganizations
and butchered the finance theory.”); see also Marcus Cole, Corporate Bankruptcy in the
New Millennium: Limiting Liability Through Bankruptcy, 70 U. C IN . L. R EV . 1245, 126869 (200 2).
12

See infra Table 6.

13

Do llar figures in this article ha ve be en stand ardized to 190 0 do llars.

See infra note __.
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to the critics and overly romantic about the success and utility of
receiverships.14
At heart, even though it is very tempting to see
receiverships in terms of modern practice, they really were not some sort
of steam-powered, proto-chapter 11. Unlike modern chapter 11 – where a
debtor can radically revamp its financial structure while in bankruptcy –
railroad receiverships were limited to making modest adjustments to a
firm's financial structure. If a railroad had taken on excessive debt,
receiverships could return a road's financial structure to the mainstream of
industry practice, but they were not capable of facilitating substantial
improvements that would allow a road to weather the next economic
downturn. And, to make matters worse, receiverships appear to have
taken as long, and sometimes much longer, than today’s much maligned
chapter 11 cases,15 while costing much more.16
Limited by their very nature as a largely consensual form of
reorganization – debtors could not "cram down" a dissenting class as they
can now17 – receiverships could do little more than fine-tune the roads’
financial structures when all indications pointed to the need for major
14

As David Skeel noted while reading an earlier draft of this paper, the
Realist/New Deal critique of rec eiverships consisted o f two pa rts, both serving a single
argument that small investors were swindled in the process. First, the New Dealers
believed that receiverships were ineffective at add ressing a railroad’s financ ial problems.
Second, they argued that receiverships were tainted by professionals’ self interest. The
contemporary literature tende d to focus on the second argument, while I focus on the first
argument in this paper. But the second point also supports the first, inasmuch as the
conflicts of interests explain why an ineffective pro cedure wa s perp etuated long after its
faults should have be en ap parent. See infra Part IV.
15

See infra Tables 3A and 3B. To be sure, criticism of the length of
chapter 11 cases seems to have tempered with the realization that Eastern Airlines was not
typical o f chapter 11 at large. See, e.g, Baird & Rasm ussen, End of Bankruptcy, supra
note 1, at 789 (“Bankruptcy judges are asked to identify quickly who can make it and who
cannot. There is evidence that bankruptcy judges do this job well.”).
16

See, supra note _ _ and text.

17

See 11 U.S.C. § 11 29(b).
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overhauls.18 After all, by 1890 the railroads had precipitated several major
economic panics, as well as sundry minor panics, and they would play
instrumental roles in two more significant downturns before World War
I.19
Equity receiverships were more like workouts, with all their
acknowledged limitations,20 than chapter 11 or other forms of bankruptcy
reorganization.21 But the railroads and their bondholders already knew
how to negotiate a workout and they did so frequently.22
Receiverships, like chapter 11 today, were expected to offer
something more – a stronger tool for resolving a railroad’s financial

18

See P HILIP M . P A Y N E , P LANS O F C ORPORATE R E O R GA N IZ AT IO N 2 (1934)
(“A court of equity has neither authority nor power to carry out and enforce any plan of
readjustment without the cooperation of the owners of the property, the holders of the
stocks and bonds.”).
19

Cf. 1 G RANT G ILMORE , S E C U RIT Y I N T ER E ST S IN P ERS ON AL P ROPERTY
430 (1965) ("Historically the railroads have made insolvency a way of life, with brief
periods of prosperity punctuating the successive reorganizations.").
20

For example, one study has found that present-day out-of-court
restructurings generally result in a lesser reduction in debt loads than bankruptcy
reorganization. Stuart C. Gilson et al., Troubled Debt Restructurings: An Empirical
Stud y of P rivate R eorg aniza tion o f Firm s in Default, 27 J. F IN . E C O N . 315 (1990).
Mo reover, it is generally believed that workouts often fail, in part due to holdout
problem s, and result in form al bankruptcy pro ceed ings. See Stephen J. Lubben, The
Direct Costs of Corporate Reorganization: An Empirical Examination of Professional
Fees in Large Chapter 11 Cases, 74 AM . B ANKR . L.J. 509, 519-20 (2000) (arguing that
workouts must be seen as part of a larger process leading to the resolution of financial
distress).
21

Alternatively, receiverships might be seen as comparable to the
informal negotiation procedures used when financial distress compels large English firms
to reo rganize. See Arm our et al., Corporate Ownership Structure and the Evolution of
Bankruptcy Law: Lessons from the United Kingdom, 55 V A N D . L. R EV . 1699, 1757-58
(2002).
22

See, e.g., S TUART D AGGETT , R A IL RO A D R E O R GA N IZ AT IO N ch.10 (1908)
(discussing the 1902 out-of-court restructuring of the Rock Island Railroad).
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problems. The data presented herein suggests that receiverships failed in
this mission. That the railroads’ many sophisticated professionals failed to
address this situation and continued to steer their clients through
receivership after receivership lends credence to the Legal Realist claims
that the many roles these professionals filled clouded their judgment.23
The remainder of this article is divided into four parts. Part
I of this article begins the examination of receiverships by placing
railroads in the context of the country’s financial development in the late
1800s and early 1900s, with a special concentration on the years between
1900 and 1937, which will be the focus of my empirical analysis. Part II
looks at railroad finance and the use of equity receiverships to address a
railroad’s financial distress. This part of the article contains a detailed
description of what a receivership was and how it was used to address a
railroad’s financial collapse. Part III then presents the empirical part of the
paper, already summarized above. Part IV looks at the implications of
these empirical results for present-day scholarship and concludes with the
observation that the actors in railroad receiverships were complex
characters, unsuited to broad generalizations.
It is not my goal in this article to critique any particular use
of receiverships in modern scholarship. Nonetheless, as I discuss more
fully in Part IV, the data presented herein plainly puts a new burden on
those who would use receiverships to advance present-day goals. In
particular, these authors face the task of explaining why the defects this

23

See David A. Skeel, Jr., The Rise and Fall of the SEC in Bankruptcy, at
n. 18 (June 1999) (available at http://ssrn.com/abstract=172030) (“The dominant theme of
[W illiam O. D ouglas’ SEC report on receiverships] is that the W all Street investment
bankers and lawyers who managed the reorganization process focused more on their own
fees than on the interests o f investors.”); see also David A. Skeel, Jr., Vern Countryman
and the P ath o f Progressive (An d Popu list) Ban krup tcy Schola rship, 113 H ARV . L. R EV .
1075, 10 89 (200 0) (“[T]he W all Street professionals who organized protective
committees in order to negotiate the reorganization seemed to focus more on ob taining
generous fees for themselves than on striking a good bargain on behalf of the scattered
investors whom they p urpo rted to repre sent. T he big losers, o f course, were small,
individual investors.”) (footnote omitted).
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paper identifies would not also undermine any new model that draws
insights from the early days of corporate reorganization.
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I. The Railroad Industry Between 1900 and 1937
In his report on the young country, de Tocqueville noted
that “[t]he longest railways yet constructed are in the United States.”24 He
no doubt could not have anticipated the future.
Railroads burst forth from just over 35,000 miles of track at
the end of the Civil War to almost 195,000 miles of track in 1900.25 Along
the way the railroads had precipitated several major financial collapses,
but by the turn of the twentieth century railroad management and investors
probably looked to the future with a good deal of optimism.
Railroads had emerged from the receiverships of the 1890s
with greatly rationalized capital structures and, by all accounts, a
substantial reduction in their fixed charges. By 1900 railroads had become
the dominant mode of transportation and had yet to face significant
competition from either the trucking or airline industries, or the growth of
individual automobile ownership.26
But the railroads’ bumpy past would color their future,
leading to well-intentioned but poorly implemented regulation at the very
time that the railroads needed to adapt to the rapidly changing twentiethcentury economy.27
“Most of the great [railroads] had been built by fraudulent
construction companies, and if perchance a road had been honestly built,
24

A LEXIS DE T OC QU EVILLE , D E M O C R AC Y IN A MERICA 554 (J.P. Mayer
ed., George Lawrence trans., HarperPerennial 1988) (183 5). For a good, concise account
of railroads in the anteb ellum period , see Paul H. Coo tner, The Role of Railroa ds in
United States Economic Change, 23 J. E C O N . H IST . 477 (19 63).
25

U.S. D EPT . OF T REASURY , S TAT ISTICAL A BSTRACT OF THE U NITED
S TATES 404 (190 2).
26

See R OBERT S OBEL , T HE A GE OF G IANT C O R P O RA T IO N S : A
M ICROECONOMIC H ISTORY O F A M E R IC A N B USINESS 1914-1984 at 31-33 (2d ed. 1984)
(desc ribing the rapid change of the automotive industry after the F irst W orld W ar); J O H N
F. S TOVER , A M E R IC A N R A IL RO A D S 96-97 (2d ed . 1997).
27

See generally A L BR O M AR TIN , E NTERPRISE D ENIED: O R IG IN S O F T H E
D ECLINE OF A M E R IC A N R A IL RO A D S , 189 7-19 17 (197 2) (arguing tha t the ICC choked off
railroad investment leading to the eventual d ecimation o f the industry). M artin
undo ubted ly overstates his case.
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there was always an opportunity to correct this oversight by disreputable,
but highly profitable, manipulation of its securities.”28 Thus, the Union
Pacific's management bound the railroad to contracts with corporations
that management owned.29 The management of both the Baltimore &
Ohio and the Santa Fe hid financial rot for years through base accounting
fraud.30 Jay Gould’s outrageous machinations as minority shareowner and
controlling figure of the Erie lead to the branding of that road the “Scarlet
Woman of Wall Street.”31
At the same time, the railroads offered generous rates to
powerful shippers like Standard Oil, while charging local farmers higher
rates to subsidize the practice, a tactic that both reduced railroad revenues
and engendered popular hostility.32 As Herbert Hovenkamp has noted, the
reasons for rate discrimination were many, and not all were nefarious.33
But rate discrimination was very often a small piece of the more general

28

E D W A R D G. C AM PBE LL, T HE R EORGANIZATION OF THE A MERICAN
R A IL RO A D S Y S TE M 1893-19 00 at 15 (193 8).
29

W ardell v. Union Pac. Ry. Co., 103 U.S. 651 (18 81).

30

S TUART D AGGETT , R A IL RO A D R E O R GA N IZ AT IO N 22-23 (1908)
(“Earnings had been increased by the most arbitrary of book-keeping devices . . . and the
Baltimore & Ohio took its place with other American corporations, the managements of
which have indulged in secret juggling with the books.”) [hereinafter, Daggett (1908)];
see also id. at 208 (commenting on the failure of the Santa Fe and remarking that “[f]ew
more disgraceful instances of juggling of figures have been brought to light in the history
of American railroad finance.”).
31

The mo st recent telling of this story can be found in Edward B. Ro ck,
Encountering the Scarlet Woman of Wall Street: Speculative Comments at the End of the
Century, 2 T HE OR ETICA L I N Q U IR IE S IN L AW 237 (200 0).
32

J E A N S TROUSE , M ORGAN : A M E R IC A N F INANCIER 257 (199 9).

33

Herbert Hovenkamp , Regulatory Conflict in the Gilded Age:
Federalism and the Railroad Problem, 97 Y ALE L.J. 101 7, 10 49-5 0 (1988 ); see also
Henry H. Swain, Compa rative Statistics of Railroad Rates, 6 AMER . S TAT . A S S O C. 115
(1898) (noting the flaws in efforts to examine the validity of rates solely by revenues per
mile).
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growth of cartels in the late 1800s and early 1900s,34 which made the
legitimate grounds for such differential pricing pale in comparison to
political fervor about the seemingly unstoppable growth of big business.35
In the end, insiders' continued extraction of private benefits
from railroads left the roads unable to face economic downturns and their
continued arrogance in the face of growing public resentment left them
unable to head off federal regulation. In 1873, the investment bank
heading up the financing of the Northern Pacific Railroad failed, leading to
a general stock-market panic and the closure of the New York Stock
Exchange for ten days in September of that year.36 Ultimately, 89
railroads defaulted on their bonds, which led to a general economic
collapse that lasted until the end of the decade.37
The railroads recovered in the 1880s, but soon began to
reach the limits of their geographic expansion – much future building
would add redundant capacity to the national rail system, rather than
expand its reach to new locales.38 Cutthroat competition naturally
followed. J.P. Morgan and others attempted to negotiate price-fixing and
34

See, e.g., Handy v. C leveland & M. R. Co ., 31 F. 689 (C.C. D. O hio
1887) (describing scheme by which railroad would carry Standard Oil’s products at ten
cents a barrel, while charging Standard Oil’s competitors 35 cents, and remitting the
spread to Standard Oil).
35

For a sense of the disdain many farmers felt for the railroads, see
F RANK N O RRIS , T HE O CTOPUS (1901) (fictionalized ac count of battle betwe en California
farmers and the Southern Pacific Railroad – the “octopus” of the novel’s title). Stuart
Daggett has a chapter o n the So uthern Pacific’s active and often colorful role in
California and national politics in his C HAPTERS ON THE H ISTORY OF THE S OUTHERN
P AC IFIC 199 -221 (1922). See also K E V IN S TARR , I NVENTING THE D REAM : C AL IFO RN IA
T HROUGH THE P ROGRESSIVE A GE 205 (1985) (“The last four years of the SP’s control
over California were the most flagrant. Certainly the legislature of 1907 set new records
for influence-peddling and outright bribery.”).
36

S E A N D ENNIS C ASHMAN , A MERICA IN THE G IL DE D A GE 35-36 (2d ed.

37

Id. at 36.

1988).

38

See J. Fred W eston, The Industrial Economics Background of the Penn
Central Bankruptcy, 26 J. F IN . 311, 311-12 (19 71).
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market allocation agreements among the roads, but, like most cartels, these
agreements were only effective in the short term.39 Throughout the decade
controlling shareholders – including leading investment banks that were
often the silent partners of the more notorious speculators40 – continued to
extract private benefits from the railroads.41 And the railroads continued
to produce periodic turbulence in the country’s economy even in a time of
putative prosperity. 42
By 1893 the railroads were wracked by the twin forces of
low net revenues – a result of unbridled rate cuts – and continued financial
rot.43 Ten days before Grover Cleveland began his second stint as
President, the Philadelphia and Reading Railroad was placed in the hands
of a receiver.44 The other major railroads soon followed: by the end of the
year the Erie, Northern Pacific, Union Pacific, and the Sante Fe had all

39

See V INCENT P. C AROSSO , I NVESTMENT B A N K IN G IN A MERICA 39
(1970); R O N C H E R N OW , T HE H OU SE OF M ORGAN 54-5 8 (1990 ); M A TT HE W J O S E PH S O N ,
T HE R OBBER B A R O N S 307 -11 (1 934 ); M A U R Y K LE IN , T HE L IF E A N D L EGEN D O F J AY
G OU LD 466 (198 6).
40

D OLORES G REENBERG , F IN A N C IE R S A N D R AILROADS 1869-1889 at 4849 (1980) ("Morton, Bliss & Company carefully guarded the respectability upon which
credit ratings rested and as a matter of policy often refused to let their railroad ties be
publicly identified.").
41

E.g., id. at 185 (discussing the Kentucky Central's issuance of $2
million in b onds to inside rs, including lead ing investment bankers, "without payment to
the railro ad" ); N.S.B. G ras & Henrietta M . Larso n, J. Pierpont Morgan in Railway
Finance, 1879-88, at 88, 89-90 in T HE R A IL RO A D S : T HE N A T IO N 'S F IRST B IG B USINESS
(Alfred D. Chandler, Jr. ed., 1965).
42

See, e.g., J E A N E D W A R D S MITH , G R A N T 619-21 (20 01) (discussing the
1884 failure of Gran t & W ard, the resulting stock-marke t panic, and the W abash
Railroad's subsequent default on its bonds).
43

See Gras & Larson , J. Pierpont Morgan, supra note __, at 92
("Morgan's opportunity came with the panic of 1893, which precipitated the failure of
many railroads inherently weak from the results of bad managem ent and destructive
competition.").
44

Cash man, supra note __, at 222.
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been taken over by receivers. The depression of 1893 would eventually
lead to the collapse of 126 railroads by June of 1894,45 representing $2.5
billion in capital or 25% of the total railroad capital at the time.46
At roughly the same time, Congress responded to continued
pressure to cure railroad abuses. 1887 saw the passage of the Interstate
Commerce Act,47 which established the first federal administrative agency
designed specifically to regulate the railroad industry,48 followed by the
Sherman Antitrust Act in 1890,49 which was eventually interpreted to
apply to the railroads.50 The advent of federal regulation threatened
railroad profits and caused a good deal of alarm among investors,51 but in

45

W ILLIAM Z. R IPLEY , R A IL RO A D S : F INANCE & O R G A NIZ AT IO N 376

(1915).
46

Id.; see also Cash man, supra note __, at 222; Charles Hoffmann, The
Depression of the Nineties, 16 J. E C O N . H IST . 137, 138 (19 56).
47

Interstate Comm erce Act, ch. 104, 24 Stat. 379 (1887). A goo d history
of the ea rly days o f the Act can be found in Clyde B . Aitchiso n, The Evolution of the
Interstate Commerce Act: 1887-1937, 3 G EO . W ASH . L. R EV . 289 (1937 ). A helpful
table, p rovid ing a sum mary o f the vario us amendments to the original Act can b e found in
W eston, supra note __, at 313.
48

See Joseph D . Kea rney & Thoma s W . Merrill, The Great
Transformation of Regulated Industries Law, 98 CO LU M . L. R EV . 1323, 1331 -33 (1998).
49

Sherman Antitrust Act, ch. 647, 1-7, 26 Stat. 209 (1890).

