SUPREME COURT OF THE UNITED STATES.

Nos. 254 and 255.—0cToBER TERM, 1945.

S. R. A., Inc., Petitioner,
254 VS:
State of Minnesota. On Writs of Certiorari. to the
Supreme Court of the State of
S. R. A, Inc., Petitioner, Minnesota.
265 V8.
State of Minnesota.

[ ]

Mr. Justice Rrep delivered the opinon of the Court.

A question as to the power of the State of Minnesota to tax %m( Al
realty within the boundaries of that state; when the legal title . Cidatgo
remains in the United Statesfunder—a-state act of cossiongiac— —=ppai o
cordance-with-the-exclusive-legislation clanse-of.the.United-States~
Conistitution;~Axticle -1, -Seetion. 8, Clause 17) is presented by this
writ of certiorari.?

The realfty in question was conveyed to the United States in
1867 as a site for a building to house a post office, a custom’s office
and offices for various departments and agencies of the United
States. - The building was eventually vacated and the property sold
in-1939 by the Director of Procurement of the Department of the
Treasury under the authority of an act for the disposal of surplus
federal real estate. 149 Stat. 885.

It was purchased on public sale and improved by petitioner who
was in full possession with right of userzht the time of the levy
of the tax@mder an executory contract of sale between it and the
United States. | That contract provided for a cash payment and
atinual instalments, possession by petitioner so long as it met the
terms of* thé contract, and for repossession by the United States,
with retention of prior instalments of the purchase price, upon the
purchaser’s failure to comply with any term or condition of the

1 No. 255, 8. R. A., Inc. v. State of Minnesota, is in all respects like No.
254, except that the state tax was laid for the year 1941. This opinion in
No. 254 governs the result and the same judgment of affirmance is directed.
See 219 Minn. 517; — U. 8. —.
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contract. Upon repossession, the United States was authorized to
resell the realty and recover any resulting deficiency from the
petitioner. All obligations due under the contract had been met
by petitioner. The major portion of the contract price had not
fallen due and was unpaid. The contract permitted leases to others
by the petitioner in subordination to the rights of the United States.
The contract required the United States to execute and deliver a
quit claim deed for the realty to the petitioner upon its comple-
tion of the requirements of the contract.

With the ownership of the property in the situation just de-
scribed, taxes for general and special purposes were levied on the
property for 1940 under the usual Minnesota procedure. The tax
was on.the 10alry<“5111)3cct to fee title remaining in the United
ftates of Affierica.”’ Petitioner duly filed its objections in the
proper state district court, pursuant to statute. 1 Minn. Stat.
(1941) Ch. 278. So far as concerns this review, the objection to

%~ the tax was based on a claimed exemption of the realty from state
taxation because title to all of the premises was in the United States.
The exemption was sustained by the trial court. The Supreme
Court of Minnesota reversed its judgment and denied exemption.
In re Petition of S. R. A., Inc., 213 Minn. 487. On retrial, the
lower court held the realty liable for the tax and declared a lien
““upon such parcel of land as against the estate, right, title, interest,
claim or lien, in law or equity, of eVEery person, company Or cor-
poration, subject however to the prior rights, liens and interests of
the United States of America.”” This second judgment was af-
firmed on appeal. In re Petition of S. R. A., Inc., 219 Minn. 493.

Certiorari was sought under Section 237(h) of the Judicial Code.
H was granted because of the importance and uncertainty of the
H-b-h*ef-vf"ﬂTc”r'I”ht of a state to tax realty sold by the United
States in possession of a buyer from the Government under a con-
tract of sale with uncompleted conditions for execution and de-
livery of the muniments of title, — U. 8. —.2

The supremacy of the Federal Government in our Union forbids
the acknowledgment of the power of any state to tax property of
ﬂw Tnmwl States against its will. Under an implied Constitu-

"\'lr\mg results have been reached by other courts in similar smlfihoni
Lincoln Co. v. Pacific Spruce (‘mp 26 F. 2d 435; Ken Realty Co. . Johnson,
138 F. 2d 809; Mint Realty Co. . Philadelphia, 218 Pa. 104 ; (opp . Smte
69 W. Va. 1"0 A. B. R. (0 p V. (11\ of Newark, 133 N. J. L. 34. See ﬂlSO
Baneroft In\(»tmvut Corp. Clt} of Jacksonville, — Fla, —, decided Jan-
uary 15, 1946,
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tional immunity, its property and operations must be exempt from
state control in tax, as in other matters. M’Culloch v. Maryland,
4 Wheat. 316, 425; et seq.; Van Brocklin v. Tennessee, e S
151, 177 ; United States V. Allegheny County, 322 U. 8. 174, 176-77.
This postulate, as a matter of federal law, forces final decision of
the validity of claimed exemptions under this immunity upon this
Court. United States v. Allegheny County, supra, 183, and cases
cited. The impact of state taxation on federal operations may be
<o close and threatening as to compel judicial intervention to de-
clare the state tax invalid, as in the M’Culloch case, or so remote
and incidental as to justify a federal court in refusing to relieve
a taxpayer from a state tax. Alabama v. King & Boozer, 314 U. S.
1. The line of taxability is somewhat irregular and has varied
through the years. Where the tax does not bear directly on the
United States, the trend is to recognize a broader scope to the state
taxing power than in earlier years.?

The right of a state to tax realty directly depends primarily
upon its territorial jurisdiction over the area. The realty of peti-
tioner had been conveyed to and used by the United States for the
essential governmental activities which authorized the exercise of
its exclusive legislative jurisdiction.* Exclusive legislative power
is in essence complete sovereignty.® That is, not only is the federal
property immune from taxation because of the supremacy of the
Federal Government but state laws, not adopted directly or im-
pliedly by the United States, are ineffective to tax or regulate
other property or persons upon that enclave.® It would seem that

3 Compare Mayo v. United States, 319 T. S. 441, with Alabama v. King &
Boozer, supra, and United States v. Allegheny County, supra, p. 176, notes
1 and 2, and cases cited. See Wilson ». Cook, No. 328, 1945 Term, decided
March 4, 1946.

4 Art. 1, See. 8, Cl. 17:

¢¢The Congress shall have Power s

¢¢Mo gxercise exclusive Legislation in all Cases whatsoever, over such Dis-
triet (not exceeding ten Miles square) as may, by Cession of particular States,
and the acceptance of Congress, become the Seat of the Government of the
United States, and to exercise like Authority over all Places purchased by
the Consent of the Legislature of the State in which the Same shall be, for
the Erection of Forts, Magazines, Arsenals, dock-Yards, and other needful
Buildings; . . . ”’

5 Fort Leavenworth R. R. Co. ». Lowe, 114 U. 8. 525, 532-33; United States
». Unzeuta, 281 U. 8. 138; Surplus Trading Co. v. Cook, 281 U. 8. 647,
652-56; Bowen v. Johnston, 306 U, S, 19,

6 Stewart v, Sadrakula, 309 U. 8. 94; Surplus Trading Co. v. Cook, supra,
note 5.
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the United States obtained this property in compliance with cession
by Minnesota of exclusive sovereignty. Act of February 9, 1867,
Minn. Laws 1867 Jan., p. 125. The acceptance by the United
States at this time of the power ceded is presumed.” So far as we
are aware, this Court has never directly passed upon the effect
on federal sovereignty of the property’s transfer by the United
State to private hands.

In this instance there was no specific words in the contract which
were intended to retain sovereignty in the United States. There
was no express retrocession by Congress to Minnesota, such as some-
times occurs.® There was no requirement in the act of cession for
return of sovereignty to the state when the ceded territory was no
longer used for federal purposes.® In the absence of some such
provisions, a transfer of property held by the United States under
state cessions pursuant to Article 1, Section 8, Clause 17, of the
Constitution would leave numerous isolated islands of federal juris-
diction, unless the unrestricted transfer of the property to private
hands is held without more to revest sovereignty in the states. As
the purpose of Clause 17 was to give control over the sites of
governmental operations to the United States, when such control
was deemed essential for federal activities, we are of the opinion
that the sovereignty of the United States would end with the reason
for its existence. The Government’s unrestricted transfer of prop-
erty to nonfederal hands is a relinquishment of the exclusive legis-
lative power.’® Recognition has been given to this result as a rule
of necessity.!* If such a step is necessary, Minnesota showed its

7 Fort Leavenworth v. Lowe, supra, p. 528; Benson v. United States, 146
U. 8. 325, 330; Mason Co. v. Tax Comm’n, 302 U. S. 186, 207.

At the time of the purchase, 5 Stat. 468, later incorporated in R. S. § 355,
was in force. As it required consent of the state of the situs before expendi-
tures of public money by the United States on locations purchased for needful
buildings, it is to be presumed that all requirements were satisfied. R. S. § 355
has been consistently construed to require full sovereignty in the United
States. 8 Op. A. G. 102; 10 Op. A. G. 34; 20 Op. A. G. 611; 31 Op. A. G.
265; 38 Op. A. G. 341; 39 Op. A. G. 285. R. S. § 355 has been superseded.
40 U. 8. C. 255; Adams v. United States, 319 U. 8. 312.

8 30 Stat. 668; 9 Stat. 35.

9 Compare Palmer v. Barrett, 162 U. S. 399; James ». Dravo Contracting
Co., supra, 144; Surplus Trading Co. v. Cook, supra, 656.

10 Compare Palmer v. Barrett, supra, with Arlington Hotel Co. v. Fant,
278 U, S. 439,

11 Fort Leavenworth R. R. Co. ». Lowe, 114 U. 8. 525, 542: ‘‘It is neces-
sarily temporary, to be exercised only so long as the places continue to be
used for the public purposes for which the property was acquired or reserved




254 & 255
5 S. R. A., Inc. vs. State of Minnesota. 5

acceptance of a supposed retrocession by its levy of a tax on the
property. Whether or not exclusive legislative power continues in
the United States over this property so as to forbid state taxation
depends upon whether there was a transfer of the property by
the contract of sale.

Turning to the contract, we find in it no characteristics which
differentiate it from the normal executory contract for the sale of
land with partial payments. Under federal law such a contract
transfers to the purchaser the equity in the land. That equity is
realty. It was owned by the vendee. The United States retains
only a legal title as security. In substance it is in the position of
a mortgagee.’> Minnesota has the same rule. In re Petition of
S. R. A., Inc., 219 Minn. 493, 507 ; 213 Minn. 487, 495, 499. There-
fore when petitioner entered into possession of this real estate
under its contract of purchase, the taxed property by the transfer
became subject to the territorial jurisdiction of Minnesota.!8

Territorial jurisdiction in Minnesota does not dispose of this
tax problem. The nub of this case, that is the exemption from
state taxation of property to which the United States holds legal
title, remains. Minnesota took care to leave unassessed whatever
interest the United States holds. The levy and judgment was
‘‘subject to fee title remaining in the United States of America.’’
219 Minn. at 496. Although Minnesota real estate taxes are assessed
on the parcel of land as a ‘‘unitary item’’ including ‘‘all rights
and privileges,’’ the state does not claim that a tax sale will divest
the fee title of the United States. 213 Minn. at 493, 499. Ap-
parently the state is of the view that the equitable interest alone

from sale. When they cease to be thus used, the jurisdiction reverts to the
State.’’

The Federal Cession Clause was not applicable to the place under considera-
tion, Fort Leavenworth, Kansas. Page 528. The reference to federal control
of ‘‘reserved’’ land probably relates to the supremacy of the United States
for the management of governmental affairs in the absence of exclusive legis-
lative power. See page 539. As the Fort Leavenworth case itself demon-
strates, the United States does not have power of exclusive legislation on
reserved public lands without state consent. See Wilson v. Cook, No. 328,
1945 Term, slip opinion, p. 9.

12 Lenman v. Jones, 222 U, 8. 51; Gunton v. Carroll, 101 U. S. 426, 430-31;
Bissell v. Heyward, 96 U. 8. 580; Secombe v. Steele, 20 How. 90, 103-104.
Compare 8 Thompson, Real Property, Sees. 4579, 4582; 2 Sugden, Vendors
(14th Ed.), 375. See Lowery v. Peterson, 75 Ala. 109. Compare Restate-
ment, Conflict of Laws § 209.

13 We reserve, without expression of opinion, the question as to the legis-
lative status of this property, if it is repossessed by the United States. See
the cases cited in note 10, supra.
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may be sold under its laws, leaving the fee of the United States
in its position of priority over any interests which may be trans-
ferred by the tax sale. 213 Minn. at 497 ; 219 Minn. at 513. Such
a construction of the state law is binding upon this Court. It
does not impinge upon federal rights. So long as that situation
exists, the determination of the state cannot be challenged here.
The possibility of repossession by the United States is not enough
to block a tax sale in which the paramount rights of the United
States are protected. Baltimore Shipbuilding & Dry Dock Co. v.
Baltimore, 195 U. S. 381-82; New Brunswick v. United States, 276
U. 8. 547, 556 ; United States v. Alabama, 313 U. S. 274, 282.14
Petitioner’s argument goes beyond the question of the enforce-
ment of the assessed tax. It is bottomed on the implied constitu-
tional immunity from state taxation of property for which the
United States holds title subject to unfulfilled conditions. In
Van Brocklin v. Tennessee, 117 U. 8. 151, that state sought to tax
realty of the United States which was not held for the purposes
or under the authority of the Cession Clause. Certain lots had
been purchased by and conveyed to the United States pursuant
to a federal tax sale. 12 Stat. 423, § 7. These lots were later trans- 1] _‘/*«-5»"
ferred by deed or certificate of release to private owners. 17 Stat i fe=
331; 18 Stat. 313. Tennessee assessed its own taxes upon the [pr prop- ‘ '2 » A

‘*"‘-“« \

erty for the years during which title to the lots was in the United © A, A

States and attempted to collect them from the private owners after j,/if/ 22

the transfer. Tennessee’s claim was founded on the absence of /, g
state cession. This Court refused to permit the state’s action, . —+7

saying at page 179:

‘“While the United States owned the land struck off to them
for the amount of the taxes because no one would pay more
for it, and until it was sold by the United States for a greater
price, or was redeemed by the former owner, the T'mted States
held the entire title as security for the payment of the taxes ;
and it could not be known how much, if anything beyond the
amount of the taxes the land was worth. To allo“ land, law-
fully held by the United States as security for the pavment
of taxes assessed by and due to them, to be assessed and sold
for State taxes, would tend to create a conflict between the

14 As the case was tried below on the theory of direct or implied immunity
because the fee was in the United States, we neither consider nor decide the
effect of a tax sale of petitioner’s rights on its contract with the United
States. See Wilson v, Cook, No. 328, 1945 Term, p. 5, slip opinion. Com-
pare 41 U, 8, C. § 15 with Freedmen’s Saving Co. . Shepherd, 127 U, 8. 494.
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officers of the two governments, to deprive the United States
of a title lawfully acquired under express acts of Congress,
and to defeat the exercise of the constitutional power to lay
and collect taxes, to pay the debts and provide for the common
defence and general welfare of the United States.”’
The posture of the land sought to be taxed in the Van Brocklin
case differentiates it from that presently under consideration. The
~United States there held complete title as a purchaser at a tax sale.
~"The right to redeem was a matter of grace. The statute might
have authorized the sale of the land to any purchaser without
regard to the former owner.) The United States, here, as we have
demonstrated above has transferred equitable ownership to the pur=
chaser and has only a legal title as security for the unpaid purchase
price. See United States v. Allegheny County, 322 U. S. 174, 188.
Petitioner presses various land grant cases upon us as announc-
ing the controlling rule.’® The principle which petitioner extracts
from these eases is that alienation of United States property does
not pass an interest to the vendee taxable by a state until all con-
ditions precedent for the delivery of the deed have been complied
with. In the present case, petitioner asserts, the full amount of
the purchase price must be paid before the state can tax. Such a
rule can be extracted by the literal reading of certain phrases in
the land grant cases.’® The reason for the rule was said, in the
earlier cases, to be that a state tax sale would defeat the govern-
ment lien for surveying or other costs because the state sale would
pass a title free from lien of the United States.!” As heretofore
shown, page 6 supra, this ground for refusing power to Minnesota
to tax is not present in this case, since Minnesota holds that the
lien of the United States will remain paramount.
Irwin v. Wright 4nvolved the taxability by a state of property

16 Railway v. Prescott, 16 Wall, 603; Railway Co. ». MecShane, 22 Wall. 444 ;
Northern Pacific R. R. Co. v. Traill County, 115 U. S. 600; Irwin v. Wright,
268 U. 8. 219.

16 Irwin v, Wright, supra, 228, 229, 232, 233 Northern Pacific R. R. Co. .
Traill County, supra, at 609; Railway Co. 2. MecShane, supra, at 462,

1716 Wall. at 608; 22 Wall. at 462; 115 U. S. at 610. See also Colorado
Co. v. Commissioner, 95 U, 8. 259. In the McShane case, itself, which clearly
set out the above reason for non-taxability, it was recognized that the federal
right of pre-emption for the benefit of settlers would not be affected by a
state tax sale. This Court therefore reversed its former judgment in the
Prescott case 'that land held by the railroads subject to this pre-emption could
not be taxed by a state. 22 Wall. at 461. Congress promptly terminated the
land tax exemption after the Traill County decision by subjecting railroad
land grants to state taxation before payment of conveyaneing costs. 43
U, 8 C. § 882,
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occupied by an entryman under the Reclamation and Homestead
Acts who had not received his required final certificate of land
clearance, pages 227, 228, 232. The reason for the rule against
state taxation until the equitable title passes from the United States
to the entryman was there placed upon the policy of the Govern-
ment to require those who sought government land to perform the
required conditions of residence or improvement héfore heneficial
title, subject to state taxation, passes from the Unife tates to
the locator. This transfer was said not to take place until the
certificate was issued. Page 231. After compliance with the con- |
dition and before patent, the state could tax.S ;

We think the public policy of national development and federal |
) tax collection justify the limitation on state taxing power an-
nounced by the foregoing decisions. We do not, however, conclude
that their rationale leads to an exemption from state taxation of
all lands in which the United States holds legal title as security
for the purchase price. To say that the payment of the purchase
price is a necessary condition precedent to the loss of federal im-
munity is to make the rule too mechanical. It should be sufficiently
flexible to subject real private rights, disentangled from federal
policies to state taxation. This has been the holding in mining
claims.'® Where beneficial interest has passed to a vendee, the
retention of legal title does not give a significant difference from
the situation of a deed with a lien retained or a mortgage back to
secure the purchase money.

That was the interpretation given the facts in New Brunswick
v. United States, 276 U. S. 547.20 The City of New Brunswick
under authority of New Jersey sought to tax lots in the possession
of purchasers from the Housing Corporation, a corporation wholly
owned by the United States and therefore treated as the United
States. These purchasers had paid enough of the purchase price—
ten per cent—to entitle them to deeds under their contracts buit
had not paid the entire purchase price. The deeds had not been
delivered nor the mortgages executed for the balance as required
by the purchase agreement. This Court said: ‘‘In equity the
situation was then the same as if the Corporation had conveyed
title to the purchasers, as owners, and they had mortgaged the lots

18 Bethwell v. Bingham County, 237 U. S. 642, 647.
19 FElder v. Wood, 208 U. S. 226.
20 But see A. B. R. Corp. ». City of Newark, 133 N. J. L. 34.
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to the Corporation to secure the unpaid purchase money.’”’ Page
555. The Court sustained the tax subject to the paramount lien
of the United States. We think the petitioner’s Minnesota prop-
erty is in a similar position. Ownership of the beneficial interest
has passed to the petitioner with legal title retained by the United
States for security purposes. This should not put this private
property in an exempt class.

There is a suggestion that to hold United States property subject
to state taxation pending the completion of payment will injuri-
ously affect its salability and therefore interfere with the Govern-
ment’s handling of its affairs. Our recent cases have disposed of
this economic argument in a way which is contrary to petitioner’s
contention. Alabama v. King & Boozer, 314 U. S. 1, and cases
cited. A

The only other conteition.of petitioner which we need mention
is that the state has included the interest of the United States in
the valuation of the land, and has therefore subjected that interest
to taxation. But no deduction need be made for the interest of
the Government since that interest is for security purposes only

and is not beneficial in nature. The whole equitable ownership is
in the petitioner and the wvalue of that ownership may be ascer-
tained on the basis of the full value of the land. New Brumnswick
v. United States, supra, at 556. But cf. Ken Realty Co. v. Johnson,
138 F. 2d 809.

Affirmed.

Mr. Justice JACKSON took no part in the consideration or de-
of this case.
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Mr. Justice Reep delivered the opinon of the Court.

A question as to the power of the State of Minnesota to tax
realty within the boundaries of that state, when the legal title
remains in the United States is presented by this writ of certio-
rari.! The state ceded jurisdiction over the realty in accordance
with the exclusive legislation clause of the United States Con-
stitution, Article I, Section 8, Clause 17.

conveyed to the United States in
1867 as a site for a building to house a post office, a custom’s office
and offices for various departments and agencies of the United
States. The building was eventually vacated and the property sold
in 1939 by the Director of Procurement of the Department of the
Treasury under the authority of an act for the disposal of surplus
federal real estate. 49 Stat. 885.

It was purchased on, public sale and improved by petitioner who
was in full possession with right of user under an executory con-
tract of sale between it and the United States at the time of the

levy of the tax. That contract provided for a cash payment and

annual instalments, possession by petitioner so long as it met the
terms of the contract, and for repossession by the United States,
with retention of prior instalments of the purchase price, upon the
purchaser’s failure to comply with any term or condition of the

1 No. 255, 8. R, A., Inc. ». State of Minnesota, is in all respects like No.
254, except that the state tax was laid for the year 1941. This opinion in
No. 254 governs the result and the same judgment of affirmance is directed.
See 219 Minn. 517; — U. S, —.
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contract. Upon repossession, the United States was authorized to
resell the realty and recover any resulting deficiency from the
petitioner. All obligations due under the contract had been met.
The major portion of the contract price had not fallen due and
was unpaid. The contract permitted leases to others in subor-
dination to the rights of the United States. The contract re-
quired the United States to execute and deliver a quit claim deed
for the realty to the petitioner upon its completion of the re-
quirements of the contract.

With the ownership of the property in the situation just de-
scribed, taxes for general and special purposes were levied on the
property for 1940 under the usual Minnesota procedure. The tax
was stated in the assessment to be on the realty ‘‘subject to fee
title remaining in the United States of America.”’ Petitioner
duly filed its objections in the proper state district court, pur-
suant to statute. Y Minn. Stat. (1941) Ch. 278. So far as con-
cerns this review, the objection to the tax was based on a claimed
exemption of the realty from state taxation because title to all of
the premises was in the United States. The exemption was sts-
tained by the trial court. The Supreme Court of Minnesota re-
versed that judgment and denied exemption. In re Petition of
S. R. A., Inc., 213 Minn. 487. On retrial, the lower court held

““upon such parcel

the realty liable for the tax and declared a lien
of land as against the estate, right, title, interest, claim or lien,
in law or equity, of every person, company or corporation, subject
however to the prior rights, liens and interests of the United States
of America.”” This second judgment was affirmed on appeal. In
re Petition of S. R. A., Inc., 219 Minn. 493.

Certiorari was sought under Section 237 (b) of the Judicial Code.
It was granted because of the importance and uncertainty of the
question of the right of a state to tax realty sold by the United
States in possession of a buyer from the Government under a con-
tract of sale with uncompleted conditions for execution and de-
livery of the muniments of title. — U. S. —2

2 Varying results have been reached by other courts in similar situations.
Lincoln Co. v. Pacific Spruce Corp., 26 F. 2d 435; Ken Realty Co. v. Johnson,
138 F. 2d 809; Mint Realty Co. ». Philadelphia, 218 Pa. 104; Copp v. State,
69 W. Va. 439; A. B. R. Corp. v. City of Newark, 133 N. J. L. 34. See also
Bancroft Investment Corp. v. City of Jacksonville, — Fla. —, decided Jan-
uary 15, 1946.
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The supremacy of the Federal Government in our Union forbids
the acknowledgment of the power of any state to tax property of
the United States against its will. Under an implied Constitu-
tional immunity, its property and operations must be exempt from
state control in tax, as in other matters. M’Culloch v. Maryland,
4 Wheat. 316, 425, et seq.; Van Brocklin v. Tennessee, 117 U, S.
151, 177 ; United States v. Allegheny County, 322 U. S. 174, 176-71.
This postulate, as a matter of federal law, forces final decision of
the validity of claimed exemptions under this immunity upon this
Court. United States v. Allegheny County, supra, 183, and cases
cited. The impact of state taxation on federal operations may be
so close and threatening as to compel judicial intervention to de-
clare the state tax invalid, as in the M’Culloch case, or so remote
and incidental as to justify a federal court in refusing to relieve
a taxpayer from a state tax. Alabama v. King & Boozer, 314 U. S.
1. The line of taxability is somewhat irregular and has varied
through the years.®

The right of a state to tax realty directly depends primarily
upon its territorial jurisdiction over the area. The realty of peti-
tioner had been conveyed to and used by the United States for the
essential governmental activities which authorized the exercise of
its exclusive legislative jurisdiction.* Exclusive legislative power
1s in essence complete sovereignty.®? That is, not only is the federal
property immune from taxation because of the supremacy of the
Federal Government but state laws, not adopted directly or im-
pliedly by the United States, are ineffective to tax or regulate
other property or persons upon that enclave.® It would seem that

3 Compare Mayo v. United States, 319 U. 8. 441, with Alabama ». King &
Boozer, supra, and United States v. Allegheny County, supra, p. 176, notes
1 and 2, and cases cited. See Wilson ». Cook, No. 328, 1945 Term, decided
March 4, 1946.

4 Art, I, Sec. 8, Cl. 17:

‘“The Congress shall have Power 3

‘“To exercise exclusive Legislation in all Cases whatsoever, over such Dis-
trict (not exceeding ten Miles square) as may, by Cession of particular States,
and the Acceptance of Congress, become the Seat of the Government of the
United States, and to exercise like Authority over all Places purchased by
the Consent of the Legislature of the State in which the Same shall be, for
the Erection of Forts, Magazines, Arsenals, dock-Yards, and other needful
Buildings; T 4

5 Fort Leavenworth R. R. Co. v. Lowe, 114 U. S. 525, 532-33; United States
v. Unzeuta, 281 U. 8. 138; Surplus Trading Co. ». Cook, 281 U. S. 647,
652-56; Bowen v. Johnston, 306 U. S. 19.

6 Stewart v, Sadrakula, 309 U. 8. 94; Surplus Trading Co. ». Cook, supra,
note 5.
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the United States obtained this property in compliance with cession
by Minnesota of exclusive sovereignty. Act of February 9, 1867,
Minn. Laws 1867 Jan., p. 125. The acceptance by the United
States at that time of the power ceded is presumed.” This Court
apparently has never directly passed upon the effect on federal
sovereignty of the property’s transfer by the United States to
private hands.

In this instance there were no specific words in the contract with
petitioner which were intended to retain sovereignty in the United
States. There was no express retrocession by Congress to Minne-
sota, such as sometimes oceurs.® There was no requirement in the
act of cession for return of sovereignty to the state when the ceded
territory was no longer used for federal purposes. In the absence
of some such provisions, a transfer of property held by the United
States under state cessions pursuant to Article I, Section 8, Clause
17, of the Constitution would leave numerous isolated islands of
federal jurisdiction, unless the unrestricted transfer of the prop-
erty to private hands is thought without more to revest sover-
eignty in the states. As the purpose of Clause 17 was to give
control over the sites of governmental operations to the United
States, when such control was deemed essential for federal activi-
ties, it would seem that the sovereignty of the United States would
end with the reason for its existence and the disposition of the
property. We shall treat this case as though the Government’s
unrestricted transfer of property to nonfederal hands is a relin-
quishment of the exclusive legislative power.'® Recognition has

been given to this result as a rule of necessity.!’ If such a step

7 Fort Leavenworth v. Lowe, supra, p. 528; Benson ». United States, 146
U. S. 325, 330; Mason Co. »v. Tax Comm’n, 302 U. S. 186, 207.

At the time of the purchase, 5 Stat. 468, later incorporated in R. S. § 355,
was in force. As it required consent of the state of the situs before expendi-
tures of public money by the United States on locations purchased for needful
buildings, it is to be presumed that all requirements were satisfied. R. S. § 355
hds been consistently construed to require full sovereignty in the United
States. 8 Op. A. G. 102; 10 Op. A. G. 34; 20 Op. A. G. 611; 31 Op. A. G.
265; 38 Op. A. G. 341; 39 Op. A. G. 285. R. S. § 355 has been superseded.
40 U. 8. C. 255; Adams v. United States, 319 U. 8. 312.

8 30 Stat. 668; 9 Stat. 35.

9 Compare Palmer v. Barrett, 162 U. S. 399; James v. Dravo Contracting
Co., supra, 144; Surplus Trading Co. v. Cook, supra, 656.

10 Compare Palmer v. Barrett, supra, with Arlington Hotel Co. ». Fant,
278 U. S. 439.

11 Fort Leavenworth R. R. Co. ». Lowe, 114 U. S. 525, 542: ¢‘It is neces-
sarily temporary, to be exercised only so long as the places continue to be
used for the public purposes for which the property was acquired or reserved
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is necessary, Minnesota showed its acceptance of a supposed retro-
cession by its levy of a tax on the property. Under these assump-
tions the existence of territorial jurisdiction in Minnesota so as
to permit state taxation depends upon whether there was a trans-
fer of the property by the contract of sale.

Turning to the contract, we find in it no characteristics which
differentiate it from the normal executory contract for the sale of
land with partial payments. Under federal law such a contract
transfers to the purchaser the equity in the land. That equity is
realty. It was owned by the vendee. The United States retains
only a legal title as security. In substance it is in the position of
a mortgagee.’? Minnesota has the same rule. In re Petition of
8. R. A., Inc., 219 Minn. 493, 507 ; 913 Minn. 487, 495, 499. There-
fore when petitioner entered into possession of this real estate
under its contract of purchase, the taxed property by the transfer
became subject to the territorial jurisdiction of Minnesota.'?

Merritorial jurisdiction in Minnesota does not dispose of this
tax problem. The nub of this case, that is the immunity from
state taxation of property to which the United States holds legal
title, remains. Minnesota took care to leave unassessed whatever
interest the United States holds. The levy and judgment was
‘‘subject to fee title remaining in the United States of America.’’
919 Minn. at 496. Although Minnesota real estate taxes are assessed
on the parcel of land as a ‘‘unitary item’’ including ‘‘all rights
and privileges,’’ the state does not claim that a tax sale will divest
the fee title of the United States. 213 Minn. at 493, 499. Ap-
parently the state is of the view that the equitable interest alone
may be sold under its laws, leaving the fee of the United States
in its position of priority over any interests which may be trans-

from sale. When they cease to be thus used, the jurisdiction reverts to the
State.’’

The Federal Cession Clause was not applicable to the place under considera-
tion, Fort Leavenworth, Kansas. Page 528. The reference to federal control
of ““reserved’’ land probably relates to the supremacy of the United States
for the management of governmental affairs in the absence of exclusive legis-
lative power. See page 539.

12 Tenman v. Jones, 222 U. 8. 51; Gunton v. Carroll, 101 U. 8. 426, 430-31;
Jissell v, Heyward, 96 U. S. 580; Secombe v. Steele, 20 How. 90, 103-104.
Compare 8 Thompson, Real Property, Sees. 4579, 4582: 2 Sugden, Vendors
(14th Ed.), 375. See Lowery v. Peterson, 75 Ala. 109. Compare Restate-
ment, Conflict of Laws § 209.