50

Northern Securities Co. v. United States, 193 U.S. 197 , 331 (1904 );
United States v. Trans-Missouri Freight Assoc., 166 U.S. 341 , 342 (1897 ).
51

Cf. Arthur T. H adley, Railroad Business U nde r the In terstate
Comm erce Act, 3 Q. J. E C O N . 170, 176 (1889) (“The practical difficulty is that the law, by
the clause pro hibiting p ools, has rend ered it nearly imp ossible for the railroads to
cultivate such reasonable relations with one another; or, rather, it has made it possible for
the most reckless manager among several rival companies to dictate the policy of them
all.”). Hadley’s anti-com petitive (or pro-co llusion) to ne was not atyp ical in the late
180 0s. See Michael Pere lman, Fixed Capital, Railroad Economics and the Critique of
the Market, 8 J. E C O N . P ERSP . 189 (1994 ).
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Figure 1A

Dow Jones Industrial Average (__DWI__XD) and
Dow Jones Transports, 1900 -1937 (Indexed, 1900 = 100)

Source: www.globalfindata.com

the short term – largely as the result of several Supreme Court decisions –
both the Interstate Commerce Act and the Sherman Act were rendered
impotent.52 Indeed, until the Progressive Era was in full swing, the
Sherman Act was only used to harass railway unions – most notably in the
case of union leader and future presidential candidate Eugene Debs.53

52

J O S E PH S O N , R OBBER B A R O N S, supra note _ _, at 30 6; see also L EWIS L.
G OU LD , T HE P RESIDENC Y O F W ILLIAM M C K INLEY 160-61 (1980) (discussing the Justice
Departm ent’s narrow view of the antitrust laws during this period). As M orton Ho rowitz
has no ted, this wa s an age when "American co urts cam e as clo se as they had ever had to
saying that one had a p roperty right to an unchanging world." M O R T O N J. H OROW ITZ ,
T HE T RAN SFORM ATION O F A M E R IC A N L AW : T HE C RISIS OF L EGA L O RTHODOXY 151
(1992).
53

In re D ebs, 1 58 U .S. 56 4 (1895 ); see also United States v. E. C . Knight,
Co., 156 U.S. 1, 16 (1895). The best biography of Deb s is still N ICK S ALVATORE ,
E UGENE V. D EBS , C IT IZ EN A N D S OCIALIST (1982).
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In short, railroads were in an enviable position in 1900.
The problems of the 1800s seemed to have been solved, in part through the
reorganization (and sometimes “Morganization”)54 of key roads following
the depression in 1893. And the twin specters of the automobile and
government regulation seemed, for now, to be easily managed.55
Despite the promise that railroads showed in 1900, the
industry would see two more large waves of financial distress and
receiverships before the start of World War II. Between 1908 and 1916
ten significant railroads, each with over 1,000 miles of track, and myriad
smaller railroads, would begin receivership proceedings.56 And after the

54

This was the term used to describe J.P. M organ’s paradigm atic
reorganization scheme, used repeatedly in the 1890s. As E.G. Campb ell explains
The Morgan reorganizations during the nineties all followed the same
general patter, manifesting three especially important characteristics.
The immediate problems which had precipitated trouble – the finances
of the road – were put on a sound basis. Secondly, Morgan was
reluctant to surrender control of the roads after the reorganizations had
been completed; by means of voting trusts his control was perpetuated
and even after the trusts had been terminated, his representatives were
usually to be found among the directors of the companies. The third
feature of Morgan’s railroad activities during the late nineties was the
establishment of the Comm unity of Interests idea, both in theory and in
fact; to this end, of course, Morgan’s continued control over the roads
he had reorganized served as a nucleus about which to build.
Cam pbe ll, supra note __, at 148.
55

See H A R O LD U. F AULKNER , T HE D ECLINE OF L AISSEZ F AIRE , 1897-1917
at 228 (1961) (“To the railroads, approaching in 1900 the height of their power, any idea
that the few self-propelled contra ptions puttering through the stre ets would ever constitute
a rival worth considering was too fantastic for serious consideration.”).
56

See Robert T . Swaine, Reo rganizatio ns of C orporations: C ertain
Developments of the Last Decade, 27 CO LU M . L. R EV . 901, 901 -02 n.3 (1927) (reporting
that in 1916 m ore than 80 railroads owning approximately 42,000 miles of track - about
16% of the total track mileage - were in receiverships).
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stock market crash in 1929, railroad revenues dropped from $6 billion in
1928-1929 to $3 billion in 1933.57

Figure 1B

Source:

Dow Jones Industrials (__DWI__XD) and
New York Times Rail Index, 1911 - 1937 (Indexed, 1911 = 100)

www.globalfindata.com

57

Ralp h L. D ewey, The Ma intenanc e of Railroa d Credit, 36 AMER .
E C O N . R EV . 451, 452 (19 46).
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By 1932 over 20,000 miles of railroad, owned by more than
50 railroads, were in receiverships,58 and by 1940 more than 60,000 miles
of rail were operated by trustees under section 77 of the Bankruptcy Act,
which was enacted in 1933.59 Many more railroads avoided bankruptcy or
receivership solely by the grace of large government loans60 or by resort to
the emergency debt postponement measures added to the Bankruptcy Act
during the New Deal.61
Moreover, as shown in Figures 1A and B, after World War
I railroads significantly underperformed when compared to the broader
market.62

58

I NTERSTATE C OMM ERCE C O M M IS S IO N , 46 TH A NN UA L R E P O RT
I NTERSTATE C OMM ERCE C O M M IS S IO N 15 (193 2).

OF THE

59

Flore nce d e Haas D emb itz, Progress and Delay in Railroad
Reorganizations Since 1933, 7 LA W & C O N TE M P . P ROBS . 343, 344 (1940).
60

See George P. B aker & W illiam L. C rum, The Railroad Situation and
Outlook, 17 R EV . E C O N . S TATS . 79, 85-86 (19 35).
61

Ch. 393, 5 3 Stat. 113 4 (1939 ). These provisio ns were enacted in July
1939 and, by their terms, expired one year later. Similar legislation was in force from
194 2 until N ovembe r 1945. C h. 610, 56 Stat. 78 7 (1942 ). The pro visions o f both
enactments were applicable only to comm on carriers (as defined in section 20a of the
Interstate Commerce A ct) that were not the subject of a receivership or ba nkrup tcy. See
A RTHUR W . S E LV E RS T O NE , B A N K RU P T CY A N D R E O R GA N IZ AT IO N 287-295 (1940)
(discussing the 1939 legislation).
62

These graphs use the Dow Jones Transport index as a proxy for
railroads. Before January 1970, this index was comprised solely of railroads and was at
times known as the Dow Jones Rail index. Dow Jones calculated its first all rail index on
October 26 , 1896 . Its components included A tchison, Burlington, CCC & St. Louis,
Chesapeake & Ohio, Chicago & North Western, Erie, Jersey Central, Lake Shore,
Louisville & N ashville, Manhattan Elevated, Missouri Kansas & T exas Pfd., Missouri
Pacific, New York Central, Northern Pacific pfd., Philadelphia & Reading, Rock Island,
St. Paul, Southern R ailway pfd., Susq uehanna & W estern p fd., and W abash pfd. See
gen erally, Globalfind ata.co m, The Encyclo ped ia of G loba l Fina ncial Ma rkets (9 th ed.
2003) (available at http://www.globalfindata.com/articles/Global.doc).
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II. Railroad Financial Structures and the Resolution of Financial Distress

Railroad Finance
In the early years of the twentieth century, railroad finance
was dominated by three themes that are often neglected in recent (legal)
accounts of the era. First, the degree of foreign investment in American
railroads, as a portion of the road’s overall capital, declined as the century
progressed and all but disappeared by 1915.63 The initial decline in the
foreign investment as a percentage of the whole undoubtedly reflects the
growth of domestic investment capital,64 and the consolidation of the
railroad industry into control groups dominated by domestic investors.65 It
also reflects the simple fact that some foreign investors, having made
significant profits from their initial investments in North America, had
now moved on to other developing markets like Latin America and
Australia.66 The complete withdrawal of foreign investment by 1915 is
A.

63

See Leland H . Jenks, Capital M ovement an d Tra nsportatio n: Britain
and American Railway Development, 11 J. E C O N . H IST . 375, 375 (1951) (stating that
British “railroad holdings in the United States amounted to around 15 per cent of the
railroad capitalization; at earlier periods, though the amount was less, the proportion may
have been as high as one fourth.”).
64

D O R O T HY R. A DLER , B R IT IS H I N V E ST M E N T IN A M E R IC A N R A IL W AY S
1834-18 98, at 200 (197 0) (describing the 1890s as “the end of an era” in foreign
investment in the United States as the economy grew to provide domestic sources of
capital).
65

S T A TE S

TO

M IRA W IL KIN S , T HE H ISTORY O F F O R E IG N I NVESTMENT IN THE U NITED
1914 at 195 (1989 ).

66

Albe rt Fishlow, Lessons from the Past: Capital Markets During the 19 th
Century and the Interwar Period, 39 IN T ’L O RG . 383, 395-96 (1985). One must be
careful not to p ush this point too far: foreign investment (pa rticularly B ritish investm ent)
in the United States and its railroads remained substantial until the outbreak of hostilities
in Europe . Id. at 394 tbl. 2 (showing that over $4 billion of the $20 billion in oversees
British investment in 19 14 w as plac ed in the United States); see also Jenks, supra note
___, at 375 (stating that about $3 billion of the total $4 billion of British investment in the
United States on the eve of the war was connected with American railroads). Further, as
Professor Wilkins notes, a decline in the degree of European control of American
railroads do es not mean a diminution o f total investment in the railroads. W ilkins, supra
note ___, at 197.
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rather plainly the result of the already stagnating conflict in Western
Europe.67 Taken together, however, these trends remind us that the picture
of J.P. Morgan and other investment bankers as the mediator between
domestic railroads and foreign investors was increasingly becoming a relic
of the nineteenth century.
Second, railroads increased their reliance on debt financing
throughout the period, despite the extensive experience with repeated
bouts of financial distress, which would seem to counsel for a greater use
of equity. 68
Accordingly to Ripley, in the early part of the nineteenth
century railroads were often financed entirely, or at least predominately, by
equity. 69 By the end of the Civil War, however, railroads had turned to
bonds – typically secured bonds – for the bulk of their capital.
The reasons for this change are unclear. Ripley asserts that
the increasing size of railroad projects and state law rules against issuing
shares for less than par were among the factors that thwarted the continued
use of equity financing.70 But size, standing alone, is no reason to choose
debt financing over equity.

67

See generally J O H N K EEGAN , THE F IRST W O R LD W AR (1999). See also
Fishlow, supra note ___, at 390 (“Shortly after the war began, European holdings of
American securities were liq uidated to m eet new expe nses and the U nited S tates, a
prom inent investor in Latin America since the 18 90s, bec ame a net creditor for the first
time.”).
68

Jan K menta & Jeffrey G . W illiamson, Determinates of Investment
Behavior: United States Railroads, 1872-1941, 48 REV . E C O N . & S TATS . 172, 174
(1966); see also S TOVER , A M E R IC A N R A IL RO A D S , supra note __, at 162.
69

R IPLEY , R A IL RO A D S : F INANCE & O R G A NIZ AT IO N , supra note __, at 1011. See also Alfred D. C hand ler, Jr., Patterns of American Railroad Finance, 1830-50,
28 B U S . H IST . R EV . 248 (19 54).
70

Id. at 11-14. Acco rd Baird & Rasm ussen, Control R ights, supra note 1,
at n.__ ("The need for debt financing arose with the tremendous expansion of railroads
after that time.").
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The rules with respect to par value (and stock issuance in
general) were undoubtedly burdensome,71 and further complicated by the
fact that many early railroads were chartered by the acts of the
legislature,72 but if par value were a serious problem we would expect to
see some evidence of railroads lobbying state legislatures during the
nineteenth century to permit the issuance of no par or low par stock.
Instead, the move to allow no par stock did not come until the Progressive
Era73
More pragmatically, the need to raise additional capital by
debt – in particular, secured debt – was probably the natural result of
rampant self-dealing in the 1800s. Secured debt gave non-insider
investors the highest degree of protection against claim dilution and asset
substitution in an age when stock watering and other forms of looting were
common. Even well managed railroads would have had a difficult time
convincing the markets that their equity was immune from this sort of selfdealing, since the true ownership of a railroad was often concealed.74
Further, from the supply side, management had a strong
incentive to rely on debt over equity given the belief – endemic among

71

See, e.g., Mass. St. of 1871, c. 389 (providing that, "if any railroad
corporation, owning a railroad in this Commonwealth, and consolidated with a
corporation in another state, owning a railroad therein, increases its capital stock, or the
capital stock o f such co nsolidated c orporatio n, withou t authority of the legislature of this
Comm onwealth, or without such authority extends its line of road," "the charter and
franchise of such corporation shall be subjec t to be fo rfeited and become nu ll and vo id.").
Like the doctrine invalidating ultra vires acts, the par value rules were often the source of
creative attempts to avoid otherw ise bind ing ob ligations. E.g., Peterborough R. R. Co . v.
Nashua & L. R. R. Co., 59 N.H. 385 (1879) (rejecting claim that railroad's pledge of
stock as collateral was sale for less than par).
72

See Commonwealth v. Lehigh A. R. Co., 18 A. 414 (Pa. 1889); State ex
rel. Attorney General v. Northern Pacific Railway Co., 147 N.W . 219 (W is. 1914).
73

See Albert S. Keister, Recent Tendencies in Corporate Finance, 30 J.
P O L. E C O N . 257 , 258 (1922); Victo r M oraw etz, Shares Without Nominal or Par Value,
26 H ARV . L. R EV . 729 (1913); see also Herbert Hovenkamp , The Marginalist Revolution
in Legal T hou ght, 46 V A N D . L. R EV . 305, 352 -56 (1993).
74

See Greenberg, F INANCIERS , supra note __, at 180.
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management throughout history75 – that dividends could only be reduced
in extreme circumstances. Common stock of the era typically paid
upwards of five or six percent of par (which was typically $100) in annual
dividends, at a time when risk-free interest rates were less than four
percent.76
The reliance on secured debt did not diminish in the
twentieth century, despite an ostensible reduction in the degree of insider
self-dealing.77 As shown in Table 1, between 1900 and 1937 new railroad
bond issues were overwhelming secured issues. The presence of hundreds
of millions of dollars in unsecured bonds, however, reminds us that not all
of a railroad’s unsecured creditors were trade creditors.78

75

See generally, John Lintner, Distribution of Incomes of Corporations
among D ividends, Retained Earnings, and Taxes, 46 AMER . E C O N . R EV . 97 (195 6).
76

The yield on 10-year U.S. government bonds was less than 4% every
year between 1890 and 1919 , and was less than 3.5% fo r the first decade of the twentieth
century.
77

Insider self-dealing had actually just moved to a more sophisticated
level – often taking the form of overly genero us spre ads o btained by shareho lder/b ankers.
See, e.g., F AULKNER , T HE D ECLINE OF L AISSEZ F AIRE , supra note __, at 200 (describing
the Chicago and Alton’s sale of $40 m illion of 3% b onds to its bank ers, who were also
shareholders, at 65 and the resale to the public at 90).
78

See Baird & Rasm ussen, Boyd's Legacy, supra note 1, at 405 (“Most of
the [unsecured] creditors were suppliers with ongoing relationships with the railroad.”);
Baird & Rasm ussen, Control R ights, supra note 1 , at 927 ("Railroads were initially built
and financed in stages. Each stage was financed through mortgages whose form paralleled
that of co nventional real estate m ortgages."); id. at n.21 ("Besides the bondholders, there
were few other creditors. Suppliers of coal and the like were paid on an ongoing basis.").
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Table 1: Railroad Bond Offerings By Year (Millions of Dollars)
Based on NBER's sample of all large (> $5 million) railroad issues and 10% of smaller railroad issues
Year of Offering

Total
Senior

Secured Issues
Intermediate

Junior

Unsecured Issues

Information Lacking

1900

$345.1

$135.0

$88.1

$111.5

$10.5

$0.0

1901

735.6

260.9

79.7

375.0

20.0

0.0

1902

517.0

143.8

93.6

215.5

64.1

0.0

1903

398.7

79.1

60.8

218.8

40.0

0.0

1904

531.6

131.5

103.2

251.4

45.5

0.0

1905

738.0

224.9

49.1

306.6

157.4

0.0

1906

429.8

60.9

35.3

214.5

119.1

0.0

1907

556.4

61.5

56.4

221.4

209.2

7.9

1908

573.6

127.7

190.3

186.9

68.7

0.0

1909

668.8

128.0

218.7

135.9

186.1

0.1

1910

443.7

122.9

48.9

131.6

129.9

10.4

1911

524.4

149.3

121.1

186.0

68.0

0.0

1912

442.6

77.1

29.6

185.7

150.2

0.0

1913

519.6

110.1

183.6

130.8

95.1

0.0

1914

558.3

70.6

147.5

225.2

115.0

0.0

1915

668.5

59.0

240.8

252.1

116.6

0.0

1916

546.1

131.9

305.6

103.6

5.0

0.0

1917

491.4

65.3

168.1

237.8

20.2

0.0

1918

185.8

49.1

95.5

33.0

8.2

0.0

1919

250.4

48.5

102.5

80.8

18.0

0.6

1920

261.4

62.5

66.7

96.5

35.7

0.0

1921

590.4

70.4

100.3

418.4

1.3

0.0

1922

455.5

74.3

163.5

205.4

12.2

0.1

1923

283.8

114.7

37.7

92.2

39.2

0.0

1924

654.4

104.9

152.7

385.9

10.9

0.0

1925

368.6

133.7

121.8

72.7

40.4

0.0

1926

296.5

46.6

132.7

77.8

39.4

0.0

1927

621.1

157.8

185.8

250.4

27.1

0.0

1928

573.7

173.6

267.4

51.7

81.0

0.0

1929

344.0

53.2

45.1

65.2

180.1

0.4

1930

760.5

159.2

129.6

299.4

172.3

0.0

1931

396.6

25.3

191.3

108.6

71.4

0.0

1932

63.5

15.9

17.9

14.4

15.3

0.0

1933

115.7

54.3

38.7

0.4

0.1

22.2

1934

246.6

40.0

153.4

22.8

12.9

17.5

1935

170.4

136.4

18.7

15.2

0.1

0.0

1936

680.5

142.3

256.0

192.0

90.2

0.0

1937

194.3

48.3

0.7

92.6

52.7

0.0

Source: W. BRADDOCK HICKMAN , STATISTICAL MEASURES OF CORPORATE BOND FINANCING SINCE 1900 at 135 (1960).