18 We intimate no view as to the legislative status of this property, if it
is repossessed by the United States. See the cases cited in note 10, supra.
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ferred by the tax sale. ShS=Mtrr=at=+dy 219 Minn. at 513. Such
a construction of the state law is binding upon this Court. It
does not impinge upon federal rights. So long as that situation
exists, the determination of the state cannot be challenged here.
The possibility of repossession by the United States is not enough
to block a tax sale in which the paramount rights of the United
States are protected. Baltimore Shipbwilding & Dry Dock Co. v.
Baltimore, 195 U. S. 881-82; New Brunswick V. Uwited States, 276
U. S. 547, 556 ; United States v. Alabama, 313 U. S. 274, 282,14
Petitioner’s argument goes beyond the question of the enforce-
ment of the assessed tax. It is bottomed on the implied constitu-
tional immunity from state taxation of property for which the
United States holds title subject to unfulfilled conditions. In
Van Brocklin v. Tennessee, 117 U. S. 151, that state sought to tax
realty of the United States which was not held for the purposes
or under the authority of the Cession Clause. Certain lots had
been purchased by and conveyed to the United States pursuant
to a federal tax sale. 12 Stat. 423, § 7. These lots were later trans-
ferred by deed or certificate of release to private owners. 17 Stat.
331: 18 Stat. 313. Tennessee assessed its own taxes upon the
entire property for the years during which title to the lots was
in the United States and attempted to collect them from the pri-
vate owners after the transfer. Tennessee’s claim was founded
on the absence of state cession. This Court refused to permit the
state’s action, saying at page 179:
¢“While the United States owned the land struck off to them
for the amount of the taxes because no one would pay more
for it. and until it was sold by the United States for a greater
price, or was redeemed by the former owner, the United States
held the entire title as security for the payment of the taxes;
and it could not be known how much, if anything beyond the
amount of the taxes the land was worth. To allow land, law-
fully held by the United States as security for the payment
of taxes assessed by and due to them, to be assessed and sold
for State taxes, would tend to create a conflict between the
officers of the two governments, to deprive the United States
of a title lawfully acquired under express acts of Congress,

14 As the case was tried below on the theory of direct or implied immunity
because the fee was in the United States, we mneither consider nor decide the
effect of a tax sale of petitioner’s rights on its contract with the United
States. See Wilson ». Cook, No. 328, 1945 Term, p. 5, slip opinion. Com-
pare 41 T. S. C. § 15 with Freedmen’s Saving Co. v. Shepherd, 127 U. S. 494.
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and to defeat the exercise of the constitutional power to lay

and collect taxes, to pay the debts and provide for the common

defence and general welfare of the United States.’’
The posture of the land sought to be taxed in the Van Brocklin
case differentiates it from that presently under consideration. The
United States there held complete title upon the assessment dates
as a purchaser at a tax sale. The entire bundle of rights in the
property was assessed by Tennessee. As a matter of grace, the
United States had granted a right to the taxpayer to redeem. It
was like an option-to purchase. The statute might have author-
ized the sale of the land to any purchaser without consideration
for the former owner. The United States, here, as we have
demonstrated above had transferred at the time of the assessment
equitable ownership to the purchaser and has only a legal title as
security for the unpaid purchase price. See Umited States V.
Allegheny County, 322 U. S. 174, 188.

Petitioner presses various land grant cases upon us as announec-
ing the controlling rule.’> The principle which petitioner extracts
from these cases is that alienation of United States property does
not pass an interest to the vendee taxable by a state until all con-
ditions precedent for the delivery of the deed have been complied
with. In the present case, petitioner asserts, the full amount of
the purchase price must be paid before the state can tax. Such a
rule can be extracted by the literal reading of certain phrases in
the land grant cases.!® The reason for the rule was said, in the
earlier cases, to be that a state tax sale would defeat the govern-
ment lien for surveying or other costs because the state sale would
pass a title free from lien of the United States.!” As heretofore
‘shown, page F supra, this ground for refusing power to Minnesota

15 Railway v. Prescott, 16 Wall. 603; Railway Co. v. McShane, 22 Wall. 444;
Northern Pacific R. R. Co. ». Traill County, 115 U. 8. 600; Irwin v. Wright,
258 U. 8. 219,

16 Irwin v. Wright, supra, 228, 229, 232, 233; Northern Pacific R. R. Co. v.
Traill County, supra, at 609; Railway Co. v. McShane, supra, at 462.

1716 Wall. at 608; 22 Wall. at 462; 115 U. S. at 610. See also Colorado
Co. ». Commissioner, 95 U, 8. 259. In the McShane case, itself, which clearly
set out the above reason for non-taxability, it was recognized that the federal
right of pre-emption for the benefit of settlers would not be affected by a
state tax sale. This Court therefore reversed its former judgment in the
Prescott case that land held by the railroads subject to this pre-emption could
not be taxed by a state. 22 Wall. at 461. Congress promp‘ly terminated the
land tax exemption after the Traill County decision by subjecting railroad
land grants to state taxation before payment of conveyancing costs. 43
U. 8. C. § 882,
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to tax is not present in this case, since Minnesota’ holds that the
lien of the United States will remain paramount.

Irwin v. Wright involved the taxability by a state of property
_occupied by an entryman under the Reclamation and Homestead
Acts who had not received his required final certificate of land
clearance, pages 227, 228, 232. The reagon for the rule against &
state taxation until the oqmtable title pagSes from the United States/ i
to the eutnmdn was there ph( ed upon the pohev of the Gov

e fﬁaﬁﬂlg Dy which tHe Gov-
eximent lm ]1110(1 Jts pu blic. ])r»h(\ of land settlement. After
fompliance with the condition and before patent, the state could
tax.18

We think the public policy of national development and federal
tax collection justify the limitation on state taxing power an-
nounced by the foregoing decisions. We do not, however, conclude
that their rationale leads to an exemption from state taxation of
all lands in which the United States holds legal title as security
for the purchase price. To say that the payment of the purchase
price is a necessary condition precedent to the loss of federal im-
munity is to make the rule too mechanical. It should be sufficiently
flexible to subject real private rights, disentangled from federal
policies, to state taxation. This has been the holding in mining
claims.’® Where beneficial interest has passed to a vendee, the
retention of legal title does not give a significant difference from
the situation of a deed with a lien retained or a mortgage back to
secure the purchase money.

That was the intM'pro tation given the facts in New Brumswick
v. Umted States, 2 . S. 54720 The City of New Brunswick
under authority of how Jorsey sought to tax lots in the possession
of purchasers from the Housing Corporation, a corporation wholly
owned by the United States and therefore treated as the United
States. These purchasers had paid enough of the purchase price—

18 Bethwell v. Bingham County, 237 U. S. 642, 647.
19 Elder ». Wood, 208 U. S. 226.
20 But see A. B. R. Corp. v. City of Newark, 133 N. J. L. 34.
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ten per cent—to entitle them to deeds under their contracts but
had not paid the entire purchase price. The deeds had not been
delivered nor the mortgages executed for the balance as required
by the purchase agreement. This Court said: ‘‘In equity the
situation was then the same as if the Corporation had conveyed
title to the purchasers, as owners, and they had mortgaged the lots
to the Corporation to secure the unpaid purchase money.’”’ Page
555. The Court sustained the tax subject to the paramount lien
of the United States. We think the petitioner’s Minnesota prop-
erty is in a similar position. Ownership of the beneficial interest
has passed to the petitioner with legal title retained by the United
States for security purposes. This should not put this private
property in an exempt class.

There is a suggestion that to hold United States property subject
to state taxation pending the completion of payment will injuri-
ously affect its salability and therefore interfere with the Govern-
ment’s handling of its affairs. Our recent cases have disposed of
this economic argument in a way which is contrary to petitioner’s
contention. Alabama v. King & Boozer, 314 U. S. 1, and cases
cited.

The only other contention of petitioner which we need mention
is that the state has included the interest of the United States in
the valuation of the land, and has therefore subjected that interest
to taxation. But no deduction need be made for the interest of
the Government since that interest is for security purposes only
and is not beneficial in nature. The whole equitable ownership is
in the petitioner and the value of that ownership may be ascer-
tained on the basis of the full value of the land. New Brumswick
v. United States, supra, at 556.

Affirmed.

Mr. Justice JACKSON fook no part in the consideration or de-
of these cases.
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vs. of Florida.
The State of Florida.

[ 1

Mr. Justice REEp delivered the opinion of the Court.

This proceeding brings here for review a judgment of the
Supreme Court of Florida, — Fla. —; 22 So. 2d 875, which
affirmed a judgment of guilt in contempt of the Circuit Court of
Dade County, Florida, on a citation of petitioners by that Circuit
Court.

The individual petitioner was the associate editor of the Miami
Herald, a newspaper of general circulation, published in Dade
County, Florida, and within the jurisdiction of the trial court.
The corporate petitioner was the publisher of the Miami Herald.
Together petitioners were responsible for the publication of two
editorials charged by the citation to be contemptuous of the Cir-
cuit Court and its judges in that they were unlawfully critical
of the administration of criminal justice in certain cases then
pending before the Court.

Certiorari was granted to review petitioners’ contention that
the editorials did not present a clear and present danger of high
imminence to the administration of justice in the cases referred
to or otherwise by the court or judges who were criticized and
therefore the judgment of contempt was invalid as violative of
the petitioners’ right of free expression in the press. The im-
portance of the issue in the administration of justice at this time
in view of this Court’s decision in Bridges v. California, 314
U. 8. 252, three years prior to this judgment in contempt, is
apparent.

Bridges v. California fixed reasonably well marked limits around
the power of courts to punish newspapers and others for com-
ments upon or criticism of pending litigation. The case placed
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orderly operation of. courts as the primary and dominant require-
ment in the administration of justice. Pages 263, 265, 266. This
essential right of the courts to be free of intimidation and coer-
cion was held to be consonant with a recognition that freedom
of the press must be allowed in the broadest secope compatible
with the supremacy of order. A theoretical determinant of the
limit for open discussion was adopted from experience with other
adjustments of the conflict between freedom of expression and
maintenance of order. This was the clear and present danger
rule. The evil consequence of comment must be ‘‘extremely serious
and the degree of imminence extremely high before utterances
can be punished.’”’ Page 263. It was, of course, recognized that
this formula, as would any other, inevitably had the vice of un-
certainty, page 261, but it was expected that from a decent self-
restraint on the part of the press and from its repeated applica-
tion by the courts standards of permissible comment would emerge
which would guarantee the courts against interference and allow
fair play to the good influences of open discussion. As a step
toward. the marking of the line, we held that the publications
there involved were within the permissible limits of free discussion.

In the Bridges case the clear and present danger rule was
applied to the stated issue of whether the expressions there under
consideration prevented ‘‘fair judicial trials free from coercion
or intimidation.”” Page 259. There was, of course, no question
as to the power to punish for disturbances and disorder in the
court room. Page 266. The danger to be guarded against is the
““substantive evil’’ sought to be prevented. Pages 261, 262, 263.
In the Bridges case that ‘‘substantive evil’’ was primarily the
‘“‘disorderly and unfair administration of justice.”” Pages 270,
271, 2781

The Constitution has imposed upon this Court final authority
to determine the meaning and application of those words of that
instrument which require interpretation to resolve judicial issues.
Under the compulsion of that responsibility, we are compelled to
examine for ourselves the statements in issue and the circum-
stances under which they were made to see whether or not they
do carry a threat of clear and present danger to the impartiality

1 Compare Schenck v. United States, 249 U. 8. 47, 52; Thornhill v. Alabama,
310 U. 8. 88, 105; Carlson v. California, 310 U. 8. 106, 113; Board of BEdu-
cation v. Barnette, 319 U. S. 624, 633.
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of the courts or whether they are of a character which the prin-
ciples of the First Amendment, as adopted by the Due Process
Clause of the Fourteenth Amendment, protect.? When the highest
court of a state has reached a determination upon such an issue,
we give most respectful attention to its reasoning and conclusion
but its authority is not decisive. Were it otherwise the constitu-
tional limits of free expression in the Nation would vary with
state lines.®

While there was a division of the Court in the Bridges case as
to whether some of the public expressions by editorial comment
transgressed the boundaries of a free press and as to the phrasing
of the test, there was unanimous recognition that California’s
power to punish for contempt was limited by this Court’s inter-
pretation of the extent of protection afforded by the First Amend-
ment. Bridges v. California, supra, at 297. Whether the threat
to the impartial administration of Justice must be a eclear and
present or a grave and immediate danger, a real and substantial
threat or one which is close and direct depends upon a choice of
words. Under any one of the phrases, reviewing courts are brought
in cases of this type to appraise the comment on a balance between

the desirability of free discussion and the necessity for fair ad-
Judication.

The editorials of November 2d and Tth, 1944, which caused the
court to issue the citation are set out below.4 Accompanying the

2 Gillow v. New York, 268 U. 8. 652, 666; Near v. Minnesota, 283 TU. S.
697, 707.

8 Bridges ». California, 314 U, . 252, 267. Compare Chambers v. Florida,
309 U. 8. 227, 228; Hooven & Allison Co. v, Evatt, 324 U. 8. 652, 659.

4 November 2, 1944:

‘“Courts Are Established—

For the People. d

‘“The courts belong to the people. The people have established them to
promote justice, insure obedience to the law and to Punish Those Who Will-
fully Violate It. i

‘“The people maintain the courts by providing the salaries of officials and:
setting up costly chambers and courtrooms for the orderly and dignified pro-
cedure of the tribunals.

‘“Upon the judges the people must depend for the decisions and the Jjudi-
cial conduct that will insure society—as a whole and in its individualsg—
against those who would undermine or destroy the peace, the morality and
the orderly living of the community.

‘‘In Order that the courts should not be amenable to political or other
pressures in their determination of matters placed before them, Florida Cir-
cuit judges are called upon to face the electorate less often than are other
elective office holders.

‘“So long are their terms, in fact, that in Dade county no Circuit judge,.

and-only one judge‘of another court, has come to-the bench by Public choice
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first editorial was a cartoon which held up the law to public
obloquy. It caricatured a court by a robed compliant figure as
a judge on the bench tossing aside formal charges to hand a docu-
ment, marked ‘‘Defendant dismissed,’’ to a powerful figure close
at his left arm and of an intentionally drawn criminal type. At
the right of the bench, a futile individual, labeled ‘‘Public In-
terest’’ vainly protests.
The citation charges that the editorials
‘“did reflect upon and impugn the integrity of said Court
and the Judges thereof in imputing that the Judges of said

Court ‘do recognize and accept, even go out to find, every
possible technicality of the law to protect the defendant, to

in the first instance. All the others have been named by a governor to fill
a vacancy caused by death or resignation, or similar circumstance.
‘“Judicial terms in Dade county run:
1—Six years each for six Circuit judges.
2—Four years each for two Civil Court of Record judges.
3—Four years for the judge of the Criminal Court of Record.
4—Four years for the judge of the Court of Crimes.
5—Four years for County judge.
6—Four years for Juvenile court judge.
‘‘These twelve judges represent the majesty and the sanctity of the law.
They are the first line of defense locally of organized society against vice,
corruption and crime, and the sinister machinations of the underworld.

‘It Is beyond question that American courts are of, by and for the people.

‘‘Every accused person has a right to his day in court. But when judicial
instance and interpretative procedure recognize and accept, even go out to
find, every possible technicality of the law to protect the defendant, to
block, thwart, hinder, embarrass and nullify prosecution, then the people’s
rights are jeopardized and the basic reason for courts stultified.

‘‘The seeming ease and pat facility with which the criminally charged have
been given technical safeguard have set people to wondering whether their
courts are being subverted into refuges for lawbreakers. i

‘¢This Week the people, through their grand jury, brought into court eight
indictments for rape. Judge Paul D. Barms agreed with the defense that
the indictments were not properly drawn. Back they went to the grand jury
for representation to the court.

‘“Only in the gravest emergency does a judge take over a case from another
court of equal jurisdiction. A padlock action against the Brook Club was
initiated last spring before Judge George E. Holt, who granted a temporary
injunection.

‘“After five months, the case appeared Tuesday out of blue sky before
Judge Marshall C. Wiseheart at the time State Attorney Stanley Milledge
was engaged with the grand jury.

‘‘Speedy decision was asked by counsel despite months of stalling. The
State Attorney had to choose between the grand jury and Judge Wiseheart’s
court.

‘“The judge dismissed the injunction against the club and its operators.
The defense got delay when it wanted and prompt decision from the court
when it profited it.

‘‘On Oct. 10 Judge Holt had before him a suit by the state to abate a
nuisance (bookmaking) at the Tepee Club.
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block, thwart, hinder, embarrass and nullify prosecution,’
which said acts by you tend to create a distrust for said court
and the judges thereof in the minds of the people of this
county and state and tend to prevent and prejudice a fair
and impartial action of the said Court and the Judges thereof
in respect to the said pending case[s].”’

After setting out details of alleged willful withholding and sup-
pression of the whole truth in the publications, the citation further
charges that

““you, by said cartoon and editorial, have caused to be repre-

sented unto the public that concerning the cases of (A) the
eight indictments for rape, (B) the said Brook Club case, and

‘‘Five affidavits of persons who allegedly visited the premises for the pur-
pose of placing bets were introduced by the state over the objection of the
defendants.

‘“Judge Holt ruled them out, explaining in denying the injunction against
the Tepee Club:

‘¢ {The defendant cannot cross-examine an affidavit. The court cannot
determine who is testifying and whether belief can be placed upon such
testimony . . . The fact that such affidavits were taken before the State
Attorney does not give them any additional weight or value.’

‘‘This may be good law, exact judicial evaluation of the statutes. It is,
however, the character of legal interpretation which causes people to raise
questioning eyebrows and shake confused heads in futile wonderment.

¢‘If Technicalities are to be the order and the way for the criminally
charged either to avoid justice altogether or so to delay prosecution as to
cripple it, then it behooves our courts and the legal profession to cut away
the deadwood and the entanglements.

‘‘Make it possible for the state’s case, the people’s case, to be seen with
equal clarity of judicial vision as that accorded accused lawbreakers. Other-
wise technicalities and the courts make the law, no matter what the will of
the people and of their legislators.’’

November 7, 1944:

‘“Why People Wonder. >

‘‘Here is an example of why people wonder about the law’s delays and
obstrueting technicalities operating to the disadvantage of the state—which
is the people—in prosecutions.

‘¢ After stalling along for months, the defense in the padlock case against
the Brook Club appeared before Judge Marshall C. Wiseheart for a decision.
The State Attorney was working with the grand jury. The court knocked
out the injunction. There was speed, dispatch, immediate attention and action
for those charged with violation of the law. So fast that the people didn’t
get in a peep.

‘‘That’s one way of gumming up prosecution. Another is to delay action.
On March 29, Coy L. Jaggears, bus driver, was sentenced to fifteen days in
city jail by Judge Cecil C. Curry on conviction of beating up a taxicab
operator.

‘“The arrest precipitated the notorious bus strike. As a result, Jaggears
walked out of jail after posting $200 appeal bond. The appeal never got
further.

‘‘There you have the legal paradox, working two ways, but to the same
purpose against prosecution. Speed when needed. Month after month of
delay when that serves the better.’’
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(C) the Teepee Club case, that the Judges of this Court [had
not] fairly and impartially heard and decided the matters in
said editorial mentioned and have thereby represented unto
the general public that notwithstanding the great public trust
vested in the Judges of this Court that they have not dis-
charged their duties honorably and fairly in respect to said
pending cases as hereinbefore set forth, all of which tends to
obstruct and interfere with the said Judges as such in fairly
and impartially administering justice and in the discharging
of their duties in conformity with the true principles which
you have so properly recognized in the forepart of said edi-
torial above quoted as being incumbent upon them and each
ofiithem o e e

Petitioners were required to show cause why they should not be
held in contempt.

Petitioners answered that the publications were legitimate eriti-
cism and comment within the federal guaranties of free press
and created no clear and present danger to the administration of
justice. They sought to justify the publications by stating in
their return to the rule that the facts stated in the editorials
were correct, that two of the cases used as examples were not
pending when the comments were made, since orders of dismissal
had been previously entered by the Circuit Court, and that they
as publicists

““had the right if not the duty openly and forcefully to dis-
cuss these conditions to the end that these evils that are
profoundly disturbing to the citizens of this county, might be
remedied. The publications complained of did nothing more
than discuss the generally recognized weakness and break-
down in the system of law enforcement and call for its im-
provement.’’

It is not practicable to comment at length on each of the chal-
lenged items. To make our decision as clear as possible, we shall
refer in detail only to the comments concerning the ‘‘Rape Cases.”’
These we think fairly illustrate the issues and are the most diffi-
cult comment for the petitioners to defend.

As to these cases, the editorial said:

““This Week the people, through their grand jury, brought
into court eight indictments for rape. Judge Paul D. Barns
agreed with the defense that the indictments were not properly

drawn. Back they went to the grand jury for representation
to the court.”’
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We shall assume that the suggestion that ‘‘judicial instance and
interpretative procedure . . . even go out to find, every possible
technicality of the law to protect the defendant . . . and nullify
prosecution’’ refers to the quashing of the rape indictments as
well as other condemned steps. The comment of the last two
paragraphs evidently includes these dismissals as so-called legal
technicalities.

The citation charged that the prosecuting officer in open court
agreed that the indictments were so defective as to make rein-
dictment advisable. Reindictments were returned the next day
and before the editorial. It was charged that these omissions
were a wanton withholding of the full truth.

As to this charge, the petitioners made this return:

““That as averred in the citation, a motion was made to
quash the indictment in Case 856, the ruling upon which
would control in the other cases mentioned. Whereupon the
representative of the State Attorney’s Office stated in effect
that he believed the original indictment was in proper form,
but to eliminate any question he would have these defendants
immediately re-indicted by the Grand Jury which was still
then in session. And thereupon, the Judge of said Court did
sustain the motion to gquash with respect to Case No. 856.

The record of the Criminal Division of the Circuit Court, set out
in the findings of fact at the hearing on the citation in contempt,
gshows that in case No. 856 the court upheld the defendants’
motion to quash ‘‘with the approval of the Assistant State At-
torney’’ and quashed the remaining indictments on his recom-
mendation. Reindictment of the accused on the next day, prompt
arraignment and setting for trial also appears. We accept the
record as conclusive of the facts.

We read the Circuit Court’s judgment to find that the com-
ment on the Rape Cases contained only ‘‘half-truths,’’ that it
did not ‘‘fairly report the proceedings’’ of the court, that it con-
tained ‘‘misinformation.’”” The judgment said:

““To report on court proceedings is a voluntary undertaking

but when undertaken the publisher who fails to fairly report
does so at his own peril.

“We find the facts recited and the charges made in the
citation to be true and well founded; . . .”’

Pennekamp was fined $250 and the corporation $1,000.00.
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The Supreme Court of Florida restated the facts as to the Rape
Cases from the record. 22 So. 2d at 881. It then reached a
conclusion as to all of the charges and so as to the Rape Cases
in the words set out below.? After further discussion of the facts,

the Court says:
“In the light of this factual recitation, it is utter folly to

suggest that the object of these publications was other than
to abase and destroy the efficiency of the court.’’

To focus attention on the critical issue, we quote below from the
decision of the Supreme Court of Florida certain excerpts which
we believe fairly illustrate its position as to the applicable law.®

From the editorials, the explanations of the petitioners and the
records of the court, it is clear that the full truth in regard to
the quashing of the indictments was not published. We agree
that the editorials did not state objectively the attitude of the

522 So. 2d 875, 882: ‘‘So the vice in both the editorials was the distorted,
inaccurate statement of facts and with that statement were secrambled false
insinuations that amounted to unwarranted charges of partisanship and un-
fairness on the part of the judges.

““The record was available in all these cases and it does not reveal a
breadth of suspicion on which to predicate partisanship and unfairness on
the part of the judges. It is shown rather that they acted in good faith and
handled each case to the very best advantage possible. There was no judg-
ment that could have been entered in any of them except the one that was
entered. If the editorials had stated the facts correctly, nothing but a correct
conclusion could have been deduced and there would have been no basis for
contempt but here they elected to publish as truth a mixture of factual mis-
statement and omission and impose on that false insinuation, distortion, and
deception and then contend that freedom of the press immunizes them from
punishment.’’

622 So. 2d 875, 884, 885, 886:
¢¢A newspaper may criticize, harass, irritate, or vent its spleen against a
person who holds the office of judge in the same manner that it does a
member of the Legislature and other elective officers, but it may not publish
seurrilous or libelous criticisms of a presiding judge as such or his judg-
ments for the purpose of discrediting the Court in the eyes of the public.
Respect for courts is not inspired by shielding them from criticism. This is
a responsibility of the judge, acquired over the years by the spirit in which
he approaches the judicial process, his ability to humanize the law and
square it with reason, the level of his thinking, the consistency of his ad-
herence to right and justice, and the degree to which he holds himself aloof
from bloes, groups, and techniques that would sacrifice justice for expediency.’’
¢¢Courts cannot function in a free country when the atmosphere is charged
with the effusions of a press designed to poison the mind of the public against
the presiding judges rather than to clarify the issues and propagate the truth
about them. The latter was the press that Mr. Jefferson visioned when he
promulgated the thesis, ‘Our liberty depends on the freedom of the press and
that cannot be limited without being lost.” *’
¢¢Freedom to punish one’s views is a principle of universal practice, but
when the press deliberately abandons the proprieties and sets out to poison
its pablum or to sow dragons’ teeth and dispense canards for the purpose of
doing another a wrong, it is no different category from a free man that
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judges. We accept the statement of the Supreme Court that
under Florida law, ‘‘There was no judgment that could have been
entered in any of them except the one that was entered.”’ And,
although we may feel that this record scarcely justifies the harsh
inference that the truth was willfully or wantonly or recklessly
withheld from the public or that the motive behind the publica-
tion was to abase and destroy the efficiency of the courts, we ac-
cept in this case the conclusion of the Florida courts upon intent
and motive as a determination of fact.” While the ultimate power
is here to ransack the record for facts in constitutional contro-
versies, we are accustomed to adopt the result of the state courts’
examination.® It is the -findings of the state courts on disputed
facts or the undisputed facts themselves which furnish the basis
for our appraisal of claimed violations of federal constitutional
rights.?

does likewise. The most rigid safeguard thrown around a ‘free press would
not protect appellants from falsely publishing or announcing to the world
that the clergy of Miami were in sympathy with the practice of polygamy
or were fostering other doctrines equally obnoxious to approved moral
standards.’’

‘‘The theory of our system of fair trial is that the determination of every

case should be induced solely by evidence and argument in open court and
the law applicable thereto and not by any outside influence, whether of private
talk or public print.’’
‘“The State Courts touch the public more frequently than the Federal
Courts and they have many reasons to enforce orderly administration that
would not arise in the Federal Courts. If that power is to be construed by
what appellants contend to be the pattern in the Bridges and Nye cases, then
more than one hundred years of state law and decisions on the subject are
turned into confusion or set at naught. . .

““We do not think this can be the law. The Bridges case was disposed of
on authority of the ‘‘clear and present danger’’ cases, which are not analogous
to most of the state cases because they arise from a different state of the law.
The ultimate test in the Bridges case requires that the ‘substantive evil must
be extremely serious and the degree of imminence extremely high before the
utterances can be punished.” Even if this test is to the rule in the State
Courts, they are authorized to apply it by their own law and standards and
unless the application is shown to be arbitrary and unreasonable, their judg-
ment should not be disturbed. The law in Florida permits the most liberal
exercise possible of freedom of the press but holds to account those who
abuse it.

¢“We therefore hold that the cartoon and the editorials afford ample sup-
port for the judgment imposed and that the issues were properly adjudicated
under Florida law.’’

7 See IX Wigmore, Evidence (3d Ed.) § 2557. Crawford v. United States,
212 U. S. 183, 203.

8 Drivers Union v. Meadowmoor Co., 312 U. S. 287, 293-94; Lisenba w.
California, 314 U. 8. 219, 238.

9 Chambers v. Florida, 309 U. S. 227, 239; Asheraft v. Tennessee, 322
U. 8. 143, 152, 153, 154; Malinski v. New York, 324 T. S. 401, 404.
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The acceptance of the conclusion of a state as to the facts of
a situation leaves open to this Court the determination of federal
constitutional rights in the setting of those facts.® When the
Bridges case was here, there was necessarily involved a deter-
mination by the California state court that all of the editorials
had, at least, a tendency to interfere with the fair administration
of eriminal justice in pending cases in a court of that state. Yet
this Court was unanimous in saying that two of those editorials
had no such impact upon a court as to justify a convietion of
contempt in the face of the principles of the First Amendment.
We must, therefore, weigh the right of free speech which is claimed
by the petitioners against the danger of the coercion and intimi-
dation of courts in the factual situation presented by this record.

Free discussion of the problems of society is a cardinal principle
of Americanism—a principle which all are zealous to preserve.l!
The admitted freedom of discussion which follows the termi-
nation of every judicial inquiry is deemed inadequate to em-
phasize properly to the public the danger to our welfare of
supposed judicial neglect of the principles of justicel2 It
does not follow that public comment of every character upon
pending trials or legal proceedings may be as free as a similar
comment after complete disposal of the litigation. Between the
extremes there are areas of discussion which an understanding
publicist will appraise in the light of the proprieties and in the
light of the effect on himself and on the public of creating a clear
and present danger to the fair and orderly judicial administration.
Courts must have power to.protect the interests of prisoners and
litigants before them from unseemly efforts to pervert judicial
action. In the borderline instances where it is diffeult to say
upon which side the alleged offense falls, we think the specific
freedom of public comment should weigh heavily against a possible

tendency to influence pending cases. Freedom of discussion should

10 See the cases in the preceding paragraph

11 Murdock v. Pennsylvania, 319 U. 8. 105, 115; West Virginia v. Barnett,
319 U. S. 624, 639: Thomas v. Collins, 323 U. S. 516, 527, 530.

12314 U. S. at 269:

‘‘No suggestion can be found in the Constitution that the freedom there
guaranteed for speech and the press bears an inverse ratio to the timeliness
and importance of the ideas seeking expression. Yet, it would follow as a
practical result of the decisions below that anyone who might wish to give
public expression to his views on a pending ecase involving no matter what
problem of public interest, just at the time his audience would be most Te-
ceptive, would be as effectively discouraged as if a deliberate statntory
scheme of censorship had been adopted.’’
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be given the widest range compatible with the essential require-
ment of the fair and orderly administration of justice.

While a disclaimer of intention does not purge a contempt, we
may at this point give consideration to the sworn answer of peti-
tioners that their purpose was not to influence the court. An ex-
cerpt appears below.’® For circumstances to create a clear and
present danger to judicial administration, a solidity of evidence
should be required which it would be difficult to find in this
record. Compare Baumgartner v. United States, 322 U. S. 665,
670; Schneiderman v. United States, 320 U. S. 118.

The comments were made about judges of courts of general
Jurisdiction—judges selected by the people of a populous and
educated community. Their effect on juries which might even-
tually try the offenders is too remote for discussion. One does
not need to be insensible to the effect of public criticism.’* by a
strong local newspaper to have doubts as to whether the edi-
torials and cartoon could be classed as a clear and present danger.
to fair judicial action on the pending cases. Certainly it cannot __/
be said that the success or failure of an effort to influence the /
course of justice is significant in a contempt proeeedin_g>—0'({
ment on pending cases may affect judges differently.” It may
influence some judges more than others. Some are of a more
sensitive fiber than their colleagues. The law deals in generali-
ties and cannot depend on the varying degrees of moral courage
or stability which individual judges may possess. We are not
willing to say under the circumstances of this case that these
editorials are a clear and present danger to the fair adminis-

18 ¢¢These respondents deny any intent by either said editorial or said
cartoon either in words or otherwise to interfere with fair and impartial
justice in the State of Florida and deny that the large character in the
cartoon was beside the judge and on the bench and being heard, recognized
and favored, but, on the contrary, these respondents respectfully show that
it was the intention of said editorial and said cartoon to condemn and ecriti-
cise the system of pleading and practice and procedure created by the laws of
Florida, whereby such cases could long be delayed and then could be dis-
missed upon technical grounds in the manner herein shown.’’