-22-

Draft February 1, 2004 (9:12pm)

The continued overuse of debt well into the twentieth
century probably can also be traced to the reality that individual share
ownership was still relatively rare until the 1920s and, before then,
common stock was primarily held by investment banking firms and a
handful of very wealthy individuals (some of them investment bankers).79
These parties had every incentive to leverage their returns as shareholders,
and they could tolerate the risks associated with this leverage, especially
since they knew that failure would not necessarily mean loss of control, as
railroad receiverships of the age frequently allowed existing equity to
remain in place in the reorganized firm.80 Accordingly, a railroad’s
owners, who might otherwise be expected to complain about the overuse
of bond debt, were likely to stay mum.
In short, despite past experience, management and their
financial advisers continued to utilize financial structures that increased
the chances of default in times of economic disturbance. For purposes of
this article, this aspect of railroad finance is especially important because
roads that had gone through receiverships – roads that had been given an
opportunity to reform their capital structures – were no better positioned to
face financial hardship than roads that had never defaulted. For example,
as shown in Table 2, in June 1917 the Missouri Pacific emerged from a
two-year receivership under a plan that left more than $128 million in
bonds and equipment obligations in place. The plan also provided for
almost $98 million in new secured debt and more 71 million shares of
cumulative 5% preferred stock, both issued in exchange for old securities.
Thus, more than $225 million in secured debt and a sizable block of
cumulative preferred stock was stacked against a railroad that the federal
government would estimate, one year latter, had operating assets worth

79

C O R P O RA T IO N

See A D O LP H A. B E R LE A N D G ARDINER C. M E A N S, T HE M ODERN
P RIVATE P R O P ER T Y 58-62 (1932).

AND

80

W illiam H . Moore, Railroad Fixed Charges in Bankruptcy
Proceedings, 47 J. P O L. E C O N . 100, 114-15 (19 39).

-23-

Draft February 1, 2004 (9:12pm)

just more than $250 million.81 Combined with the repeated instances of
financial distress among railroads, financial structures like these call into
question the efficacy of the railroad receivership as a device for solving a
firm's financial problems.
Table 2: Missouri Pacific Railroad Financial Structure (as of June 30, 1917)
Amount

Type

$125.5 million

Pre-receivership Bondsa

$3.7 million

Pre-receivership Equipment Trust Certificates and similar obligations

$51.4 million

General Mortgage 4% Bonds

$46.9 million

First and Refunding Mortgage 5% Bonds

$71.8 million (par value)

5% Cumulative Preferred Stock

$82.8 million (par value)

Common Stock

Note:
a

Includes $34.5 million of River & Gulf Division First Mortgage 4% Bonds issued in 1903;
remainder unidentified.

Source: FLOYD W. MUNDY , MUNDY 'S EARNING POWER OF RAILROADS 384-86 (1922).

The third and final important aspect of railroad finance in
the early twentieth century is the reduced reliance that railroads placed on
the market for financing as they increasingly turned to internal sources of
funds as the century progressed.
In an impressive study undertaken for the National Bureau
of Economic Research and published in 1960, Melville J. Ulmer found
that in the 1880s railroads secured 90 percent of their funds from the sale
of stocks and bonds.82 By the 1910s, however, internal sources of funds
provided more than 40 percent of a railroad’s required funds. And
81

F L OY D W . M U N D Y , M U N D Y 'S E ARNING P OW ER OF R A IL RO A D S 63
(1928) (reporting that the ICC had issued a preliminary valuation for the road of just over
$250.8 million as of June 30, 1918). The ICC was ordered to determine the “fair value”
of the nation's railroads by the Valuation Act, Pub. L. No. 400, § 19a, 37 Stat. 701, 701
(1913).
82

AND

M ELVILLE J. U LMER , C A P IT A L IN T R A N SP O R TA T IO N , C O M M U N IC A TIO N S ,
P UBLIC U TILITIES : I TS F O R M A T IO N A N D F INANCING 153-56, tbl. 46 (1960).
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between 1921 and 1940, the vast majority of a railroad’s funds –
approximately 95 percent – were generated internally.
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While several explanations probably account for this trend,
contemporary commentators were aware that railroad securities were not
as attractive as they had once been. As Benjamin F. Bush, the receiver for
the Missouri Pacific, told the Commercial Club of St. Louis
In the past, the prospect of increasing returns with the
development of the country and the advance in the market
value of railroad securities operated as an inducement to
attract capital, but these incentives are entirely lacking in
the existing situation. The conditions which now obtain
repel rather than invite such investments . . .83
Figure 2A
Source:

Moody’s AAA Corporate Bond Yield less Moody’s New Rail Yield

www.globalfindata.com

83

Benjam in F. B ush, Why Are Several Large Western Railroad Systems
in Rece ivers’ Hands? at 13 (Oct. 27, 1915) (pam phlet, in author’s personal collection).
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And, as shown in Figures 2A and 2B, railroad debt costs increased in the
years between the wars. This would have pushed managers to find other
sources of funds, possibly even at the expense of reducing direct dividend
payments to shareholders.
Moreover, the rail industry had undergone a significant
change in ownership during the 1890s. The railroad industry at the turn of
the twentieth century had coalesced around five to seven control groups.84
This was in part the result of the railroad receiverships of the 1890s, which
gave financiers an opportunity to consolidate the rail industry and
minimize management’s opportunities to engage in harmful rate wars.85

84

See W illiam G . Roy & Phillip B onacich, Interlocking Directorates and
Communities of Interest Among American Railroad Companies, 1905, 53 AMER . S O C .
R EV . 368 (19 88).
85

C. J O S E PH P USATERI, A H ISTORY O F A M E R IC A N B USINESS 191-94 (2d
ed. 1988 ) (discussing the m ove from informal agreements, to po oling arrangements, to
consolidation in response to rate competition).
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It also reflected a larger effort by certain investors,
including J.P. Morgan and E.H. Harriman, and corporate groups, such as
the Pennsylvania Railroad, to control coal, steel, and other key industries
in the United States.86 Railroads, as the only viable mode of transportation

Figure 2B
source:

U.S. 10 Year Bond Yield Less Moody’s New Rail Yield (1900-37)

www.globalfindata.com

86

See Frank Ha igh Dixon, The Economic Significance of Interlocking
Directorates in Railway Finance, 22 J. P O L. E C O N . 937, 946 (19 14) (“[T]he small group
of men which controls the United States Steel Corporation, itself an owner of important
railways, are directors in twenty-nine railway systems having 126,000 miles of line.”); O.
Virtue, The Anthracite Combinations, 10 Q. J. E C O N . 296, 296 (1 896) (“These
combinations have not been simply combinations of producers for the control of a trade,
nor have they been merely poo ling arrangem ents of carriers. It is in the fact that both
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of these products, were an integral part of these larger efforts, although the
extreme attempts at consolidation would eventually run afoul of the
Progressive’s “trust busting” tendencies.87 This trend toward
consolidation may have allowed some groups to internalize their funding
needs, much like the conglomerates of the 1960s.
Taken together, the second and third points discussed in
this part of the article show a possible overarching trend toward the
increasing use of debt in a constricting pool of outside railroad financing.
More generally, all three of the foregoing points suggest the importance of
precision when addressing railroad finance during the late 1800s and early
1900s, when the concurrent effects of regulation, industry consolidation,
and increasing competition for investor dollars make railroad finance at
the beginning of the period almost unrecognizable at the end. Broad
generalizations, based on accounts of practices that may have been
prevalent in the nineteenth century, are unlikely to capture the true nature
of railroad finance, and thus railroad reorganization, in any sort of
spaciotemporal manner.

mining and transportation powers have been enjoyed by several of the large companies.”);
see also N ELL I R V IN P AINTER , S TANDING AT A R M A G ED D O N : T HE U N IT E D S TATES , 18771919 at 184 (1987) (noting that the United Mine W orkers claimed that J.P. Morgan used
his joint o wnership of railroad s and coal m ines to hide the mines' profitability); R IPLEY ,
R A IL RO A D S : F INANCE & O R G A NIZ AT IO N , supra note __, at 425 ("The prevalence of
interlocking directorships, not only among railroads but also between them and the great
banking and industrial compa nies, has been forcibly brought to public attention o f late in
connection with the further Federal regulation of monopo ly by amendment of the AntiTrust law.").
87

See, e.g., Stuart D aggett, The Decision on the Union Pacific Merger, 27
Q. J. E C O N . 295 (19 11) (comm enting on the Supreme Court’s decision ordering the
dissolution of the Harriman railroad empire).
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Railroad Financial Distress (the Railroad Receivership)
While the United States enacted its first permanent
bankruptcy statute in 1898, the Bankruptcy Act did not allow for the
reorganization of large corporations and expressly excepted railroads from
its scope.88 Corporate reorganization under federal statute would not come
until the 1930s – in the case of the railroads, with the enactment of section
77 to the Bankruptcy Act in 1933.89 Even then, the immediate effects were
B.

88

Ch. 541, 3 0 Stat. 544 , amended by Act of June 22, 1938, (the
"Chand ler Act"), ch. 5 75, 5 2 Stat. 840 , repealed by Bankruptcy Reform Act of 197 8 (the
"B ankruptcy C ode "), Pub. L. No. 95-5 98, 9 2 Stat. 254 9. See generally C HARLES
W ARREN , B A N K RU P T CY IN U N IT E D S TATES H ISTORY (1935); Vern Co untryman, A H istory
of American Bankruptcy Law, 81 CO M . L.J. 226 (1976); Bradley H ansen, Commercial
Associations and the Creation of a National Economy: The Demand for Federal
Bankruptcy Law, 72 B U S . H IST . R EV . 86 (1 998 ); Henry G. New ton, The United States
Bankruptcy Law of 1898, 9 Y ALE L.J. 287 (19 00).
As the leading bankruptcy treatise explains, before
the Great Depression . . . it was possible to effect an arrangement for
corporate rehabilitation--as distinguished from pure liquidation--in one
of three majo r ways: (1) through a vo luntary arrangement entered into
between the debtor and its creditors; (2) through formal bankruptcy
procedure, either by using the composition section of the Bankruptcy
Act (Section 12) or by employing the bankruptcy sale as a means of
purchasing the assets of the debtor, with the creditors and sometimes
the stockholders participating under some sort of an arrangement; or
(3) through an equity receivership obtained on a creditor's bill, pursuant
to which the business continued operating und er the supervision of a
receiver appointed by the court. . .. Of these metho ds, the equity
receivership, particularly as administered in the federal courts, was the
more feasible and came to be most frequently employed.
7 C O LL IE R O N B ANKRUPTCY P 1100 .11 (2 003 ) (footnotes o mitted). Interestingly, while
the 1898 Act excluded railroads from its scope, the earlier 1867 Bankruptcy Act, which
was repealed in 1878, contained no such prohibition and railroads occasionally filed
thereunder. See In re Boston, Hartford & Erie R.R. Co., 3 Fed. Cas. 951 (C.C.S.D.N.Y.
187 2) (N o. 1,6 78); see also S KEEL, D EBT 'S D O M IN IO N , supra note 1, at 54.
89

Reorganization of Railroads Engaged in Interstate Commerce, Pub. L.
No . 72-4 20, 4 7 Stat. 147 4 (1933 ), repealed by Bankruptcy Reform Act of 197 8 (the
"Bankruptcy Code"), Pub. L. No. 95-598, 92 Stat. 2549. As the Commission on
Bankruptcy Laws of the United S tates summarized in the early 197 0s:
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limited, as no major railroad completed a section 77 reorganization until
the 1940s90 -- the average large railroad that entered section 77 during the
Depression would spend more than seven and a half years under
bankruptcy court protection.91
Long before 1898, however, attorneys and investment
bankers had realized that the routine liquidation of railroads would destroy
a considerable amount of going concern value.92 In addition, courts
routinely referred to railroads as “utilities” that simply could not be
allowed to fail.93 By the panic of 1857, these concerns led to the general

section 77 was originally added to the Bankruptcy Act in 1933 and
com pletely rewritten in 1 935 for purposes of rearrangement,
simplification, and clarification. Additional amendments to various
subdivisions of section 77 were enacted in 1936, 193 9, 1951, 195 8, and
in 1962. Interestingly, the Chandler Act of 1938 which was an
extensive rewriting of the entire Bankruptcy Act did not make any
changes whatever in section 77.
R EPORT OF THE C O M M IS S IO N O N B A N K RU P T CY L AWS OF THE U N IT E D S TATES , P ART 1 263
(1973) (footnotes omitted). See also Max Lo wenthal, The Railroad Reorganization Act,
47 H ARV . L. R EV . 18 (1 933 ); Churchill Ro dgers & L ittleton G room, Reorganization of
Railroad Corporations Under Section 77 of the Bankruptcy Act, 33 C O LU M . L. R EV . 571
(1933).
90

de H aas D emb itz, supra note ___, at 343-44.

91

Edward T.P . W atson, Distribution of New Securities in Sec. 77
Reorganizations, 5 J. F IN . 337, 337 (19 50).
92

Henry H. Swain, Economic Aspects of Railroad Receiverships, 3 E C O N .
S T U D . 53, 73 (189 8) (noting that some receiverships occurred as early as the late 1830s);
see also W alter W . Miller, Jr., Ban kruptcy's N ew V alue E xception : No Longer a
Necessity, 77 B.U. L. R EV . 975, 976 -77, 981-82 (199 7).
93

See generally Armistead B . Roo d, Pro tecting the U ser Interest in
Railroad Reorganization, 7 LA W & C O N TE M P. P ROBS . 495 (1940); see also Louisville
Trust Co. v. Louisville N.A. & C. Ry., 174 U.S. 674, 682 (1899) (arguing that "a railroad
is not simply private pro perty, but also an instrumen t of public service" and that these
facts "justify a limited displacement of contract and recorded lien"); Central Bank &
Trust Co . v. Gre enville & W . R. Co ., 248 F. 350, 35 2 (D .S.C. 1 917 ) (“Persons in private
busine ss may abandon it at their whim or pleasure. Not so with a railroad. It is a public
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acceptance of the railroad or equity receivership,94 which remained the
predominant means of corporate reorganization until the New Deal and the
enactment of section 77.95
A receivership was commenced by an unsecured creditors'
96
petition to a court to exercise its equity jurisdiction and appoint a

highwa y.”); cf. R.F.C. v. Denver & R.G.W . R.R., 328 U.S. 495, 536 (1946) (investment
in a railroad involves "the risk that in any depression or reorganization the interests of the
public would be considered as well as [the interests of investors]"); C ontinental Ill. Na t.
Bank. & Trust Co. v. Chicago, R.I. & P. R.R., 294 U.S. 648, 671 (1933) (section 77 case;
stating that p rotection of the public interest was a facto r to be considered, and the public
interest required the railroad to be continued in operation as a going concern.).
94

Gre enberg, F INANCIERS , supra note __, at 24 ("W hen the country
slumped into depression after the panic of 1857, [bankers] took further steps to protect
bondholder interests and gained their first experience in the intricacies of railroad
bankruptcy, receivership, and reorganization."). The first reorganization through
receivership is often said to have occurred in 1846, when a Georgia court appointed a
receiver over the insolvent Munroe Ra ilway Co. and successfully reorganized it as the
Macon and W estern R ailway. See Macon & W .R.R. v. Parker, 9 Ga. 377 (1851).
95

Charles Jordon Tabb , The History of the Bankruptcy Laws in the
United States, 3 AM . B ANKR . I NST . L. R EV . 5, 21-22 (199 5).
96

The W abash rece ivership , 22 F . 272 (C.C. E.D . Mo. 18 84), is often said
to be the first case to allow the debtor to initiate its own receivership – moving railroad
reorganiza tion closer to m ode rn chapter 1 1 practice. E.g., Albro M artin, Railroads and
the Equity Receivership: An Essay on Institutional Change, 34 J. E C O N . H IST . 685 (19 74);
Skee l, An Evolutionary Theory, supra note 1 , at 135 7 n.113; A nn W oolhandler, The
Comm on Law Origins of Constitutionally Compelled Remedies, 107 Y ALE L.J. 77, 100
n.111 (1997 ). This claim can be traced to D.H. C hamberlain, New-Fashioned
Receiverships, 10 H ARV . L. R EV . 139 (1896). At mo st, howe ver, W abash was b ut a
cosmetic change, as prior receiverships were often initiated by bondho lders who were
officers or directors, and at least some earlier proceedings had been instituted by the
deb tor dire ctly. See generally Bradley H ansen, The People's Welfare and the Origins of
Corporate Reorganization: The Wabash Receivership Reconsidered, 77 B U S . H IST . R EV .
377 (20 00) (noting that one of the earliest receiverships, involving the Mac on and
W estern Railway in the 1840s, was apparently instituted by the debtor and that
Chamberlain had a vested interest in the Wabash case).
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receiver to take control of the debtor's assets.97 An unsecured creditor was
needed to ensure that the receiver gained control of all of the debtor's
property, not just the property covered by a particular mortgage.98
Bondholders generally preferred to proceed in federal court, but state-court
receiverships were also possible and quite common, especially for smaller
railroads, so it was important to select a petitioning creditor that would not
destroy diversity jurisdiction.99
The debtor railroad would file an answer admitting the
allegations of creditor's complaint, obviating the need for the unsecured
creditor to have previously obtained a judgment on its debt.100 The court
would then appoint one or more receivers to take control of the debtor's
property. Courts routinely appointed an officer or other insider as the

97

Central Life Sec. Co. v. Sm ith, 236 F. 17 0, 17 3-74 (7th C ir. 191 6); see
also E D W A R D S H E R W O O D M E A D E, C O R P O RA T IO N F INANCE 409-410 (1910) (describing
the process used to commence a receivership).
98

See Byrne, The Foreclosure of Railroad Mortgages in the United States
Courts, in SOME L EGA L P HASE S OF C ORPORATE F IN A N C IN G , R E O R GA N IZ AT IO N A N D
R E G U LA T IO N 79 (1916 ).
99

W arner Fuller, The Background and Techniques of Equity and
Bankruptcy Railroad Reorganizations-A Survey, 7 LA W & C O N TE M P. P ROBS . 375, 379
(1940). Controversy abo ut venue shopping seem s to have bee n as acute then as it is
today. See Thoma s Clifford Billig, Corporate Reorganization: Equity v. Bankruptcy, 17
M IN N . L. R EV . 237, 253-54 (19 33) (“The U nited States district court for the southern
district of New York is the popular forum for equity receivership cases. Yet, certainly not
one [debtor] in ten, and possibly not one in fifty is a New Yo rk corporation.”).
100

Edward H. Levi & James W . Moore, Bankruptcy and Reorganization:
A Survey of Ch anges II, 5 U. C H I. L. R EV . 219 , 225 (1937) ("T he de fect of a lack of a
judg me nt cred ito r with execution returned unsatisfied... was... cured b y the deb tor's
consent to the appointment of a receiver"). Before the device of debtor’s consent was
perfected, friendly creditors were instructed to “get a preference for himself by attachment
or other process and [] asked to file a genera l creditor’s bill [for app ointment of a
receiver].” B yrne, The Foreclosure of Railroad Mortgages, supra note __, at 90.
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road's receiver, although often an independent co-receiver was also
appointed to guard against self-dealing.101
Once the primary petition was granted, ancillary
receiverships were filed in all other relevant jurisdictions, since, in the
absence of Congressional legislation, even a federal court could only
exercise its equitable powers over property within its district.102
Foreclosure suits would then follow by one or more classes of secured
bondholders, but these suits would proceed no further than their initiation
until the various bondholders and management agreed upon a
reorganization plan.103
The railroads managers and its investment bankers would
then race to form committees for each class of the railroad’s securities and
the committees then solicited deposits of these securities.104 The railroad’s

101

Byrn e, The Foreclosure of Railroad Mortgages, supra note __, at 91
(“Usually it is of importance, and the court is willing, that some one connected with the
railroad in an operating cap acity should be a receiver. The court ord inarily appoints as a
co-receiver some one not previously connected with the railroad of whose fitness it has
personal knowledge.”); see also Paul D. Cravath, The Reorganization of Corporations,
in S OME L EGA L P HASE S OF C ORPORATE F IN A N C IN G , R E O R GA N IZ AT IO N A N D R E G U LA T IO N
160 (19 16) (noting this was the regular practice in the S.D.N.Y.).
102

Gre at W estern M ining Co. V. Harris, 198 U.S. 561 , 577 (1905); Booth
v. Clark, 58 U.S. 322 (1855). Before 1912, a circuit judge could enter an order
commencing the receivership in all districts within the circuit, which provided a further
advantage to pro ceed ing in federal co urt. Byrne, The Foreclosure of Railroad
Mortgages, supra note _ _, at 92 -93; see also Cornelius W. Wickersham, Primary and
Ancillary Receiverships, 14 V A . L. R EV . 599, 602-03 (19 28).
103

F. C L EV E LA N D & F. P OW ELL , R A IL RO A D F INANCE 246 (1914); see also
Canada S. Ry. v. Gebhard, 10 9 U.S. 527, 53 9 (1883 ) ("[F]or it rarely happens in the
United States that foreclosures of railway mortgages are anything else than the machinery
by which arrangem ents be tween the creditors a nd other pa rties in interest are carried into
effect, and a reorganization of the affairs of the corporation under a new name brought
about.").
104

H ASTINGS L Y O N , C ORPORATE F INANCE : P ART II 230 (1916 ) (“At the
same time that the creditor’s bill making the application for receivership was being
prepared the management was also form a bondho lders’ protective committee.”); Fuller,
supra note __, at 381. A 1930 s commentator on railroad investments explained that the
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own investment bankers had “fairly complete and accurate lists of
bondholders, lists which [gave] them the inside track in soliciting deposits
and proxies.”105 Once constituted, the committees worked to negotiate a
reorganization plan on behalf of the holders who had deposited with that
committee – although often the outlines of a plan had already been created
by the road and its bankers.106 The various committees would agree upon
a reorganization plan, appointing a new, blanket reorganization committee
to effectuate the plan.107
While the focus of this article is on the railroad’s financial
restructuring, receiverships also facilitated operational restructuring,
depo sit process
was accomplished by means of placing the bonds themselves in the
custody of a bank or trust company, usually in New York, designated as
“depository.” The depository handed the bondholder a “certificate of
deposit,” which was virtually a receipt for his bond, under the terms of
a “deposit agreement.” This was an elaborate printed document
delegating practically unlimited authority to the Protective Committee
to deal with the bonds according to its discretion and judgment. In the
case of large bond issues, listed on security exchanges, certificates of
deposit were usually promptly listed for trading.
H A R O LD P ALMER , I NVESTMENT S A LV A G E IN R A IL RO A D R E O R GA N IZ AT IO N S 55 (1938 ).
105

Pau l M. O’Le ary, The Role of Bank ing G roups in C orporate
Reorganizations, 29 AMER . E C O N . R EV . 337, 338 (1939).
106

Arthur S. Dewing, The Procedure of Contemporary Railroad
Reorganization, 9 AMER . E C O N . R EV . 1, 4-5, 25-26 (1919 ).
107

Cravath, Reorganization of Corporations, supra note __, at 171-73. In
some cases it was apparently possible for a receiver to se rve on the co mmittee, a
possibility fraught with obvious conflicts of interests. See Fow ler v. Jarvis-Conklin
Mortg. Co., 63. F. 888, 890 (C.C.S.D.N.Y. 1894) (“Nor is it any ground for removal that
one of the receivers has become a member of a reorganization committee. Several federal
courts have approved of such a practice; and although this court entertains a different
opinion, and will require absolute neutrality on the part of its officers, as between
conflicting plans of reorganization, it will be sufficient if the receiver, now that some
conflict over the plan of reorganization is foreshadowed, promptly resign from
membership of the committee.”).
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within the broader limits imposed by the general rule that the road could
not cease its operations in any significant respect.108 For example, through
the use of receiver certificates – essentially notes issued to cover expenses
incurred during the receivership, which typically had priority over
preexisting debts109 – the receiver could finance the purchase of new
rolling stock and the refurbishment of existing facilities.110 The receiver
also had the ability to assume and reject contracts and leases.111
To implement the reorganization plan, once agreed upon,
the foreclosure sale would recommence and the road’s assets would be
sold to a new legal entity.112 In most cases, however, the purchasing party
was a representative of the reorganization committee, which was allowed
to “credit bid” the face amount of the securities deposited with the
committee.113 Few third-parties, faced with the need to pay cash, could
afford to match the committee’s supply of unpaid bonds.114 Many also
108

See sup ra note __.

109

W allace v. Loomis, 97 U.S. 146, 162-63 (1877); Charles Thomas
Payn e, The General Administration of Equity Receiverships of Corporations, 31 Y ALE
L.J. 685 , 696 -97 (1 922 ). See also Otte v. Manufacturers Hanover Com mercial Corp. (In
re T exlon Corp.), 596 F .2d 1 092 , n.3 (2d Cir. 197 9) ('It has long been the p ractice, both
in equity receiverships and in reorganization proceedings under § 77, former § 77(B ), and
chap ter X, for courts to authorize the issuance of certificates p riming claims that would
otherwise be entitled to prior payment.').
110

2 A RTHUR S. D E W IN G , T HE F INAN CIAL P OLICY OF C O R P O RA T IO N S 134549 (5th ed . 195 3) (discussing the use o f receive r certificates).
111

Ellswo rth E. C lark et al., Adoption and Rejection of Contracts and
Leases b y Rece ivers, 46 H ARV . L. R EV . 1111 (193 3).
112

Dewing, Contemporary Railroad Reorganization, supra note __, at 28-

113

Id. at 29.

29.

114

See, e.g., Sage v. Central R.R., 99 U.S. 334 , 339 (1878 ) ("The amo unt
required is so large usually, that it is beyond the reach of ordinary purchasers . . . the
first-mortgage bondholders are the only party that can become the purchasers, and they
only, be cause they need not pay their bid in cash."); Churchill Ro dgers, Rights and Duties
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suspected collusion among bankers kept outside bidders from obtaining
the needed financing.115
Upon sale, pre-receivership claims would be effectively
discharged – although no formal discharge was possible without statutory
authority – as the claims were against a corporate shell that no longer
owned any assets.
One of the most controversial features of receiverships was
the frequency with which existing shareholders were able to maintain their
position in the reorganized railroad, despite the road’s failure to pay
creditors in full. These shareholders were given this stock in exchange for
payment of an assessment, which helped provide liquidity to the
reorganized road. But the old shareholders typically also received
subordinated notes or preferred stock upon payment of the assessment.
For example, under the St. Louis & San Francisco’s
November 1, 1915 reorganization plan, existing shareholders who paid an
assessment of $500 per share received $500 in junior secured notes and
820 shares of the new common stock.116 Given the parity between the new
debt and the assessment, it appears that the old shareholders – or at least
the ones who could afford the assessment – were retaining equity in the
reorganized firm without paying for it and at the expense of unpaid
creditors, who could have otherwise received the new stock in the
reorganization.
A similar result can be seen in the Pere Marquette
Railroad’s October 30, 1916 reorganization plan, which provided that
preferred and common shareholders could pay an assessment of $97.50

of the Committee in Bondholders' Reorganizations, 42 H ARV . L. R EV . 899, 910-11
(1929).
115

See E. Merrick Dodd, Reorganization Through Bankruptcy: A Remedy
for What? , 48 H ARV . L. R EV . 110 0, 11 00-0 1 (1935 ) (asserting that a the re was a "tacit
understanding among members of the banking fraternity" that the debtor’s reorganization
would be conducted b y "those particular investment bankers through whom the
corporation had been accustomed to conduct its long-term financing").
116

F L OY D W . M U N D Y , E ARNING P OW ER OF R A IL RO A D S 378 -79 (1 919 ).
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(per $1000 of shares owned) and receive a bundle of new preferred and
common stock with a combined par value of $300.117 Likewise, the
Missouri, Kansas & Texas’ 1921 reorganization plan provided that
common shareholders could pay an assessment of $2,500 per 100 shares
($10,000 par value) held and receive $1,400 in secured bonds, $600 in
income bonds, and 100 shares of common stock in the reorganized
railroad.118 The plan contains no indication that the effective price of $5
per share reflected the value of the road, but when the unsecured creditors
objected, the plan was upheld by the Eighth Circuit.119
This aspect of receiverships would particularly irk the
Realists-New Dealers, who saw nothing more than a blatant attempt to
favor well-connected shareholders over smaller bondholders and trade
creditors.120 The participants in receiverships, on the other hand, defended
the practice, alleging that the stockholders’ cash infusion “can be obtained

117

Id. at 293-94.

118

P A Y N E , supra note __, at 239, 249-51 (reprinting the November 1,
1921 reo rganization plan).
119

Kansas City Terminal Ry. Co. v. Central Union Trust Co., 28 F.2d 177,
188 (8 Cir. 1928) (“that the stockholders, in order to obtain any participation, were
compelled to further invest to the extent of . . . 25 per cent . . . of the par value of the
participating stock, we can conclude that there is no doubt as to the fairness of this offer
to the unsecured creditor”).
th

120

Baird and Ra smussen’s contention that retention of old shareholders
“ensured the ongo ing participatio n of the o ld managers” in the reorganized road is
unco nvincing, given their simultaneous acknowledgm ent that managers “did not,
however, o wn anywhere near a majo rity of the shares.” B aird & Rasm ussen, Control
Rights, supra note 1, at 932 & n.29. The re were certainly more direct ways to ensure
continued participation by management, such as retention bonuses, that would not have
conferred a windfall on the large pool of non-managerial shareholders. For a recent
discussion o f retention bonuses, see David A Skeel, Jr. Creditors' Ball: The 'New' New
Corporate Governance in Chapter 11, – U. P A . L. R EV . – (20 04); see also Mechele
Dickerso n, A Behavioral Approach to Analyzing Corporate Failures, 38 W AKE F OREST
L. R EV . 1, __ (2003 ).
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only by a plan which gives the stockholders something of definite value,
over and above what they pay for it.”121
The requirement of paying a substantial assessment in
exchange for continued participation in the railroad’s future may have
been a thinly disguised means of squeezing out smaller stakeholders, who
may have been unable to afford the assessment, especially during an
economic downturn – not unlike the use of reverse stock-splits today. 122
This interpretation finds support in a 1910 Yale Law Journal article, whose
author complained that
in many instances [receivership] proceedings are instituted
solely for the purpose of repudiating unsecured claims or
depriving minority stockholders, and at times all
stockholders, of their interest, for the benefit of a few. A
resort to receiverships has become quite common,
especially when the holders of a large amount of stock of
the corporation are also the holders of the secured
indebtedness. In such cases a reorganization is effected
upon terms most favorable to these large holders by making
heavy assessments on the stock or even bonds, and
excluding all who are unwilling to submit to these terms,
from participation in the reorganization.123
Moreover, at least until the Supreme Court’s Boyd
decision,124 unsecured creditors, of all types, were generally excluded from

121

Swaine, Reorganizations of Corporations, supra note __, at 915.

122

See Albert V. H ouse Jr., Post-Civil War Precedents for Recent
Railroad Reorganization, 25 M ISS . V A LL EY H IST . R EV . 505 , 507 (1939) (“Above all, it
becomes clear that control of the new company has been regarded as the most important
of the stakes of reorganization.”).
123

Jaco b T rieber, The Abuses of Receiverships, 19 Y ALE L.J. 275, 276-77

(1910).
124

Northern Pacific Railway Co. v. Boyd, 228 U.S. 482 (1913). In Boyd,
stockholders had been allowed to p articipa te in the reorganization of the N orthern Pa cific
Railroad upon paying a cash assessment, while certain unsecured creditors were excluded
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the reorganization altogether. Even after Boyd, there is good reason to
doubt that unsecured creditors received markedly better treatment.125 For

from the plan. After the plan succeeded, Boyd, an unsecured creditor, sued the
reorganized railroad on the theory that stockholders had received assets which belonged
to the unsecured creditors. The Co urt held that a transfer by existing stoc khold ers to
themselves could not de feat the claim of a d issenting credito r. Essen tially Boyd is a kind
of fraudulent transfer or successor liability case, although the case is mo st often seen as a
precursor to the development of the absolute priority rule in Case v. Los Angeles Lumber
Pro ds. Co., Ltd., 308 U.S. 106 (1939). See Douglas G. B aird & Tho mas H. Jackson,
supra note 1 ; see also John D. Ayer, Rethinking A bsolute P riority After Ahlers, 87 M ICH .
L. R EV . 963 , 969 -973 (1989); Chau ncey H . Han d & G. C lark Cumm ings, Consensual
Securities Modification, 63 H ARV . L. R EV . 957, 974 -76 (1 950 ); Bruce A. Markell,
Owners, Auctions, and Absolute Priority in Bankruptcy Reorganizations, 44 S TAN . L.
R EV . 69, 8 1 (1991 ); cf. Louisville Trust Co . v. Louisville, Ne w Albany and Chica go R y.
Co., 174 U.S. 674 , 684 (1899) (“[T]he stockho lder's interest in the prope rty is
subo rdinate to the rights of creditors; first of secured and then of unsecured credito rs . . .
any arrangement of the parties by which the subordinate rights and interests of the
stockholders are attempted to be sec ured at the exp ense of the prior rights of either class
of creditors comes within judicial denunciation”). There is some indication that even
after Los Angeles Lumber railroad reo rganizations so metimes deviated from absolute
priority. Walter J. B lum, The "New Directions" For Priority Rights in Bankruptcy
Reorganizations, 67 H ARV . L. R EV . 1367, 1369 (1954) (“In railroad bankruptcy
reorganiza tions the ICC and the Sup reme Court both have talked in terms o f adhering to
abso lute prio rity, but the approved plans contain allocations that give senior security
holders substantially less compensation than called for by absolute priority in the classical
sense.”). The absolute priority rule was formally applicable to the reorganization of
railroads under Bankruptcy Act § 77, as § 77(e) required that the plan of reorganization
be "fair and equitable," the same phrase the Court construed in Los Angeles Lumber as
requiring adherence to absolute prio rity. See No te, The Proposed B ank ruptcy Act:
Changes in the Absolute Priority Rule for Corporate Reorganizations, 87 H ARV . L. R EV .
1786, n.3 (197 4); see also Recent Ca se Note, Order Transferring Railroad
Reorganization from Bankruptcy to Equity Reversed, 103 U. P A . L. R EV . 966, 968
(1955).