We add Mr. Pennekamp’s statement of the editorial policy of the Miami
Herald :

‘“ “We are ourselves Free— Free as the Constitution we enjoy—ZFree to
truth, good manners and good semse. We shall be for whatever measure is
best adapted to defending the rights and liberties of the people and ad-
vancing useful knowledge. We shall labor at all times to inspire the people
with a just and proper sense of their conditions, to point out to them their
true interest and rouse them to pursue it.’ ?’

14Cf, Sullivan, Contempts by Publication, page 1.
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tration of justice in Florida. Cf. Near v. Minnesota, 283 U. S.
697, 714-15.

What is meant by clear and present danger to a fair adminis-
tration of justice? Certainly this criticism of the judge’s inclina-
tions or actions in these pending non-jury proceedings could not
directly affect such administration. This criticism of his actions\,
could not affect his ability to decide the issues. A jury might be |
misled by publication of inadmissible evidence; a judge might
be misled by manufactured testimony.!> Here there is only eriti-
cism of judicial action already taken, although the cases were still
pending on other points or might be revived by rehearings. For
sueh injuries the judge has such remedy in damages for libel

/ as do other public servants.

It is suggested, however, that even though intellectual processes
cannot be affected by reflections on his personal integrity, a judge
may be influenced by a desire to placate the accusing newspaper
to retain public esteem and secure reelection presumably at the
cost of unfair rulings against an accused. — So. 2d —. In this
case too many fine drawn assumptions against the independence
6f judicial action must be made to call such a possibility a clear

~ and present danger to justice. There must be a Judrre of less than
ordinary fo1t1tude/w11hout friends or SUPPOTE jor a powe1ful and
vindictive newspaper bent upon a rule or Tuin policy. There
must be a public unconcerned with or uninterested in the truth
or the protection of their judicial institutions. If, as the Florida
courts have held and as we have assumed, the petitioners delib-
erately distorted the facts to abase and destroy the efficiency of
the court, those misrepresentations with the indicated motives
manifested themselves in the language employed by petitioners
in their editorials. The Florida courts see in this objectionable
language an open effort to use purposely the power of the press
to destroy without reason the reputation of judges and the com-
petence of courts. This is the clear and present danger they fear
to justice. /\lthouuh we realize that we do not have the same
intimate. 101&‘(1011% with the people of Florida that is enjoyed by
the Florida courts, we have no doubt that Floridians in general
would react to these editorials in substantially the same way as
citizens of other parts of our common country.

15 Compare Hazel-Atlas Co. ». Hartford Co., 322 U. S. 238.
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As we have pointed out, we must weigh the impact of the words
against the protection given by the principles of the First Amend-
ment as adopted by the Fourteenth to public comment on pending
court cases. We conclude that the danger under this record to
fair judicial administration has not the clearness and immediacy
necessary to close the door of permissible public comment. When
that door is closed, it closes all doors behind it.

Reversed.

Mr. Justice JACKsoN took no part in the consideration or de-
cision of this case.
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[ ]
Mr. Justice Reep delivered the opinion of the Court.

This proceeding brings here for review a judgment of the
Supreme Court of Florida, — Fla. —; 22 So. 2d 875, which
affirmed a judgment of guilt in contempt of the Circuit Court of
Dade County, Florida, on a citation of petitioners by that Circuit
Court.

The individual petitioner was the associate editor of the Miami
Herald, a newspaper of general circulation, published in Dade
County, Florida, and within the jurisdiction of the trial court.
The corporate petitioner was the publisher of the Miami Herald.
Together petitioners were responsible for the publication of two
editorials charged by the citation to be contemptuous of the Cir-
¢uit Court and its judges in that they were unlawfully critical
of the administration of criminal justice in certain cases then
pending before the Court.

Certiorari was granted to review petitioners’ contention that
the editorials did not present ‘‘a clear and present danger of high
imminence to the administration of justice by the court’’ or judges
who were criticized and therefore the judgment of contempt was
invalid as violative of the petitioners’ right of free expression in

the press. The importance of the issue in the administration of

justice at this time in view of this Court’s decision in Bridges V.
California, 314 U. S. 252, three years prior to this judgment in
contempt, is apparent.

Bridges v. California fixed reasonably well marked limits around
the power of courts to punish newspapers and others for com-
ments upon or criticism of pending litigation. The case placed
orderly operation of courts as the primary and dominant require-
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ment in the administration of justice. Pages 263, 265, 266. This
essential right of the courts to be free of intimidation and coer-
cion was held to be consonant with a recognition that freedom
of the press must be allowed in the broadest scope compatible
with the supremacy of order. A theoretical determinant of the
limit for open discussion was adopted from experience with other
adjustments of the conflict between freedom of expression and
maintenance of order. This was the clear and present danger
rule. The evil consequence of comment must be ‘‘extremely serious
and the degree of imminence extremely high before utterances
can be punished.”” Page 263. It was, of course, recognized that
this formula, as would any other, inevitably had the vice of un-
certainty, page 261, but it was expected that from a decent self-
restraint on the part of the press and from the formula’s repeated
application by the courts standards of permissible comment would
emerge which would guarantee the courts against interference and
allow fair play to the good influences of open discussion. As a step
toward the marking of the line, we held that the publications
there involved were within the permissible limits of free discussion.

In the Bridges case the clear and present danger rule was
applied to the stated issue of whether the expressions there under
consideration prevented ‘‘fair judicial trials free from coercion
or intimidation.’” Page 259. There was, of course, no question
as to the power to punish for disturbances and disorder in the
court room. Page 266. The danger to be guarded against is the
¢‘gubstantive evil”’ sought to be prevented. Pages 261, 262, 263.
In the Bridges case that ‘‘substantive evil’’ was primarily the
“disorderly and unfair administration of justice.”” Pages 270,
271, 2781

The Constitution has imposed upon this Court final authority
to determine the meaning and application of those words of that
instrument which require interpretation to resolve judicial issues.
With that responsibility, we are compelled to examine for our-
selves the statements in issue and the circumstances under which

they were made to see whether or not they do carry a threat of

clear and present danger to the impartiality and good order
of the courts or whether they are of a character which the prin-
ciples of the First Amendment, as adopted by the Due Process

1 Compare Schenck v. United States, 249 U. 8. 47, 52; Thornhill ». Alabama,
310 U. S. 88, 105: Carlson v. California, 310 U. S. 106, 113; Board of Edu-
cation v. Barnette, 319 U. S. 624, 633.
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Clause of the Fourteenth Amendment, protect.? When the highest
court of a state has reached a determination upon such an issue,
we give most respectful attention to its reasoning and conclusion
but its authority is not final. Were it otherwise the constitu-
tional limits of free expression in the Nation would vary with
state lines.®

While there was a division of the Court in the Bridges case as
to whether some of the public expressions by editorial comment
transgressed the boundaries of a free press and as to the phrasing
of the test, there was unanimous recognition that California’s
power to punish for contempt was limited by this Court’s inter-
pretation of the extent of protection afforded by the First Amend-
ment. Bridges v. California, supra, at 297. Whether the threat
to the impartial and orderly administration of justice must be a
clear and present or a grave and immediate danger, a real and
substantial threat, one which is close and direct or one which
disturbs the court’s sense of fairness depends upon a choice of
words. Under any one of the phrases, reviewing courts are brought
in cases of this type to appraise the comment on a balance between
the desirability of free discussion and the necessity for fair ad-
judication, free from interruption of its processes.

The editorials of November 2d and Tth, 1944, which caused the
court to issue the citation are set out below.* Accompanying the

2 Gitlow v. New York, 268 U. S. 652, 666; Near v. Minnesota, 283 U. 8.
697, 707.

8 Bridges ». California, 314 U. 8. 252, 267. Compare Chambers v. Florida,
309 U. 8. 227, 228; Hooven & Allison Co. v. Evatt, 324 U. 8. 652, 659.

4 November 2, 1944:

““Courts Are Established—

For the People.

‘“The courts belong to the people. The people have established them to
promote justice, insure obedience to the law and to Punish Those Who Will-
fully Violate It. ;

¢‘The people maintain the courts by providing the salaries of officials and
setting up costly chambers and courtrooms for the orderly and dignified pro-
cedure of the tribunals.

¢Upon the judges the people must depend for the decisions and the judi-
cial conduct that will insure society—as a whole and in its individuals—
against those who would undermine or destroy the peace, the morality and
the orderly living of the community.

““In Order that the courts should not be amenable to political or other
pressures in their determination of matters placed before them, Florida Cir-
cuit judges are called upon to face the electorate less often than are other
elective office holders.

¢¢So long are their terms, in fact, that in Dade county no Circuit judge,
and only one judge of another court, has come to the bench by public choice
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first editorial was a cartoon which held up the law to public
obloquy. It caricatured a court by a robed compliant figure as
a judge on the bench tossing aside formal charges to hand a docu-
ment, marked ‘‘Defendant dismissed,’” to a powerful figure close
at his left arm and of an intentionally drawn criminal type. At
the right of the bench, a futile individual, labeled ‘‘Public In-
terest’’ vainly protests.
The citation charges that the editorials
¢“did reflect upon and impugn the integrity of said Court
and the Judges thereof in imputing that the Judges of said

Court ‘do recognize and accept, even go out to find, every
possible technicality of the law to protect the defendant, to

in the first instance. All the others have been named by a governor to fill
a vacancy caused by death or resignation, or similar circumstance.
¢¢ Judicial terms in Dade county run:
1—Six years each for six Circuit judges.
2—Four years each for two Civil Court of Record judges.
3—Four years for the judge of the Criminal Court of Record.
4—TFour years for the judge of the Court of Crimes.
5—Four years for County judge.
6—Four years for Juvenile court judge.
¢‘Thege twelve judges represent the majesty and the sanctity of the law.
They are the first line of defense locally of organized society against vice,
corruption and crime, and the sinister machinations of the underworld. ;

¢¢Tt Is beyond question that American courts are of, by and for the people.

¢¢Every accused person has a right to his day in court. But when judicial
instance and interpretative procedure recognize and accept, even go out to
find, every possible technicality of the law to protect the defendant, to
block, thwart, hinder, embarrass and nullify prosecution, then the people’s
rights are jeopardized and the basic reason for courts stultified.

¢¢The geeming ease and pat facility with which the criminally charged have
been given technical safeguard have set people to wondering whether their
courts are being subverted into refuges for lawbreakers. 3

¢¢This Week the people, through their grand jury, brought into court eight
indictments for rape. Judge Paul D. Barns agreed with the defense that
the indictments were not properly drawn. Back they went to the grand jury
for representation to the court.

¢¢Only in the gravest emergency does a judge take over a case from another
court of equal jurisdiction.. A padlock action against the Brook Club was
initiated last spring before Judge George E. Holt, who granted a temporary
injunction.

¢¢After five months, the case appeared Tuesday out of blue sky before
Judge Marshall C. Wiseheart at the time State Attorney Stanley Milledge
was engaged with the grand jury.

¢¢Speedy decision was asked by counsel despite months of stalling. The
State Attorney had to choose between the grand jury and Judge Wiseheart ’8
court.

¢¢The judge dismissed the injunction against the club and its operators.
The defense got delay when it wanted and prompt decision from the court
when it profited it.

¢¢On Oct. 10 Judge Holt had before him a suit by the state to abate &
nuisance (bookmaking) at the Tepee Club.
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block, thwart, hinder, embarrass and nullify prosecution,’
which said acts by you tend to create a distrust for said court
and the judges thereof in the minds of the people of this
county and state and tend to prevent and prejudice a fair
and impartial action of the said Court and the Judges thereof
in respect to the said pending case[s].”’

After setting out details of alleged willful withholding and sup-
pression of the whole truth in the publications, the citation further
charges that

““you, by said cartoon and editorial, have caused to be repre-

sented unto the public that concerning the cases of (A) the
eight indictments for rape, (B) the said Brook Club case, and

‘¢‘Five affidavits of persons who allegedly visited the premises for the pur-
pose of placing bets were introduced by the state over the objection of the
defendants.

‘¢ Judge Holt ruled them out, explaining in denying the injunction against
the Tepee Club:

¢ ¢The defendant cannot cross-examine an affidavit. The court cannot
determine who is testifying and whether belief can be placed upon such
testimony . . . The fact that such affidavits were taken before the State
Attorney does not give them any additional weight or value.’

¢¢This may be good law, exact judicial evaluation of the statutes. It is,
however, the character of legal interpretation which causes people to raise
questioning eyebrows and shake confused heads in futile wonderment.

¢¢Tf Technicalities are to be the order and the way for the criminally
charged either to avoid justice altogether or so to delay prosecution as to
cripple it, then it behooves our courts and the legal profession to cut away
the deadwood and the entanglements.

¢¢Make it possible for the state’s case, the people’s case, to be seen with
equal clarity of judicial vision as that accorded accused lawbreakers. Other-
wise technicalities and the courts make the law, no matter what the will of
the people and of their legislators.’’

November 7, 1944:

‘“Why People Wonder.

¢¢Here is an example of why people wonder about the law’s delays and
obstructing technicalities operating to the disadvantage of the state—which
is the people—in prosecutions.

¢¢ After stalling along for months, the defense in the padlock case against
the Brook Club appeared before Judge Marshall C. Wiseheart for a decision.
The State Attorney was working with the grand jury. The court knocked
out the injunction. There was speed, dispatch, immediate attention and action
for those charged with violation of the law. So fast that the people didn’t
get in a peep.

¢¢That’s one way of gumming up prosecution. Another is to delay action.
On March 29, Coy L. Jaggears, bus driver, was sentenced to fifteen days in
city jail by Judge Cecil C. Curry on conviction of beating up a taxicab
operator.

¢¢The arrest precipitated the notorious bus strike. As a result, Jaggears
walked out of jail after posting $200 appeal bond. The appeal never got
further.

¢¢There you have the legal paradox, working two ways, but to the same
purpose against prosecution. Speed when needed. Month after month of
delay when that serves the better.’’
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(C) the Teepee Club case, that the Judges of this Court [had
not] fairly and impartially heard and decided the matters in
said editorial mentioned and have thereby represented unto
the general public that notwithstanding the great public trust
vested in the Judges of this Court that they have not dis-
charged their duties honorably and fairly in respect to said
pending cases as hereinbefore set forth, all of which tends to
obstruct and interfere with the said Judges as such in fairly
and impartially administering justice and in the discharging
of their duties in conformity with the true principles which
you have so properly recognized in the forepart of said edi-
torial above quoted as being incumbent upon them and each
ofithem's i iy

Petitioners were required to show cause why they should not be

held in contempt. :

Petitioners answered that the publications were legitimate ecriti-
cism and comment within the federal guaranties of free press
and created no clear and present danger to the administration of
Jjustice. They sought to justify the publications by stating in
their return to the rule that the facts stated in the editorials
were correct, that two of the cases used as examples were not
pending when the comments were made, since orders of dismissal
had been previously entered by the Circuit Court, and that they
as editors

‘‘had the right if not the duty openly and forcefully to dis-
cuss these conditions to the end that these evils that are
profoundly disturbing to the citizens of this county, might be
remedied. The publications complained of did nothing more
than discuss the generally recognized weakness and break-
down in the system of law enforcement and call for its im-
provement.’’ i

It is not practicable to comment at length on each of the chal-
lenged items. To make our decision as clear as possible, we shall
refer in detail only to the comments concerning the ‘‘Rape Cases.’’
These we think fairly illustrate the issues and are the most diffi-
cult comments for the petitioners to defend.

As to these cases, the editorial said:

“‘This ‘Week the people, through their grand jury, brought
into court eight indictments for rape. Judge Paul D. Barns
agreed with the defense that the indictments were not properly
drawn. Back they went to the grand jury for representation
to the court.’’
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We shall assume that the suggestion that the statement, ‘‘judicial
instance and interpretative procedure . . . even go out to find,
every possible technicality of the law to protect the defendant . . .
and nullify prosecution,’’ refers to the quashing of the rape in-
dictments as well as other condemned steps. The comment of the
last two paragraphs evidently includes these dismissals as so-called
legal technicalities.

The citation charged that the prosecuting officer in open court
agreed that the indictments were SO defective as to make rein-
dictment advisable. Reindictments were returned the next day
and before the editorial. It was charged that these omissions
were a wanton withholding of the full truth.

As to this charge, the petitioners made this return:

¢¢That as averred in the citation, a motion was made to
quash the indictment in Case 856, the ruling upon which
would control in the other cases mentioned. Whereupon the
representative of the State Attorney’s Office stated in effect
that he believed the original indictment was in proper form,
but to eliminate any question he would have these defendants
immediately re-indicted by the Grand Jury which was still
then in session. And thereupon, the Judge of said Court did
sustain the motion to quash with respect to Case No. 856.
The record of the Criminal Division of the Circuit Court, set out
in the findings of fact at the hearing on the citation in contempt,
shows that in case No. 856 the court upheld the defendants’
motion to quash ‘‘with the approval of the Assistant State At-
torney’’ and quashed the remaining indictments on his recom-
mendation. Reindictment of the accused on the next day, prompt
arraignment and setting for trial also appears. We accept the
record as conclusive of the facts.

We read the Circuit Court’s judgment to find that the com-
ment on the Rape Cases contained only ¢‘half-truths,’’ that it
did not ‘‘fairly report the proceedings’’ of the court, that it con-
tained ‘‘misinformation.’’ The judgment said:

¢mo report on court proceedings is a voluntary undertaking

but when undertaken the publisher who fails to fairly report
does so at his own peril.

‘e find the facts recited and the charges made in the
citation to be true and well founded; . i

This finding included the fact that reindictments were then pend-
ing in the ‘‘Rape Cases.”” Defendant’s assignments of error chal-
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lenged the ruling that the matters referred to in the editorials
were pending and the Supreme Court of Florida ruled that the
cases were pending. 22 So. 2d at 883 :
¢“We also agree that publications about a case that is closed
no matter how scandalous, are not punishable as contempt.
This is the general rule but the Florida Statute is more liberal
than the rule.”’
Of. Florida Statutes 1941, § 38.23 and § 932.03; see also 22 So. -
2d at 886.

In Bridges v. California, 314 U. S. 252, 271-78, dissent 297-302, -
this Court looked upon cases as pending following completed in-
terlocutory actions of the courts but awaiting other steps. In
one instance it was sentence after verdict. In another, a motion
for a new trial. Y

Pennekamp was fined $250 and the corporation $1,000.00.

The Supreme Court of Florida restated the facts as to the Rape
Cases from the record. 22 So. 2d at 881. It then reached a
conclusion as to all of the charges and so as to the Rape Cases
in the words set out below.? After further discussidén of the faets,
the Court said:

““In the light of this factual recitation, it is utter folly to
suggest that the object of these publications was other than
to abase and destroy the efficiency of the court.”’
To focus attention on the critical issue, we quote below from the'
decision of the Supreme Court of Florida certain excerpts which
we believe fairly illustrate its position as to the applicable law.®

592 So. 2d 875, 882: ‘‘So the vice in both the editorials was the distorted,
inaccurate statement of facts and with that statement were secrambled false
insinuations that amounted to unwarranted charges of partisanship and un-
fairness on the part of the judges.

¢¢The record was available in all these cases and it does not reveal a
ibreath of suspicion on which to predicate partisanship and unfairness on
the part of the judges. It is shown rather that they acted in good faith and
handled each case to the very best advantage possible.  There was no judg-
ment that could have been entered in any of them except the one that was
entered. If the editorials had stated the facts correctly, nothing but a correct
conclusion could have been deduced and there would have been no basis for
contempt but here they elected to publish as truth a mixture of factual mis-
statement and omission and impose on that false insinuation, distortion, and
deception and then contend that freedom of the press immunizes them from
punishment.’’

622 So. 2d 875, 884, 885, 886:
¢¢A newspaper may criticize, harass, irritate, or vent its spleen against a
person who holds the office of judge in the same manner that it does a
member of the Legislature and other elective officers, but it may not publish
seurrilous or libelous eriticisms:of a "presiding ' judge as such or his :judg-
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From the editorials, the explanations of the petitioners and the
records of the court, it is clear that the full truth in regard to
the quashing of the indictments was not published. We agree
with the Supreme Court that the ‘‘Rape (ases’’ were pending
at the time of the editorials. We agree that the editorials did
not state objectively the attitude of the judges. We accept the
statement of the Supreme Court that under Florida Iawiseilthere
was no judgment that could have been entered in any of them
except the one that was entered.” And, although we may feel

ments for the purpose of discrediting the Court in the eyes of the public.
Respect for courts is not inspired by shielding them from eriticism. This is
a responsibility of the judge, acquired over the years by the spirit in which
he approaches the judicial process, his ability to humanize the law and
square it with reason, the level of his thinking, the consistency of his ad-
herence to right and justice, and the degree to which he holds himself aloof
from blocs, groups, and techniques that would saerifice justice for expediency.’’
¢¢Courts cannot function in a free country when the atmosphere is charged
with the effusions of a press designed to poison the mind of the public against
the presiding judges rather than to clarify the issues and propagate the truth
about them. The latter was the press that Mr. Jefferson visioned when he
promulgated the thesis, ‘Our liberty depends on the freedom of the press and
that cannot be limited without being lost.’ Jia
¢¢Preedom to publish one’s views is a principle of universal practice, but
when the press deliberately abandons the proprieties and sets out to poison
its pabulum or to sow dragon ’s teeth and dispense canards for the purpose of
doing another a wrong, it is no different category from a free man that
does likewise. The most rigid safeguard thrown around a free press would
not protect appellants from falsely publishing or announcing to the world
that the clergy of Miami were in sympathy with the practice of polygamy
or were fostering other doctrines equally obnoxious to approved moral
standards.’’

¢¢The theory of our system of fair trial is that the determination of every
case should be induced solely by evidence and argument in open court and
the law applicable thereto and not by any outside influence, whether of private,
talk or public print.’’
¢¢The State Courts touch the public more frequently than the Federal
Courts and they have many reasons to enforce orderly administration that
would not arise in the Federal Courts. If that power is to be construed by
what appellants contend to be the pattern in the Bridges and Nye cases, then
more than one hundred years of state law and decisions on the subject are
turned into confusion or set at naught. . . .

¢¢We do not think this can be the law. The Bridges case was disposed of on
authority of the ¢ ‘‘clear and present danger’’ cases,” which are not analogous
to most of the state cases because they arise from a different state of the law.
The ultimate test in the Bridges case requires that the ¢substantive evil must
be extremely serious and the degree of imminence extremely high before the
utterances can be punished.” Even if this test is to [be] the rule in the State
Courts, they are authorized to apply it by their own law and standards and
unless the application is shown to be arbitrary and unreasonable, their judg-
ment should not be disturbed. The law in Florida permits the most liberal
exercise possible of freedom of the press but holds to account those who
abuse it.

¢‘We therefore hold that the cartoon and the editorials afford ample sup-
port for the judgment imposed and that the issues were properly adjudicated
under Florida law.’’
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that this record scarcely justifies the harsh inference that the
truth was willfully or wantonly or recklessly withheld from the
public or that the motive behind the publication was to abase and
destroy the efficiency of the courts, we accept in this case that con-
clusion of the Florida courts upon intent and motive as a deter-
mination of fact” While the ultimate power is here to ransack
the record for facts in constitutional controversies, we are accus-
tomed to adopt the result of the state courts’ examination.® Tt
is the findings of the state courts on undisputed facts or the undis-
puted facts themselves which ordinarily furnish the basis for our
appraisal of claimed violations of federal constitutional rights.®

The acceptance of the conclusion of a state as to the facts of
a situation leaves open to this Court the determination of federal
constitutional rights in the setting of those, facts.’® When the
Bridges case was here, there was mecessarily- involved a deter-
mination by the California state court that all of the editorials
had, at least, a tendency to interfere with the fair administration
of criminal justice in pending cases in a court of that state. Yet
this Court was unanimous in saying that two of those editorials
had no such impact upon a court as to justify a conviction of
contempt in the face of the principles of the First Amendment.
We must, therefore, weigh the right of free speech which is claimed
by the petitioners against the danger of the coercion and intimi-
dation of courts in the factual situation presented by this record.

Free discussion of the problems of society is a cardinal principle
of Americanism—a principle which all are zealous to preserve.'!
Discussion that follows the termination of a case may be inade-
qhnto to emphasize the danger to public welfare of supposedly
wrongful judicial conduct.’® It does not follow that public com-

7 8ee IX Wigmore, Evidence (3d Ed.) § 2557. Crawford v. United States,
212 U. 8. 183, 203.

8 Drivers Union ». Meadowmoor Co., 312 TU. §. 287, 293-94; Lisenba .
California, 314 U. 8. 219, 238.

9 Chambers v. Florida, 309 U. S. 227, 239; Ashcraft v. Tennessee, 322
U. S. 143, 152, 153, 154; Malinski v. New York, 324 U. 8. 401, 404.

10 See the cases in the preceding paragraph, note 8

11 Murdock v. Pennsylvania, 319 U. 8. 105, 115; Board of Education v.
Barnette, 319 U. S. 624, 639; Thomas v, Collins, 323 U. 8. 516, 530.

12 Bridges v. California, 314 U. 8. at 269:

¢¢No suggestion can be found in the Constitution that the freedom there
guaranteed for speech and the press bears an inverse ratio to the timeliness
and importance of the ideas seeking expression. Yet, it would follow as a
practical result of the decisions below that anyone who might wish to give
public expression to his views on a pending case involving no matter what
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ment of every character upon pending trials or legal proceedings
may be as free as a similar comment after complete disposal of
the litigation. Between the extremes there are ar [S-of discussion
which an understanding publicist will appraise in the light of
the effect on himself and on the public of creating a clear and
present danger to the fair and orderly judicial administration.
Courts must have power to protect the interests of prisoners and
litigants before them from unseemly efforts to pervert judicial
action. In the borderline instances where it is difficult to say
upon which side the alleged offense falls, we think the specific
freedom of public comment should weigh heavily against a possible
tendency to influence pending cases. Freedom of discussion should
be given the widest range compatible with the essential require-
ment of the fair and orderly administration of justice.

While a disclaimer of intention does not purge a contempt, we
may at this point call attention to the sworn answer of peti-
tioners that their purpose was not to influence the court. An ex-
cerpt appears below.® For circumstances to create a clear and
present danger to judicial administration, a solidity of evidence
should be required which it would be difficult to find in this
record. Compare Baumgartner v. United States, 322 U. S. 665,
670; Schneiderman v. United States, 320 U. S. 118.

The comments were made about judges of courts of general
jurisdiction—judges selected by the people of a populous and
educated community. They concerned the attitude of the judges
toward those who were charged with crime, not comments on evi-

problem of public interest, just at the time his audience would be most re-
ceptive, would be as effectively discouraged as if a deliberate statutory
scheme of censorship had been adopted.’’

18 ¢‘These respondents deny any intent by either said editorial or said
cartoon either in words or otherwise to interfere with fair and impartial
justice in the State of Florida and deny that the large character in the
cartoon was beside the judge and on the bench and being heard, recognized
and favored, but, on the contrary, these respondents respectfully show that
it was the intention of said editorial and said cartoon to condemn and eriti-
cise the system of pleading and practice and procedure created by the laws of
Florida, whereby such cases could long be delayed and then could be dis-
missed upon technical grounds in the manner herein shown.’’

We add Mr. Pennekamp’s statement of the editorial policy of the Miami
Herald:

¢¢ ¢We are ourselves Free— Free as the Constitution we enjoy—Free to
truth, good manners and good sense. We shall be for whatever measure is
best adapted to defending the rights and liberties of the people and ad-
yancing useful knowledge. We shall labor at all times to inspire the people
with a just and proper semse of their conditions, to point out to them their
true interest and rouse them to pursue it.” ’’
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dence or rulings during a jury trial. Their effect on juries that
might eventually try the alleged offenders against the ecriminal
laws of Florida is too remote for discussion. Comment on pend-
ing cases may affect judges differently. It may influence some
judges more than others. Some are of a more sensitive fiber than
their colleagues. The law deals in generalities and external stand-
ards and cannot depend on the varying degrees of moral courage
or stability in the face of criticism which individual judges may
posses any more than it can depend on the personal equations or
individual idiosyncrasies of the tort-feasor. The Germanic, 196
U. S. 589, 596 ; Arizona Employers’ Liability Cases, 250 U. S. 400,
492, 432. We are not willing to say under the circumstances of-
this case that these editorials are a clear and present danger to
the fair administration of justice in Florida. Cf. Near v. Min-
nesota, 283 U. S. 697, 714-15. ]

What is meant by clear and present danger to a fair adminis-
tration of justice? No definition could give an answer.. Cer-
tainly this criticism of the judge’s inclinations or actions in these
pending non-jury proceedings could not directly affect such ad-
ministration. This eriticism of his actions could not affect his
ability to decide the issues. Here there is only criticism of judicial
action already taken, although the cases were still pending on
other points or might be revived by rehearings. For such injuries
a judge has such remedy in damages for libel as do other public
servants.

It is suggested, however, that even though his intellectual pro-
cesses cannot be affected by reflections on his purposes, a judge
may be influenced by a desire to placate the accusing newspaper
to retain public esteem and secure reelection presumably at the
cost of unfair rulings against an accused. In this case too maiy
fine drawn assumptions against the independence of judicial ac-
tion must be made to call such a possibility a clear and present
danger to justice. There must be a judge of less than ordi-
nary fortitude without friends or support or a powerful and
vindictive newspaper bent upon a rule or ruin policy. There
must be a public unconcerned with or uninterested in the truth
or the protection of their judicial institutions. If, as the Florida
courts have held and as we have assumed, the petitioners delib-
erately distorted the facts to abase and destroy the efficiency of
the court, those misrepresentations with the indicated motives
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manifested themselves in the language employed by petitioners
in their editorials. The Florida courts see in this objectionable
language an open effort to use purposely the power of the press
to destroy without reason the reputation of judges and the com-
petence of courts. This is the clear and present danger they fear
to justice. Although we realize that we do not have the same
¢lose relations with the people of Florida that is enjoyed by
the Florida courts, we have no doubt that Floridians in general
would react to these editorials in substantially the same way as
citizens of other parts of our common country.

As we have pointed out, we must weigh the impact of the words
against the protection given by the principles of the First Amend-
ment, as adopted by the Fourteenth, to public comment on pending
court cases. We conclude that the danger under this record to
fair judicial administration has not the clearness and immediacy
necessary to close the door of permissible public comment. When

that door is closed, it closes all doors behind it.
' Reversed.

‘ Mr. Justice JACKsoN took mo part in the consideration or de-
cision of this case.
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Mr. Justice Reep delivered the opinion of the Court.

This proceeding brings here for review a judgment of the
Supreme Conrt of Florida, — Fla. —; 22 So. 2d 875, which
affirmed a judgment of guilt in contempt of the Circuit Court of
Dade County, Florida, on a citation of petitioners by that Circuit
Court.

The individual petitioner was the associate editor: of the Miami
Herald, a newspaper of general circulation, published in Dade
County, Florida, and within the jurisdiction of the trial court.
The corporate petitioner-was the publisher of the Miami Herald.
Together petitioners were responsible for the publication of two
éditorials charged by the citation to be contemptuous of the Cir-
cuit Court and its judges in that they were unlawfully critical
of the administration of eriminal justice in certain cases then
pending before thé Court.

Certiorari was granted to review petitioners’ contention that
the editorials did not present a clear and present danger of high
imminence to the administration of justice in the cases referred
to or otherwise by the court or judges who were criticized and
therefore the judgment of contempt was invalid as violative of
the. petitioners’ right of free expression in the press. The im-
portance of the issue in the administration of justice at this time
in view of this Court’s decision in Bridges v. California, 314
U. S. 252, three years prior to this judgment in contempt, is
apparent.