125

Cutcheon, An Examination of Devices Employed to Obviate the
Em barrassm ents to Reorganizations C reated b y the Bo yd Ca se, in SOME L EGA L P HASES
OF C ORPORATE F IN A N C IN G , R E O R GA N IZ AT IO N A N D R E G U LA T IO N 35 (1 931 ); Do dd, supra
note _ __, at 110 1, 11 24. See also S KEEL, D EBT 'S D O M IN IO N , supra note 1, at 67-68
(summarizing the response to Boyd, and concluding that “[a]s loudly as reorganization
lawyers com plained about Boyd, the case and their resp onse reinforced the elite bar’s
hegemony over receivership practice.”).
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example, as late as 1934 Henry J. Friendly argued that a plan that gave
shareholders securities with a priority above those given to creditors would
not violate the Boyd decision if “the offer made to the stockholders does
not go beyond what is reasonably necessary to procure [shareholder]
acceptance and the payment of the required funds.”126
Recent scholars have sometimes implied that these sorts of
“freeze out” issues were not appreciable, since unsecured creditors were
protected by various early or priority payment rules.127 To some extent
these rules did help many unsecured trade creditors,128 but modern
scholarship has overstated the reach of these rules.
The payment of certain trade creditors ahead of secured
bondholders was justified by what we would today call implied consent.
As the Supreme Court explained
The business of all railroad companies is done to a greater
or less extent on credit. This credit is longer or shorter, as
the necessities of the case require; and when companies
become pecuniarily embarrassed, it frequently happens that
debts for labor, supplies, equipment, and improvements are
permitted to accumulate, in order that bonded interest may
be paid and a disastrous foreclosure postponed, if not
altogether avoided. In this way the daily and monthly
earnings, which ordinarily should go to pay the daily and
monthly expenses, are kept from those to whom in equity
they belong, and used to pay the mortgage debt. The
income out of which the mortgagee is to be paid is the net
income obtained by deducting from the gross earnings what

126

Henry J. Friendly, Some Comments on the Corporate Reorganizations
Act, 48 H ARV . L. R EV . 39, 76 (1934 ); see also Carl B . Spaeth & Go rdon W . W inks, The
Boyd Case and Section 77, 32 ILL. L. R EV . 769, 770 (1938) (“Prior to enactment of
Section 77 . . . it was to be expected that the lower federal courts would sanction plans
which were inconsistent with the Boyd case.”).
127

Baird & Rasm ussen, Boyd's Legacy, supra note 1, at ___.

128

Byrn e, The Foreclosure of Railroad Mortgages, supra note __, at 119.
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is required for necessary operating and managing expenses,
proper equipment, and useful improvements. Every
railroad mortgagee in accepting his security impliedly
agrees that the current debts made in the ordinary course
of business shall be paid from the current receipts before
he has any claim upon the income.129
Thus the “six month rule” allowed for the priority payment of operating
expenses, defined as claims for wages, supplies, services, and traffic
balances, so long as the claims were not stale.130 This benefit was later
expanded under the “doctrine of necessity” to include those trade creditors
who had enough power to make future operations difficult, even if they did
not strictly fit within the bounds of the original six month rule.131

129

Fosdick v. Schall, 99 U.S. 235, 252 (187 8) (emphasis added).

130

Thom as v. Peoria & R.I. R.R. Co., 36 F. 808, 819 (C.C. N.D. Ill. 1888)
(Ha rlan, J.) (“It would not do to charge the incom e of mortgaged railroad prope rty,
managed by a receiver, or the property itself, with every debt incurred in all its previous
history for labor, supplies, or equipment.”). In fact, the six month period for determining
whether a debt was “current” and thus entitled to priority was not considered absolute,
and courts were instructed to consider each claim o n its merits. Southern Ry. v. Carnegie
Steel C o., 17 6 U .S. 25 7 (1900 ). The present chapter 1 1 inco rporates the six month rule
through a rather vague statutory provision, app licable only to ra ilroad s. 11 U .S.C. §
117 1(b); see also 11 U.S.C. § 10 3(g).
131

Miltenberger v Logansport Ry., 106 US 286 (1882); Benjamin Wham,
Preference in Railroad Receiverships, 23 ILL. L. R EV . 141 , 147 (1928) (“[T]he ‘necessity
of payment’ theory admits to preference claims which do not necessarily possess the
chara cteristics required for p reference . . . so lo ng as the claimant is in position to
dem and paym ent as the price of future labor and m aterials.”); see also In re Boston &
Maine Co rp., 634 F.2d 135 9, 1370 (1st Cir. 1980) (“Miltenb erger is conc erned , not with
the ‘diversion’ precep t of Fosdick, but with the more gene ral autho rity of the receivership
court to accord priority status to pre-receivership claims in order to prevent the stoppage
of a business impressed with the public interest. The case empha sizes the power of the
court to effect payment of pre-receivership claims and the validity of the means it chooses
to effect payment; the analysis is not in terms of the pro perty interest of operating expense
creditors in operating revenues and the limitation of the mortgagee's rights to net income,
but it is in terms of paying those pre-receivership expenses that are brought within the
principle of administrative expenses by their relation to the continuance of the railroad
business.”).
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Excluded from these rules were unsecured claims for goods
and services related to new construction,132 breach of contract,133 personal
injury,134 and other torts,135 including those related to the loss of goods
given to the railroad for shipment.136 Thus there were undoubtedly some
unsecured creditors left unpaid after a receivership, including most
involuntary creditors. Moreover, it’s a doubtful point that only a few
stakeholders had a reorganization plan imposed on them against their will,
especially since receiverships lacked the procedural safeguards built into
present-day chapter 11.
Since there was no formal voting on the reorganization
plan, even among those classes of creditors that were directly addressed in
the plan, dissent or consent to the plan was accomplished by depositing or

132

Robert T . Swaine, Reorganization - The Next Step : A Re ply to M r.
Jam es N. Ro senberg, 22 CO LU M . L. R EV . 121, 129 -30 (1922) (“T he so called ‘six months
rule’ . . . applies only to claims for materials delivered or services rendered in connection
with maintenance and operation. In other words it does not apply to claims on account of
new construction.”) (footnote o mitted); see also Lackaw anna Iron & Co al Co. v. Farm ers’
Loan & Trust Co., 176 U.S. 298 (1900) (holding that supplier of rails for major
improvements was no t ordinary course trade creditor entitled to pro tection of the six
month rule).
133

Central Trust Co. v. Wabash, St. L. & P. R. Co., 32 F. 566, 567 (C.C.

E.D. M o. 1887).
134

Farmers' Loan & T. Co. v. Green Bay, W. & St. P. R. Co., 45 F. 664,
667 (C.C. D. W is. 189 1) (ho lding wrongful death action , based on tort committed within
six months of receivership, was not subject to six month rule).
135

Charles T hom as Pa yne, supra note __, at 691 (“T he argument against
[the tort creditor] is a negative one. He cannot claim any of the grounds for preference
given to supply creditors. The liability to him is not, in theory, an ‘expense of
operation.’”).
136

Easton v. Houston & T . C. R. Co., 38 F. 12 (C.C.D. T ex. 1889).
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withholding securities from the committee.137 Claimants could also
withdraw their previously deposited securities, but were strongly
discouraged from doing so by deposit agreements that assessed
withdrawing claimants for a portion of the committee’s professional
fees.138
Dissents were also ostensibly protected by the court’s
setting an “upset price,” which represented the minimum the road could
sell for at the sale – somewhat like an auction reserve.139 Claimants could
either dissent and demand cash equal to their portion of the upset price, or
could agree to the plan and receive securities in the new railroad that were
inevitably worth substantially more. Indeed, if the securities offered under
the plan were not worth substantially more than the cash upset price, the
number of bondholders demanding their share of the upset price would
lead to the failure of the reorganization, for the simple reason that if the
road could have afforded to pay a large number of its bondholders in cash,
it would not have been in receivership in the first instance.
While upset prices may have initially protected minority
creditors, by 1917 Learned Hand could, with more honesty than most,
proclaim that “any upset price whatsoever is a concession to the known
uselessness of an auction.”140 Commentators tended to agree, arguing that

137

See W illiam O . Douglas, Protective Committees in Railroad
Reorganizations, 47 H ARV . L. R EV . 565, 570 (1 934) (“The large numbe r of depo sitors,
their notorious inertia and failure to resp ond, and the difficulty of reaching them m ake it
necessary to adopt a rather simple rule of thumb to determine whether they have or have
not accepted the plan. The failure to withdraw probably is one of the few satisfactory
rules of thumb available.”) (footnotes omitted).
138

Cf. Werner, Harris & Buck v. Equitable Trust Co., 35 F.2d 513, 514

(10th Cir. 1929).
139

Dewing, Contemporary Railroad Reorganization, supra note __, at 29-

31.
140

Equitable Trust Co. v. Western Pac. Ry., 244 F. 485, 504 (S.D.N.Y.
191 7), aff’d, 250 F. 327 (2d Cir. 1918).

-44-

Draft February 1, 2004 (9:12pm)

low upset prices, solely designed to pressure creditors to agree to the plan,
were the norm.141
The receiverships tended to last for several years –
sometimes many, many years. On the extreme end, the receiverships
could outlast the careers of several receivers. For example, the Pittsburg,
Shawmut & Northern, which operated approximately 200 miles of track,
was taken over by a receiver in August of 1905. The road operated under
receivership until 1946, when the receivership was converted to a section
77 bankruptcy proceeding, leading to the abandonment of the railroad in
1947, more than forty years after it first sought protection from its
creditors.142
Less anecdotally, key statistics regarding the length of the
25 primary receiverships in the present study are set forth in table 3A
below. The length of the receiverships in my sample ranged from slightly
less than two years to more than eight years, with the mean (median)
standing at 3.9 years (3.4 years). This is somewhat longer than the average
duration of “between two and three years” Henry H. Swain reports in his
more comprehensive study of the receiverships of the nineteenth
century.143
Table 3A: Duration of Sample Receiverships (days to discharge of receiver)
Mean

Median

Std. Dev.

n

1422.88

1246.00

837.62

25

141

See Joseph L. W einer, The Conflicting Functions of th e Upset P rice in
a Corporate Reorganization, 27 CO LU M . L. R EV . 132 , 145 (1927). But see Samuel
Spring, Upset Prices in Corporate Reorganization, 32 H ARV . L. R EV . 489, 494 (1919)
(“American courts have gone too far in this solicitude for the interest of the minority. The
fixing of an upset price to protect minority bondholders means the intervention of the
court at the controlling moment of a reorganization with the purpose, or result, of
defeating the control of the majority.”).
142

See In re Pittsburg, S. & N. R. Co., 75 F. Supp . 292 (W .D. Pa. 1947).

143

Henry H. Swain, Economic Aspects of Railroad Receiverships, supra

note ___, at 103.
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Table 3B shows corresponding data from Lynn LoPucki’s Bankruptcy
Research Database,144 which allows for a comparison of receiverships with
the time spent in present-day chapter 11 cases:
Table 3B: Duration of Chapter 11 Cases (days to confirmation of plan)
Mean

Median

Std. Dev.

n

521

432

448

440

On average, receiverships were plainly much lengthier propositions than
reorganization under the current chapter 11.
In many ways this delay was inherent in the function of
receiverships. While much attention was given to the work done on a
reorganized road’s financial structure, it was also understood that a
receivership acted as a safe harbor during an economic downturn.145 A
railroad could await an economic turnaround, free from harassment by
creditors, and emerge from the receivership when improved market
conditions would have the happy effects of improving the plan’s viability
while also allowing the road to avoid the sort of serious reductions in debt
that might be warranted but would be strongly opposed by bondholders,
whose consent was required for confirmation of a plan.146 By the Great
Depression, however, this model of receiverships as a holding pen for
distressed railroads – which was also carried over to the new section 77
144

Available at lopuc ki.lawlib.ucla.edu. LoP ucki's W ebB RD contains data
on all large, public-company reorganization cases filed in the United States Bankruptcy
Courts from October 1, 1980 -- 569 total cases as of June 30, 2002, when my query was
run. Many thanks to Professor LoPucki for making his data available online.
145

Byrn e, The Foreclosure of Railroad Mortgages, supra note __, at 132
(commenting that “[b]ondholders and stockholders alike” may want to postpone a
foreclosure sale, and the end of the receivership, “in o rder to find o ut what the railroad is
capable of under favorable financial conditions”); see also Daggett (1908 ), supra note
___, at 27-28 (“The success of this Baltimore & Ohio reorganization plan was very
largely due to the time at which it was put through. In other words, the reorganization
was completed just when an unparalleled era of prosperity was fairly underway.”).
146

Cf. Manhattan Rubber Mfg. Co. v. Lucey Mfg. Co., 5 F.2d 39, 43 (2d
Cir. 1925) (Ho ugh, J. dissenting) (referring to the parties to a receivership as “sitting
under the chancellor’s ‘umbrella’ and watching the weather outside.”).
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proceedings – meant that many roads would spend a decade or more under
court protection.147
Similarly, while there is little data on the costs of
receiverships during this period,148 the anecdotal evidence that does exist
suggests that the costs were substantial.149 Turning back to the 1915-16
reorganization of the St. Louis & San Francisco, the railroad paid various
attorneys – its own and those of its creditors – slightly more than $900,000
during the reorganization,150 which represents approximately 3.5% of its
pre-receivership assets.151 If typical of other receiverships, and once the
fees of non-legal professionals are included (especially bankers), the direct
costs of receiverships would be substantially greater than those of today’s
large chapter 11 cases, which studies have suggested cost about 2.5% of
pre-bankruptcy assets.152
147

See supra note 6 6 and text.

148

Cf. Jerold B. W arner, Bankruptcy Costs: Some Evidence, 32 J. F IN .
337, 340 (1977) (eleven railroad sample of cases under section 77 between 19 33 and
1955).
149

The House Judiciary Committee stated that one of the benefits of
enacting sectio n 77 would be that the statute would "put a stop to the wh olesale
plundering by reorganization managers, both by way of fees and for commissions
covering new securities.” H.R. Rep. No. 189 7, 72d Co ng., 2d Sess. 5-6 (1933). The
same committee report also noted that "[t]he protracted period of such administration, the
duplication of expense incident to ancillary receiverships, the waste, the opportunity for
manipulation on the part of special groups, are too well known to require comment." Id.
150

S E C U RIT IE S AN D E XCHANGE C O M M IS S IO N , R EPORT ON THE S T U D Y AN D
I NVESTIGATION OF THE W ORK , A CTIVITIES , P E R SO N N E L A N D F UN CTIONS O F P ROTECTIVE
A N D R E O R GA N IZ AT IO N C OMM ITTEES : P ART 1 – S T R AT E GY A N D T E C H N IQ U E S O F
P ROTECTIVE C OMM ITTEES 219 (193 7).
151

F L OY D W . M U N D Y , E ARNING P OW ER OF R A IL RO A D S 442 (1914)
(reporting that, as of June 30, 1913, the railroad had reported assets of more than $25
million, in then-current do llars).
152

Lubben, The Direct Costs of Corporate Reorganization, supra note __,
at __ (finding that direc t costs – professiona l fees – averaged 2.5% of assets if
prep ackaged cases w ere exclude d from the sam ple); see also Lynn M. Lop ucki and
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In short, receiverships were lengthy, and perhaps quite
expensive by modern standards. But were they effective? The next
section tackles that issue head-on.

Joseph W . Doherty, The Determinants of Professional Fees in Large Bankruptcy
Reorganization Cases 1 J. E M PIRICAL L. S T U D . __ (200 4).
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III. An Empirical Analysis of Railroad Reorganization
A.

The Sample

The sample began with 68 large railroads, and the final
sample consists of 53 railroads. The initial railroads in the sample were
those discussed by Stuart Daggett in his classic book on railroad
reorganization in the 1890s153 and his 1918 article in the Quarterly Journal
of Economics on railroad reorganization in the early 1900s,154 but I omitted
the Kansas City, Mexico & Orient, for which data was unavailable.155 I
then added to the sample all railroads covered in Mundy’s Earning Power
of Railroads with more than 500 miles of track in 1900, less the railroads
discussed in the two Daggett sources.156 This produced the initial sample
of 68 railroads, comprised of those railroads that had gone through at least
one receivership between 1890 and 1917 (the “Receivership Group”) –
153

Daggett (1908 ), supra note _ __.