Bridges v. California fixed reasonably well marked limits around
the power of courts to punish newspapers and others for com-
ments upon or criticism of pending litigation. The case placed
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orderly operation of courts as the primary and dominant require-
ment in the administration of justice. Pages 263, 265, 266. This
essential right of the courts to be free of intimidation and coer-
cion, physical or moral, was held to be consonant with a recog-
nition that freedom of the press must be allowed in the broadest
scope compatible with the supremacy of order. A theoretical
determinant of the limit for open discussion was adopted from
experience with other adjustments of the conflict between free-
dom of expression and maintenance of order. This was the clear
and present danger rule. The evil consequence of comment must
be ‘‘extremely serious and the degree of imminence extremely
high before utterances can be punished.”” Page 263. It was,
of course, recognized that this formula as would any other, in-
evitably had the vice of uncertainty, page 261, but it was expected
that from a decent self-restraint on the part of the press and
from its repeated application by the courts standards of per-
missible comment would emerge which would guarantee the courts
against interference and allow fair play to the good influences of
open discussion. As a step toward the marking of the line, we
held that the publications there involved were within the per-
missible limits of free discussion.

In the Bridges case the clear and present danger rule was
applied to the stated issue of whether the expressions there under
consideration prevented ‘‘fair judicial trials free from coercion
or intimidation.’”’ Page 259. There was, of course, no question
as to the power to punish for disturbances and disorder in the
court room. Page 266. The danger to be guarded against is the
t‘gubstantive evil’’ sought to be prevented. Pages 261, 262, 263.
In the Bridges case that ‘‘substantive evil’’ was primarily the
¢“disorderly and unfair administration of justice.”” Pages 270,
271, 278.1

The Constitution has imposed upon this Court final authority
to determine the meaning and application of those words of that
instrument which require interpretation to resolve judicial issues.
Under the compulsion of that responsibility, we are compelled to
examine for ourselves the statements in issue and the circum-
stances under which they were made to see whether or not they
do carry a threat of clear and present danger to the impartiality

1 Compare Schenck v. United States, 249 U. S. 47, 52; Thornhill ». Alabama,
310 U. S. 88, 105; Carlson v. California, 310 U. 8. 106, 113; Board of Edu-
cation v. Barnette, 319 U. S. 624, 633.
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of the courts or whether they are of a character which the prin-
ciples of the First Amendment, as adopted by the Due Process
Clause of the Fourteenth Amendment, protect.? When the highest
court of a state has reached a determination upon such an issue,
we give most respectful attention to its reasoning and conclusion
but its authority is not decisive. Were it otherwise the constitu-
tional limits of free expression in the Nation would vary with
state lines.®

While there was a division of the Court in the Bridges case as
to whether some of the public expressions by editorial comment
transgressed the boundaries of a free press and as to the phrasing
of the test, there was unanimous recognition that California’s
power to punish for contempt was limited by this Court’s inter-
pretation of the extent of protection afforded by the First Amend-
ment. Bridges v. California, supra, at 297. Whether the threat
to the impartial administration of justice must be a clear and
present or a grave and immediate danger, a real and substantial
threat or one which is close and direct depends upon a choice of
words. Under any one of the phrases, reviewing courts are brought
in cases of this type to appraise the comment on a balance between
the desirability of free discussion and the necessity for fair ad-
Jjudication.

The editorials of November 2d and 7th, 1944, which caused the
court to issue the citation are set out below.* Accompanying the

2 Gillow v. New York, 268 U. 8. 652, 666; Near v. Minnesota, 283 U. 8.
697, 707.

8 Bridges v. California, 314 U. 8. 252, 267. Compare Chambers v. Florida,
309 U. 8. 227, 228; Hooven & Allison Co. v. Evatt, 324 U. 8. 652, 659.

4 November 2, 1944:

‘“Courts Are Established—

For the People. g

‘“The courts belong to the people. The people have established them té
promote justice, insure obedience to the law and to Punish Those Who Will-
fully Violate It. ;

‘‘The people maintain the courts by providing the salaries of officials and
sefting up costly chambers and courtrooms for the orderly and dignified pro-
cedure of the tribunals.

‘‘Upon the judges the people must depend for the decisions and the judi-
cial conduct that will insure society—as a whole and in its individuals—
against those who would undermine or destroy the peace, the morality and
the orderly living of the community.

““In Order that the courts should not be amenable to political or other
pressures in their determination of matters placed before them, Florida Cir-
cuit judges are called upon to face the electorate less often than are other
elective office holders.

‘“So long are their terms, in fact, that in Dade county no Circuit judge,
and only one judge of another court, has come to the bench by public choicé
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first editorial was a cartoon which held up the law to public
obloquy. It caricatured a court by a robed compliant figure as
a judge on the bench tossing aside formal charges to hand a docu-
ment, marked ‘‘Defendant dismissed,’”’ to a powerful figure close
at his left arm and of an intentionally drawn criminal type. At
the right of the bench, a futile individual, labeled ‘‘Public In-
terest’’ vainly protests.
The citation charges that the editorials
““did reflect upon and impugn the integrity of said Court
and the Judges thereof in imputing that the Judges of said

Court ‘do recognize and accept, even go out to find, every
possible technicality of the law to protect the defendant, te

in the first instance. All the others have been named by a governor to fill
a vacancy caused by death or resignation, or similar circumstance.
¢¢Judicial terms in Dade county run:
1—Six years each for six Circuit judges.
2—TFour years each for two Civil Court of Record judges.
3—Four years for the judge of the Criminal Court of Record.
4—TFour years for the judge of the Court of Crimes.
5—Four years for County judge.
6—Four years for Juvenile court judge.
““These twelve judges represent the majesty and the sanctity of the law.
They are the first line of defense locally of organized society against vice,
corruption and crime, and the sinister machinations of the underworld.

‘It Is beyond question that American courts are of, by and for the people,

‘¢‘Every accused person has a right to his day in court. But when judieisl
instance and interpretative procedure recognize and accept, even go out to
find, every possible technicality of the law to protect the defendant, to
block, thwart, hinder, embarrass and nullify prosecution, then the people’s
rights are jeopardized and the basic reason for courts stultified.

“¢The seeming ease and pat facility with which the criminally charged have
been given technical safeguard have set people to wondering whether their
courts are being subverted into refuges for lawbreakers. )

““This Week the people, through their grand jury, brought into court eight
indictments for rape. Judge Paul D. Barns agreed with the defense that
the indictments were not properly drawn. Back they went to the grand jury
for representation to the court.

¢Only in the gravest emergency does a judge take over a case from another
court of equal jurisdiction. A padlock action against the Brook Club was
initiated last spring before Judge George E. Holt, who granted a temporary
injunction.

¢“After five months, the case appeared Tuesday out of blue sky before
Judge Marshall C. Wiseheart at the time State Attorney Stanley Milledge
was engaged with the grand jury.

¢¢Speedy decision was asked by counsel despite months of stalling. The
State Attorney had to choose between the grand jury and Judge Wiseheart’s
court.

¢‘The judge dismissed the injunction against the club and its operators.
The defense got delay when it wanted and prompt decision from the court
when it profited it.

“¢On Oct. 10 Judge Holt had before him a suit by the state to abate a
nuisance (bookmaking) at the Tepee Club.
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block, thwart, hinder, embarrass and nullify prosecution,’
which said acts by you tend to create a distrust for said court
and the judges thereof in the minds of the people of this
county and state and tend to prevent and prejudice a fair
and impartial action of the said Court and the Judges thereof
in respect to the said pending case[s].”’

After setting out details of alleged willful withholding and sup-
pression of the whole truth in the publications, the citation further
charges that

‘‘you, by said cartoon and editorial, have caused to be repre-

sented unto the public that concerning the cases of (A) the
eight indictments for rape, (B) the said Brook Club case, and

“‘Five affidavits of persons who allegedly visited the premises for the pur-
pose of placing bets were introduced by the state over the objection of the
defendants.

‘‘Judge Holt ruled them out, explaining in denying the injunction against
the Tepee Club:

‘¢ ‘The defendant cannot cross-examine an affidavit. The ecourt cannot
determine who is testifying and whether belief can be placed upon such
testimony . . . The fact that such affidavits were taken before the State
Attorney does not give them any additional weight or value.’

‘‘This may be good law, exact judicial evaluation of the statutes. It is,
however, the character of legal interpretation which causes people to raise
questioning eyebrows and shake confused heads in futile wonderment.

‘‘If Technicalities are to be the order and the way for the criminally
charged either to avoid justice altogether or so to delay prosecution as to
eripple it, then it behooves our courts and the legal profession to cut away
the deadwood and the entanglements.

‘“Make it possible for the state’s case, the people’s case, to be seen with
equal clarity of judicial vision as that accorded accused lawbreakers. Other-
wise technicalities and the courts make the law, no matter what the will of
the people and of their legislators.’’

November 7, 1944:

‘““Why People Wonder.

‘‘Here is an example of why people wonder about the law’s delays and
obstructing technicalities operating to the disadvantage of the state—which
is the people—in prosecutions.

‘“After stalling along for months, the defense in the padlock case against
the Brook Club appeared before Judge Marshall C. Wiseheart for a decision.
The State Attorney was working with the grand jury. The court knocked
out the injunction. There was speed, dispatch, immediate attention and action
for those charged with violation of the law. So fast that the people didn’t
get in a peep.

‘‘That’s one way of gumming up prosecution. Another is to delay action.
On March 29, Coy L. Jaggears, bus driver, was sentenced to fifteen days in
city jail by Judge Cecil C. Curry on conviction of beating up a taxicab
operator.

‘‘The arrest precipitated the motorious bus strike. As a result, Jaggears
walked out of jail after posting $200 appeal bond. The appeal never got
further.

‘‘There you have the legal paradox, working two ways, but to the same
purpose against prosecution. Speed when needed. Month after month of
delay when that serves the better.’’ "
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(C) the Teepee Club case, that the Judges of this Court [had
not] fairly and impartially heard and decided the matters in
said editorial mentioned and have thereby represented unto
the general public that notwithstanding the great public trust
vested in the Judges of this Court that they have not dis-
charged their duties honorably and fairly in respect to said
pending cases as hereinbefore set forth, all of which tends to
obstruct and interfere with the said Judoes as such in fairly
and ‘impartially administering justice and in the discharging
of their duties in conformity with the true principles which
you have so properly recognized in the forepart of said edi-
torial above quoted as being incumbent upon them and each
of them; | . ¢

Petitioners were required to show cause why they should not be
held in contempt.

Petitioners answered that the publications were legitimate criti-
cism and comment within the federal guaranties of free press
and created no clear and present danger to the administration of
justice. They sought to justify the publications by stating in
their return to the rule that the facts stated in the editorials
were correct, that two of the cases used as examples were not

pending when the comments were made, since orders of dismissal
had been previously entered by the Circuit Court, and that they
as publicists

““had the right if not the duty openly and forcefully to dis-
cuss these conditions to the end that these evils that are
profoundly disturbing to the citizens of this county, might be
remedied. The publications complained of did nothing more
than discuss the generally recognized weakness and break-
down in the system of law enforcement and call for its 1m-
provement.’’

Tt is not practicable to comment at length on each of the chal-
lenged items. To make our decision as clear as possible, we shall
refer in detail only to the comments concerning the ‘‘Rape Cases.”’
These we think fairly illustrate the issues and are the most diffi-
cult comment for the petitioners to defend.

As to these cases, the editorial said:

“This ‘Week the people, through their grand jury, brought
into court eight indictments for rape. Judfre Paul D. Barns
agreed with the defense that the indictments were not pr operly
drawn. Back they went to the grand jury for representation
to the court.”’
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We shall assume that the suggestion that ‘‘judicial instance and
interpretative procedure . . . even go out to find, every possible
technicality of the law to protect the defendant . . . and nullify
prosecution’’ refers to the quashing of the rape indictments. The
comment of the last two paragraphs evidently refers to these dis-
missals as so-called legal technicalities.

The citation charged that the prosecuting officer in open court
agreed that the indictments were so defective as to make rein-
dictment advisable. Reindictments were returned the next day
and before the editorial. This was charged as a wanton with-
holding of the full truth.

As to this charge, the petitioners made this return:

‘“That as averred in the citation, a motion was made to
quash the indictment in Case 856, the ruling upon which
would control in the other cases mentioned. Whereupon the
representative of the State Attorney’s Office stated in effect
that he believed the original indictment was in proper form,
but to eliminate any question he would have these defendants
immediately re-indicted by the Grand Jury which was still
then in session. And thereupon, the Judge of said Court did
sustain the motion to quash with respect to Case No. 856.

The record of the Criminal Division of the Circuit Court, set out
in the findings of fact at the hearing on the citation in contempt,
shows that in case No. 856 the court upheld the defendants’
motion to quash ‘‘with the approval of the Assistant State At-
torney’’ and quashed the remaining indictments on his recom-
mendation. Reindictment of the accused on the next day, prompt
arraignment and setting for trial also appears. We accept the
record as conclusive of the facts.

We read the Circuit Court’s judgment to find that the com-
ment on the Rape Cases contained only ‘‘half-truths,”’ that it
did not ‘‘fairly report the proceedings’’ of the court, that it con-
tained ‘‘misinformation.’”” The judgment said:

((VF

0 report on court proceedings is a voluntary undertaking
but when undertaken the publisher who fails to fairly report
does so at his own peril.

“We find tho facts 1emted and the chalves made in the
citation to be true and well founded;

Pennekamp was fined $250 and the corporation $1,000.00.
The Supreme Court of Florida restated the facts as to the Rape

Cases from the record. 22 So. 2d at 881. It then reached a

SR X
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conclusion as to all of the charges and so as to the Rape Cases
in the words set out below.” After further discussion of the facts,
the Court says:
““Tn the light of this factual recitation, it is utter folly to

suggest that the object of these publications was other than
to abase and destroy the efficiency of the court.”’

To focus attention on the critical issue, we quote below from the
decision of the Supreme Court of Florida certain excerpts which
we believe fairly illustrate its position as to the applicable law.®

From the editorials and the explanations of the petitioners, it
is clear that the full truth in regard to the quashing of the in-
dictments was not published. We agree that the editorials did
not state objectively the attitude of the judges. We accept the

522 So. 2d 875, 882: ¢‘So the vice in both the editorials was the distorted,
inaccurate statement of facts and with that statement were scrambled false
insinuations that amounted to unwarranted charges of partisanship and un-
fairness on the part of the judges.

¢‘The record was available in all these cases and it does not reveal a
breadth of suspicion on which to predicate partisanship and unfairness on
the part of the judges. It is shown rather that they acted in good faith and
handled each case to the very best advantage possible. There was no judg-
ment that could have been entered in any of them except the one that was
entered. If the editorials had stated the facts correetly, nothing but a correct
conclusion could have been deduced and there would have been no basis for
contempt but here they elected to publish as truth a mixture of factual mis-
statement and omission and impose on that false insinuation, distortion, - and
deception and then contend that freedom of the press immunizes them from
punishment.’’

622 So. 2d 875, 884, 885, 886:
¢¢A newspaper may ecriticize, harass, irritate, or vent its spleen against a
person who holds the office of judge in the same manner that it does a
member of the Legislature and other elective officers, but it may not publish
geurrilous or libelous ecriticisms of a presiding judge as such or his judg-
ments for the purpose of discrediting the Court in the eyes of the public.
Respect for courts is not inspired by shielding them from criticism. This is
a responsibility of the judge, acquired over the years by the spirit in which
he approaches the judicial process, his ability to humanize the law and
square it with reasom, the level of his thinking, the consistency of his ad-
herence to right and justice, and the degree to which he holds himself aloof
from bloes, groups, and techniques that would sacrifice justice for expediency.’’
¢¢Courts cannot function in a free country when the atmosphere is charged
with the effusions of a press designed to poison the mind of the public against
the presiding judges rather than to clarify the issues and propagate the truth
about them. The latter was the press that Mr. Jefferson visioned when he
promulgated the thesis, ‘Our liberty depends on the freedom of the press and
that cannot be limited without being lost.” *’
¢¢Preedom to punish one’s views is a principle of universal practice, but
when the press deliberately abandons the proprieties and sets out to poison
its pablum or to sow dragons’ teeth and dispense canards for the purpose of
doing another a wrong, it is no different category from a.free man that
does likewise. The most rigid safeguard thrown around a free press would
not protect appellants from falsely -publishing- or announcing to the world
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statement of the Supreme Court that under Florida law, ‘‘There
was no judgment that could have been entered in any of them
except the one that was entered.’”’” And, although we may feel
that this record scarcely justifies the harsh inference that the
truth was willfully or wantonly or recklessly withheld from the
public or that the motive behind the publication was to abase and
destroy the efficiency of the courts, we feel it incumbent upon us
to accept that conclusion of the Florida courts upon intent and
motive as a determination of fact which is within their competence
and not ours. Where the evidence in an examination of a federal
question reasonably justifies a preliminary factual finding by
state courts, or is in dispute, we accept their decision as the most
efficient instrumentality for resolving disputes of fact. While
the ultimate power is here to ransack the record for facts in con-
stitufional controversies, an effort to avoid federal constitutional
difficulties is not apparent,” we adopt the result of the state courts’
examination.® It is the findings of the state courts on disputed
facts or the undisputed facts which furnish the basis for our

that the clergy of Miami were in sympathy with the practice of polygamy
or were fostering other doctrines equally obnoxious to approved moral
standards.’’

¢¢The theory of our system of fair trial is that the determination of every
case should be induced solely by evidence and argument in open court and
the law applicable thereto and not by any outside influence, whether of private
talk or public print.’’
¢¢The State Courts touch the public more frequently than the Federal
Courts and they have many reasons to enforce orderly administration that
would mot arise in the Federal Courts. If that power is to be construed by
what appellants contend to be the pattern in the Bridges and Nye cases, then
more than one hundred years of state law and decisions on the subject are
turned into confusion or set at maught. . . .

¢¢We do not think this can be the law. The Bridges case was disposed of
on authority of the ¢‘clear and present danger’’ cases, which are not analogous
to most of the state cases because they arise from a different state of the law.
The ultimate test in the Bridges case requires that the ‘substantive evil must
be extremely serious and the degree of imminence extremely high before the
utterances can be punished.” Even if this test is to the rule in the State
Courts, they are authorized to apply it by their own law and standards and
unless the application is shown to be arbitrary and unreasonable, their judg-
ment should not be disturbed. The law in Florida permits the most liberal
exercise possible of freedom of the press but holds to account those who
abuse it.

(‘We therefore hold that the cartoon and the editorials afford ample sup-
port for the judgment imposed and that the issues were properly adjudicated
under Florida law.’’

7 Norris v. Alabama, 294 U. 8. 587, 590; Creswill ». Grand Lodge K. of P.,
995 U. S. 246, 261; Ancient Egyptian Order v. Michaux, 279 U. S. 737, 744;
Moore v. Dempsey, 261 U. 8. 65.

8 Drivers Union v. Meadowmoor Co., 312 U. 8. 287, 293-94; Lisenba .
California, 314 U, 8. 219, 238.
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appraisal of claimed violations of federal constitutional rights.®

The acceptance of the conclusion of a state as to the facts of
a situation leaves open to this Court the determination of federal
constitutional rights in the setting of those facts® When the
Bridges case was here, there was necessarily involved a deter-
mination by the California state court that all of the editorials
had, at least, a tendency to interfere with the fair administration
of criminal justice in pending cases in a court of that state. Yet
this Court was unanimous in saying that two of those editorials
had no such impact upon a court as to justify a conviction of
contempt in the face of the principles of the First Amendment.
We must, therefore, weigh the right of free speech which is claimed
by the petitioners against the danger of interference with the fair
operation of courts in the factual situation presented by this
record.

Free discussion of the problems of society is a cardinal principle
of Americanism—a principle which all are zealous to preserve.l!
The admitted freedom of discussion which follows the termi-
nation of every judicial inquiry is deemed inadequate to em-
phasize properly to the public the danger to our welfare of
supposed judicial neglect of the principles of justice.? It
does not follow that public comment of every character upon
pending trials or legal proceedings may be as free as a similar
comment after complete disposal of the litigation. Between the
extremes there are areas of discussion which an understanding
publicist will appraise in the light of the proprieties and in the
light of the effect on himself of creating a clear and present
danger to the fair and orderly judicial administration. Courts
must have power to protect the interests of prisoners and litigants
before them from unseemly efforts to pervert judicial action. In

9 Chambers v. Florida, 309 U. S. 227, 239; Asheraft v. Tennessee, 322
U. S. 143, 152, 153, 154; Malinski v. New York, 324 U. S. 401, 404.

10 See the cases in the preceding paragraph.

11 Murdock ». Pennsylvania, 319 U. S. 105, 115; West Virginia v. Barnett,
319 U. S. 624, 639; Thomas v. Collins, 323 U. 8. 516, 527, 530.

12314 U. S. at 269:

¢¢No suggestion can be found in the Constitution that the freedom there
guaranteed for speech and the press bears an inverse ratio to the timeliness
and importance of the ideas seeking expression. Yet, it would follow as a
practical result of the decisions below that anyone who might wish to give
public expression to his views on a pending case involving no matter what
problem of public interest, just at the time his audience would be most re-
ceptive, would be as effectively discouraged as if a deliberate statutory
scheme of censorship had been adopted.’’
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the borderline instances where it is difficult to say upon which
side the alleged offense falls, we think the specific freedom of
public comment should weigh heavily against a possible tendency
to influence pending cases.

While a disclaimer of intention does not purge a contempt, we
may at this point give consideration to the sworn answer of peti-
tioners that their purpose was not to influence the court. An ex-
cerpt appears below.’®* For circumstances to create a clear and
present danger to judicial administration, a solidity of evidence
should be required which it would be difficult to find in this
record. Compare Bawmgartner v. United States, 322 U. S. 665,
670; Schneiderman v. United States, 320 U. S. 118.

The comments were made about judges of courts of general
jurisdiction—judges selected by the people of a populous and
educated community. Their effect on juries which might even-
tually try the offenders is too remote for discussion. One does
not need to be insensible to the effect of public criticism.* by a
strong local newspaper to have doubts as to whether the edi-
torials and cartoon could be classed as a clear and present danger
to fair judicial action on the pending cases. Certainly it cannot
be said that the success or failure of an effort to influence the
course of justice is significant in a contempt proceeding. Com-
ment on pending cases may affect judges differently. It may
influence some judges more than others. Some are of a more
sensitive fiber than their colleagues. The law deals in generali-
ties and cannot depend on the varying degrees of moral courage
or stability which individual judges may possess. We are not

13 ¢‘These respondents deny any intent by either said editorial or said
cartoon either in words or otherwise to interfere with fair and impartial
justice in the State of Florida and deny that the large character in the
cartoon was beside the judge and on the bench and being heard, recognized
and favored, but, on the contrary, these respondents respectfully show that
it was the intention of said editorial and said cartoon to condemn and eriti-
cise the system of pleading and practice and procedure created by the laws of
Florida, whereby such cases could long be delayed and then could be dis-
missed upon technical grounds in the manner herein shown.’’

We add Mr. Pennekamp’s statement of the editorial policy of the Miami
Herald :

‘¢ “We are ourselves Free Free as the Constitution we enjoy—TF'ree to
truth, good manners and good sense. We shall be for whatever measure is
best adapted to defending the rights and liberties of the people and ad-
vancing useful knowledge. We shall labor at all times to inspire the people
with a just and proper sense of their conditions, to point out to them their
true interest and rouse them to pursue it.” *’

14Cf, Sullivan, Contempts by Publication, page 1.
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willing to say under the circumstances of this case that these
editorials are a clear and present danger to the fair adminis-
tration of justice in Florida. Cf. Near v. Minnesota, 283 U. S.
697, 714-15.

What is meant by clear and present danger to a fair adminis-
tration of justice? Certainly this criticism of the judge’s inclina-
tions or actions in these pending non-jury proceedings could not
directly affect such administration. This criticism of his actions
could not affect his ability to decide the issues. A jury might be
misled by publication of inadmissible evidence; a judge might
be misled by manufactured testimony.'’> Here there is only ecriti-
cism of judicial action already taken, although the cases were still
pending on other points or might be revived by rehearings. For
such injuries the judge, like other public servants, has his remedy
in damages for libel.

It is suggested, however, that even though his legal rulings
rannot be affected by reflections on his personal integrity, a judge
may be influenced by a desire to placate the accusing paper to
retain public esteem and secure reelection presumably at the cost
of unfair rulings against an accused. So. 2d . In this
case too many fine drawn assumptions against the independence
of judicial action must be made to call such a possibility a clear
and present danger to justice. There must be a judge of less than
ordinary fortitude without friends or support or a powerful and
vindictive newspaper bent upon a rule or ruin policy. There
must be a public unconcerned with or uninterested in the truth
or the protection of their judicial institutions. If, as the Florida
courts have held and as we have assumed, the petitioners delib-
erately distorted the facts to abase and destroy the efficiency of
the court, those misrepresentations with the indicated motives
manifested themselves in the language employed by petitioners
in their ediforials. The Florida courts see in this objectionable
language an open effort to use purposely the power of the press
to destroy without reason the reputation of judges and the com-
petence of courts. This is the clear and present danger they fear
to justice. Although we realize that we do not have the same
intimate relations with the people of Florida that is enjoyed by
the Florida courts, we have no doubt that Floridians in general

13 Compare Hazel-Atlas Co. v. Hartford Co., 322 U. 8. 238.
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would react to these words in substantially the same way as citi-
zens of other parts of our common country.

As we have pointed out, we must weigh the impact of the words
against the protection given by the principles of the First Amend-
ment as adopted by the Fourteenth to public comment on pending
court cases. We conclude that the danger under this record to
fair judicial administration has not the clearness and immediacy
necessary to close the door of permissible public comment. When

that door is closed, it closes all doors behind it.
Reversed.

Mr. Justice JACKSON took no part in the consideration or de-

cision of this case.
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Mr, Justice Remp delivered the opinion of the Court.

The taxpayer, the petitioner here, is the operating company
for the production of oil from Louisiana lands. The taxpayer
acquired a contract from J. G. Sutton, grantee in the contract,
that imposed upon the grantee the obligation to develop the oil
land. For that purpose the contract transferred to the grantee
all oil rights previously obtained by S. W. Sweeney by a lease
from the owners of the land, the Cameron-Parish School Board.
Through another transaction the grantor in the Sutton contract,
the Gulf Refining Company of Louisiana, acquired these rights
from Sweeney. An underlying oil royalty was retained by the
School Board and an overriding oil royalty by Sweeney. The
contract between Gulf and Sutton required the grantee-operator,
who is now this taxpayer, to pay to the grantor, Gulf, 50% of
the proceeds of the oil produced and sold from the land, deducting
from the proceeds certain itemized expenses of the producer.
Those expenses are so general in character that it may be said
fairly that Gulf was to receive 50% of the net from operations.

The issue here is the correctness of the taxpayer’s manner of
handling this 50% net from operations, paid to Gulf, in its re-
turn for federal income tax for its fiscal years ending during
1936, 1937 and 1938 under the Revenue Acts of 1934 and 1936.
The taxpayer deducted these payments of 50% - of net -income
from its income for each of the years from the oil sold from
the property. It claimed that Gulf retained an economic interest
in the oil in place to the extent of this 50% payment. The Tax
Court upheld the Commissioner’s inclusion of an amount equal

to these 509 payments in the taxpayer’s gross income. They
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were included by the Commissioner in the income on the theory
that the 50% payments represe mted capital investment by the
taxpayer. That is, they were a part of the cost of the lease.

. ¢. 1187. If this theory is correct, it is proper to add an
equivalent sum, as the Commissioner did, to the taxpayer’s gross
income.! The Circuit Court of Appeals affirmed the Tax Court.
Burton-Sutton 0il Co. v. Commissioner, 150 F. 2d

A decision on the category of expenditures to which these 50%
disbursements belong affects both the operators who make them
and the owners, lessors, vendors, grantors, however they may be
classed. who receive them. If they are capital investments to
one, they are capital sales to the other. If they are rents or
royalties paid out to one, they are rents or royalties received by
the other.2 The decision below conflicts in ])111111)10 with Com-
missioner v. Feliz 0il Co., 144 F. 2d 277. The Kuwrby case, re-

2

cently decided, involved payments of a share of net income by a

1

producer but differs from this case because the lessor there was

o landowner who reserved a royalty as well as a share in the net
profits. Consequently, we granted certiorari. — U. 8. —.

The applicable provisions in the Revenue Acts for 1934 and
1936 and the Regulations lhvl'unndvl' are substantially the same
for the two Acts. We m\mt 1)0]0\\ hose that seem pertinent.?

1 The Commissioner .'nnl the Tax Court .|l\u\\ml the taxpayer depletion
upon its entire income, s0 adjusted, under Section 114(b).

2 Kirby Petrolenm Co. v. Commissioner, No. 56 this Term, decided Jan-
nary 28, 1946, slip opinion pages 4 and 5; Anderson v. Helvering, 310 U. S.
404, 407.

3 Revenue Act of 1936, Ch. 690, 49 Stat. 1648:

¢¢Spe. 23. Deductions from Gross Income.

In computing net income there shall be allowed as deductions:

(m) Depletion.—In the case of mines, oil and gas wells, other natural de-
posits, and timber, a reasonable allowance for depletion_and for depreciation
of improvements: according to the peculiar conditions in each case; such
reasonable allowance in all cases to be made under rules and regulations to
be preseribed by the Commis ioner, with the roval of the Secretary.

In the cas f Jeaces the deductions shall be equitably apportioned b T\\(‘en

s R
sor and lessee. £

¢¢Spc. 114. Basis for Depreciation and Depletion.

(b) Basis for Depletion.—

3Y) Percentage Depletion for 0il and Gas Wells.—In the case of oil and
gas wells the allowance for depletion under section 23 (m) shall be 27% per
contum of the gross income from the property during the taxa ble year, ex-
clnding from such gross income an amount (\r|nxl to any rents or royalties
paid or incurred by the taxpayer in respect of the property. o
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The issue of the character of these 50% payments is not settled,
however, by the statutes or regulations. These prescribe the
federal income tax accounting procedure after a determination
that an expenditure of an operator is or is not a rent, a royalty
or an ordinary business expense, but throw little light on what
is a rent or royalty.

In the Kirby case, we held that a payment of a share of the
net profits from oil production by the operator to the owner of
the land was a rent or royalty and taxable to the landowner as
income from the oil property. Therefore the owner could take
from the payment the 2715 per centum allowance for depletion
provided by Section 114(b)(3). The reason given in the Kirby
case for holding that the payment of a part of the net return
from the property to the landowner was a royalty or rent,* was
that the owner had a capital investment—an economic interest—
in the oil with a possibility of profit from that interest or invest-
ment solely from the extraction of the oil. As hereinbefore indi-
cated, the landowner in the Kurby case had retained also a one-
sixth oil royalty and had received a bonus. It was conceded that
as both the bonus and the royalty represented a return for the
sale in part of the lessor’s investment in the oil in place, the
lessor was entitled to depletion on both.5

Treasury Regulations 94, promulgated under the Revenue Act of 1936:

‘“ArT. 23 (m)-1 [as amended by T. D. 5413, 1944 Cum. Bull. 124]. De-
pletion of mines, oil and gas wells, other natural deposits, and timber; de=
preciation of improvements.—

(g) The term ‘gross income from the property,” as used in sections
114(b) (3) and 114(b) (4) (A) and articles 23(m)-1 to 23(m)-28 of Regu-
lation 94 . . . means the following: 3

In the case of oil and gas well, ‘gross income from the property’ as used
in section 114(b)(3) means the amount for which the taxpayer sells the oil
and gas in the immediate vicinity of the well. .