154

Stuart Daggett, Recent Railroad Failures and Reorganizations, 32 Q. J.
Econ. 446 (1918) [hereinafter, Daggett (1918)]. Daggett’s article is limited to railroads
with more than 500 miles of track at the time of their reorganization between 1908 and
1917. In some instances, these railroads had less than 500 miles of track in 1900.
155

Arthur E. Stilwell, prev iously the promoter of the K ansas C ity
Southern, built this railroad in the early 1900s with the intention of reaching the deepwater port of Topolobampo, Mexico, thus creating the shortest rail route from Kansas
City to the Pacific coast. Construction delays, a shortfall of capital, the Mexican
Revolution, and a lack of traffic lead to a receivership in 1912. The Santa Fe acquired the
road in 192 8 and thereafter sold the M exican portion. K eith L. B ryant, Jr., Arthur E.
Stilwell in R AILROADS IN THE A GE OF R E G U LA T IO N , 1900-1980 at 423 (K eith L. B ryant,
Jr. ed. 198 8).
156

Mund y’s was a leading source of financial statistics during this era, and
was one of the sources John M ood y used to crea te his well-known bond rating system.
See Frank Partnoy, The Siskel and Ebert of Financial Markets? Two Thumbs Down for
the Credit Rating Agencies, 77 W ASH . U. L.Q. 619 , n.79 (1999) (“M ood y relied heavily
on reports published in 1906 and 19 07 concerning the railroad industry, including ‘The
Earning Power of Railroad’ by Floyd Mundy and ‘American Railways as Investment’ by
Carl Snyder, each of which contained elabo rate statistics o n the railro ad ind ustry,
including detailed operating and financial data.”).
Floyd W . Mundy was a memb er of Jas.H. Oliphant & Co., a brokerage
firm located in New York and Chicago.
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which initially consisted only of the Daggett railroads – and a control
group of railroads that had not gone through a receivership in this period,
drawn from Mundy’s (the “Control Group”).
To maintain the dichotomy between the two halves of the
sample, one of the railroads drawn from Mundy’s was moved into the
Receivership Group when further research revealed that it had gone
through receiverships in the 1890s, although it was not covered in either of
the Daggett sources.
Fifteen railroads were then removed from the initial sample
because they did not continue to exist as separate entities in 1937, when
my study concludes. Two of these deleted roads, one a Receivership
Group and the other a Control Group railroad, were acquired out of
receiverships by the Baltimore and Ohio. One Control Group railroad
simply lacked complete financial information after 1930. All other deleted
railroads would have been members of Control Group and were acquired
by other Control Group railroads, most often the New York Central or the
Pennsylvania.
Following these adjustments, the Receivership Group is
comprised of 25 railroads which went through one or more receiverships
between 1890 and the end of 1917. The Control Group consists of 28
railroads that did not go through a receivership during that same time
period. Together the entire sample consists of 53 of the largest railroads at
the turn of the twentieth century.
Financial data for all railroads in the sample was taken from
several editions of Mundy’s Earning Power of Railroads. Mundy's is one
of the few continuous sources of data on individual railroads in the early
part of the twentieth century. The Interstate Commerce Commission's
reporting requirements – as well as the Commission's power to enforce
those requirements– were not fully defined until after World War I. 157

157

The original 1887 Act to Regulate Interstate Commerce required
railroads to file an annual report with the ICC . Howe ver, the ICC could no t compel use
of a uniform re porting form at until many years latter. See generally Kumar Sivakumar &
Gre gory W aymire, Enforceable Accoun ting R ules and Inco me Measurement by Ea rly
20th Century Railroads, J. A CCOUNTING R ES . (forthcoming).
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With the qualifications discussed in section B below, I
coded fields for each road’s operating revenues, net income, and fixed
charges158 for all years between between 1900 and 1937 for all railroads,
save 1916 and 1918 through 1920.159 In addition, I coded each railroad’s
track mileage for the years 1900, 1910, 1921, 1930, and 1940.
Information on the length of the primary receiverships for the Receivership
Group,160 and the number of receiverships and bankruptcies all railroads
underwent between 1890 and 1937 were also coded.
To allow for some consideration of the effect of J.P.
Morgan & Co.’s involvement with a railroad, which current scholars have
focused on, I also coded a dummy variable to indicate whether or not the
road was controlled by J.P. Morgan & Co. in the years between 1900 and
1918. Unlike the prior fields, which rely on information available in
Mundy’s, information on J.P. Morgan & Co.’s involvement in a particular
road’s management was taken from a variety of sources, starting initially
with Roy & Bonacich (1988),161 supplemented with the sources indicated
in the note.162
For purposes of this variable, railroads that were controlled
by Morgan-controlled railroads were deemed to be under the control of
Morgan. For example, the Maine Central is considered to be a Morgancontrolled road, because the Boston & Maine held a controlling interest in
158

Defined as interest payments, lease pa yments, and taxes.

159

See infra section B for a discussion of the reasons for om itting these

years.
160

See supra Table 3A. As used in this article, “primary receivership”
refers to the receivership covered by Daggett, even if the ra ilroad had m ultiple
receiverships between 1890 and 1917.
161

Roy & B onacich, supra note _ _, at 37 3.

162

J. Bradfo rd D e Long, Did J. P. Morgan's Men Add Value? An
Econom ist's Perspective on Finan cial Cap italism, in I NSIDE THE B USINESS E NTERPRISE:
H ISTOR ICAL P ERSPECTIVES ON THE U SE OF I N F O RM A T IO N 205 (Pe ter Temin ed. 1991 ), and
Carlos D . Ram irez, Did J.P . Morg an’s M en Ad d Liqu idity? Corp orate Inv estmen t, Cash
Flow , and F inancial Structure a t the Turn o f the Twen tieth Century, 2 J. F IN . 661 (1995).
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the Maine Central, and the New York, New Haven & Hartford (a road
under Morgan’s direct control) controlled the Boston & Maine through its
ownership of the Boston R.R. Holding Company. 163
To the extent data was available, I also coded variables that
reflected the reduction of fixed charges (in percentage terms) resulting
from Receivership Group’s primary receiverships, as well as the ratio of
their fixed charges to gross income (total income less operating and
maintenance expenses) shortly after the receivership. Data for the former
variable was found in Daggett (1908)164 and Daggett (1918).165 Various
editions of Mundy’s provided data for calculation of the latter variable
with respect to the railroads in Dagett (1918), with data for the railroads in
Daggett (1908) coming from that source itself.166 These two variables
were coded for 19 of the 25 railroads in the Receivership Group.
An additional variable captures the real growth – or more
often, decline – in the value of a railroad’s publicly traded shares between
1921 and the first five months of 1935. This data was available for 31 of
the 53 railroads in the sample.

163

See F L OY D W . M U N D Y , E ARNING P OW ER OF R A IL RO A D S 213-14 (19 13);
see also George H. M erriam , New York, New Haven & Hartford Railroad in R A IL RO A D S
IN THE A GE OF R E G U LA T IO N , 1900-1980 at 322 (Keith L. Bryant, Jr. ed. 1988) (“It
controlled the Boston & M aine and the Maine Central and shared control of the Rutland
and the Boston & Albany with the New York Cental. Its trolley empire covered most of
southern New England. This transportation giant was managed for J.P. Morgan by
Charles S. M ellen.”); see also Charles F. Sabel, Comm ent on J. Bradford De Long, Did J.
P. M organ's Men Ad d Va lue? A n Eco nom ist's Perspective on Finan cial Cap italism, in
I NSIDE THE B USINESS E NTERPRISE: H ISTOR ICAL P ERSPECTIVES ON THE U S E O F
I N F O RM A T IO N 242 -43 (P eter T emin ed. 19 91); H E N R Y L EE S TAPLES & A LPHEUS T HOMAS
M A S O N , T HE F ALL OF A R A IL RO A D E MPIRE: B RANDEIS AND THE N E W H A V EN M ERGER
B ATT LE (1947); Richard M . Abrams, Brandeis and the New Haven-Boston & Maine
Merger Revisited, 36 B U S . H IST . R EV . 408 (19 62).
164

Daggett (1908 ), supra note ___, at 357.

165

Daggett (1918 ), supra note ___, at 468.

166

Daggett (1908 ), supra note ___, at 358.
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Finally, for a subset of the railroads, namely those listed on
the New York Stock Exchange, I obtained data on the book value of
common equity from 1926 through 1937. This data comes from Kenneth
R. French’s online data library,167 and contains hand-collected book equity
values from Moody's Transportation Manual published in June of each of
the foregoing years.168 I was able to obtain book value data for 37 of the
53 railroads in the sample, albeit with some missing years.169
Once the data was entered for all 53 railroads in the sample,
all dollar figures were standardized to 1900 dollars170 to allow for interyear comparisons and to avoid the effects of inflation and deflation, which
varied wildly between 1900 and 1937. This standardization was achieved
by multiplying the dollar figures by an inflation factor derived from the
annual average of the Consumer Price Index. For the twelve years before
1913, when the Consumer Price Index came into being, all dollars figures
were adjusted using the annual average of the monthly Index of General
Prices calculated by the Federal Reserve Bank of New York.171
B.

Notes on Methodology

This section details the significant decisions I made with
respect to several key problems that arose during the data collection phase
of the study.

167

Available at mba.tuck.dartmouth.edu/pages/faculty/ken.french/. I am
extremely grateful to Professor French for making his data available online.
168

Cf. James L. Davis, Eugene F. Fama and K enneth R. French.
Characteristics, Covariances and Average Returns: 1929-1997, 55 J. F IN . 389 (2000)
(discussing the data collection).
169

Eighteen of these railroads are from the Receivership Group, and
nineteen are from the Control Group.
170

$1 million in 2002 would translate into $4 1,539 .32 in “190 0 Do llars”
and $1 m illion in 19 00 w ould be wo rth slightly mo re than $24 million today.
171

www.globalfindata.com provided both the Consumer Price Index and
the Index o f General Prices for the relevant years.
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First, no data was coded for 1918, 1919, and 1920.
Following the United States’ entry into World War I, and the resulting
severe gridlock in Eastern and Midwestern rail yards and boxcar shortages
nationwide, the United States Railroad Administration assumed
operational control of the nation's railroads.172 This nationalization lasted
for 26 months through March 1, 1920 – more than a year after the
November 11, 1918 armistice. Since the government attempted to run the
roads as a unified whole, inclusion of this period might distort the overall
picture of the roads between 1900 and 1937.173
The federal government also factors in my decision to
exclude data from 1916 from the sample. From the early days of the
eighteen-hundreds, most railroads operated on a fiscal year than ran from
June of each year. But a few notable railroads, like the New York Central,
operated on a calendar year. Starting in 1916, the Interstate Commerce
Commission ordered all roads to adopt the calendar year as their fiscal
year.
Thus, in this sample, data for years before 1917 typically
corresponds to the calendar year that begins on June of the stated year and
extends until the end of May the next calendar year. No data was coded
for 1916, as Mundy’s reports most railroads statistics for 1915-16, which I
code as 1915 data, and then reports statistics for 1917. The few railroads
that have reported data for 1916 – those who were already on a calendar
year cycle – would again tend to distort the overall picture of the 53 roads
in the sample.
Even after omitting these years, several railroads were
missing data for specific years or specific financial measures. This
172

See David M . Ken nedy, O VER H ERE : T HE F IRST W O R LD W A R A ND
A M E R IC A N S OCIETY 252 -58 (1 980 ); see also W illaim R. Doezem a, United States
Railroad Administration in R AILROADS IN THE A GE OF R E G U LA T IO N , 1900-1980 at 447-48
(Keith L. Bryant, Jr. ed. 1988); G EORGE H. D RURY , G U ID E TO N O R T H A M E R IC A N S TEAM
L OCOM OTIVES: H IS T O RY A N D D EVELOPM ENT O F S T EA M P OWER S INCE 1900 at 405-08
(1993).
173

See generally Robert D . Cuff, United States Mobilization and Railroad
Transportation: Lessons in Coordination and Control, 1917-1945, 53 J. M IL. H IST . 33
(1989).
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problem was most acute in the pre-World War I years, especially for
railroads that were in receivership. Arguably these missing figures could
bias the study in opposite directions: on the one hand, by excluding data
from some of the leanest years for the Receivership Group roads, the prewar picture of these roads might seem better than it actually was (in a
relative sense). On the other hand, since I rely on average figures for most
of the regressions I run in the remainder of the article, the omission of
some years from the Receivership Group could tend to overweight the
remaining years, which would present a very stark picture if those
remaining years were the ones leading up to the primary receivership. In
the end, the reader probably should just keep in mind that the pre-war
numbers in the sample are somewhat less reliable than the figures from the
1920s and 30s.
In addition, about half of the fixed charges figures in the
sample had to be estimated, using one of two approaches. First, each
volume of Mundy’s reports the dollar figures for net income and operating
revenues, as well as a variety of percentages – such as net income as a
percentage of total income and fixed charges as a percentage of total
income – for each road for each of the several preceding years. Thus, for
those years for which I was unable to obtain a volume, it was possible to
use a subsequent year’s volume to obtain the actual dollar amounts for
operating revenues and net income, and calculate fixed charges from the
other figures. Use of this method inevitably introduces slight errors into
the data – primarily as a result of rounding of the percentage figures in
Mundy’s – but my tests on years in which I had complete data suggest that
these errors are typically less than one percent of the total dollar amount
involved.
But in years in which a railroad had a net operating loss,
Mundy’s does not report net income as a percentage of total income –
instead simply reporting an unspecified “deficit.” For these years it was
necessary to estimate fixed charges by multiplying Mundy’s figures for
fixed charges as a percentage of total revenues against the road’s
operating revenues. For those railroads with substantial income from nonoperational sources, this approach likely introduced more significant errors
into the data, perhaps as high as five percent of the total dollar amount
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involved.174 For a more typical railroad, with operations as its primary
source of income, the errors are modest, comparable to those seen from the
algebraic method discussed above. The need to use this second method of
estimation was most acute for the 1930s, for which volumes of Mundy’s
are hard to come by and when many roads operated at a loss.
Finally, railroad bankruptcies or receiverships that
commenced after 1937, or concluded before 1890, are not considered for
purposes of this article. For example, both the Pennsylvania and New
York Central Railroads are considered to have had no bankruptcies or
other reorganizations – despite their spectacular failure (as the combined
Penn Central Railroad) in 1970.175
On the other hand, a bankruptcy or receivership that was
ongoing at any point between January 1, 1890 and January 1, 1938 is
counted for purposes of this sample. For example, the International and
Great Northern’s receivership that lasted from 1889 until 1892, as well as
its section 77 bankruptcy proceeding that stretched from 1933 until 1956,
are each counted in this study, even though both proceedings extend
beyond the start or finish of my sample.
In some cases these limitations on what “counts” as a
bankruptcy or receivership have seemingly odd results. The Erie Railroad
went through at least four receiverships or bankruptcies between its
formation and 1950, but only one of those fell between 1890 and 1937 –
174

The following table illustrates the differences in the two estimation
approaches as applied to the Baltimore & O hio’s 1928 financial information:
Actual

Fixed Charges
Error

Estimate: First Approach
(Algebraic)

Estimate: Second Approach (Operating vs.
Total Income)

$42,924,155.00

$43,404,778.44

$41,680,087.86

n/a

$480,623.44

($1,244,067.14)

175

In re P enn C ent. T ransp . Co., 384 F . Supp. 89 5, 90 3 (Regional Rail
Reo rg. Ct. 1974 ). See generally S TAFF OF H OUSE C O M M . O N B A N K IN G A N D C URRENCY ,
92 D C O N G ., T HE P E N N C EN TRA L F AILURE AND THE R OLE OF F INAN CIAL I N S T IT U TIO N S
(Comm. Print 1972); J. D A U G H EN & P. B INZEN , T HE W RECK OF THE P E N N C EN TRA L (2d
ed. 1999).
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and one not included was commenced on January 1, 1938. But the ever
changing nature of the railroad industry, particularly after 1950, would
make any attempt to count all failures equally problematic, mudding the
results with the changing fortunes of railroads in the larger economy. For
example, practically every Northeastern railroad in the sample was in
bankruptcy in the 1970s,176 while these same railroads were among the
strongest between 1900 and 1945. In short, drawing lines around certain
dates is inevitably arbitrary, but also inevitable in order to complete the
study.
C.

Descriptive Statistics

Table 4A sets forth some basic descriptive statistics with
respect to the overall sample.

176

Cf. Regional Rail Reorganization Act of 1973, Pub. L. No. 93-236, 87

Stat. 1010 (1974).
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Table 4A: Characteristics of Sample Railroads
Mean

Median

Max.

Min.

Std. Dev.

n

Miles of Track
1900

2,612.02

1,673.00

8,655.00

146.00a

2,246.33

50

1910

3,287.33

2,229.00

10,350.00

457.00b

2,783.07

51

1921

3,669.29

2,241.50

11,678.00

512.00

3,170.52

52

1930

4,031.96

2,240.00

13,832.00

512.00

3,703.92

53

1940

3,913.75

2,113.00

13,413.00

507.00

3,603.57

53

1900

23,710,308.52

15,594,262.50

88,539,827.00

2,324,274.00

20,101,425.69

48

1917

35,311,956.93

25,419,466.87

149,601,287.46

2,336,072.82

32,955,121.45

53

1921

35,452,756.64

25,861,169.25

205,250,910.50

1,313,816.53

36,599,188.96

53

1929

44,682,907.07

31,239,235.69

297,355,054.39

2,055,688.07

50,588,735.29

53

1937

36,631,183.60

23,944,533.16

236,640,611.50

1,896,228.62

43,841,858.30

53

1900

4,073,250.13

2,398,124.00

16,771,499.00

146,950.00

4,239,912.43

47

1917

5,730,858.01

2,271,615.37

28,812,275.42

(244,777.64)

7,131,244.83

53

1921

1,849,103.00

831,641.22

13,765,031.66

(6,289,409.23)

3,954,355.55

53

1929

6,605,886.80

3,401,128.33

44,155,976.73

(98,431.20)

8,890,690.28

53

1937

896,000.87

(160,598.08)

17,938,752.46

(7,687,321.11)

4,643,940.75

53

1926

68.55

45.47

251.00

8.75

64.92

34

1929

80.85

50.88

328.68

9.82

81.18

36

1933

109.40

58.75

502.89

11.45

119.15

36

1937

84.50

33.84

436.63

(3.11)

105.87

36

Operating Income

Net Income

Book Value of
Common Equity
(millions of dollars)

Notes:
All dollar figures have been standardized to 1900 dollars, as described in the text. Sources are as described in the text.
a

Reflects the Norfolk & Southern R.R., a Receivership Group railroad. Merged with the Virginia & Carolina Coast R.R. in 1906
and thus had more than 500 miles of track by the time covered in Daggett (1918) .

b

Wheeling & Lake Erie R.R., which Daggett reported as having 504 miles of track when it was taken over by a receiver in 1908.
Mundy’s reports only 442 miles for this road as of June, 1908, although Mundy’s lists the road at 512 miles after WWI.

-58-

Draft February 1, 2004 (9:12pm)

This table provides further evidence that the years between the wars were
unkind to the Nation’s railroads. Several factors are at work here,
including the pervasive government regulation of railroads following the
passage of the Transportation Act of 1920,177 and the failure of the roads to
adapt to a changing economic environment where railroads were no longer
the sole competitor for investor dollars and the automobile and, to a lesser
extent, the airplane, increasingly threatened railroads’ dominance of the
transportation network.
On a more positive note, it bears noting the tremendous size
of these railroads. The average operating income of over $26 million in
1900 translates to more than $645 million in 2002. The largest of the
railroads in the sample in 1900 in terms of operating income – the
Pennsylvania Railroad – earned more than $2 billion in today’s dollars.
But as the standard deviation numbers show, there is a great
deal of variation in the sample. Accordingly, Table 4B shows some of the
same descriptive statistics, broken down by the two groups in the sample,
to allow for comparison:

177

Ch. 91, 41 Stat. 456. The T ransportation Act of 1920 granted the
Interstate Commerce Commission the power to set minimum rates, to adjust the rates of
one carrier for the purpose of protecting the profits of another, and to require any railroad
earning more than six percent on investment to relinquish one-half of that "excess" to the
com mission for red istribution to less profitable carriers. See generally, Aitchiso n, supra
note ___, at 357-364.
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Table 4B: Characteristics of Sample Railroads, By Group
M ean

M edian

n

Receivership Group (1890-1917 Receiverships)

M ean

M edian

n

Control Group (No Pre-WWI Receiverships)

M iles of Track
1900

2,739.95

2,206.50

22

2,511.50

1,552.00

28

1910

3,398.70

2,265.00

23

3,195.86

2,028.50

28

1921

3,612.42

2,280.50

24

3,718.04

2,106.00

28

1930

3,706.00

2,206.50

25

4,323.00

2,154.50

28

1940

3,652.96

2,113.00

25

4,146.61

2,075.00

28

1900

22,650,286.80

21,459,580.00

20

24,467,466.89

14,673,593.50

28

1910

30,521,273.58

23,782,060.86

23

34,402,016.55

25,547,881.47

28

1917

30,713,704.64

23,735,074.69

25

39,417,539.34

28,566,826.58

28

1921

29,944,911.63

24,300,461.16

25

40,370,475.39

29,065,805.84

28

1929

36,510,782.96

25,328,386.60

25

51,979,446.46

31,380,608.09

28

1937

28,703,597.42

22,209,509.36

25

43,709,385.54

25,066,549.96

28

1900

3,685,941.95

1,801,220.50

20

4,360,145.07

2,560,831.00

28

1910

4,278,723.46

1,221,892.19

23

6,734,895.61

4,965,183.46

28

1917

4,615,606.27

1,157,192.83

25

6,726,618.49

3,450,961.30

28

1921

1,822,972.81

829,140.09

25

1,872,433.53

1,021,998.56

28

1929

5,066,731.61

3,248,573.69

25

7,980,132.50

4,296,803.47

28

25

1,718,113.48

264,157.20

28

O p er at in g I nc om e

N e t I nc om e

1937

(24,765.25)

(231,555.47)

Book V alue of
Com mo n Eq uity
(millions of
dollars)
1926

62.32

36.42

16

74.08

55.48

18

1929

70.93

38.08

17

89.72

68.26

19

1933

91.64

40.74

17

125.29

84.58

19

1937

69.66

26.33

18

99.34

67.54

18

Notes:
All dollar figures have been standa rdized to 190 0 do llars, as de scribed in the text. So urces a re as d escribe d in the text.
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If size is measured by track miles operated, Table 4B shows
that the two subparts of my sample are roughly comparable. On the other
hand, the financial numbers show a mixed picture by 1921 – in terms of
net income the two groups are comparable, but by other measures the
Control Group is somewhat larger. And by 1937 the Control Group has
clearly passed the Receivership Group by all measures. The Control
Group’s operating income, while down from the highs of the late 1920s, is
still above its 1921 levels. Average net income in 1937 fell below 1921
for the Control Group, but only slightly. And the Control Group is still
well in the black in terms of book value of equity.
Conversely, the Receivership Group fell to an average net
loss of slightly more than $24,500 and its average operating income in
1937 also dipped below 1921 levels. The significant difference between
the mean and median book value figures also suggests that the average is
hiding a good deal of distress. Indeed, the average (median) change
between 1926 and 1937 book values for the Receivership Group was
$14.26 million ($4.94 million), while the corresponding numbers for the
Control group were $30.36 million and $11.41 million, respectively.
D.

The Effectiveness of Receiverships – A First Look

Contemporary literature often noted that railroad
receiverships achieved a large reduction in a road’s fixed charges, which
was thought to vitally improve a road’s health.178 As shown in Table 5A,
the data generally bears out this intuitive sense, showing that fixed charges
were reduced, on average, by more than 25% in the 19 primary
receiverships for which this data was available.179
Table 5A: Reduction in Fixed Charges (percentage reduced)
Mean

Median

Std. Dev.

n

25.39%

31.16%

-52.44%

19

178

See, e.g., Arthur S. Dewing, The Purposes Achieved by Railroad
Reorganization, 9 AMER . E C O N . R EV . 277, 279-80 (19 19).
179

The odd stand ard d eviation results fro m one railroad that actually
increased its fixed charges by m ore tha n 170% in its receivership as part of a de al to
absorb another railroad – resulting in increased fixed charges but a larger railroad.
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As shown in Table 5B, however, fixed charges continued to
consume a very large part of the reorganized railroads’ gross income (total
income less operating and maintenance expenses), leaving little margin for
increased maintenance or even slight downturns in operating income.
Table 5B: Fixed Charges as Percentage of Post-Receivership Gross Income
Mean

Median

Std. Dev.

n

69.96%

71.24%

15.28%

19

This is one initial indication that receiverships were not designed to
provide railroads with optimal capital structures, but rather with typical
capital structures such as might be found in a non-bankrupt railroad.
This suggestion is further born out by consideration of
Table 5C, which shows that, during the inter-war years, the Receivership
Group’s average fixed charges as a percentage of total income were
virtually indistinguishable from those of the Control Group – despite the
reduction worked by the primary receiverships.
Table 5C: Average Fixed Charges as Percentage of Inter-War Total Income
Mean

Median

Std. Dev.

n

Entire Sample

23.00%

23.00%

5.00%

53

Receivership Group (1890-1917 Receiverships)

23.00%

23.00%

5.00%

25

Control Group (No Pre-WWI Receiverships)

23.00%

22.00%

5.00%

28

Roads that went through a receivership were not exploring new capital
structures in their receiverships. Instead, they were returning to the norm –
which meant relatively high debt levels – even though the norm might
have been inappropriate for railroads who suffered under poor operating
locations or intense local competition.
And, upon further examination, the figures in Table 4B,
supra, reveal some hints that all was not well with the roads in the
Receivership Group. This is made clear by Table 5D, which shows the
change in the railroads' financial health, as measured by operating and net
income, for the years between the wars.
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Table 5D: Change in Railroads' Inter-War Financial Condition, By Group
Mean

Median

n

Receivership Group (1890-1917 Receiverships)

Mean

Median

n

Control Group (No Pre-WWI Receiverships)

Change in Operating Income

(1,241,314.21)

(355,928.00)

25

3,338,910.15

(1,501,579.59)

28

Change in Net Income

(1,847,738.06)

(1,330,568.83)

25

(154,320.05)

(871,026.09)

28

Notes:
All dollar figures have been standardized to 1900 dollars, as described in the text. Sources are as described in the text.
“Change” is the difference between the indicated figure in 1937 and 1921.

To be sure, some railroads in the Receivership Group
experienced substantial success after their receivership. This is best seen
in the ShrPrChg(IntW/Real) variable, which captures the 1935 share price
as a percentage of the 1921 share price, in both cases as standardized to
remove the effects of inflation and deflation. Three out of the twelve
railroads in the Receivership Group for which this data was available saw
real growth in their share prices during this period, as compared to only
one railroad out of nineteen in the Control Group. But two out of these
three railroads in the Receivership Group with real growth in share prices
had already been through multiple receiverships before World War I, and
the other, the Union Pacific, was arguably anomalous, since its trip into
receivership in the 1890s was rather plainly the result of management’s
infamous self-dealing as opposed to real operational or financial problems.
E.

The Effectiveness of Receiverships – Regression Analysis

To examine the effectiveness of railroad receiverships
further, I next turn to some basic regression models. To facilitate this
analysis, I created a new dummy variable (MultiBankr1921) which is
coded “1" if a railroad went through a bankruptcy or receivership between
1921 and the end of 1937,180 and is otherwise coded as “0.”

180

Remember that, starting in the 1930s, railroads had the choice of either
reorganizing under a traditional receivership or by way of a bankruptcy proceeding under
section 77 o f the Bankruptcy Act. See Guaranty Trust Co. of N.Y. v. Seaboard A ir Line
Ry. Co., 53 F. Supp . 672 (E .D. Va . 1943 ) (“Before the passage o f the Act of Con gress
providing for railroad reorganization as a part of the bankruptcy law the only juridical
mod e of railro ad reorganization was in equity. Sinc e then it may be thought that equity
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By using this dummy variable I start the two Groups from a
position of equality and measure their inter-war performance without
regard to their prior financial condition. If receiverships were effective at
resolving a railroad’s financial problems, we would expect that the
Receivership Group roads should encounter financial distress as often (or
even less often) than the railroads in the Control Group.
I then regressed more than 45 other variables onto
MultiBankr1921 to determine if they showed signs of explaining a road’s
tendency to undergo multiple bankruptcies, including the basic dummy
variable that indicates whether or not a road was in the Control or
Receivership Groups. Because of the problems associated with
performing OLS regressions with a binary dependent variable,181 I used a
logistic regression model to estimate the factors which influence the result
in MultiBankr1921.182 Table 6 shows the more interesting results of this
analysis.183

for such a purpose is outm ode d but not outlawed .”). But see New England C oal & Coke
Co. v. Rutland R. Co., 143 F.2d 179, 184-85 (2d Cir. 1944) (Frank, J.) (“In place of the
shoddy, leaky, chancellor's umbrella supplied at the instance of an unsecured creditor and
upon the debtor's consent, Congress had supplied the well-built shelter of the Bankruptcy
Act. Con sequ ently the receiver here was 'irregularly app ointed ' . . . once the judge's
attention was directed , in any way, to that irreg ularity, he should have taken step s to
correct it. Th e filing of the § 77 petition illuminated the b asic flaw in the equity
proceeding (resulting from its illegitimate inception) and offered an obvious simple means
of eradicating it.”). See also supra Part III, section B.
181

F R E D C. P AMPEL , L OGISTIC R E G RE S SIO N : A P RIMER 1-14 (2000 ).

182

Logistic regression p redicts the pro bab ility that the dependent variable
event will occur (i.e., a response of “1") given the independent variables. In standard
logistic regressio n, the predicted values of the dependent variable can range from 0 to 1.
The coefficients for the predictor variables measure the change in the probability of the
occurren ce of the dep endent variab le event in log units.
183

A W ordPerfect file, con taining the output from each run pe rformed in
connection with T able 6 , is availab le from the author up on request. The table shows all
regressions with results that were statistically significant (p < .10).
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Table 6: Bivariate Logistic Regression Analysis
Independent Variables
1

Group (Receivership = 1; Control = 0)

2

Coeff

StdErr

p-value

LRP2 [df=1]

p-value

1.0186

0.5922

p < .10

3.0616

p < .10

Morgan Control (Yes = 1)

-0.5842

0.6716

n.s.

0.7900

n.s.

3

Fixed Charges Change (1937 less 1921)

-0.0000

0.0000

p < .10

5.1211

p < .05

4

Standardized Fixed Charges Change (1937 less 1921)

-0.0008

0.0005

p < .10

3.4993

p < .10

5

Average Op. Income (1900 to 1937)

-0.0000

0.0000

p < .10

4.9698

p < .05

6

Average Net Income (1900 to 1937)

-0.0000

0.0000

p < .01

16.2551

p < .01

7

Average of Net Income as % Op. Income (1900 to 1937)

32.8346

11.0216

p < .01

12.4959

p < .01

8

Average of Fixed Charges as % Op. Income (1900 to 1937)

14.1099

4.8701

p < .01

11.3660

p < .01

9

Average Standardized Op. Income (1900 to 1937)

-0.0001

0.0001

p < .05

6.1320

p < .05

10

Average Standardized Net Income (1900 to 1937)

-0.0039

0.0012

p < .01

26.5959

p < .01

11

Average Standardized Fixed Charges/Average Standardized Op. Income (1900 to 1937)

12.8547

4.6073

p < .01

10.0390

p < .01

12

Average Op. Income (1900 to 1917)

-0.0000

0.0000

p < .10

4.1808

p < .05

13

Average Net Income (1900 to 1917)

-0.0000

0.0000

p < .05

8.805

p < .01

14

Average of Fixed Charges as % Total Income (1900 to 1917)

19.4218

7.8304

p < .05

7.7041

p < .01

15

Average of Net Income as % Op. Income (1900 to 1917)

-11.3380

4.1139

p < .01

10.3694

p < .01

16

Average of Fixed Charges as % Op. Income (1900 to 1917)

14.2720

6.6550

p < .05

5.3938

p < .05

17

Average Standardized Op. Income (1900 to 1917)

-0.0001

0.0001

p < .10

4.4258

p < .05

18

Average Standardized Net Income (1900 to 1917)

-0.0011

0.0005

p < .05

10.7201

p < .01

19

Average Standardized Fixed Charges/Average Standardized Op. Income (1900 to 1917)

17.3547

7.0515

p < .05

7.4989

p < .01

20

Average Op. Income (1921 to 1937)

-0.0000

0.0000

p < .10

5.4271

p < .05

21

Average Net Income (1921 to 1937)

-0.0000

0.0000

p < .01

35.8654

p < .01

22

Average of Fixed Charges as % Total Income (1921 to 1937)

19.7462

7.9615

p < .05

8.0478

p < .01

23

Average of Net Income as % Op. Income (1921 to 1937)

-39.7486

11.0729

p < .01

32.0177

p < .01

24

Average of Fixed Charges as % Op. Income (1921 to 1937)

7.0110

2.6806

p < .01

9.0217

p < .01

25

Average Standardized Op. Income (1921 to 1937)

-0.0001

0.0001

p < .05

7.2023

p < .01

26

Average Standardized Net Income (1921 to 1937)

-0.0063

0.0017

p < .01

40.3128

p < .01

27

Average Standardized Fixed Charges/Average Standardized Op. Income (1900 to 1917)

5.7649

2.4981

p < .05

6.6207

p < .05

Notes:
Dependent variable is MultiBankr1921, which is described in the text. 34 cases (64.15%) have Y=0; 19 cases have Y=1.
Standardized variables were created by dividing the indicated financial figure by each road’s 1940 track mileage.
n = 53
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From regression 1 we see that the probability of undergoing a receivership
or bankruptcy for a particular railroad is related (LRP2 p = 0.0802) to
whether or not a railroad went through a prior receivership. Specifically,
from the coefficient we can calculate that a pre-World War I receivership
(i.e., membership in the Receivership Group) increases the odds of a
receivership or bankruptcy in the inter-war period by a factor of 2.7692.184
This means that railroads in the Receivership Group are more than two and
a half times more likely to undergo one or more receiverships or
bankruptcies in the inter-war years as the Control Group railroads.
In short, a railroad was more likely to undergo an additional
bankruptcy or receivership if it already went through a receivership. This
result throws into question the efficacy of the receiverships that occurred
between 1890 and America’s entry into World War I.
To be sure, relationship does not prove causation, and we
can not conclude that having gone through one receivership causes a
railroad to go through more receiverships. The frequent need for
reorganization of the Receivership Group railroads may reflect the poor
economic conditions of the regions where these roads were located or,
conversely, the strong economic conditions and resulting competition
among railroads.
But the data does suggest that receiverships were not
effective at addressing a railroad’s financial problems on the first try.
Given the apparently significant direct costs associated with a
receivership185 – and the presumably large indirect costs associated with
the extended duration of these proceedings186 – it is unlikely that repeated
receiverships could be socially optimal.
Additionally, the refiling rate (i.e., railroads with a positive
response in MultiBankr1921) for the Receivership Group railroads is an
astounding 12 out of 25 – or almost 50%. Large, present-day chapter 11

184

exp (slope) = e 1.0186 = 2.7692.

185

See supra note _ _ and text.

186

See Tables 3A and 3B.
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cases have a refiling rate of 17%,187 and only 7 out of 28 railroads in the
Control Group (i.e., 25%) sought protection from creditors during the
inter-war period. Thus, the average railroad that reorganized under a
receivership subsequently failed at a rate more than twice as high as
railroads that had never gone through a receivership and almost three times
as high as former chapter 11 debtors.
Many of the other significant results in Table 6 are self
evident – for example, measures of a railroad’s inter-war profitability
(regressions 23, 25 and 26) or profitability over the full term of the sample
(regressions 5, 6, and 10) are strongly predictively of whether or not a
railroad will undergo a receivership or bankruptcy in the inter-war period.
But regressions 13, 15 and 18 are troublesome, inasmuch as they suggest
that a railroad’s profitability before World War I is predictive of whether
or not it will experience financial distress after World War I. In a sample
where almost half of the railroads went through one or more receiverships
before the War, pre-War profitability arguably should have little bearing
on post-War bankruptcies. This may also provide an indication that
receiverships were not effectively addressing the railroads’ financial
problems.
Table 6 also reveals that fixed charge figures, especially
those that relate fixed charges to the size of the road, are also good
predictors of a railroad’s future need for bankruptcy or receivership.188
Again, this has a good deal of intuitive appeal – the greater the fixed
burden on a road, the more significant even a small economic downturn
becomes. But the fixed charge regressions for the pre-War period, such as
regressions 14 and 16, again show some ability to predict post-War
financial distress, whereas the prior receiverships in the sample would
suggest that pre-War measures should be of little import.