‘“In all cases there shall be excluded in determining the ‘gross income
from the property’ an amount equal to any rents or royalties which were
paid or incurred by the taxpayer in respect of the property and are not
otherwise excluded from the ‘gross income from the property.’ 2

t A reading of Section 114(b)(3) shows that the ‘‘gross income from the
property’’ means income from the oil and gas wells on the property. Hel-
vering ». Twin Bell Syndicate, 293 U. 8. 312; Helvering v. Producers Corp.,
303 U. 8. 376, 382. Other income would not be depletable under that section.
‘‘Rents or royalties’’ in the section are those payable for the privilege of
extraction.

5 Kirby Petroleum Co. v. Commissioner, supra, p. 2; Burnet v. Harmel,
287 U. 8. 103, 111; Murphy Oil Co. v. Burnet, 287 U. 8. 209, 302.
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The respondent urges that in the Kirby case it was the lessor’s
economic interest in the oil itself, or its proceeds, because of the
bonus and royalty rights, which made the net profit payments
subject to depletion in the lessor’s hands; that net profits re-
ceived are not depletable unless the recipient is entitled also te
oil royalties.® Consequently, the Government contends that in
this case where there is only a share in profits due to the assignee,
Gulf, the Kirby case conclusion on the right to depletion should
not be extended but that the judgment below should be affirmed
on the ground that the profit payment was a part of the purchase
price. In dealing with the operator ’s exclusion from gross income
of agreed payments to lessors or assignors of oil leases out of net
profits and with the lessor’s or assignor’s rights to depletion,
the Tax Court has not followed consistently the principle that a
reserved royalty was necessary to make a net profit payment de-
pletable to the lessor and deductible from gross income from the
property by the operator.” A number of the Tax Court cases

6 The prineiple upon which the Tax Court and the Circuit Court of Appeals
decided this case for respondent differs from respondent’s present contention.
This principle was that an obligation to pay a part of net proceeds is a
personal covenant of the obligee and was the purchase price for the assign-
ment. Burton-Sutton Oil Co. v. Commissioner, 150 F. 2d 621, 622; 3 Tax
Court 1187, 1194, relying upon Quintana Petroleum Co. v. Commissioner,
143 T. 2d 588. 590-91; 44 B. T. A. 624, 627; Helvering v. Elbe 0Oil Land
Development Co., 303 U. S. 372.

7TIn Green v. Commissioner, 26 B. T. A. 1017, the lessor was allowed . de-
pletion on a net income payment in addition to his royalty on the ground
that the net income payment was like a bonus.

Tn Marrs McLean v. Commissioner, 41 B. T. A. 565, 573, which was decided
after the Elbe case, the Tax Court said a transfer of leases for cash and a
ghare of the profits was a sale. Where only a three-fourths interest in the
lease was transferred and the tramsferor was to have one-fourth of the net
profits, depletion was allowed the assignor.

In Felix Oil Co. ». Commissioner, docket No. 107148, decided December 18,
1042, a lessor corporation that had leased its oil lands for a cash payment
plus 509 of the net profits as defined in the lease and no royalty, was held
%o have ‘‘retained an interest in the oil in place’’ through its ownership of
the land. ‘‘Clearly, petitioner retained an interest in the oil produced
beeause it could compel the lessee to sell 50 percent of the production else-
where if it became dissatisfied with amounts realized by the lessee.”’ Memo-
randum op., p. 7. See Commissioner v. Felix 0il Co., 144 F. 2d 277, affirm-
ing. Compare A. B. Innis v. Commissioner, T. C. Docket Nos. 2735-2736,
June 29, 1945.

In Kirby Petroleum Co., 2 T. C. 1258, 1261, the Tax Court relied on the
latter ruling in Marrs MecLean and held that the lessor could deplete its met
profits payment, as well as its royalty. It later explained this ruling as
based on the Kirby Company’s retention of a ¢¢one-sixth oil royalty, thus




361
5  Burton-Sutton 0il Co. vs. Com’r of Internal Revenue. 8

on depletion and deduction cited in the preceding note did involve
reserved royalties as well as payments of net profits. The Felix
0il Company and A. B. Inmis did not. It seems generally ac-
cepted that it is the owner of the capital investment or economic
interest in the oil in place who is entitled to the depletion. Gracey
v. Commissioner, 5 T. C. 296, 302; Kirby Petrolewm Co. v. Com-
missioner, supra. We do not agree with the Government that
ownership of a royalty or other economic interest in addition to
the right to met profits is essential to make the possessor of a
right to a share of the net profit the owner of an economic interest
in the oil in place.

To let the character of the net profit payments turn wholly
on the ownership of a royalty of some sort by the one who re-
ceived the met profit would make the right to depletion a form
of words. No such mechanical application of a national tax act
is desirable. Compare Burnet v. Harmel, 287 TU. S. 103, 110-11.
This taxpayer’s acquisition of Sutton’s contract with Gulf places
the taxpayer in Sutton’s situation as operator of the School Board
lease under that instrument. The School Board and Sweeney,
the original lessees, unquestionably have royalties which would
compel a determination that the net income payments, if paid
to them under the taxpayer’s contract, in addition to their royal-

reserving to itself an interest in the oil in place.”’ Estate of Dan A. Japhet,
38 T. C. 86, 93.

In the Japhet case, depletion on net profits from an assignee’s operation
was denied an assignor of a lease who had received a cash payment but had
not reserved a royalty. It was said no ¢¢economic interest’’ was reserved.

In A. B. Ennis, T. C. Docket Nos. 2735-2736, June 29, 1945, a similar
problem aroSé as to deductibility by gold lease operators from their gross
income of a share in met profits paid to the sub-lessor of the lease. The
MTax Court found no difference between such a payment to a sub-lessor and
one to a lessor. Both were said to have economic interests and therefore
depletable rights. Feliz Oil Co., supra, was followed and Quintana, supra,
distinguished as a sale by assignment rather than sublease. Williams Bar
Dredging Co. v. Commissione® is in accord.” T. C. Docket Nos. 3284, 4074,
June 30, 1945. Clivwed 13 7"1, :;'?S/

In Quintana Petroleum Co., 44 B. T. A. 624, an operator-assignee acquired
an oil lease by an agreement that called for payment by the assignee to the
agsignor of one-fourth of the net proceeds from the leased property with no
reservation of royalty. ,.The Board concluded that the assignment was a
purchase and Uﬁlfl«l&i}tflﬁu‘u- was allowable, v & o te s c ass:

In Gracey v. Commissioner, 5 T. C. 296, 302, decided June 21, 1945, the
Tax Court under similar ecircumstances followed Quintana and held an oper-
ator-assignee was entitled to depletion on gross production but could not
exclude the net profit payment to his assignee from his gross as the transfer
of the lease in consideration of a net profit payment only was & sale.
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ties, were subject to depletion. It does not logically follow, it
seems to us, that the mere receipt of the net income payments
by different lessors or assignors can change the character of the
taxpayer’s arrangements from leases to purchases.

If this had been a payment in cash by the taxpayer to Gulf of
a per cent of the gross sale price of the oil, there would have been
a lease and an exclusion of the payment from the taxpayer’s gross
income from the property. Helvering v. Twin Bell Syndicate,
293 U. S. 312, 321. It seems unsound to hold that by the adop-
tion of a plan whereby the expenses of extraction are divided
and the share increased, the taxpayer’s arrangement is changed
from a lease to a purchase.

The fact that the taxpayer is an assignee of a lease instead of
a lessee has not been deemed significant in determining whether
or not the taxpayer had an economic interest in the oil in place.
The rights of the operator are the same. Palmer v. Bender, 287
U. 8. 551, 558; Helvering v. Twin Bell Syndicate, 293 U. S. 312,
321. Nor has the title to the oil in place been considered by this
Court as decisive of the capital investment of the taxpayer in the
0il.® Ownership of the property depleted would ordinarily be
required for the application of depletion or depreciation. Con-
gress, however, has recognized the peculiar character of the busi-
ness of extracting national resources.® ILeases are a method of
exploitation of the land for oil and payments under leases are
“income to the lessor, like payments of rent,’’10 Since lessors
as well as lessees and other transferees of the right to exploit the
land for oil may retain for themselves financial benefits arising

from and dependent upon the extraction of the 0il,'* Congress

8287 U. 8. at 557: ¢‘The language of the statute is broad enough to
provide, at least, for every case in which the taxpayer has acquired, by in-
vestment, any interest in the oil in place, and secures, by any form of legal
relationship, income derived from the extraction of the oil, to which he must
look for a return of his capital,’’

287 U. 8. at 558: ‘‘Even though lecal ownership of it, in a technical
sense, remained in their lessor, they, as lessees, nevertheless acquired an
economic interest in it which represented their capital investment and was
subject to depletion under the statute.’’ Lynch . Alworth-Stephens Co.,
267 U. 8. 364; Burnet v. Harmel, 287 U. S. 103, 109-10; Bankers Pocahontas
Coal Co. v». Burnet, 287 U. S. 308; Kirby Petroleum Co. . Commissioner,
supra, p. 3.

9 Stratton’s Independence ». Howbert, 231 U. S. 399, 413-14.

10 Burnet v. Harmel, 287 U. S. 103, 107-8.

11 See Lynch w. Alworth-Stephens Co., 267 U. S. 364, 370.
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provided as early as the Revenue Act of 191812 for equitable
apportionment of the depletion allowance between lessor and
Jessee to correct a recognized existing inequality.’®* In the present
case the assignor of the petitioner had an economic interest in
the oil in place. Under the contract with petitioner its assignor,
as did all other holders of such interest, looked to the special
depletion allowances of Section 114(3) to return whatever capital
investment it had. The cost of that investment to the beneficiary
of the -depletion is unimportant. Tt is the lessor’s, lessee’s or
transferee’s ‘‘possibility of profit’ from his rights ‘‘dependent
solely upon the extraction and sale of the oil”’ which marks the
economic interest in the oil. See Kirby Petroleum Co. V. Com-

missioner, supra, page 4.

12 40 Stat. at Large, §§ 214(a)(10), 234(a) (9).

13 H. Rep. No. 767, 65th Cong,, 9d Sess., September 3, 1918, Deductions
(5) and for corporations, Deductions (4).

The inequalityy, under the Revenue_Act of 1916, 39 Stat. 759, Sec, O
Fighth (a), is—not-entirel ar— Regulations 33, Tncome Tax, promulgated
January 2, 1918, p. 86; Regulations 45, 1920 ed., Income Tax, promulgated
January 28, 1921, p. 76.
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( ]
Mr, Justice Remp delivered the opinion of the Court.

The taxpayer, the petitioner here, is the operating company
for the production of oil from Louisiana lands. The taxpayer
acquired a contract from J. G. Sutton, grantee in the contract,
that imposed upon the grantee the obligation to develop the oil
land. For that purpose the contract transferred to the grantee
all oil rights previously obtained by S. W. Sweeney by—a lease
from the owners of the land, the Cameron#Parish School Board.
Through another transaction the grantor in the Sutton contract,
the Gulf Refining Company of Louisiana, acquired these rights
from Sweeney. An underlying oil royalty was retained by the
School Board and an overriding oil royalty by Sweeney. The
contract between Culf and Sutton required the grantee-operator,
who is now this taxpayer, to pay to the grantor, Gulf, 50% of
the proceeds of the oil produced and sold from the land, deducting
from the proceeds certain itemized expenses of the producer.
Those expenses are so general in character that it may be said
fairly that Gulf was to receive 50% of the net from operations.

The issue here is the correctness of the taxpayer’s manner of
handling this 50% net from operations, paid to Gulf, in its re-
turn for federal income tax for its fisecal years ending during
1936, 1937 and 1938 under the Revenue Acts of 1934 and 1936
The taxpayer deducted these payments of 50% of net income
from its income for each of the years from the oil sold from
the property. It elaimed that Gulf retained an economic interest
in the oil in place to the extent of this 50% payment. The Tax
Court upheld the Commissioner’s inclusion of an amount equal

se 509 payments in the taxpayver’s gross income. They

the Commissioner in the income on the theory
payments represented capital investment by the
taxpayer. That is, they were a part of the cost of the lease.
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. C. 1187. If this theory is correct, it is proper to add an
equivalent sum, as the Commissioner did, to the taxpayer’s gross
income.! The Circuit Court of Appeals affirmed the Tax Court.

“Burton-Sutton 0il Co. v. Commissioner, 150 F. 2d 621.

A decision on the category of expenditures to which these 50%
disbursements belong affects both the operators who make them
and the owners, lessors, vendors, grantors, however they may be
classed, who receive them. If they are capital investments to
one, they are capital sales to the other. If they are rents or
royalties paid out to one, they are rents or royalties reeelved by
the other.? The decision below ('mfluts in pllnclplo \\nh Com-'w_
nvissioner v. Felix 01l Co., 144 F. 2d 274" < <
Ceuddsmadaotntage.i volved m\monts of a share of net income by a
producer but differs from this case because the lessor there was
a landowner who reserved a royalty as well as a share in the net ac

ofits Jonse t1 > granted certiorari. — U. S. —

profits. Consequently, we granted ce g + /e
m Afsidiiy . ) /14,

['he applicable provisions in the Revenue Acts for 193-1 and ’/D 5 <° L

{

1936 and the Regulations thereunder are substantially the same, joc 4o d J cbi/o
for 1hw two Acts. We insert below those that seem pertinent.? 7

llhv (ummiusimwr mtl the Tax Court allowed the taxpayer depletion 28 ;//é?

upop _its entire income, so adjusted, under Section 114(b).

2 Kirby Petroleum Co. v». Commissioner, No. 56 this Term, decided Jan-
uary 28, 1946, slip opinion pages 4 and 5; Anderson v. Helvering, 310 U, 8.
104, 407.

predid

3 Revenue Act of 1936, Ch. 690, 49 Stat. 1648}

‘¢Sme. 23. Deductions from Gross Income.

In computing net income there shall be allowed as deductions:

(m) fh Nr/mn—Tn the case nf mines, oil and gas wells, other natur'zl de-
posits, and timber, a reasonable allowance for depletion :mrl for depreciation
of improvems nts, according to the peculiar conditions in each case; such
u 1sonable allowance in all cases to be made under rules and regulations to

) preseri Puu by the (mmmxwmm, with the approval of the Somotfnv
I'\ the case of leases the deductions shall be equitably apportioned between
the lessor and lessee. oS

Basis for Depreciation and Depletion.

n'etion.—

Depletion for Oil and Gas Wells—In the case of oil and
gas we he allowance for depletion under section 23(m) shall be & 27% per
cenfum of the gross income from the property during the taxable year, ex-
cluding from such gross income an amount equal to any rents or royalties
paid or incurred by the taxpayer in respect of the property. 2

Treasury Regulations 94, promulgated under the Revenue Act of 1936:

‘CArr. 23 (m)-1 [as amended by T. D. 5413, 1944 Cum. Bull 124]. De-
pletion of mines, oil and gas wells, other natural deposits, and timber; de-
preciation of vmprovements.—

(g) The term ‘gross income from the property,” as used in sections
114(b) (3) and 114(b)(4)(A) and articles 23(m)-1 to 23(m)-28 of Regu-
lation 94 . . . means the following:
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The issue of the character of these 50% payments is not settled,
however, by the statutes or regulations. These prescribe the
federal income tax accounting procedure after a determination
that an expenditure of an operator is or is not a rent, a royalty
or an ordinary business expense, but throw little light on what
is a rent or royalty.

In the Kirby case, we held that a payment of a share of the
net profits from oil production by the operator to the owner of
the land was a rent or royalty and taxable to the landowner as
income from the oil property. Therefore the owner could take
from the payment the 2714 per centum allowance for depletion
provided by Section 114(b)(3). The reason given in the Kirby
case for holding that the payment of a part of the net return
from the property to the landowner was a royalty or rent,* was
that the owner had a capital investment—an economic interest—
in the oil with a possibility of profit from that interest or invest-
ment solely from the extraction of the oil. As hereinbefore indi-
cated, the landowner in the Kirby case had retained also a one-
sixth oil royalty -and had received a bonus. It was conceded that
as both the bonus and the royalty represented- a return for the
sale in part of the lessor’s investment in the oil in place, the
lessor was entitled to depletion on both.

The respondent urges that in the Kirby case it was the lessor’s
economic interest in some of the oil itself, or its proceeds, because
of the bonus and royalty rights, which made the net profit pay-

ments subject to depletion in the lessor’s hands; that net profits re-

ceived are not depletable unless the recipient is entitled also to

In the case of oil and o xs-\\\flT, ‘gross income from the property’ as used
in section 114(b)(3) means the”amount for which the taxpayer sells the oil
and gas in the immediate vicinity of the well. .

‘“In all cases there shall be excluded in determining the ‘gross income
from the property’ an amount equal to any rents or royalties which were
paid or incurred by the taxpayer in respect of the property and are not
otherwise excluded from the ‘gross income from the property.’ 22

4 A reading of Section 114(b)(3) shows that the ““oross income from the
property’’ means income from the oil and gas wells on the property. Hel-
vering v. Twin Bell Syndicate, 293 U. 8. 312; Helvering v. Producers Corp.,
303 U. 8. 376, 382. Other income would not be depletable under that section.
‘‘Rents or royalties’’ in the section are those payable for the privilege of
extraction.

5 Kirby Petroleum Co. v. Commissioner supra, p. 2; Burnet . Harmel,
287 U. S. 103, 111; Murphy Oil Co. v. Burnet, 287 U. S. 29, 302,

\
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S

oil royalties.® Consequently, the Government contends that in 8
this case where there is only a share in profits due to the assig'n@e,/
Gulf, the Kirby case conclusion on the right to depletion should

not be extended but that the judgment below should be affirmed

on the ground that the profit payment was a part of the purchase
price. In dealing with the operator’s exclusion from gross income

of agreed payments to lessors or assicnors of leases out of net
profits and with the lessor’s or assignor’s rights to depletion,

the Tax Court has not followed consistently the principle that a
reserved royalty is necessary to make a net profit payment de-
pletable to the lessor and deductible from gross income from the
property by the operator.” A number of the Tax Court cases

6 The principle upon which the Tax Court and the Circuit Court of Appeals
decided this case for respondent differs from respondent’s present contention.
This principle was that an obligation to pay a part of mnet proceeds is a
‘personal covenant of the obligee and was the purchase price for the assign-
ment. Bnrton-Sutton Oil Co. v. Cemmissioner, 150 F. 2d 621. 622: 3 Tax
Court 1187, 1194, relying 11[7()113'/(g111111.’111n Petroleum Co. ». Commissioner,
143 F. 2d 588, 590-91; 44 B. T. A. 624, 627; Helvering ». Elbe Oil Land
Co., 303 U. 8. 372.

WY -
w.-="* P 7']1»\(;='m N dwelomeniomsoner, 26 B. T. A, 1017, the lessor was allowed de-
5 pletion on a net income payment in addition to his royalty on the ground
that the net income payment was like a honus.

" In Marrs McLean awommismioner, 41 B, T. A. 565, 573, which was decided
after the Flbe case, the Tax Court said a transfer of leases for cash and a
share of the profits was a sale. Where only a three-fourths interest in the
lease was transferred and the transferor was to have one-fourth of the net
profits, depletion was allowed the assignor.

In Felix Oil Co. twmlommissionesy docket No. 107148, decided December 18,
1942, a lessor corporation that had leased its oil lands for a cash payment
plus 509% of the net profits as defined in the lease and no royalty, was held
to have ‘‘retained an interest in the oil in place’’ through its ownership of
the land. ‘‘Clearly, petitioner retained an interest in the oil produced
because it could compel the lessee to sell 50 percent of the production else-
where if it became dissatisfied with amounts realized by the lessee.’”’ Memo-
randum op., p. 7. See Commissioner v. Felix Oil Co., 144 F. 2d 277, affirm-
ing. Compare A. B. Innis , éwommmmisstomen, T. C. Docket Nos. 2735-2736,
June 29, 1945, )
¥ In Kirby Petroleum Co., 2 T. C. 1258, 1261, the Tax Court relied on the
latter ruling in Marrs McLean and held that the lessor could deplete its met
profits payment, as well as its royalty. It later explained this ruling as
based on the Kirby Company’s retention of a ‘‘one-sixth oil royalty, t
reserving to itself an interest in the oil in place.’’ Estate of Dan A. Japhet,
3 T. C. 86, 93.

In_the Japhet case depletion on net profits from an assignece’s operation
was denied an assignor of a lease who had received a cash payment but had
not reserved a royalty. It was said no ‘‘economic interest’’ was reserved.

AL B, ,flnnis, T. C. Docket Nos. 2735-2736, June 29, 1945, a similar
problem arose as to deductibility by gold lease operators from their gross
income of a share in net profits paid to the sub-lessor of the lease. The
Tax Court found no difference between such a payment to a sub-lessor and
one to a lessor. Both were said to have economic interests and therefore
depletable rights. Feliz Oil Co., supra, was followed and Quintana, supra,

)




361
5  Burton-Sutton 0il Co. vs. Com’r of Internal Revenue. 5

on depletion and deduction cited in the preceding note did involve
reserved royalties as well as payments of net profits. The Feliz'
0il Company and A. B. Innis did not. We do not agree with the
Government that ownership of a royalty or other economic interest
in addition to the right to net profits is essential to make the
possesor of a right to a share of the net profit the owner of an
economic interest in the oil in place. The decision in Kirby did
not rest on that point.

To let the character of the net profit payments turn wholly
on the ownership of a royalty of some sort by the one who re-
ceived the net profit would make the right to depletion a form.
of words. No such mechanical application of a national tax act
is desirable. Compare Burnet V. Harmel, 287 U. S. 103, 110-11.
This taxpayer’s acquisition of Sutton’s contract with Gulf places
the taxpayer in Sutton’s situation as operator of the School Board
lease. The School Board and Sweeney, the original lessees, un-
questionably have royalties which would compel a determination
that the net income payments were subject to depletion if paid
to them in addition to their royalties. It does not logically follow,
it seems to us, that the mere receipt of the net income payments
by different lessors or assignors can change the character of the
taxpayer’s arrangements from leases to purchases.

It seems generally accepted that it is the owner of the capital
investment or economic interest in the oil in place who is entitled
to the depletion. Anderson v. Helvering, 310 U. S. 404, 407;

—7"") Gracey VeCommisstomer, 5 T. C. 296, 302 ; Kirby Petroleum Co. V.
Commissioner, supra. Whether the instrument creating the rights
is a lease, a sublease or an assignment has not been deemed sig-
nificant from the federal tax viewpoint in determining whether
or not the taxpayer had an economic interest in the oil in place.
Palmer v. Bender, 287 U. S. 551, 557, 558/\ Helyering-vePwin-Bell15

—"

distinguished as a sale by assignment rather than sublease. “Williams Bar
Dredging Co., ww=Commissrower is in accord. T. C. Docket Nos. 3284, 4074,
June 30, 1945.

¥ In Quintana Petroleum Co., 44 B. T. A. 624, an operator-assignee acquired
an oil lease by an agreement that called for payment by the assignee to the
assignor of one-fourth of the net proceeds from the leased property with no
reservation of royalty. The Board concluded that the assignment was a
purchase_and no deduction of the amount of net profits paid as allowable.

See also\/Quintana Petroleum Co. v. Commissioner, 143 F. 2d 588.

BT In) Gracey, we-Commissioness 5 T. C. 296, 302, decided Jume 21, 1945, the
Tax Court under similar circumstances followed Quintana and held an oper-
ator-assionee was entitled to depletion on gross production but could not
exclude the net profit payment to his assignee from his gross as the transfer
of the lease in consideration of a net profit payment only was & sale.
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Symitente; 295 H-B-832-32. Nor has the title to the oil in place
been considered by this Court as decisive of the capital invest-
ment of the taxpayer in the oil® Technical title to the property
depleted would ordinarily be required for the application of de-
pletion or depreciation. It is not material whether the payment
to the assignor is in oil or in cash which is the proceeds of the oil,
Helvering v. Twin Bell Syndicate, 293 U. S. 312, 321/\N/0r that
some-of the payments were in the form of a bonus for the contract.
Burnet v. Harmel, 287 U. S. 103, 111‘73 Congress, however, has
recognized the peculiar character of the business of extracting
natienak resources.” Leases are a method of exploitation of the
land for oil and payments under leases are “‘income to the lessor,
like payments of rent.’’* Receipts from oil sales are gross income
to the operator and subject to statutory deductions. Since lessors
as well as lessees and other transferees of the right to exploit the
land for oil may retain for themselves through their control over
the exploitation of the land valuable benefits arising from and
dependent upon the extraction of the oil,)* Congress provided as
early as the Revenue Act of 19182 for equitable apportionment
of the depletion allowance between them to correct what was said
to be an existing inequality in the law or its administration.’®

8987 U. S. at 557: ¢‘The language of the statute is broad enough to
provide, at least, for every case in which the taxpayer has acquired, by in-
vestment, any interest in the oil in place, and secures, by any form of legal
relationship, income derived from the extraction of the oil, to which he must
look for a return of his capital.”’

287 U. S. at 558: ‘‘Even though legal ownership of it, in a technical
gense, remained in their lessor, they, as lessees, nevertheless acquired an
economic interest in it which represented their capital investment and was
subject to depletion under the statute.’’ Lynch . Alworth-Stephens Co.,
967 U. S. 364: Burnet ». Harmel, 287 U. 8. 103, 109-10; Bankers Pecahontas—e™
Coal Co. v. Burnet, 287 U. 8. 308; Kirby Petroleum Co. v. Commissioner,
supra, p. 3.

9 Stratton’s Independence v. Howbert, 231 U. 8. 399, 413-14.

10 Burnet v. Harmel, 287 U. S. 103, 107-8.

11 See Lynch v. Alworth-Stephens Co., 267 U. S. 364, 370; Palmer .
Bender, 287 U. 8. 551, 556.

1240 Stat. 1057, 1067, 1078, §¢ 214(a)(10), 234(a)(9).

18 H. Rep. No. 767, 65th Cong., 2d Sess., September 3, 1918, Deductions
(5) and for corporations, Deductions (4).

The inequality referred to under the Revenue Act of 1916, 39 Stat. 759,
Sec. 5, Eighth (a), arose from the preferred treatment given the owner
over the lessee. Se, Hearings, House Committee on Ways and Means, 65th
Corg.; 2 SeIE., DD, 465, b10] 523-28, 530-31. Regulations 33, Income Tax,
promulgated January 2, 1918 p=86; Regulations 45, 1920 ed., Income Tax,
promulgated Januany 28, 1921, (p=T6.

The applicable laj for allowhnce of depletion in oil and gas wells appears
in Sec. 114(b) (3).; It is identical with I. R. C. See. 114(b) (3). This see-

Qd
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/ In the present case, the assignor of the petitioner before assign-
ment had an economic interest in the oil in place through its con-
trol over extraction. Under the contract with petitioner, its as-
signor retained a part of this interest—fifty per cent of net. Like
the other holders of such economic interest through royalties, the
petitioner looked to the special depletion allowances of Section
114(b) (3) to return whatever capital investment it had. The
cost of that investment to the beneficiary of the depletion under
Section 114(b) (3) is unimportant. Depletion depends only upon
production. It is the lessor’s, lessee’s or transferee’s ‘‘possibility
of profit’’ from the use of his rights over production, ‘‘dependent
solely upon the extraction and sale of the oil,”’ which marks an
economic interest in the oil. See Kirby Petroleum Co. v. Com-
missioner, supra, page 4. Through retention of certain rights to
payments from oil or its proceeds in himself, each of these assignors
~~to-othess of partial exploitation rights in oil lands has main-
tained a capital investment or economic interest in the oil or its
proceeds.’ As the oil is extracted and sold that economic interest
in the oil in place is reduced and the holder or owner of the
interest is entitled to his equitable proportion of the depletion as
rent or royalty. The operator, of course, may deduct such pay-
ments from the gross receipts.

Of course, such a transferor, whether the landowner or any
intermediate assignor, may completely divest himself of any in-
terest, economic or otherwise, in the extraction of the oil. As the
record shows no reservation of an economic interest by Sutton,
the assignee of Gulf and the assignor of petitioner, he appears
to have done so in this case. See Helvering v. Elbe Oil Land Co.,
803 U. S. 372. While, as pointed out above, the payment of pro-
ceeds in cash, the form of the instrument of transfer and its effect
on the title to the oil under local law are not decisive of the right

tion is the result of administrative experience with oil andﬁ'ﬁ_(_hmlg‘ri_ou,__,. )77‘"78
Hearings, Sen. Com. on Finance, 69th Cong., 1st Sess., p. ; Hearings,
Touse Com. on Ways and Means,)p. 1006. See H. Rep. No. 1, 69th Cong.,
1st Sess., December 7, 1925, Discovery Valuep § 204(c)(2), 44 Stat. 16. 7N
Tor discussion see Helvering v. Twin Bell Syndicate, 293 U. S. 312, and i
Kirby Petroleum Co. v. Commissioner, supra, p. 3. Depletion is now an
arbitrary percentage allowance based on production from the wells without
regard to cost or value of the property.

14 A participation in net profits disassociated from an economic interest
does not enable a recipient of such profits to benefit from depletion,
Helvering v. O’Donnell, 303 U. 8. 370,
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to participation in depletion under Sections 23(m) and 114 (b) (3),
there must be a determination under federal tax law ‘‘to decide
whether the transferor has made an absolute sale or has retained”’
such economic interest as we have just described in the preceding
paragraph. Kirby Petroleum Co. V. Commissioner, supra, page 6.
We have said that the instrument should be construed as a sale
when a large cash payment was made with a reserved payment
that could be satisfied by future sales of the transferred property
without extraction of the oil. Obviously there could be no de-
pletion without extraction. Amnderson V. Helvering, 310 U. S. 404,
412. On the other hand, we have construed an assignment of oil
Jeases for cash and a deferred payment, ‘‘payable out of oil only,
if, as and when produced,’’ as the reservation of an economic
interest in the oil—not a sale. Thomas v. Perkins, 301 U. S. 655.

The Government contends that Helvering v. Elbe Ol Land Co.,
303 U. S. 372, controls this case. The transfer of the leases in
Flbe was held an absolute sale. There the transfer was for cash,
deferred payments in cash, if the assignee did not take advantage
of a stipulation for abandonment, and a one-third interest in the
net profits of the assignee. It was further provided that Elbe,
the assignor after the transfer, should have ‘‘no interest in or
to said properties, ‘except in the case of an abondonment of the
property by the assignee.®  This provision for the transfer of
all interest of the assignor was emphasized as a significant part
of the agreement for transfer. The issue upon which this Court
passed was the classification of the deferred payments. Were they
gross income from the property or receipts from a sale of the
leases? These deferred payments were not payable out of oil
sales but were payable absolutely, unless there was an abandon-
ment. This Court concluded that the addition of a provision for
the payment of a share of net profits did not gualify ‘‘in any
way the effect of the transactions as an absolute sale.”” Page 375.
In view of what we have said in this and in the Kirby Petroleum
case as to the economic interest in the oil of a recipient of a share
of net profits, the holding of Elbe should not be extended to the
facts of this agreement.

The assignor, Gulf, in the assignment here involved, required
the grantee to drill promptly, to account for production, to pay
over fifty per cent of receipts, less agreed costs and expenses, and
to sell the production on defined terms to grantor, if grantor de-
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sired to purchase. This last clause did not appear in the Elbe con-
tract. Such a transfer of rights to exploit could not, we think,
properly be construed as a sale. It is rather an assignment to the
operator, petitioner here, of the right to exploit the property®
with a reservation in the assignor of an economic interest in the oil.

Reversed.

Mr. Justice JACESON took no part in the consideration or des
cision of this case.

15 See the discussion of Felix Qil Co. in note 7, supra.
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SUPREME COURT OF THE UNITED STATES.

No. 704—OctoBER TERM, 1945.

Ire]rxe Morgan, Appellant, Appeal from the Supreme
v8; Court of Appeals of the State
Commonwealth of Virginia, of Virginia.

[ ]
Mr. Justice Reep delivered the opinion of the Court.

This appeal brings to this Court the question of the constitu-
tionality of an act of Virginia,' which requires all passenger motor
vehiclé carriers, both interstate and intrastate,®? without discrim-
ination,® to separate the white and colored passengers in their
motor busses so that contiguous seats will not be ocecupied by
persons: of different races at the same time. A violation of th
he
driver or other person in charge is directed and required to

t
requirement of separation by the carrier is a misdemeanor.t T
increase or decrease the space allotted to the respective races as
may be necessary or proper and may require passengers to change
their seats to comply with the allocation. The oerator’s failure
to enforce the provisions is made a misdemeanor.?

These regulations were applied to an interstate passenger, this
appellant, on a motor vehicle then making an interstate run or
trip. According to the statement of fact by the Supreme Court
of Appeals of Virginia, appellant, who is a Negro, was traveling
on a motor common carrier, operating under the above-mentioned
statute, from Gloucester County, Virginia, through the District
of Columbia, to Baltimore, Maryland, the destination of the bus.
There were other passengers, both white and colored. On her
refusal to accede to a request of the driver to move to a back
seat, which was partly occupied by other colored passengers, so

1 Virginia Code-of 1942, §§ 4097 to 4097dd inclusive. The sections are
derived from an act of General Assembly of Virginia of 1930. Acts of
Assembly, Va. 1930, p. 343.

21d., §§ 4097z, 4097m, 4097s; Morgan ». Commonwealth, 184 Va. 24, 39,

81d.,, §4097aa,

471d., §4097z; § 4097bb.

5 Id., § 4097bb.
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80 as to permit the seat that she vacated to be used by white
passengers, a warrant was obtained and appellant was arrested,
tried and convicted of a violation of Section 4097dd of the Vir-
ginia Code.® On a writ of error the conviction was affirmed by
the Supreme Court of Appeals of Virginia. 184 Va. 24. The
Court of Appeals interpreted the Virginia statute as applicable
to appellant since the statute ‘‘embraces all motor vehicles and
all passengers, both interstate and intrastate.”’” The Court of
Appeals refused to accept appellant’s contention that the statute
applied was invalid as a delegation of legislative power by a con-
current holding ‘‘that no power is delegated to the carrier to
legislate . . . . The statute itself condemns the defendant’s con-
duct as a violation of law and not the rule of ‘the carrier.’’ No
complaint is made as to these interpretations of the Virginia
statute by the Virginia court.®

The errors of the Court of Appeals that are assigned and relied
upon by appellant are in form only two. The first is that the
decision is repugnant to Clause 3, Section 8, Article I of the
Constitution of the United States,® and the second that powers
reserved to the states by the Tenth Amendment include the power

6¢¢4097dd. Violation by passengers; misdemeanors, ejection.—All persons
who fail while on any motor vehicle carrier, to take and occupy the seat or
other space assigned to them by the driver, operator or other person in
charge of such vehicle, or by the person whose duty it is to take up tickets
or collect fares from passengers therein, or who fail to obey the directions
of any such driver, operator or other person in charge, as aforesaid, to
change their seats from time to time as occasions require, pursuant to any
lawful rule, regulation or custom in force by such lines as to assigning
separate seats or other space to white and ecolored persons, respectively,
having been first advised of the fact of such regulation and requested to
conform thereto, shall be deemed guilty of a misdemeanor, and upon con-
viction thereof shall be fined not less than five dollars nor more than twenty-
five dollars for each offense. Furthermore, such persons may be ejected from
such vehicle by any driver, operator or person in charge of said vehicle, or
by any police officer or other conmservator of the peace; and in case such
persons ejected shall have paid their fares upon said vehicle, they shall not
be entitled to the return of any part of same. For the refusal of any such
passenger to abide by the request of the person in charge of said vehicle as
aforesaid, and his consequent ejection from said vehicle, neither the driver,
operator, person in charge, owner, manager nor bus company operating said
vehicle shall be liable for damages in any court.’’

7 Cf. Smith v. State, 100 Tenn. 494 Alabama, ete., R. Co. . Morris, 103
Miss. 511; Southern R. Co. v. Norton, 112 Miss. 302,

8 Compare Hebert v. Louisiana, 272 TU. S. 312, 317; General Trading Co. .
Tax Comm’n, 322 U. S. 335, 337.

9 ‘“Section 8. The Congress shall have Power . . . To regulate Commerce
with foreign Nations, and among the several States, and with the Indian
Tribes; ’’
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to require an interstate motor passenger to occupy a seat re-
stricted for the use of his race. Actually, the first question alone
needs consideration for if the statute unlawfully burdens inter-
state commerce, the reserved powers of the state will not validiate
it.l()

We think, as the Court of Appeals apparently did, that the
appellant is a proper person to challenge the’ validity of this
statute as a burden on commerce.!* If it is an invalid burden,
the conviction under it would fail. The statute affects appellant
as well as the transportation company. Constitutional protection
against burdens on commerce is for her benefit on a criminal trial
for violation of the challenged statute. Hatch v. Reardon, 204
U. S. 152, 160; Federation of Labor v. McAdory, 325 U. S. 460,
463.

The lecality of a statute compelling racial segregation of inter-
state passengers in vehicles moving interstate, against a challenge
that its application results in an unconstitutional burden on com-
merce, has not been passed on by this Court!? As Coygress has
been: granted power tgl regulate; commerce among tho se\woral
statds, the states’ powgr to regufate that commerce ig restrieted.
The|limits of the restyiction on state power to legisla /e on mafters

affefting interstate gbmmerce /;1}' be in effect expanded or gon-
Congress may Zdopt a rule that

trafted by congressjonal actiop.
aids the mi‘mwn}i;m of \'uﬁ«l state laws in /& way that stiates
wquld be powerlss to dof® Or Congress fnay by withholding
agtion leave regulation #0 the states wheye state action can be
had without ifterferencé with the nation)ﬂ source of commerce.!*
Qr Congress fmay by yndertaking reguldtion of commerce in cer-
fain phases /manifest/a purpose to bat” otherwise valid state regu-
lation in the same general fields®

{10 Case v. Bowles, No. 261 this Term, decided February 4, 1946, slip opinibn
p. 6.

11 Cf., Edwards v. California, 314 U. S. 160, 172, n. 1.

12 When passing upon a rule of a carrier that required such segregatioh,
this Court said, ‘“And we must keep in mind that we are not dealing with
the law of a state, attempting a regulation of interstate commerce beyond
its power to make.’’ Chiles v. Chesapeake & O. R. Co., 218 U. 8. 71, 75.

18 Tn re Rahrer, 140 U. 8. 545, 562; Ky Whip & Collar Co. ». I. C. R. Co.,
2909 U. S. 334, 352.

14 Cooley v. Board of Wardens, 12 How. 299, 319: The Minnesota Rate
Cases, 230 U. S. 352, 402; Kelly v. Washington, 302 U. 8. 1, 10.

15 Napier v. Atlantic Coast Line, 272 U. 8. 605, 611; Cloverleaf Co. 7.
Patterson, 315 U. S. 148, 154-56.
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The precise degree of thetTestriction on state power cannot
be fixed generally or indeed not even for one kind of state legis-
lation, such as taxation or health or safety.’® There is a recog-
nized abstract principle, however, that may be taken as a postu-
late for testing whether particular state legislation in the absence
of action by Congress is beyond state power. This is that the
state legislation is invalid if it unduly burdens that commerce in
matters where uniformity is necessary—necessary in the consti-
tutional sense of useful in accomplishing a permitted purpose.?
Too true, it is that the principle lacks in precision. Although
the quality of such a principle is abstract, its application to the
facts of a situation ereated by the attempted enforcement of a
statute brings about a specific determination as to whether or
not the statute in question is a burden on commerce. Within the

broad limits of the principle, the cases turn on their own facts.
In the field of transportation, there have been a series of de-
cisions which hold that where Congress has not acted and although
the state statute affects interstate commerce, a state may validly
enact legislation which has predominantly only a local influence
on the course of commerce.’8 Tt is equally well settled that, even

16 Cf. Gevin, ete. Inc. v. Henneford, 305 U. S. 434, 439; Mitz v. Baldwin,
289 U. 8. 346, 352; Welch Co. v. New Hampshire, 306 U. S, 79, 84.

17 Southern Pacific v. Arizona, 325 TU. S. 761, 766-71.

18 Statutes or orders dealing with safety of operations: Smith . Alabama,
124 U. 8. 465 (Alabama statute requiring an examination and license of
train engineers before operating in the state): Nashville, &e. Railway w.
Alabama, 128 U. S. 96 (Statute requiring examination of railroad employees
as to vision and color blindness) ; N. Y., N. H. & M, Railroad v. New York,
165 U. 8. 628 (N. Y. statute forbidding the use of furnaces or stoves in
passenger cars); Erb v. Morasch, 177 U. S. 584 (Municipal ordinance limit-
ing speed of trains in city to 6 miles an hour): Atlantic Coast Line w.
Georgia, 234 T, 280 (Georgia statute requiring electrie headlights on
locomotives) ; Morris ». Duby, 274 U. S. 135 (Weight restrictions on motor
carriers imposed by order of Oregon highway commission) : Sproles v. Bin-
ford, 286 U. 8. 374 (Size and weight restrictions on trucks imposed by Texas
statute) . C. Hwy. Dept. ». Barnwell Bros.. 303 U. S. 177 (Statute re-
strieti i : size of motor carriers):; Maurer . Hamilton, 309 U. S.
598 (1 a. statute forbidding the use of its highways to any vehicle carry-
ing any other vehicle over the head of the operator of the vehicle) ; Terminal
Assn. v, Trainmen, 318 U, 8. 1 (Illinois statute requiring cabooses on freight
trains).

Statutes or orders requiring local train service: Gladson w. Minnesota,
166 U. S. 427 (State statute requiring intrastate train to stop at county seat
to take on and discharge passengers) ; Lake Shore & Mich. South. Railway
v. Ohio, 173 U. S. 285 (Statute requiring three trains daily, if so many are
run, to stop at each city containing over 3,000 inhabitants as applied to inter-
state trains); Atlantic Coast Line v, N. Car. Corp. Com’n, 206 U. S. 1
(Order regulating train service, particularly requiring train to permit con-
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where Congress has not acted, state legislation or a final court
order is invalid which materially affects interstate commerce.?
Because the Constitution puts the ultimate power to regulate com-
merce in Congress, rather than the states, the degree of state
legislation’s interference with that commerce may be weighed by
federal courts to determine whether the burden makes the statute
unconstitutional, while the courts could not invalidate federal
legislation for the same reason because Congress has authority to
burden commerce if that seems to it a desirable means of accom-
p]lshmn a permitted end.

nection at junction point); Mo. Pac. Ry. Co. ». Kansas, 216 U. S. 262
(Order directing the operation of intrastate passenger train service over giv,
route).

Statutes dealing with employment of labor—full crew lawsgg#.: Chicago,
R. I. & Pac. Ry. Co. v. \11\.msxx 219 U. S. 453 (Arkansas full ecrew law
applied to interstate trains) ; St. L. & Iron Mtn. Ry. v. Arkansas, 240 U. S.
518 (Arkansas full crew 11\\3 'Tpp ied to S\\lt('llll”‘ yards and terminals);
Missouri Pacific R. Co. v. Norwood, 283 T. 8. 249 (AI kansas full erew laws
applied to freight and switching crews).

19 Statutes or orders dealing with safety of operations: Kansas Southern
Ry. v. Kaw Valley Dist., 233 U. S. 75 (Order requiring railroad to remove
its bridges over river for flood control purposes) ; South Covington Ry. v.
Covington, 235 U. 8. 537 (Ordinances regulating the number of passengers
to be carried in and the temperature of an interurban street railway car
invalid; those requiring rails on front :lnd rear platform, ventilation and
cleaning valid) ; Seaboard Air Line Ry. Blackwell, 244 T. 8. 310 (Georgia
Blow Post Law requiring train to blow \\]n\ le and slow down at each grade
crossing where numerous grade crossings were involved. Of. Southern Pall
way Co. v. King, 217 U. S. 524, where plea held insufficient to permit proof
of burden of the statute on interstate commerce) ; Southern Pacific Co. w.
Arizona, 325 U. 8. 761 (Statute limiting number of cars in freight train to
70 and passenger cars 'to 14).

Statutes or orders requiring local train service: TIllinois Central Railroad
Co. v. Illinois, 163 U. 8. 142 (Statute applied to require fast mail train to
detour from main line in order to stop at station for the taking on and
discharge of passengers); Cleveland, i&e. Ry. Co. ». Illinois, 177 U. S. 514
(I1l. statute requiring interstate train to stop nr each station) ; \Ils%lixlppl
R. R. Com. ». Illinois Cent. R. R., 203 U. S. ¢ > (Order of commission re-
quiring interstate train to stop at small 1‘u\\'n): Atlantic Coast Line w.
Wharton, 207 U. S. 328 (8. C. statute and railroad commission order re-
quiring interstate train to stop at small towns); St. Louis S. W. Ry. w.
Arkansas, 217 U. S. 136 (Statute and order requiring delivery of freight
cars to local shippers); Herndon v». Chi., Rock Island & Pac. Ry., 218 U. S.
135 (Statute requiring interstate train t’u stop at junction poinl) Chi., B.
& Q. Ry. v. Wisconsin R. R. Com., 237 U. 220 (Wisconsin statute requiring
interstate train to stop at villages mntunm'r 200 or more inhabitants);
Missouri, Kans. & Tex. Ry. Co. ». Texas, 245 U. S. 484 (Order requiring
trains to start on time and fixing time allowed for stops en route); St. Louis
& S. F. Ry. v. Pub. Serv. Comm., 254 U. S. 535 ((’)1‘:1(*1‘ requiring through
trains to detour through a small town); St. L.-S. F. Pub. Serv. Comm
261 U. S. 369 (Order requiring that interstate tlknns be stopped at small
town).
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This statute is attacked on the ground that it imposes undue
burdens on interstate commerce.?’ It is said by the Court of
Appeals to have been passed in the exercise of the state’s police
power to avoid friction between the races. But this Court pointed
out years ago ‘‘that a State cannot avoid the operation of this
rule by simply invoking the convenient apologetics of the police
power.’’?t Burdens upon commerce are those actions of a state
which directly ‘‘impair the usefulness of its facilities for such
trafic.”’?2 That impairment, we think, may arise from other
causes than costs or long delays. The traveler as well as the car-
rier must be free from undue interferences. A burden may arise
from a state statute which requires interstate passengers to order
their movements on the vehicle in accordance with local rather
than national requirements.

On appellant’s journey, this statute required that she sit in
designated seats in Virginia.?® Changes in seat designation might
be made ‘‘at any time’’ during the journey when ‘‘necessary or
proper for the comfort and convenience of passengers.”’ This
occuired in this instance. Upon such change of designation, the
statute authorizes the operator of the vehicle to require, as he
did here, ‘‘any passenger to change his or her seat as it may be
necessary or proper.’’?* An interstate passenger must if meces-
sary repeatedly shift seats while moving in Virginia to meet the
seating requirements of the changing passenger group. On ar-
rival at the District of Columbia line, the appellant would have
had freedom to occupy any available seat and so to the end of
her journey.

Appellant’s argument, properly we think, includes facts in the
problem of racial separation in interstate motor transportation

beyond those immediately involved in this journey under the

20 In this posture of the case, problems of the Fourteenth Amendment are
not present, directly. See Plessy v. Ferguson, 163 U. 8. 537, 543; McCabe v.
A. T. & S. F. Ry. Co., 235 U. 8. 161, 160-62.

21 Ransas Southern Ry. v. Kaw Valley Dist., 233 U. 8. 75, 79.

22 Tllinois Central Railroad Co. v. Illinois, 163 U. S. 142, 154.

23 The Virginia Code of 1942, section 67, defines a colored person, for the
purpose of the Code, as follows: ‘‘Every person in whom there is ascertain-
able any negro blood shall be deemed and taken to be a colored person
: . .7 Provisions for vital statistics make a record of the racial lines
of Virginia inhabitants. Sections 1574 and 5099a.

24 § 4097bb.
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Virginia statutory regulations. To properly appraise the weight
of the burden of the Virginia statute on interstate commerce,
related statutes of other states are important to show whether
there are cumulative effects which may make local regulation im-
practicable. We are told that eighteen states prohibit racial sep-
aration on public carriers.?® Eleven require separation on motor
carriers.2® Of these Alabama applies specifically to interstate
passengers with an exception for interstate passengers with
through tickets from states without laws on separation of passen-
gers.2” The language of the other acts, like this Virginia statute
before the Court of Appeals’ decision in this case, may be said
to be susceptible to an interpretation that they do or do not apply
to interstate passengers.

In states where separation of races is required in motor vehicles,
a method of identification as white or colored must be employed.
This may be done by definition. Any ascertainable Negro blood
identifies a person as colored for purposes of separation in some
states2® In the other states which require the separation of the
races in motor carriers, apparently no definition generaly applica-
ble or made for the purposes of the statute is given. Court defini-
tion or further legislative enactments would be required to clarify

25 Cal. Civ. Code (Deering), 1941, Sec. 51-54; Colo. Stat., 1935, Ch. 35,
See. 1-10; Conn. Gen. Stat. (Supp. 1933), Sec. 1160b; Ill. Rev. Stat., 1941,
Ch. 38. Sec. 125-128g; Ind. Stat. (Burns), 1933, Sec. 10-901, 10-902; Towa
Code, 1939, See. 13251-13252; Kan. Gen. Stat., 1935, Sec. 21-2424; Mass.
Laws (Michie), 1933, Chap. 272, Sec. 08, as amended 1934; Mich. Comp.
TLaws (Supp. 1933), Sec. 17, 115-146 to 147: Minn. Stat. (Mason), 1927,
Sec. 7321; Neb. Comp. Stat., 1929, Ch. 23, Art. 1; N. J. Rev. Stat., 1937,
See, 10:1-1 to 10:1-9; N. Y. Laws (Thompson), 1937, (1942, 1943, 1944
Supp.), Ch. 6, Sec. 40-42; Ohio Code (Throckmorton), 1933, Sec. 12940-12941;
Pa. Stat. (Purdon), Tit. 18, Sec. 1211, 4354 to 4655:; R. I. Gen. Laws,
1938, Ch. 606, Sec. 27-28, Ch. 612, Sec. 17.48; Wash, Rev. Stat. (Reming-
ton), 1932, Sec. 9686: Wis. Stat., 1941, See. 340.75.

26 Ala. Stat. 1940, Tit. 48, Sec. 268; Ark. Stat., 1937 (Pope), See. 6921-
6927, Laws 1943, p. 379; Fla. Stat., 1941, Sec. 352-02-352.08; Ga. Code, 1933,
Sec. 68-616: La. Gen. Stat. (Dart), 1939, Sec. 5307-5309: Miss. Code, 1942,
Sec. 7785: N. C. Gen. Stat. 1943, Sec. 62-109: 47 Okla. Stat. Ann., 201-210;
S. C. Code, 1942, Sec. 8530 (1); Tex. Rev. Civ. Stat. (Vernon) 1936, Art.
6417: Tex. Pen. Code (Vernon) 1936, Art. 1661.1; Va. Code, 1942, Sec.
4097z-4097dd.

27 Ala. Stat. 1940, Tit. 48, Sec. 268.

28 Ala. Code, 1940, Tit. 1, Sec. 2 and Title 14, See. 360; Ark, Stat.
(Pope), 1937, See. 1200 (separate coach law); Ga. Code (Michie Supp.),
1028, Sec. 2177; Okla. Const., Art. XXIII, See. 11; Va. Code (Michie),
1942, See. 67.
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the line between the races. Obviously there may he changes by
legislation in the definition.2?

The interferences to interstate commerce which arise from state
regulation of racial association on interstate vehicles has long been
recognized. The factual situation just set out emphasizes the
soundness of this Court’s early conclusion in Hall v. DeCuir, 95
U. S. 485. People of all races travel today more extensively than
in 1877 when it was decided. The changes in transportation
brought about by the coming of automobiles does not seem of
great significance in the problem. Accustomed as most are to
freedom of choice in accommodation, local restrictions naturally
are irksome. Therefore, the reasoning of the DeCuir case grows
in impressiveness.

The DeCuir case arose under a statute of Louisiana interpreted
by the courts of that state and this Court to require public car-
riers ‘‘to give all persons travelling in that State, upon the public
conveyances employed in such business, equal rights and privileges
in all parts of the conveyance, without distinction or diserimina-
tion on account of race or color.”’ Page 487. Damages were
awarded against Hall, the representative of the operator of a
Mississippi river steamboat that traversed that river interstate
from New Orleans to Vicksburg, for excluding in Louisiana the
defendant in error, a colored person, from a cabin reserved for
whites. This Court reversed for reasons well stated in the words
of Mr. Chief Justice Waite.®® As our previous discussion dem-

20 Compare Va. Code, 1887, Sec. 49, providing that those who had one-
fourth or more Negro blood were to be considered colored. This was
changed in 1910 (Acts, 1910, p. 581) to read one-sixteenth or more, It
was again changed in 1930 by Acts, 1930, p. 97, to its present form, i. e.,
any ascertainable Negro blood. See note 23, supra.

3095 U. 8. at 489:

““It was to meet just such a case that the commercial clause in the
Constitution was adopted. The river Mississippi passes through or along
the borders of ten different States, and its fributaries reach many more.
The commerce upon these waters is immense, and its regulation clearly a
matter of national concern. If each State was at liberty to regulate the
conduct of carriers while within its Jjurisdiction, the confusion likely to
follow could not but be productive of great inconvenience and unnecessary
hardship. Each State could provide for its own passengers and regulate the
transportation of its own freight, regardless of the interests of others. Nay
more, it could preseribe rules by which the carrier must be governed within
the State in respect to passengers and property brought from without. On
one side of the river or its tributaries he might be required to observe one
set of rules, and on the other another. Commerce cannot flourish in the
midst of such embarrassments. No carrier of passengers can conduct his
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onstrates, the transportation difficulties arising from a statute that
requires commingling of the races, as in the DeCuir case, are in-
creased by one that requires separation, as here.3! Other federal
courts have looked upon racial separation statutes as applied to
interstate passengers as burdens upon commerce.32 A regulation
of the number of passengers on interstate street cars was held
invalid in South Covington Ry. v. Covington, 235 U. S. 537, 547.
This Court said at 547-48:

“If Covington can regulate these matters, certainly Cinein-

nati can, and interstate business micht be impeded by con-

flictine and varvine regulations in this respect. with which

business with sat 1 to himself, or comfort to those employing him,
if on one side of a State line his passengers. both white and colored, must
be permitted to he same cabin, and on the other be kept separate.
Uniformity in the re ations by which he is to be governed from one end
to the other of his route is a mecessity in his business, and to secure it

/ 1 untrammelled by State lines, has been invested with the
exclusive legislative power of determining what such regulations shall be.
[f this st te can be enforced against those engaged in inter-state com-
merce, it may be as well against those engaged in foreign: and the master
of a p clearing from New Orleans for Liverpool, having passengers on
board, would be compelled to carry all, white and colored, in the same cabin
during his passage down the river, or be subject to an action for damages,
‘exemplary as well as actual,” by any one who felt himself aggrieved be-
cause he had been excluded on account of his color,?’

See Louisville, &e. Railway Co. v. Mis sippi, 133 U. S. 587, 590-91.

31 South Covington, &e. Ry. Co. . Kentucky, 252 U. S. 399, relied upon
by appellee, does not decide to the contrary of the holding in Hall w. DeCuir.
In that case a carrier corporation was convieted in the Kentucky courts of
violation of a state statute that required it to furnish cars with separate
compartments for white and colored. Tt operated street cars interstate over
the lines of amother corporation that owned tracks that were wholly intra-
state. The Court of Appeals of Kentucky held the conviction good on the
ground that the offending act was the operation of the intrastate railroad in
violation of the state statute. It was said that the statute did not apply
to an interstate passenger. S. C. & C. Street Ry. Co. v. Commonwealth, 181
Ky. 449, 454, The Court of Appeals referred at that point to Chiles w.
Chesapeake & Ohio Ry. Co., 125 Ky. at 304: ¢‘Tt is admitted that section
795-801 of the Kentucky Statutes, requiring all railroad companies to furnish
separate coaches for tramsportation of white and colored passengers, and
imposing upon the company and conductors a penalty for refusing or failing
to carry out the provisions of the law, does mnot apply to appellant, who
was an interstate passenger; it being conceded that the statute is only
operative within the territorial limits of this State, and effective as  to
passengers wh wvel from one point within the State to another place
within its border This Court accepted this application of the state
statute and said it ‘‘is not a regulation of interstate commerce.’’ Page
403. Probably what was meant by the opinions was that under the Ken-
tucky act the company with wholly intrastate mileage must operate cars
with separate compartments for intrastate passengers.

82 Anderson ». Louisville & N. R. Co., 62 Fed, 46, 48; Washington, B. &
A. Electric R. Co. ». Waller, 289 Fed. 598,

whic
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it might be impossible to comply. On one side of the river
one set of regulations might be enforced, and on the other
side quite a different set, and both seeking to control a prac-
tically continuous movement of cars. As was said in Hall v.
DeCwar, 95 U. S. 485, 489, ‘commerce cannot flourish in the
midst of such embarrassments.’ ’’

In weighing the factors that enter into our conclusion as to
whether this statute so burdens interstate commerce or so in-
fringes the requirements of national uniformity as to be invalid,
we do not disregard the fact that conditions vary between northern
or western states such as Maine or Montana, with practically no
colored population; industrial states such as Illinois, Ohio, New
Jersey and Pennsylvania with a small, although appreciable, per-
centage of colored citizens; and the states of the deep south with
percentages of from twenty-five to nearly fifty per cent colored, all
with varying densities of the white and colored race in‘ certain
localities. Some local efforts to promote amicable relations in
difficult areas by legislative segregation in interstate transporta-
tion were sure to emerge from such an environment. And no state
law can reach beyond its own border nor bar transportation of
passengers across its boundaries, diverse séating requirements for
the races in interstate journeys result. As there is no federal act
dealing with the separation of races in interstate transportation,
we must decide the validity of this Virginia statute on the chal-
lenge that it interferes with commerce, as a matter of balance be-
tween the exercise of the local police power and the need for

~\nzn’iun;|l uniformity in the regulations for interstate travel. It

\lseems clear to us that seating arrangements for the different races
‘\fm interstate motor travel require a single, uniform rule to pro-
j‘nmi(' and protect mational travel. Consequently, we hold the
Virginia statute in controversy invalid.

Reversed.

Mr. Justice JACKSON took no part in the consideration or de-
cision of this case.
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[ ]
Mr, Justice Burron dissenting.

On the application of the interstate commerce clause of the
Federal Constitution to this case, I find myself obliged to differ
from the majority of the Court. I would sustain the Virginia
statute. against that clause. The issue-is neither the desirability
of the statute nor the constitutionality of racial segregation as
such. We are not asked to consider whether the Virginia statute,
reculating seating arrangements for interstate passengers in
motor vehicles, violates the Fourteenth Amendment or is in con-
flict with a federal statute. The Court holds this statute uncon-
stitutional but for one reason. It holds that the burden imposed
by the statute upon the nation’s interest in interstate commerce
so greatly outweighs the contribution made by the statute to the
state’s interest in its public welfare as to make it unconstitutional.

The undue burden upon interstate commerce thus relied upon
by the Court is not complained of by the Federal Government,
by any state, or by any carrier. This statute has been in effect
since 1930. The carrier concerned is operating under regulations
of its own which conform to the statute. The statute conforms
to the policy adopted by Virginia as to steamboats (1900), electric
or street cars (1902-1904), and railroads (1906).* Its validity has
been unanimously upheld by the Supreme Court of Appeals of
Virginia. The argument relied upon by the majority of this
Court to establish the undue burden of this statute on interstate
commerce is the lack of uniformity between its provisions and
those of the laws of other states on the subject of the racial sep-
aration of interstate passengers on motor vehicles.

1 Steamboats: Aects of 1900, p. 340; electric or street cars: Acts of 1902-
1904, p. 990; railroads: Acts of 1906, pp. 236-237. Va. Code Ann., 1942,
§§ 4022-4025; 3978-3983; 3962-3968.
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If the mere diversity between the Virginia statute and com-
parable statutes of other states is so serious as to render the Vir-
ginia statute invalid, it probably means that the comparable
statutes of those other states, being diverse from it and from
each other, are equally invalid. This is especially true under

that assumption of the majority which disregards sectional inter-
state travel between neighboring states having similar laws, to hold
“‘that seating arrangements for the different races in interstate
motor travel require a single, uniform rule to protect national
travel.”” (Italics supplied.) More specifically, the opinion of the
Court indicates that the laws of the eleven contiguous states of
Virginia, North Carolina, South Carolina, Georgia, Florida, Ala-
bama, Mississippi, Louisiana, Arkansas, Texas and Oklahoma re-
quire racial separation of passengers on motor carriers, while
those of 18 other states prohibit racial separation of passengers
on public carriers. On the precedent of this case, the laws of the
11 states requiring racial separation apparently can be invali-
dated because of their sharp diversity from the laws in the rest
of the Union, or, in a lesser degree, because of their diversity from
one another. Such invalidation, on the ground of lack of nation-
wide uniformity, may lead, unintentionally, to the questioning, on
that ground, of the validity of the laws of the 18 states now pro-
hibiting racial separation of passengers, for those laws likewise
differ sharply from laws on the same subject in other parts of the
Union and, in a lesser degree, from one another. In the absence
of federal law, this may eliminate state regulation of racial sepa-
ration in the seating of interstate passengers on motor vehicles |
and leave the regulation of the subject to the respective carriers.f”

The present decision will lead to the questioning of the validity
of statutory regulation of the seating of intrastate passengers in
the same motor vehicles with interstate passengers. The decision
may also result in increased lack of uniformity between regula-
tions as to seating arrangements on motor vehicles limited to- in-
trastate passengers in a given state and those on motor vehicles
engaged in interstate business in the same state or on connecting
routes.

One weakness in the appellant’s case is the lack of facts and
findings essential to demonstrate the existence not merely of a
minor burden upon interstate commerce, but of such a serious
and major burden upon the national interest in interstate com-
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merce as to outweigh whatever state or local benefits are at-
tributable to the statute and which would be lost by its invalida-
tion. The Court recognizes that it serves as ‘‘the final arbiter of
the competing demands of state and national interests’’® and that
it must fairly determine, in the absence of Congressional action,
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whether the state statute actually imposes such an undue burden
upon interstate commerce as to invalidate it. In weighing these
competing demands, if this Court is to justify the invalidation of
this state statute, it must, first of all, be satisfied that the many
years of experience of the state and the carrier that are reflected
in this state law should be set aside. It represents the tested
public policy of Virginia regularly enacted, long maintained and
currently observed. The officially declared State interests, even
when affecting interstate commerce, should not be laid aside sum-
marily by this Court in the absence of Congressional action. It
is only Congress that can supply affirmative national uniformity
of action.

In Southern Pacific Co. v. Arizona, 325 U. S. 761, 768-769, 770,
this Court said :

““In the application of these principles some enactments
may be found to be plainly within and others plainly without
state power. But between these extremes lies the infinite
variety of cases, in which regulation of local matters may
also operate as a reguldtion of commerce, in which reconcilia-
tion of the conflicting claims of state and national power is
to be attained only by some appraisal and accommodation of
the competing demands of the state and national interests
involved.?