187

Lynn M . LoP ucki and Sara D. Kalin, The Failure of Public Company
Bankruptcies in Delaware and New York: Empirical Evidence of a "Race to the Bottom”,
54 V A N D L. R EV . 231, 249 tbl. 4 (2001) (reporting that the refiling rate is 10% when
Delaware and the S.D.N.Y . are excluded from the sample).
188

For example, regressions 3, 8, 14, 16, 22, and 24.
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Interestingly, J.P. Morgan & Co.’s earlier involvement with
a road has a negligible effect on the probability of multiple bankruptcies or
receiverships. While Morgan’s involvement may have been optimal in
good times – at least for investors, although some of these gains were
apparently simple wealth transfers resulting from monopolization189 – it
appears that the firm’s involvement did little to forestall a railroad’s future
financial distress, perhaps because the benefits of Morgan’s involvement
with a road were unlikely to last once Morgan was forced to step back
after the passage of the Clayton Antitrust Act in 1914.190

189

Miguel Cantillo Simon, The Rise and Fall of Bank Control in the
United States: 1890-1939, 88 AMER . E C O N . R EV . 1077, 1087 (finding that a large part of
the gains to investors that came from Morgan’s involvement represented gains from
cartels that Morgan coo rdinated).
190

See Caro sso , supra note _ _, at 17 9-80 . See also H E N R Y R. S EAGER &
C HARLES A. G ULICK , J R ., T R U S T A N D C O R P O RA T IO N P R O BLE M S 420-21 (19 29) (Noting
that the Clayton Act’s “most important limitation affecting industrial combinations was
that, beginning two years from the date of the approval of the act, no person could at the
same time be a director in any two or more industrial corporations”).
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IV. Implications for Modern Bankruptcy Theory
The foregoing data plainly cautions against an unconsidered
embrace of railroad receiverships as a font of ideas for the improvement of
corporate or sovereign reorganization. Admittedly, it does not show that
receiverships caused yet more receiverships. The roads that went through
receiverships may have been weak roads, with little chance for success.
Other functional problems may have plagued them. But the data does
suggest that receiverships were not effective at addressing a railroad’s
financial problems, whatever they may have been.
Modern scholarship tends to equate receiverships with
chapter 11, or its New Deal statutory predecessors – and then to wonder
why the New Dealers felt the need to provide a statutory alternative to
something that already provided a consensual means of dealing with
corporate distress. But, as the data presented here reminds us,
receiverships were only viable if the debtor and its creditors could agree on
a plan that would result in a sale of the railroad.191 Financially troubled
railroads were almost entirely dependent on creditor goodwill to make the
receivership process work. If too many bondholders opted to take the
upset price, and exit the railroad, the process would fail. And there was no
way to compel bondholders to participate.
Thus, the debtor-railroad was limited to proposing a plan
that reflected the management’s (presumed) desire to revamp the railroad’s
financial structure while also providing for the smallest possible

191

In this way, railroad receiverships were not a true example of
contractualism in place of formal bankruptcy, since the bargaining took place ex post,
rather than ex an te as mo st mod ern day scho lars advocate. See, e.g., Alan S chwartz, A
Contract Theory Approach to Business Bankruptcy, 107 Y ALE L.J. 1807 (1 998). Recent
reviews of the co ntractualist literature include Susa n Block-L ieb, The Logic and Limits of
Contract Bankruptcy, 2001 U. I LL. L. R EV . 503 and S tephe n J. Lubbe n, Som e Rea lism
Abo ut Reo rganization: Explaining the Fa ilure of Cha pter 11 T heory, 106 D ICK . L. R EV .
267 (2001).
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abrogation of the bondholders’ claims.192 Such a tradeoff was bound to
produce less “reorganization” than might be objectively optimal.
It might be tempting to point to the railroads’ inability to
liquidate as the reason for the repeated need for reorganization. In some,
probably small, subset of cases, this was undoubtedly true. Some railroads
simply offered service on routes that were already well-served by other,
more efficient carriers.
But recall that receiverships did not seek to give railroads
optimal capital structures, but rather typical capital structures – essentially,
receiverships were about returning wayward railroads to the financial
mean.193 Somewhere between the typical capital structure and complete
liquidation many roads might have found a workable solution to their
financial distress. For example, roads in underdeveloped areas of the
country probably should have been capitalized with something close to an
“equity only” structure, an option no road seems to have taken in its
receivership. Again, the need to reach consensus with the railroad’s
bondholders probably precluded this sort of restructuring, especially since
“it was not uncommon that the men who owned largely of the mortgage
bonds also held largely of the shares.”194
Even beyond the data presented herein, the tendency to
equate receiverships with chapter 11 also lends itself to a stylized version
of history that accentuates the triumphs of investment bankers and

192

See W .Z. Rip ley, Railroad Over-Capitalization, 28 Q.J. E C O N . 601,
625 (1914) (noting that the need to gain bondholders’ consent to a plan often resulted in
the overly generous distribution of new securities, leading to future problems).
193

See supra Table 5C and text.

194

De Fore st Billyou , Priority Rights of Security Holders in Bankruptcy
Reorganization: New Directions, 67 H ARV . L. R EV . 553, 556 (1954) (quoting Adrian H.
Joline, a leading reorganization lawyer, in a speech from 190 0). Two decad es ago Ma rk
Roe made a similar argume nt with resp ect to chapter 11 , asserting that the desire to
terminate a chapter 11 case would lead senior creditors to agree to suboptimal capital
structure s. Mark J. R oe, Bankru ptcy a nd D ebt: A New Mo del for Corporate
Reorganization, 83 CO LU M . L. R EV . 527, 543-44 (19 83). Roe’s article was the first salvo
in an onslaught against chap ter 11 that I critique in Lub ben, Som e Rea lism, supra note __.
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corporate lawyers – negotiating a private solution among sophisticated
bondholders – while placing the blame for the loss of this golden age
squarely on hapless and misinformed New Dealers, in particular William
O. Douglas and Jerome Frank.195
But the Realists were not “misled” into believing that
receiverships were nothing more than traditional mortgage foreclosures.
They readily understood that the form of a foreclosure sale was being used
to achieve something more,196 but they believed that too often the result
achieved was inequitable and the product of self-dealing.197 For this
reason, many of the Realists would ultimately lead the charge against
receiverships when they gained power through the New Deal.
Similarly, while the use of Douglas and Frank as a foil is
deft, the focus on the New Deal misses the significant degree of
dissatisfaction with railroad receiverships that existed long before Douglas
even received his law degree.198 Also missing is any mention of the use of

195

See supra note 11.

196

T H U R M A N W . A RN OLD , T HE F OLKLORE OF C A PIT ALIS M 235-39 (1937)
(com paring a receivership to "a Chinese p lay, in that it was endless, and very highly
stylized," but acknow ledging that "[b]ehind the scenes a different game went on . . . in
which different conflicting interests traded and negotiated for strategic position within the
enterprise, much as rival military cliques might struggle for the control of an army."). As
Victor B rudney has noted, the Sup reme Court was the one party that routinely and rigidly
adhered to the foreclosure co ncep tion of re organization. Victor B rudney, The
Investment-Value Do ctrine a nd C orporate Readju stments, 72 H ARV . L. R EV . 645, n.94
(1959).
197

See, e.g., M AX L OWENTHAL , T HE I NVESTOR P A Y S (1933); H AR OLD
P ALMER , I NVESTMENT S A LV A G E IN R A IL RO A D R E O R GA N IZ AT IO N S 1 (1938) (“Railroad
reorganization was a racket many years before the word racket was coined; and thousands
of investors have paid tribute to it with the loss of their fortunes.”).
198

Taylor v. Philadelphia & Reading R. Co., 9 F. 1, 3 (C.C. E.D. Pa. 1881)
(“The mo dern practice, prevailing to some extent, of transferring co rporate property to
the custo dy of the courts, to be thus held and m anaged for an indefinite period of years, to
suit the convenience of parties, whereby general creditors are kept at bay, I regard as a
mischievous innovation.”); James N. Rosenberg, A New Scheme of Reorganization, 17
C O LU M . L. R EV . 523 , 528 (1917) (“Judge H ough [of the S.D.N .Y. and later the 2d Cir.] . .
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receiverships to alter labor agreements, prevent strikes, and punish labor
leaders.199 Or the use of railroad receiverships in federal courts to place
railroads outside the regulatory control of state governments, 200 avoid
certain federal regulations,201 and to thwart the collection of state taxes.202

. speaks of the freque nt ‘tyranny and extravagance’ of reorganization comm ittees . . .
Judge Hough’s words were justified.”); Thomas A. Thacher, Som e Tend encies of M odern
Receiverships, 4 C AL. L. R EV . 32, 4 7 (1915 ) (“Since the co mmittee form ed will in all
probability be the only bidder, the property will be sold for a fraction of its value, and the
bondholder staying out of the reo rganization scheme will rece ive little. The small
bondholder, therefore, has practically no choice.”); see also J AMES W . E LY , J R .,
R A IL RO A D S AN D A M E R IC A N L A W 179 -80 (2 001 ) (“By the start of the twentieth century,
railroad receiverships were the subjec t of frequent complaint.”); D.H. C hamberlain, NewFashioned Receiverships, 10 H ARV . L. R EV . 139 (18 96).
199

See, e.g., Arthur v. Oakes, 63 F. 310 (7th Cir. 1894); Ames v. Union P.
R. Co., 74 F. 335 (C.C.D. Neb. 1896); Thomas v. Cincinnati, N. O. & T. P. R. Co., 62 F.
803 (C.C.S.D. Ohio 189 4); In re W abash R. C o., 24 F. 21 7 (C.C.D . Mo. 18 85). See also
W ILLIAM E. F ORBATH , L AW AND THE S HAPING OF THE A M E R IC A N L ABOR M OVEMENT 6668 (199 1); A R N O LD M . P A U L, C ONSERVATIVE C RISIS AND THE R ULE OF L AW : A TTITUDES
OF B A R A ND B ENCH , 188 7-18 95, at 117 (1976); W ILLIAM G. R OSS , A M U T ED F URY .
P OPULISTS , P ROGRESSIVES, A N D L ABOR U NIONS C ONFRONT THE C OURTS , 1890-1937
(1994); W alter N elles, A Strike and Its Legal Consequences--An Examination of the
Receivership Precedent for the Labor Injunction, 40 Y ALE L.J. 507 (1931 ).
200

Quincy, Missouri, & Pacific R.R. v. Humphreys, 145 U.S. 82 (189 2);
Thomp son, The Court Management of Railroads, 27 A MER . L. R EV . 31 (1893).
201

United States v. Harris, 177 U .S. 305, 309-10 (19 00) (excluding
receivers from federal railroa d regulations regarding transpo rt of live animals). See also
R OBERT H. J A C K SO N , T HE S TRUGGLE FOR J UD ICIAL S UPREMACY 118-19 (1941)
(“[I]nventive lawyers had just devised an . . . exclusive method of lynching a
Congressional enactm ent without a fair trial. Some lawyer who had in his hands a
receivership or a trusteeship in reorganization proceedings would apply to a federal judge
for ‘instructions’ as to whether he should obey the law. Of course he did not want to, or
he would not ask.”).
202

See Memorial of the General Assembly of South Carolina to the
Congress of the United States in the Matter of Receivers of Railroad Corporations and
the Equity Jurisdiction of the Courts of the United States, 28 AMER . L. R EV . 161 (18 94).
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And any attempt to ascribe Douglas and his compatriots
with all the credit or blame for bringing an end to receiverships fails to
consider the larger trends at work during the New Deal. Federal equity
jurisdiction was under attack across the board – consider the enactment of
the Norris-LaGuardia Act in 1932,203 the Johnson Act in 1934,204 and the
Tax Injunction Act in 1937.205 The attack on receiverships was just one
part of a larger trend aimed at counteracting the use of federal equity
jurisdiction in service of big business.206
As one historian has noted, the role played by the wellknown New York and Boston investment bankers was
decidedly uneven. There were many examples where
responsible reorganization and consolidation resulted in
financial and physical rehabilitation . . . On the other hand,
the injection of banker control was often accompanied by
unscrupulous financial manipulation which shattered the
financial structure of the roads and impaired their physical
property . . . It is interesting to note that the same bankers
who did a good job on one road were not above ruining
another.207
Generalizations about the roles of such complex actors are bound to fall
short.
Nonetheless, the concerns that Douglas and others
expressed about the many conflicts of interests that followed receivership
professionals – for example, many investment banking firms and their

203

The N orris-LaGuardia Act, Pub. L. No. 65, 47 Stat. 70 (1932 ).

204

The Rate Injunction A ct ("Johnson A ct"), P ub. L. No. 105 -175 , 48 S tat.

775 (19 34).
205

The T ax Injunction Act, Pub. L. No. 105-175, 50 Stat. 738 (19 37).

206

See Edward A. Purcell, Jr., Rethinking Constitutional Change, 80 V A .
L. R EV . 277, 278-79 (19 94).
207

F AULKNER , T HE D ECLINE OF L AISSEZ F AIRE , supra note ___, at 198.
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principles were holders of road securities while also advising both the
roads and the roads’ reorganization committees – are worth some
reconsideration in light of the data presented in this article. Too often
modern scholarship seems to allow the authors’ understandable distaste for
the infrastructure that Douglas built to replace receiverships – which was
often clumsy and overly bureaucratic208 – to drive the analysis of the merits
of the Realist critique of receiverships.209 But Douglas’ critique of
receiverships was not dependent on the vitality of his reform proposals.
In particular, the high failure rates described herein must
have been manifest to the professionals involved in railroad receiverships,
yet they apparently made little effort to develop alternative forms of
restructuring until the late 1920s and early 1930s,210 and only then because
the Supreme Court had begun to make ominous suggestions that
receiverships only would be allowed in railroad cases, and not in cases of
general corporate financial distress.211 If these talented professionals had
truly been working to advance their clients’ interests, it seems likely that
new ideas and approaches would have emerged much earlier, especially

208

To be sure, contemporary com mentators tho ught otherwise. See
Eugene V . Rostow & Lloyd N . Cutler, Competing Systems of Corporation
Reorganization: Chapters X and XI of the Bankruptcy Act, 48 Y ALE L.J. 1334, 1334
(1939) (“Cha pter X is in every way an improvement upon is predecesso rs, the eq uity
receivership and the Section 77B proceeding.”).
209

See Baird & Rasm ussen, Control R ights, supra note 1 , at 937 ; id at n.10
(“[T]hese . . . academics put their theories into practice when they went to Washington
during the New Deal. The damage done to the law of corporate reorganizations has taken
decades to fix and has still not been set completely right.”).
210

See, e.g., Rob ert T. Swaine, Corporate Reorganization--An Amendment
to the Bankruptcy Act--A Symposium, 19 V A . L. R EV . 317 (1933 ).
211

See, e.g., Harkin v. B rundage, 276 U .S. 36 , 52 (1 928 ); see also
Friendly, Some Com ments on the Corporate Reorganizations Act, supra note __, at 43;
Skee l, Jr., An Evolutionary Theory of Corporate Law and Corporate Bankruptcy, supra
note 1, at 1360 (“Starting in the 1920s, the Supreme Court began hinting that railroads
were a special case, and that the Court had serious doubts about other firms' use of the
receivership process.”).
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once Boyd made the existing infrastructure more cumbersome.212 But, as
the Realists noted, these professionals had every reason to maintain the
status quo – or, more benignly, simply remain indifferent to the high
failure rates of receiverships. After all, receiverships not only generated
healthy professional fees but also provided the bankers with an easy means
of aggregating railroads within control groups.213
Similarly, the data presented herein also calls for some
consideration of whether the consensual nature of receiverships might
have implications for modern uses of receiverships. In this paper I have
argued that this aspect of receiverships most likely lead to an “under
reorganization” of railroads, reflecting the parties’ attempts to avoid the
hard choices that might have warded off future financial difficulties.
Arguably the same argument could be made against the use of
receiverships in several modern contexts, such as sovereign debt
restructuring.214 Indeed, it seem likely that all systems that determine the
amount of debt reduced by reference to the amount of reduction that
creditors are willing to bear will suffer from similar failings.
From these few examples alone, the need to reconsider the
utility of railroad receivership and the role they can play in modern
approaches to financial distress seems plain.

212

See sup ra note __.

213

See sup ra note __.

214

See Buchheit & G ulati, Sovereign Bonds, supra note 1.
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Conclusion
In the foregoing pages I have presented data that throws
into question the effectiveness of railroad receiverships. Since these
receiverships form the basis of myriad present-day academic projects, my
findings have obvious and serious implications for several ongoing
debates.
It is quite true that the findings presented in this paper do
not directly support the argument that the myriad projects bottomed on
accounts of railroad receivership are defective. My task has been to
highlight the dubious nature of the foundation, rather than to declare the
enterprise beyond salvation. The merits of each individual project is
necessarily a task for other articles and other authors, each undertaken in
light of the findings presented herein.
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