““But in general Congress has left it to the courts to formu-
late the rules thus interpreting the commerce clause in its
application, doubtless because it has appreciated the destrue-
tive consequences to the commerce of the nation if their [i. e.
the courts’] protection were withdrawn, . . . , and has been
aware that in their application state laws will not be invali-
dated without the support of relevant factual material which
will ‘afford a sure basis’ for an informed judgment.* .
Meanwhile, Congress has accommodated its legislation, as
have the states, to these rules as an established feature of our
constitutional system. There has thus been left to the states

2 Southern Pacific Co. v. Arizona, 325 U. S. 761, 769.

8 See Parker v. Brown, 317 U. 8. 341, 362; Di Santo v. Pennsylvania, 273
U. 8. 34, 44,

4 Terminal Assn. v. Trainmen, 318 U, 8. 1, 8.
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wide scope for the regulation of matters of local state con-
cern, even though it in some measure affects the commerce,
provided it does not materially restrict the free flow of com-
merce across state lines, or interfere with it in matters with
respect to which uniformity of regulation is of predominant
national concern.’’ (Italics supplied.)

The above quoted requirement of a factual establishment of
‘‘a sure basis’’ for an informed judgment by this Court calls for
a firm and demonstrable basis of action on the part of this Court.
In the record of this case there are no findings of fact that
demonstrate adequately the excessiveness of the burden, if any
which the Virginia statute has imposed upon interstate com-
merce, during the many years since its enactment, in comparison
with the resulting effect in Virginia of the invalidation of this
statute.” The Court relies largely upon the recital of a nation-
wide diversity among state statutes on this subject without a
demonstration of the factual situation in those states, and espe-
cially in Virginia. The Court therefore is not able in this case
to make that necessary ‘‘appraisal and accommodation of the
competing demands of the state and national interests involved’’
which should be the foundation for passing upon the validity of
a state statute of long standing and of important local signifi-
cance in the exercise of the state police power.

Another weakness in the appellant’s case is the assumption
that racial separation of interstate passengers in motor vehicle
carriers requires national uniformity of treatment rather than
diversity of treatment at this time. The inaction of Congress is
an important indication that, in the opinion of Congress, this

issue is better met without nationally uniform affirmative regula-
tion than with it. Legislation raising the issue long has been,
and is now, pending before 'Congress but has not reached the floor
of either house.® The fact that 18 states have prohibited in some

5 Hall ». DeCuir, 95 U. 8. 485, does not require the conclusion reached by
the Court in this case. The Louisiana statute in the DeCuwir case could have
been invalidated, at that time and place, as an undue burden on interstate
commerce under the rules set out by Chief Justice Stone in Southern Pacific
Co. v. Arizona, supra, and as applied in this dissenting opinion. If the
DeCuir case is followed as—a—matter—of—taw without regerd=t6 the surrounding
facts it would invalidate to-day statutes in New England states prohibiting
racial separation in seating arrangements on -carriers, which would mnot be
invalidated under the doctrine stated in the Arizona case.

6 See H. R. 8821, 75th Cong., 3d Sess., 83 Cong. Rec. 74; H. R. 182, 76th
Cong., 1st Sess.,, 84 Cong. Rec. 27; H. R. 112, 77th Cong., 1st Sess., 87 Cong.
Rec. 13.
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degree racial separation in public carriers is important progress
in the direction of uniformity. The fact that 19 states apparently
have not legislated on the issue indicates a lack of need for uni-
versal legislative action for or against uniformity. The fact, how-
ever, that 11 contiguous states in some degree require, by state
law, some racial separation of passengers on motor carriers indi-
cates a different appraisal by them of the needs and conditions in
those areas than in others. This recital of existing diversity is
evidence against the validity of the assumption by this Court
that there exists today a requirement of a single uniform national
rule on the subject.

[t is a fundamental concept of our Constitution that where
conditions are diverse the solution of problems arising out of
them may well come through the application of diversified treat-
ment matching the diversified needs as determined by our local
governments. Uniformity of treatment is appropriate where 3
substantial uniformity of conditions exists,
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Western Railroad Company. The respondents are the two'debtors
just named; City Bank Farmers Trust Company, Trustee under
the General Mortgage of the principal debtor; and the Trustee of
the Missouri Pacific Railroad Company, a large owner of common
stock of the principal debtor.

The debtors sought reorganization in the District Court of
the United States for the District of Colorado under Section 77
of the Bankruptey Act,! on November 1, 1935. The Interstate
Commerce Commission approved the plan of reorganization under
consideration in this review on June 14, 19432 The District Court
approved the plan October 25, 1943.2 It was then submitted by
the Commission to the creditors of the classes deemed entitled
to vote for acceptance or rejection of the plan and a certificate
of the result filed in the District Court on July 15, 1944. All
classes of voting creditors approved the plan as required by
Section 77 except the holders of the Denver’s General Mortgage
bonds.* On November 1, the Distriect Court held the rejection of
the plan by the holders of the General Mortgage was not reason-
ably justified® and thereafter confirmed the plan on November
29, 1944. Section 77 (e).

The plan provided for a reorganization as of January 1, 1943,
by the Denver by adjustment of its assets to its liabilities with
or without a consolidation with the Salt Lake and the Salt Lake
Western to form a system. As no ruling that we are asked or
required to make turns upon whether the reorganization is with
or without the suggested consolidation, we need not give further
consideration to possible differences. In either case, creditors
with secured claims against the reorganized roads or against their
property were left undisturbed or allocated new securities of the
new company, consisting of first mortgage and income bonds;
preferred and common stock, in lots, in face amount of the
secured claims except for the General Mortgage issue, that the

111 T, 8. C. § 205.

2The plan is printed in Denver & R. G. W. R. Co. Reorganization, 254
I C. C. 349, See for former decisions of the Commission in this reorgani-
zation, 233 I. C. C. 515; 239 I. C. C. 583; 254 I. C. Q. 5.

8 C. C. H. Bankruptey Law Service 54,562,

4 The Denver & Rio Grande Western Railroad Company is referred to
herein as the debtor or the Denver; The Denver & Salt Lake Western Rail-
road Company as Salt Lake Western; The Denver & Salt Lake Railway Com-
pany as the Salt Lake; The Rio Grande Junction Railway Company as the
Junction.

5In Re Denver & R. G. W. R. Co., 62 F. Supp. 384.
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Commission and District Court determined, through adoption of
the plan, were fair and equitable in the light of the respective
priorities, liens and collateral of the various secured claims. All
of the securities were given a par value. Interest partly fixed
and interest partly contingent on earnings was used to gain play
in annual charges. The plan eliminated unsecured claims and
allocated common stock in face amount of ten per cent of their
claim to general mortgage bonds of the debtor. It was deter-
mined that the aggregate of the securities in the plan represented
the value of the properties for reorganization purposes and that
through prospective earnings there was adequate coverage for
the charges.®

6254 1. C. C. at 354 to 357.

Full details appear in the plan, note 2, supra, as well as explanation of
certain items in the following tables. The tables are printed to give the
reader a convenient summary of the plan. 254 I. C. C. 382-83.

CAPITALIZATION AND ANNUAL CHARGES.

On basis of consoli- Denver 4 Rio Grande
dation with Denver Western withowt
4 Salt Lake Denver & Salt Lake
Annual Annual
Charges Charges
Equipment-trust obligations $5,758,000 $139,989 $5,758,000 $139,989
Chase National Bank note 45,722 2,158,458 45,722
R. F. C. claim 13,900,605 556,024

Principal Principal

gage bonds, 4 percent interest 1,500,000 60,000
Denver & Salt Lake income
bonds, 3-1 percent interest.. 9,734,000 292,020

19,150,458 537,731 21,817,063
New first-mortgage bonds, 3-1
percent interest ... 38,573,680 1,157,210 33,373,680 1,001,210
Total fixed interest 07,724,138 1,694,941 55,190,743 1,742,945
Capital fund, maximum
ment 750,000
Prior contingent interest, 1 per-
cent 498,318 348,978
Sinking fund for first-mortgage
bonds, one-half of 1 percent 200,489 182,323

3,143,748 3,024,246

New income bonds, 414 percent 29,750,184 1,364,133 972,606
Sinking fund for income bonds,

one-fourth of 1 percent.... 76,808 58,527

Total debt, interest, payments to
funds 87,474,322 4,584,689 76,240,322 4,055,379
par value $100 32,531,220 1,626,561 32,120,120 1,606,006
New common stock, par value
35,167,585

143,528,027
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Respondents sought review in separate appeals from the order
of approval or the order of confirmation or both to the Circuit
Court of Appeals for the Tenth Circuit. That court reversed
the District Court on all appeals and remanded the reorganiza-
tion proceedings to the Interstate Commerce Commission for fur-
ther consideration with the statement, 150 F. 2d at 40,

“‘Nothing in the opinion shall prejudice or foreclose the
rights of the parties to propose a new plan or reorganization
or the power of the Commission to formulate, approve, and
certify a new plan of reorganization in the light of any rele-

vant facts presented to the Commission in any proceeding
under 11 U. S. C. Sec. 205(d).”’

DISTRIBUTION OF NEW SECURITIES PER $1,000 OF PRESENT
BONDS WITH ACCRUED INTEREST.
First- Pre-
mortgage Income ferred Common
bonds bonds stock stock
Rio. Grande Western first trusts
($15,190,000) $970.20 = $349.80
Rio Grande Western consolidated’s
($15,080,000) 266.00
Junction firsts ($2,000,000) 4 317.21
Denver & Rio Grande consolidated 4’s
($34,125,000) 318.92 217.08
Denver & Rio Grande consolidated 4% ’s
($6,382,000) : 329.03 223.97
efunding and improvement 5’s
($12,000,000) 250. 159.61
Refunding and improvement 6’s
($2,000,000) 264, 168.94
General 5’s ($29,808,000)

CLAIMS.
Claims as of Undisturbed
Jam.1,1943  or extended
Bquipment obligations $5,758,000 $5,758,000
Rio Grande Western firgt-trust 4’s.........%. .. 20,050,800
Rio Grande Western consolidated 4’s 20,056,400
Rio Grande Junction first 5’s 2,758,333
Denver & Rio Grande consolidated 4’s 45,727,500
Denver & Rio Grande consolidated 435°’s 8,823,115
Refunding and improvement 5’s 16,950,000
Refunding and improvement 6’s 2,990,000
General-mortgage 5’s 43,548,155
Chase National Bank note 2,158,458
R. R. Credit Corporation note; paid May 17, 1943
R. F. C. notes 13,900,605
Unsecured claims, approximate 440,000 10 equity

Total, Denver & Rio Grande Western.... 183,161,366 7,916,458
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By this remand, the Commission was empowered to proceed anew
to consideration of the reorganization in all its phases, § 77(e),
including those steps previously taken and approved by the
opinion of the Court of Appeals.

That court approved the valuation of the debtor reached mainly
by the use of present and prospective earnings. It held that
the valuation adopted need not reflect necessarily the money
spent for improvements during the trusteeship for reorganiza-
tion. 150 F. 2d 34, 35. No argument is made against the sound-
ness of these conclusions which are fully supported by the West-
ern Pacific and Milwaukee cases.” The Circuit Court further
held that the Commission was justified in refusing to reopen the
hearings just before the entry of its order of June 14, 1943, ap-
proving the plan, to hear evidence of the then existing economic
conditions and the 1943 earnings of the debtor.®

The reversal came from the Circuit Court’s holding, contrary
to the Commission and the District Court, that free cash in excess
of operating capital needs and large earnings from war business
after the date of the plan should be for the benefit of the General
bondholders. 150 F. 2d 35-35. That court further held that
decreases in debt by cash payments, with the consequent reduction
of securities that were required to be issued under the plan to
cover such debt claims, should inure to the benefit of the same
General bondholders. 150 F. 2d 38-39. The Circuit Court dis-
agreed also with the treatment of certain collateral deposited be-
hind the First Consolidated Mortgage of the Rio Grande Western
Railway Company and secondarily behind the Generals of the
debtor. This is the Utah Fuel stock issue hereinafter discussed.
These differences from the conclusions of the District Court led
the Circuit Court to hold that the General bondholders were
“‘peasonably justified’’ in rejecting the plan and that the District
Court was without authority to confirm the plan over their veto.
§ 77 (e).

Petitioners sought a writ of certiorari to reverse these rulings
of the Circuit Court and, on account of the importance of the
issues in the administration of railroad reorganization under
Section 77, we granted their petition. — U. 8. —.

7 Ecker v. Western Pac. R. Co., ¢ J. S. 448, 477-83; Group of Investors
v. Milwaukee R. Co., 318 U. 8. 523, 539-41.
8 See 318 U. S. at 543.
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The briefs of all the parties here restate the questions pre-
sented in the petition for certiorari according to the emphasis
the pzn"[icular party places upon points of controversy. After
a general consideration of the background of the plan, we shall
oive attention to each of the just stated disagreements between
the distriet and appellate court. This will cover the points under
review.

The basic problems of railroad reorganization under Section 77
of the Bankruptey Act have been so recently considered by this
Court in the Western Pacific and Milwaukee cases that only a
summary reference to their conclusions here pertinent need be
made now. No new enactments have changed the law since those
decisions on March 15, 1943. The complexities of the reorgani-
zation of a railroad with responsibility to the public and obliga-
tions to its security holders was recognized. The impossibility
swithout destruction of efficiency and values of reversing the pro-
cess of integration to restore the parts that mow make up the
whole of a system of their original operational funection was
understood. The various bond issues with different and often
overlapping liens, with competing claims for allocation of earn-
ings pending reorganization, presented hard problems for legis-
lative solution. A fair, administratively practical and lasting
method was sought. By provisions for adjustment of creditors’
claims, Congress intended to avoid the delays, costs and sacrifices
of liquidation.® The agencies employed by Congress to accom-

Pt SRR S

9 Applicable provisions of § 77,11 T. 8. C. § 205, are as follows

¢¢(b) A plan of reorganization within the meaning of this section gener-
ally, or of any class of them, secured or unsecured, either through the issu-
ance of new securities of any character or otherwise; (2) may include pro-
visions modifying or altering the rights of stockholders generally, or of any
class of them, either through the issuance of new securities of any character,
or otherwise; (3) may include, for the purpose of preserving such interests
of creditors and stockholders as are not otherwise provided for, provisions for
the issuance to any such creditor or stockholder of options or warrants o
receive, or to subscribe for, securities of the reorganized company in such
amounts and upon such terms and conditions as may be set forth in the plan;
(4) shall provide for fixed charges (including fixed interest on funded debt,
and rent for leased railroads) in such an amount that, after due considera-
tion of the probable prosp ctive earnings of the property in light of its
earnings experience and all other relevant facts, there shall be adequate
coverage of such fixed charges by the probable ecarnings available for the
p:x}'nu-ni thereof ;

¢¢(q) The debtor, after a petition is filed as provided in subsection (a)
of this section, shall file a plan of reorganization within six months of the
entry of the order by the judge approving the petition as properly filed,
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plish reorganizations under Section 77 were fhe Interstate Com-
merce Commission and the courts. The answer reached by Con-
gress was that the experience and judgment of the Commission
must be relied upon for final determinations of value and of
matters affecting the public interest, subject to judicial review
to assure compliance with Constitutional and statutory require-
ments. This was the interpretation of all members of this Court'
from the language of the act and the evidence of Congressional

After the filing of such a plan, the Commission, unless such plan shall
be considered by it to be prima facie impracticable, shall, after due notice
to all stockholders and creditors given in such manner as it shall determine,
hold public hearings, at which opportunity shall be given to any interested
party to be heard, and following which the Commission shall render a report
and order in which it shall approve a plan, which may be different from any
which has been proposed, that will in its opinion meet with the requirements
of subsections (b) and (e) of this section, and will be compatible with the
public interest; or it shall render a report and order in which it shall refuse
to approve any plan. In such report the Commission shall state fully the
reasons for its conclusions. ;

‘“(e) Upon the certification of a plan by the Commission to the court,
the court shall give due notice to all parties in interest of the time within
which such parties may file with the court their objections to such plan, and
such parties shall file, within such time as may be fixed in said notice, de-
tailed and specific objections in writing to the plan and their claims for
equitable treatment. The judge shall, after notice in such manner as he
may determine to the debtor, trustee or trustees, stockholders, creditors,
and the Commission, hear all parties in interest in support of, and in opposi-
tion to, such objections to the plan and such claims for equitable treatment.
After such hearing, and without any hearing if no objections are filed, the
judge shall approve the plan if satisfied that: (1) Tt complies with the pro-
visions of subsection (b) of this section, is fair and equitable, affords due
recognition to the rights of each class of creditors and stockholders, does not
diseriminate unfairly in favor of any class of creditors or stockholders, and
will conform to the requirements of the law of the land regarding the par-
ticipation of the various classes of creditors and stockholders: :

be [f the judge shall approve the plan, he shall file an opinion,
stating his conclusions and the reasons therefor, and enter an order to that
effect, and shall send a certified copy of such opinion and order to the
Commission. The plan shall then be submitted by the Commission to the
creditors of each class whose claims have been filed and allowed in accord-
ance with the requirements of subseetion (c¢) of this section, and to the
stockholders of each class, and/or to the committees or other representatives
thereof, for acceptance or rejection, within such time as the (fommission shall
specify, together with the report or reports of the Commission thereon or
such a summarization thereof as the Commission may approve, and the opinion
and order of the judge: Provided, That submission to any class of stock-
holders shall not be necessary if the Commission shall have found, and the
judge shall have affirmed the finding, (a) that at the time of the finding the
corporation is insolvent, or that at the time of the finding the equity of such
class of stockholders has no value, or that the plan provides for the payment
in cash to such class of stockholders of an amount not less than the value
of their equity, if any, . . . Provided further, That submission to any class
of ereditors shall not be necessary if the Commission shall have found, and
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purpose in the hearings, reports and discussion.’® To the courts,
Congress confided the power to review the plan to determine
whether the Commission has followed the statutory mandates of
‘subsection’ (e), 318 U. S. at 477, and whether the Commission
had material evidence to support its conclusions. 3818 U. S. at
477 ; concurring opinion at 512.

At this point, we restate our conclusion reached in the former
cases that the Congressional authority to the Commission to elimi-
nate valueless claims from participation in reorganization is a
valid exercise of the federal bankruptey power. Section 77 was
directed at the relief of debtor railroads. Sec. 73, 47 Stat. 1467.
Liquidation in depression periods meant that large portions of
debts. as well as stock interests in the properties would be irre-
trievably lost to their holders while reorganization on a capitali-
zation that estimated mormal income would support meant the
salvage of sound values. We see no more constitutional impedi-

the. judge shall have affirmed the finding, that the interests of such class of
ereditors will not be adversely and materially affected by the plan, or that
at the time of the finding the interests of such class of creditors have no
value, or that the plan provides for the payment in cash to such class of
creditors of an amount mnot less than the value of their interests. . . . The
Commission shall certify to the judge the results of such submission.
¢“TUpon receipt of such certification, the judge shall confirm the plan if
satisfied that it has been accepted by or on behalf of creditors of each class
to which submission is required under this subsection holding more than two-
thirds in amount of the total of the allowed claims of such class which have
been reported in said submission as voting on said plan, and by or on behalf
of stockholders of each class to which submission is required under this sub-
section holding more than two-thirds of the stock of such class which has
been reported in said submission as voting on said plan; and that such ac-
ceptances have not been made or procured by any means forbidden by law;
Provided, That, if the plan has not been so accepted by the creditors and
stockholders, the judge may nevertheless confirm the plan if he is satisfied
and finds, after hearing, that it makes adequate provision for fair and equi-
table treatment for the interests or claims of those rejecting it; that such
rejection is not reasonably justified in the licht of the respective rights and
interests of those rejecting it and all the relevant facts; and that the plan
conforms to the requirements of clauses (1) to (3), inclusive, of the first
paragraph of this subsection (e);

¢¢Tf it shall be necessary to determine the value of any property for any
purpose under this section. the Commission shall determine such

value and
cortify the same to the court in its report on the plan. The value of any
propert used in railrond operation shall he determined on a basis which
will cive due consideration to the earning power of the property, past,
present, and prospective, and all other relevant facts. In determining such
value only such effect shall be oiven to the present cost of reproduction new
and less depreciation and original cost of the property, and the actual in-
vestment therein, as may be required under the law of the land, in light of
its earning power and all other relevant facts.’’

10 318 U. S. at 472, 473, 477; concurring opinion at 512; 318 U. S. at 545.
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ment to the elimination of claims against railroad debtors by
the Interstate Commerce Commission’s determination of values
with judicial review as to the sufficiency of the evidence and
cbmpliance with statutory standards than we do to their elimina-
tion by an accepted bid in a depression market.!! There is no
occasion here to reexamine further these recent holdings of this
Court in the Western Pacific and Milwaukee reorganizations.

In examining the contentions of petitioners as to the alleged
errors of the Circuit Court of Appeals, we must approach the
problems in accordance with our reviewing authority under Sec-
tion 77. That section embodies the method that Congress selected
in 193312 and improved in 19353 to put the railroad transporta-
tion system of the country in order to meet its debts and perform
its duties to the public after the hard years of the recent de-
pression. Our constructions of the chief provisions of the section
were handed down in March, 1943. Although the results of
reorganizations under the section, as thus construed, have been
criticized as unfortunate and changes have been suggested, no
different legislation has been enacted.'* Indeed a different method
for reorganization, enacted in 1939 and designed to meet the re-

quirements of railroads not in need of financial reorganization

11 318 U. S. at 475-76; 318 U. S. at 536-39.

Compare Wright ». Union Central Ins. Co., 311 T. 8. 273, 279; John Han-
cock Ins. Co. v. Bartels, 308 U. S. 180, 186; Gelfert p. National City Bank,
313 U. 8. 221.

12 47 Stat. 1474.

18 49 Stat. 911. H. Rep. No. 1283, 74th Cong., 1st Sess., p. 1; S. Rep.
No. 1336, 74th Cong., 1st Sess., p. 1; Craven & Fuller, Amendments of
Railroad Bankruptey Law, 49 Harv. L. Rev. 1254. See Ecker v. Western
Pacific R. Co., 318 U. S. at 470, et seq.

14 H, R. 5924, 79th Cong., 2d Sess.; Hearings on H. R. 4779, 79th Cong.,
1st Sess., Serial No. 13; H. Rep. No. 1838, 79th Cong., 2d Sess., p. 3:

¢¢ Although all these laws were intended by Congress for the preservation
of our railroads and their ownership, the theory has appeared to prevail that
the capitalization of companies in section 77 proceedings should in all cases
be drastically reduced. That is what has been domne consistently and per-
sistently. Under the past administration of section 77, as that statute was
interpreted and applied by the Interstate Commerce Commission and affirmed
by the Supreme Court, countless thousands of small stockholders already have
been wiped out, and their investments, which would now be of great value,
were uselessly destroyed. There are many more thousands upon thousands
of such stockholders whose investments are imminently threatened with a
like fate, unless Congress promptly enacts legislation to prevent such needless
loss. And that loss—aggregating over $2,000,000,000—would be suffered
largely by a widely scattered class of citizens (many thousands of whom are
employees of these very railroads) who invested their legacies or their savings
in one of America’s greatest private enterprises, for education of their
children, the purchase of homes, or security in old age. It literally may be
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of the character provided by Section 77 but only of an oppor-
tunity for voluntary adjustments with their creditors, was al-
lowed to lapse on November 1, 1945.15 This situation leaves clear
the duty of the agencies of the Government entrusted with the
handling of reorganizations under Section 77, including this
Court, to administer its provisions according to their best under-
standing of the purposes of Congress as expressed in the words
of Section 77 read in the light of the contemporaneous discussion
in Congress. Changes in econcmic conditions cannot effect the
powers of the reorganization agencies even though such changes

may require a reexamination into the present fairness of the
former exercise of those powers.

The Denver and Rio Grande Western, the principal debtor, is
an important link in transcontinental transportation.!® The re-

said that these stocks were the favorite investments of widows and orphans
and of trustees.’’

S. Res. 192, 79th Cong., 1st Sess.; S. Rep. No. 925, 79th Cong., 2d Sess.;
8. 1253, 79th Cong., 2d Sess.; Hearings on S. 1253, 79th Cong., 1st Sess.;
Voluntary Modification of Railroad Financial Structures; Hearings on .
1253, 79th Cong., 2d Sess., Modification of Railroad Financial Structures,
Part 2; 8. Rep. No. 1170, 79th Cong., 2d Sess., pp. 1-2:

““The bill (8. 1253) enables railroad companies to adjust their finaneial
affairs quickly, economically, and on a business basis. The procedure it pro-
vides will reduce any disturbance of their affairs to a minimum, and will
provide the maximum of protection for both the railroads and their investors.

‘‘The existing law, section 77, was enacted in 1933, without hearings and
without consideration of any subcommittee or committee of the Senate. It
was enacted in the belief that it would help railroads to correct their finan-
cial affairs. It was found to do the opposite. It has placed in the hands of
Government officials extraordinary power, which they had not requested, over
25 percent of the country’s railroad mileage—a power which they have exer-
tised:

(1) to demolish every part of the financial and corporate structures of
those railroads;

(2) to plan in every respect the financial and corporate future of those
railroads;

(3) to pick men to control those railroads; and

(4) to decree the forfeiture of $2%% billion of investments.

‘‘The present bill put an end to every one of those powers and restores
the operation of railroads to their managements and the adjustment of their
finances to the companies themselves, with the assistance of their security-
holders, where necessary.’’

See A Critical Analysis of Recent Reorganization Decisions of the Supreme
Court of the United States, F. C. Nicodemus, Jr., Hearings on H. R. 4779,
subsequently H. R. 5924, 79th Cong., 1st Sess., p. 181.

15 52 Stat. 1134; 56 Stat. 787. A bill to extend this act to 1950, H. R.
3429, was passed by the House of Representatives on November 1, 1945, 20
Cong. Rec. 10434; H. Rep. No. 1128, 79th Cong., 1st Sess.

16 Full details of the properties, the elements of rate making value, the
corporate history, the capital structure at the beginning of the reorganization
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cent availability to the debtor of the Moffett Tunnel and the
Dotsero Cut-off (1934) improve its strategic position in the com-
petition for ‘‘overhead’’ or ‘‘bridge traffic,”’ that is, traffic that
is consigned from and destined to points beyond its lines. The
traffic originating on its lines is mixed in character and varies
with the general prosperity of the region.

The present Denver, the principal debtor, was organized in
1920. It succeeded the Denver & Rio Grande Railroad Company
of 1908 which had in its turn acquired the property of the Rio
Grande Western Railway Company, owning the western portion
of the present debtor’s lines, and of the Denver & Rio Grande
Railroad Company of 1886, owning the eastern portion of the
present debtor’s lines. A connection between the two portions,
Rio Grande Junction Railway, is under lease to the debtor who,
as lessee and a stockholder, guarantees the Junetion bonds. Sub-
stantially all of the capital stocks of the Salt Lake and Salt Lake

proceedings, the traffic and earnings appear throughout the various reports
of the Commission, particularly the original report in 233 I. C. C. 515. The
location and extent of its properties are succinetly deseribed by the Commis-
sion at page 518, as follows:

‘“The Denver’s principal eastern termini are Denver and Pueblo, Colo.,
at each of which points connection is made with the Atchison, Topeka &
Santa Fe Railway and the Colorado & Southern Railway. At Denver con-
nection is also made with the Chicago, Burlington & Quincy Railroad, the
Chicago, Rock Island & Pacific Railway, and the Union Pacific Railroad; at
Pueblo, also with the Missouri Pacific Railroad, which is the Denver’s main
outlet to the east.

‘On the west the main line of the Denver passes through Salt Lake City
and terminates at Ogden, Utah. Connection is made with the Union Pacific
at each point; at Salt Lake City the Denver also connects with the Western
Pacific Railroad and at Ogden with the Southern Pacific. The interchange
with the Western Pacific is more important than that with any other western
connection.

‘“The road owned by the Denver consists of 1,256.6 miles of main line
and 1,094.9 miles of branch lines. Operated under lease are the Rio Grande
Junction Railway . . . extending from Rifle to Grand Junction, Colo., 62.1
miles, the Goshen Valley Railroad, a branch line 8.8 miles in length, and the
Salt Lake Western, extending from Dotsero, on the Denver, to Orestod on
the Denver & Salt Lake Railway . . . 38.1 miles. Including these leased
lines, the Denver operates approximately 1,257 miles of main lines and 1,104
miles of branch lines. Approximately 771 miles of narrow-gage lines are
included in the operated mileage.

“‘In addition to the above-mentioned mileages, the Denver operates over
the Salt Lake, between Denver and Orestod, 128.6 miles. This line, together
with the Salt Lake Western, constitutes the Dotsero cut-off route. The Salt
Lake’s ownership embraces the line extending from TUtah Junction, near
Denver, to the western terminus at Craig, Colo., 220.2 miles. For its Denver
terminal, the Salt Lake uses, under a lease, the facilities of the Northwestern
Terminal Railroad Company. The Salt Lake derives no revenues from the
through traffic, moving over the cut-off, since all such traffic is handled by
the Denver.’’
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Western, and various other branch lines are owned by the
debtor.!” These corporate arrangements for the operations of
the debtor have resulted in the assumption or creation by the
debtor of the claims of the various issues, listed in note 6, supra.

Just after these reorganization proceedings began, December
31, 1935, the debtor’s report showed that its long-term debt was
$120,541,000, and its current liabilities $24,990,901.63. It had
current assets, including cash $1,257,943.43, of $5,966,666.93. At
the time the plan became effective, December 31, 1942, the report
showed long-term debt of $130,264,826.65 and current liabilities
of $14,172,575.50, and in addition deferred liabilities, chiefly ma-
tured interest in default of $45,582,132.66. There were current
assets, including cash $10,850,149.96, of $20,983,652.54. As of
December 31, 1944, these items were: Long-term debt $129,358,-
337.79, current liabilities $20,539,637.83, and deferred liabili-
ties $55,310,151.80. The current assets were $32,665,501.33, in-
cluding $19,142,626.96 in cash.

During the period examined the income of the system available
for interest was found by the Commission at its lowest in 1936-
1938. After adjustment this was $2,893,255. 233 I. C. C. at 552.
In 1941 there was $5,019.436. 254 I. C. C. at 10. When the
present plan was approved by the Commission in June, 1943, the
1942 income available for interest was recognized but the con-
tinuance of such earning power was thought to be negatived by
any sound forecast.!'® 254 I. C. C. at 356.

Earnings during the trusteeship were used to improve the debtor
railroad. When the vote was taken in 1944, the real estate and
equipment account showed charges of $43,291,513 during the trus-
teeship. An estimated ten million of it was between the Com-
mission’s approval of the plan, June, 1943, and the Commission’s
certification of its approval to the court by claimants on July 15,
1944. The retirements are said by the respondent trustee to have
been about $13,000,000, leaving a net addition to capital account
of $30,000,000. Respondents urge that since capitalization was
not substantially increased by the Commission between 1938 and

17 See Denver & Salt Lake Western R. Co. Construction, 154 I. C. C. 51;
175 1. C. C. 535; 233 I. C. C. at 520.
18 The reports show the income available for interest as follows:
1942......$17,044,420.39
1943...... 11,573,667.94
8,157,880.25.
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1943, the junior creditors got little or nothing for this investment.
The improvements may have been wise or unwise. That question
is not before us. Railroads even in reorganizations must make
additions to take care of public needs or to lower operating costs.
See 62 F. Supp. 389. The senior bond interest continued to ac-
cumulate during this period. As the capitalization was not in-
creased pari passu with the investments, the holders of junior
securities received less participation. The Commission did not
consider that the earning prospect justified a greater capitalization
than the one given and we think its judgment controls the valua-
tion. As was said, In Re Denver & R. G. W. R. Co., 150 F. 2d at
38 .
¢“Neither was the Commission compelled to, nor would it be
justified in adding the amount of these expenditures to the
capitalized value if in the exercise of sound discretion it felt
that the reasonable prospective earnings of the road, after
the improvements did not justify it. However, in the face of
all this, after satisfying in full the claims of the senior bond-
holders, the plan of reorganization should have made sure
that all excess current assets, as well as all excess war profits
yet to acerue, would go to the General Bondholders.’’
The last sentence, we think, has the vice of overlooking the reason
the Commission gave common stock to the Seniors. See discussion
under Allocation u'/' Securities.

We note also the contention that the possibility of a national
income much higher and interest rates much lower than before
World War II should affect valuation based on prospective earn-
ings. Those factors, we think were before the Commission when
it made its earnings estimate.

The Commission reached its determination of a sound capital
structure for the combined properties with these figures on earn-
ings and investments before it. In addition, of course, the Com-
mission had complete statistical information to guide it from its

Bureau of Valuation and its other sections dealing with. traffic,

rates, earnings, interest, et cetera. The discussion by the Com-
mission will be found in its printed volumes listed in note 2. Pro-
ceeding upon the principle accepted in the Western Pacific and
Milwaukee cases,'® that capitalization based upon earnings is a
permissible method of valuation in reorganization, the Commission

19 318 U. S. at 482 and 483; 318 U. 8. at 539-541.
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fixed $155,173,127 as the sound capitalization. This capitalization
under the terms of the issues, with provisions for a capital fund
and the sinking funds, carries annual charges at rates varying
with the security of $6,211,250 before dividends on common. See
note 6. The decision was unanimous except for one Commissioner
who considered the valuation too high by ten per cent. 254 I. C. C.
at 379. There can be no doubt that as of June, 1943, there was
ample evidence to justify the valuation made by the Commission.

Allocation of Securities. Within the framework of that valua-
tion, the Commission allotted the available securities to the claim-
ants. Securities, including the common stock, were given a face
value. The aggregate was too small to allow anything to former
stockholders.2® Thus they were eliminated from the reorganiza-
tion.2! For the holders of the General honds, common stock was
available to the amount of ten per cent only of their claim.22 A
glance at the proposed distribution in note 6 will show that the
claimants did not receive all the new senior securities in the strict
order of their old priorities.

The value of a lien on a part of a railroad when the valuation
is made from earnings cannot be fixed solely on a mileage basis.
Nor is it practicable to issue new securities with a lien limited
to the property that was covered by the old lien. There must
be segregation of ‘the system earnings to each existing lien and
allocation of securities representing the system value to each class
of claimants. This was done here as shown in the second table
in note 6.22 Such a method is in full accord with the principle
that senior creditors are to retain their relative priority of posi-
tion in a reorganization. Group of Investors v. Milwaukee E. Co.,
318 U. S. at 561-64. Furthermore, junior claims can receive

nothing until the senior claims receive securities of a worth or
value equal to their indebtedness. 3818 U. S. at 483; 318 U. S.
at 569. The Generals are definitely junior. 233 I. C. C. at 524.
The Commission did not make a finding that the cash value
of the securities awarded the senior claimants as of the effective
date of the plan equalled the face of the claims. It did, how-
ever, carefully state its reasons for concluding that the com-

20 Ecker v. Western Pacific R. Corp., 318 U. 8. at 475-76.
. C. C. 578-81.
. C. C. at 359.
23 See for discussion of the formulae 233 I. C. C. at 581 et seq.; 254
I. C. C. at 16 and 359-76.
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pensation ‘‘flowing under the plan to the various classes of bond-
holders for the rights surrendered by them’’ was adequate in
the light of the absolute priority rule. 254 I. C. C. at 360. For
those classes, other than the Junior Generals, that received com-
mon stock, the Commission said that the possibility of ‘‘unlim-
ited dividends on common stock’’ was a factor in offsetting loss
of position.?* Thus it is clear that when the Commission made
its allocations it had definitely in mind that one thing that gave
the senior creditors compensation for the admission of junior
claimants to participation in securities before the seniors ob-
tained full cash payment was their chance to share in the um-
limited dividends that might be earned and paid on the common
stock to have a part in the ‘‘lush years.”’ It should be noted that
income applicable to dividends was at its highest in 1942 prior

)

to the approval of the plan by the Commission in June, 1943.
Therefore the abnormal earnings of 1942 were in the Commis-
sion’s contemplation when it spoke of the opportunities for ‘‘un-
limited dividends.’’ TIts discussion of the plan assumed that 1943
available earnings might be as large. 354 I. C. C. at 355.

The improved physical condition of the road through expen-
ditures of the trustees for previously deferred maintenance, im-
provements and new equipment was before the Commission and
necessarily entered into their valuation of the property. 233
I. C. C. 531.

There is another important factor, corollary to stock owner-
ship, to be noted in the Commission’s allocation of these securi-
ties. This factor is that the creditors who received common stock
to make them whole obtained with that common stock an interest
in all cash on hand or all cash that might be accumulated. Of
course, the Commission thoroughly understood this. In fact, it

referred to the ten million plus of cash on hand as of January

24 Rio Grande Western consolidated, 254 I. C. C. at 365: ‘‘Loss in earn-
ings position and surrender of other rights, in our opinion, are offset by the
possibility of increased return permitted by the 4l5-percent income bonds,
5-percent convertible preferred stock, unlimited dividends on common stock,
and the other features of the plan.”’

Denver & Rio Grande consolidated, id. at 364: ¢¢This apparent change in
earnings position is offset by the new sinking fund and capital fund and by
the increased rate of return obtainable from the new securities, i.e., slightly
in excess of 4.5 percent for 64 percent of the claim and unlimited stock divi-
dends for the remainder.’’

Denver & Rio Grande Western refunding and improvement, id. at 366:
¢¢They also will receive whatever dividends may be paid on 97,706 shares of
common stock.’’
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1, 1943. 254 I. C. C. 353. Immediately following this reference
is a full discussion of the cash needs of the road for the year 1943,
including additions, betterments and new equipment, and the
amount which it was estimated would be in the treasury at the end
of the year. That was $15,600,000. This cash would be reflected
in the value of the common stock. The petitioner states that the
common stock sold for a high when-issued price of $31%% on the
Stock Exchange in 1945, par $100. See Commercial and Financial
Chronicle, May 13, 1946, p. 2618, where the common is quoted at
29 Bid, 31 Asked. Cash, material and supplies, as well as all other
assets and all liabilities of the debtor were represented by the
securities. If there is more cash on hand than needed, for taxes,
expenses and proper improvements, it is at the disposal of the
common stockholders. If money was used to pay indebtedness,
there would be a corresponding reduction in the capital structure.
Therefore, the plan provided, 254 I. C. C. at 386
““The new company shall be deemed to have come into
possession of the properties as of the effective date of the
plan.
¢“ . . The capitalization of the new company, as of
January 1, 1943, after consummation of the plan . . . shall
consist substantially of the following securities, excluding
those to be pledged, the amounts stated being subject to re-
duction to the extent, if any, that matured interest proposed
to be funded in the plan is paid, and as equipment obliga-
tions or other liabilities arc paid or reduced . s
This allocation we conclude was fair and equitable in so far as
respondents are concerned. No question is raised by the senior
claimants.

Cash and War Earnings. The Circuit Court of Appeals was of
the view that war earnings were of ‘‘very little value in estimat-
ing the probable future earnings of this property in the peace
economy which is to come’’ and that the Commission was well
within its right in disregarding them. 150 F. 2d at 34. This
was after the seventeen million earnings of the top year 1942.
The appellate court agreed, too, that excess current assets should
not be capitalized and that improvements made during the trus-
teeship for reorganization had been considered by the Commis-
sion and District Court in fixing their valuation by past and
prospective earnings. 150 F. 2d at 35. The appellate court then
made the following ruling:
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“The Senior Bondholders were paid in full. They received
all the new securities and most of the common stock. Ninety
per cent of the General Bondholders’ claims were wiped out.
They received only a small amount of common stock, ten per
cent of their total claim. Adequate operating funds are
essential to the operation of a railroad. The Senior Bond-
holders were entitled to receive in addition to the full amount
of their claims, working capital sufficient for proper and
efficient operation of the railroad. But anything in excess
of what was reasonably necessary for this purpose consti-
tuted assets of the insolvent corporation which belonged to
the remaining creditors.

““We think it is apparent from the record that there were
current assets on hand consisting of cash and securities in
excess of what was needed for the officient operation of the
road. As pointed out, the working capital of the debtor had
increased from a deficit of $9,727,230 as of December 31, 1935,
to a surplus of $12,125,863.50 as of December 31, 1944. While
these increased net earnings are due in large part to the war
and will not continue after the end of the war, and may there-
fore be disregarded in setting up the capitalized structure
based upon prospective earnings, we cannot disregard the fact
that these huge surpluses actually exist. Their existence is
an accomplished fact. It is also obvious that surpluses will
continue to pile up for a reasonable time yet to come. We
think any plan which fails to take this into account and which
gives the Senior Bondholders their claims in full by substan-
tially delivering the road to them, and gives them the surplus
cash actually on hand and further enables them to receive in
addition the excess war profits which are reasonably sure to
come, is inherently inequitable and unfair, so long as there
are classes of creditors whose claims are not fully satisfied.’’

In our judgment this holding is erroneous.

The effective date of the plan was fixed by the Commission as
January 1, 1943. This was in its power.2> The allocation of the
securities took into consideration the interest of the secured claims
to that date. Any gain or any loss after that time was a benefit
or an injury first to the common stockholders and then to security
holders in positions senior to them. Assuming that the courts, as
courts with equity powers in a bankruptey matter, might set aside
a plan, fair and equitable when adopted by the Commission, on

account of subsequent changes in economic conditions of the region
25 Ecker v. Western Pacific R. Corp., 318 U. S. at 509.
Interest accrues on the secured claims until the effective date of the plan.
Group of Investors v. Milwaukee R. Co., 318 U. 8. at 546. Compare Ticonic
Bank v. Sprague, 303 -U. S. 406.
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or the nation,2® it should not be done when the changes are of the
kind that were envisaged and considered by the Commission in
its deliberations upon or explanations of the plan.

‘We have pointed out in the section of this opinion dealing with
the allocations of the securities that a part of the compensation
to senior claimants for their loss of position was the opportunity
to participate in war earnings. This was understood by the Dis-
trict Court?” and the Commission.?® Accumulations of cash be-
yond operating fund needs are in the same category. In dealing
with the problem the Commission noted that a five percent divi-
dend on the authorized common would require an income avail-
able for interest and dividends of $7,969,629. The Trustee for
General bonds claims no such earnings between 1929 and 1942.
Even before the transportation difficulties of 1946, it was obvious
that the Commission’s judgment was being confirmed by events.

See note 18, supra.?®

S. 506-509.
Supp. at 390:

¢“The $25,000,000 or more the Trustees have expended in the Improvement
Program inures to the benefit of the common stock. If the latter is worth
anything it is as much due to these expenditures as to any other factor.
This, with the increase in current assets and wartime earnings which counsel
seem to believe are permanent, constitute the only equity behind the pre-
ferred and common stock.’’

28 254 I. C. C. at 356.

29 Mankind’s foresight is limited. The uncertainties of future estimates
are recognized. It is not without interest to note, however, that on April 15,
1946, the railroads of the United States petitioned the Interstate Commerce
Commission for increased freight rates and charges. This was said:

““The situation of the railroads has now become ecritical and their need for
a substantially higher level of freight rates has become imperative. This is
the result of an extraordinary combination of war and postwar conditions
with which the railroads are confronted, and more particularly the result of
three factors of recent development: (1) the increase in wages of railroad
employes of 16 cents per hour determined under the procedures of the Railway
Labor Act in April, 1946, retroactive to January 1, 1946; (2) large increases,
both present and prospective, in the prices of railway materials and supplies;
and (3) a sharp decline in volume of railway traffic and an even greater
decline in railway revenue.

“‘The volume of freight and passenger traffic is falling continuously, and
it is anticipated that the downward rate will accelerate in the months to
come. The revenues will be reduced by reason both of the decline in volume
and a return to a more nearly mormal composition of traffic. It is estimated
that 'the operating revenues of Class I railroads for 1946, on the basis of
the present rates, fares and charges, would be approximately $6,800,000,000,
or 23.5 per cent less.than they were in 1945,

““Freight and passenger traffic reached their peaks in 1944, But net rail-
way operating income and net income began to diminish in 1943 on account
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The error of the Circuit Court in its holding set out above lies
in its assumption that the senior bondholders were paid in full by
the securities allotted to them without also accepting the deter-
mination of the Commission that the assets represented as of
January 1, 1943, and all subsequent earnings were a part also
of the common stock that was awarded the senior bondholders.

Decreases in Senior Debt. The plan provides for securities to
take the place of the Rio Grande Junction’s first 5’s in the face
amount of $2,758,333 and for the assumption by the reorganized
road of $5,758,000 equipment obligations. All of these securities
are senior to the Generals. The Denver purchased the Junctions
and paid $1,218,000 on the Equipments. This reduced the neces-
sary capitalization by that aggregate sum. The Circuit Court of
Appeals was of the opinion that ‘‘The value behind these securi-
"ties which will become an asset of the reorganized company.’’ 62
had been paid in full.”” 150 F. 2d 39. This ruling, we conclude,
was erroneous for the same basic reason that we held the cash and
war earnings belong to the owners of the common stock.

We called attention, supra page —, to the authority granted
the District Court to reduce the capitalization of the new company
as interest due on January 1, 1943, or equipment oblications or
other liabilities were paid. The District Court acted on this
authority and said of the Junetions, ‘‘They may be canceled or

they may be utilized under the plan in acquisition of new securi-
ties which will become an asset of the reorganized company. 62
F. Supp. at —. The Junction bondholders did not vote on the
plan. Under our determination that the creditors who received
common stoek were compensated partly by the assets and future

earnings, it is obvious that the use of such assets to retire senior
claims is a part of the normal and expected value from holdings

of rising costs of operation. In the face of increasing traffic through 1944,
both net railway operating income and net income moved steadily downward
after reaching their peak in 1942. With the cessation of hostilities in 1945
there began to be a decline also in gross revenues which is expected to
become more pronounced as the abnormal war conditions disappear, disabili-
ties of highway carriers and other agencies of transportation are removed,
and the prewar pattern of railway traffic is resumed.’’

The Denver apparently did not vary greatly from this overall picture.
Its net revenue for 1945 from railway operations dropped from $20,569,809
to $14,246,504. TIts gross operating revenue, however, increased four and g
half million. The loss in net was due largely to increased amortization of
defense projects. ;

The monthly report of revenues and expenses by the Denver for January
and February of 1946 shows a decrease of operating revenues from $10,
856,764 to $8,932,983.
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of common stock. The increase of common stock by the Commis-
sion to the Generals from five to ten per cent of the bondholders’
claims, preliminary to the adoption of the plan, 254 I. C. C. at 352,
359, is partly attributable to a reduction of necessary capitaliza-
tion. This increase in junior participation differs from that now
proposed. The former reduction of senior capitalization could be
carried out because earnings prior to the adoption of the plan
made it unnecessary to borrow money for reorganization. When
proposed capitalization is being based on earnings, a reduction of
senior capital without reduction of estimated earnings increases
possible junior capital within the scheme. When the reduction of
senior capital takes place after the adoption of the plan by use
of anticipated earnings or existing cash, there can be no such re-
adjustment of junior participation because assets existing at the
adoption of the plan and subsequent earnings are, as we have
pointed out, for the benefit of the stockholders in the new com-
pany so that through these common stock advantages these new
stockholders may be compensated for their loss of payment in full
in cash. Of course, this section of the opinion is written and must
be read on the assumption that the allocations of common stock
aré fair and equitable, a matter discussed supra.

Utah Fuel Company Stock. The Rio Grande Western Railroad
Co. in 1899 executed its First Consolidated Mortgage, an in-
denture to secure its issue of First Consolidated Bonds, maturing
April 1, 1949. Rio Grande Western reserved the right to issue
additional bonds under the indenture.

The Utah Fuel Company was organized in 1900, with a capitali-
zation of 100,000 shares. In 1901 an agreement was entered into
by Rio Grande Western, the trustee under the First Consolidated
Mortgage, and the owner of the Utah Fuel stock. The contract
provided that the stock would be held by the trustee to secure
bonds issued under the First Consolidated Mortgage and that
Rio Grande Western would have the right at any time on paying
the trustee $6,000,000 in cash or delivering an equal face amount
in First Consolidated bonds to receive the Utah Fuel stock, free
of the mortgage lien. Subject to the lien, the stock was trans-
ferred to Rio Grande Western. $6,000,000 in additional First
Consolidateds were issued to the owner of the stock.

[n 1908, the Denver & Rio Grande Railroad Company was or-
ganized and acquired the property of Rio Grande Western, as-

suming the obligation of its First Consolidated Mortgage bonds
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of 1899. The equity of redemption of Denver & Rio Grande
Railroad Company in the Utah Fuel stock was sold in 1918 under
execution and transferred to the Western Pacific Railroad Cor-
poration.

In 1924 under an agreement among the Denver & Rio Grande
Western Railroad Company, the Western Pacific Railroad Cor-
poration, Missouri Pacific Railroad Company, and T. S. Alexan-
der, who by the agreement became trustee of the equity of re-
demption in the Utah Fuel stock, Western Pacific transferred to
T. S. Alexander, Trustee, subject to the pledge under the Con-
solidated Mortgage its Utah Fuel stock and the debtor transferred
to said trustee whatever interest it had in the stock, through ‘cer-
tain: releases, not here important.

The agreement first provided that the ultimate beneficial in-
terest in the Utah Fuel stock so held was vested one-half in
Missouri Pacific and one-half in Western Pacifie. Except for
certain contingencies not here important, it was provided that
the trustee under the 1924 agreement would pay all dividends
received by him from the trustee under the Consolidated Mortgage
on Utah Fuel stock to the debtor so long as any of the General
or Refunding bonds were outstanding.

The agreement further provided that if the General Mortgage
or the Refunding or other mortgage of the debtor were fore-
closed, the trustee would sell their interest in the Utah Fuel stock
subject to the Consolidated Mortgage, if outstanding, and apply
the proceeds to the payment of the bonds secured by the equity
of redemption in the stock dividing any surplus between Western
Pacific and Missouri Pacific.

The General Mortgage and Refunding bonds created in the
1924 reorganization were thus given a lien on the Utah Fuél
stock, junior to the lien of the Denver & Rio Grande First Con-
solidated Mortgage.

Under the plan approved by the Commission and the District
Court, the First Consolidated bonds were allotted 20% of their

3% in preferred stock, and 7%
in common stock. The plan further provided that:

claim in new income bonds,

““The trustee under the Rio Grande Western Railway Com-
pany consolidated mortgage shall be permitted to obtain the
release of the equities in the stock of the Utah Fuel Com-
pany and distribute the steck among the holders of the afore-
said bonds in any manner agreeable to them, or to enforce
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its rights as pledgee of the stock of the Utah Fuel Company,
the proceeds recovered to be distributed to the holders of
the bonds.” 284 I"ec. aT 3 25-99.
The Commission took the position that this and the other features
of the treatment of the First Consolidated bonds were justified

as compensation for ‘‘loss of earnings position and surrender of
their rights’’® under the plan.

The Commission made no definite finding with respect to the
value of the Fuel Company stock. The Commission had before
it evidence through 1936 with respect to the value of the stock
as well as an appraisal of the value of the Fuel Company made
for the trustee of the First Consolidated Mortgage, which indi-
cated a value of $4,653,720. The only dividend paid to the
debtor by Utah Fuel under the 1924 agreement was in 1934 and
amounted to $250,000; the debtor in applying its formula for
allocation of earnings by mortgage districts credited the Con-
solidated Mortgage with an income of $83,333 per annum based
on that dividend payment allocated over the three-year period,
1932 to 1934. The status of the stock was considered by the
Commission in its original report and its several supplemental
reports, and its proposals with respect to the stock remained un-
changed.

In proceedings before the District Court in 1943 on objections
to the plan, it was revealed that the Fuel Company’s net income
for 1942 was $415,000 and for the first seven months of 1943,
$535,869.31 The company has no funded debt.

3efore the Circuit Court the respondents contended that the
holders of the First Consolidated bonds should be compelled
either to foreclose this collateral, applying the proceeds to their
claim, or credit their claim with the value of the collateral and
be -allowed new securities only for the balance. The Circuit
Court disapproved the treatment of the General bondholders
with respect to the Fuel Company stock pointing to the fact
that the Commission had permitted ‘‘doubts and uncertainties’’
to remain with respect to the value of the collateral, and that
there was a danger that if the collateral had substantial value,

30 See mnote 24.

31 According to Moody’s Manual /iesfesrsfSmmotg) the net income of the
Fuel Company for 1943 was $865,140, 1944 $653,901, and earned surplus at
the end of the latter year $4,862,980.
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the First Consolidated bondholders might receive more than full
payment.

The facts set out above fully support the conclusion of the
Commission that the ‘“title to the stock is vested in the Missouri
Pacific and Western Pacific.”” Whatever rights the debtor may
have retained after the sale of the stock on execution in 1918 were
released to the trustee and the two railroads in 1924. We have
then a situation in which the holders of the ultimate beneficial
interest in stock which had been pledged previously under a
mortgage have permitted that interest to be encumbered by a
third person, namely the debtor, as security for its General and
Refunding bonds. The rule is settled in bankruptey proceed-
ings that a creditor secured by the property of others need not
deduct the value of that collateral or its proceeds in proving his
debt. Ivanhoe Bldg. & Loan Asso. v. Orr, 295 U. S. 243. We
see no reason why the same should not be true under § 77. See
New York Trust Co. v. Palmer, 101 F. 2d 1, 3. Therefore the
First Consolidated Mortgage bonds were properly permitted to
prove the full amount of their debt.

Respondents, however, object that the plan gives the First Con-
[

solidated bondholders all the Utah Fuel stock or its proceeds in
addition to securities the face value of which amounts-to. one
hundred per cent of their claims. Ft4§ thus contended that the
plan deprives them of their ,juni(/:r interest in the stock without

a determination of the value of that stock, or a finding of the

extent to which the Consolidated bondholders have been paid

by the new securities to be given them. We do not so read the
plan. The plan provides merely that the trustee of the Consoli-
dated Mortgage ‘‘shall be permitted to obtain the release of the
equities in the stock of the Utah Fuel Company’’ and distribute
the stock or its proceeds to the holders of the bonds. This state-
ment contains at least two requirements to be met before the
Consolidated bonds obtain anything from the collateral. The
first is that the trustee of the First Consolidated Mortgage be
in existence. Kven after the plan goes into operation and the
old securities are surrendered for cancellation there is no require-
ment that the trusts terminate since they will continue to hold
property other than that of the debtor. & 77 (f). does not so re-
quire. Hence whatever action the tl'ustvq& take% may be com-
menced prior to or after the e®mtion-of the plan. This will
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permit the respondent, trustee under the General Mortgage,
which would continue in existence for the purpose, to take the
necessary steps to safeguard its rights in the collateral on behalf
of the Generals.3?

The second requirement, which is explicit in the plan, is that
the trustee obtain the release of the equities in the stock. Fhe—
predominant,-if-not-the-only existingeaqrity—in—tire-stockTISthat
of _respowdernt” erstee-of—tire=@ererais, The Gemereds have an
absolute right under the terms of the 1901 pledge and the 1924 V!
agreement to all the proceeds of the stock over $6,000,000 and a ""}\e }Lbug/{_xs_
richt also to any part of the proceeds not needed to nlgjgg_gg,e? "? ‘ ,/ o
First Consolidated bonds whole. Retitd 8 concedes in thrert B | A , |
brief here that enforcement of the pledge ‘‘can be brought about g ?O’//“/Q(’d ,
only through judicial proceedings.”’ BT correctly point\gut Lo ;
that in such proceedings full protection can be given to all ﬂi?ﬁ‘é‘?:‘“ S
who have any junior interest in the stock. Respondents?_fear U f“

that the General bondholders and the mortgage trustee will not =

be in existence and so unable to protect themselves has been ~ \5
above demonstrated to be without foundation in fact.

PhE Tesult is that this zﬁ?ﬂ.’t of the plan did not in any way
change or affect existing rights in the collateral. The respondents
may show in the judicial proceedings which must be brought by
the trustee of the First Consolidated Mortgage that the First
Consolidated bonds have been fully paid by the securities awarded
1h(-n_lfun.t_l(‘,l',_}[&Mn, if such be the fact, or the respondent, trus-

he Generaly may itself bring a proceeding against the
trustee of the First Consolidated mortgage for a determination
of the rights of the Generals. Petitioners concede, as they must,
that they are not entitled to more than full payment and that
they are under a duty to account to the respondents for any sur-

plus remaining after they have been made whole.??

82 Obviously, the Fuel stock or its proceeds could be distributed to record
holders of the old securities as of the date or dates of distribution of the
new securities.

83 There is a certain illogic in the position of First Consolidated bonds in
asserting any rights in the collateral at all. If, as they concede and we
now hold, they are entitled to be paid in full in new securities without re-
garato theCOTateral, 1t gpwe be aeswmed that they have been fully paid
by the mew securities given them since they do not complain of their treat-
ment under the plan. Since they are entitled only to full payment it would
seem to follow that they have mo rights against the collateral. We should
not be taken as deciding this question, however, gince we leave it to an inde-
pendent suit in which there is jurisdiction over the proper parties.
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The treatment of the Utah Fuel stock in the plan is &6y con-
sistent with the Commission’s disposition of certain collateral
pledged with the Reconstruction Finance Corporation and the
Railroad Credit Corporation by parties other than the debtor to
secure notes of the debtor in the Western Pacific case. Western
Pac. R. Co. Reorganization, 233 1. C. C. 409, 432. The Commis-
sion permitted the pledgeS to retain the collateral and FRIS-COURt
approved that action, saying, ‘‘This collateral, other than the
refunding bonds, was therefore left with the pledgees with its
position unaffected by any direct action of the Commission.”’
Ecker v. Western Pacific R. Corp., supra, at 506,

Reasonableness of Rejection. As the conclusions of the Circuit
Court of Appeals as to the allocation of securities, the treatment
by the Commission of cash, war earnings, and decrease in debt with
priority over the Generals differed from those made by this Court
In its opinion, that court’s conclusion that the General bondholders
were reasonably justified in rejecting the plan followed naturally.
150 F'. 2d 40. Section (e) gives power to a class, here the General
bondholders, to reject the plan subject to the power of the District
Court, after certification of the result of the submission, to ‘‘con-
firm the plan if he is satisfied and finds, after hearing, that it
makes adequate provision for fair and equitable treatment for the
interests or claims of those rejecting it; that such rejection is not
reasonably justified in the light of the respective rights and in-
terests of those rejecting. it and all the relevant facts; and that
the plan conforms to the requirements of clauses (1) to (3), in-
clusive, of the first paragraph of this subsection @) kg £ (©F
§ 205; see note 9, supra.®* The plan was confirmed after appro-
priate findings. 63 F. Supp. at 390.

This provision for confirmation of a plan despite rejection by'a
class appeared in the draft for the 1935 amendments. Apparently
it caused no particular comment.?® We think that the provisions

85 H. Rep. No. 1283, 74th Cong., 1st Sess., p. 18. 8. Rep. No. 1336, 74th
costs.

35 H. Rep. No. 1283, 74th Cong., 1st Sess., p. 18, S. Rep. No. 1336, 74th
Cong., 1st Sess., p. 3, contains the following statement: ‘“Further, the con-
sent of two-thirds of each class of stockholders must be aequired, unless, by
an elaborate valuation proceeding, it is proved that the value of the property
is so low that the stock has no interest. This is an effective obstruction. .

‘“In order to remedy these defects, S. 1634, as amended, provides that two-
thirds of those of each class who vote upon a plan will bind the dissenters or
those failing to vote. But it also provides that the court may make effective




278-282
26 R.F.C.etal.vs.D. & R. G. W. R. B. Co., et al. 26

for confirmation by the courts over the creditors’ objection are
within the bankruptey powers of Congress. Those powers are ade-
quate to eliminate claims by administrative valuations with judi-
cial review and they are adequate to require creditors to acquiesce
in a fair adjustment of their claims, so long as the creditor gets
all the value of his lien and his share of any free assets.®

The grounds accepted by us in former sections of this opinion
as sustaining, as of January 1, 1943, the valuation of the road,
the allocation of the securities, and the treatment of cash, war
earnings and capital reductions establish that for the act of con-
firmation over the objection of the General bondholders, the find-
ing of the judge that the plan then made ‘‘adequate provision for
fair and equitable treatment’’ of the dissenters was justified. 62
F. Supp. at 390. There is no doubt that the plan then conformed
to subsection (b) and the other requirements of the first para-
graph of subsection (e). Note 9 supra.

This leaves for consideration the question of whether, the plan
being fair and equitable as of June, 1943, effective January 1,
1943, the Generals were reasonably justified in rejecting the plan
by ballots cast between April 26 and July 15, 1944.

As we have pointed out under Allocation of Securities, supra,
the Commission’s plan was adopted after 1942, the year of greatest
profit and with anticipation on the part of the Commission that
there might be other ‘‘big’’ years but with realization that the
war profits were not a sound basis for higher valuation. Current
reports of earnings were a part of the record. Nothing that re-
spondents have called to our attention indicates any improvement

a fair plan where the parties do not agree. . . . If two-thirds of each class
consent, the plan will bind the remainder of each class. But the judge may
make the plan effective, even if not so accepted, if he finds that it conforms
to. the requirements just stated, provides fair and equitable treatment for the
interests of those rejecting it, and that their rejection is not reasonably justi-
fied in the light of the respective rights and interests. These provisions
give complete due process of law from a procedural standpoint, there being
provision for full hearings both before the commission and the court. ‘Within
the broad powers of Congress under the bankruptey clause as recently declared
by the Supreme Court in Continental Illinois Bank & Trust Co. v. Chicago,
Rock Island & Pacific Ry. Co. (55 Sup. Ct. Rep. 595), the provisions also
afford due process of law in fully protecting the property rights which are
involved.’’

See also Hearings, House Judiciary Committee, 74th Cong., 1st Sess., on
H. R. 6249, Serial 3, pp. 16 and 22.

86 Wright v. Uniion Central Ims., Co., 311 U. 8. at 278, and diiscussion at
pp. 8 and 9, supra.
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in economic conditions or prospects in July, 1944, or any date since,
over June, 1943, which would justify a treatment different from
that accorded the claimants in 1943.37 The question of the reason-
ableness or the unreasonableness of the rejection of the plan does b
not vary by virtue of any change of conditions since its approval
by the District Court October 23, 1943. Under subsection (e),
note 9 supra, the judge automatically confirms a plan after a
vote of classes of creditors if satisfied that two-thirds of each
class have accepted. If there is a rejection then there is a reex-
amination of the plan to assure that those who dissent have had
fair and equitable treatment. Apparently the reexamination for
this treatment does not differ from *that for the original court
approval under the first paragraph of subsection (e).
however, center upon the rights of those who rejected the plan. |

A rejection would not be reasonably justified unless the dis;,j/;l‘/ Ju hijg
senters had a valid reason for their vote. As is shown by Jllclge{"/é / ;‘,‘:?'-‘ Gkl Wil
Symes’ discussion of their objections,? their reasons were thék it e ‘9:‘(
payment of the Junction bonds with consequent release of capi-/f i W& Il ]
talization for junior securities and the inadequate valuation, par-

e i

e

4
/l
/)

j.i('lll;nl-l‘\' in view of the large additions to plants from earningy" "'”?ﬂ';""
We think that we have demonstrated that there was an adequat®’ '
basis for the valuation, see page 12 et seq., and that the decreases
in senior debt were not for the account of the junior creditors.
See p. 18, supra. Respondents offer no other ground for their
votes in rejection,

Congress with its purpose to stop the blockade of sound re-
organization by classes of creditors with the veto power of the
1933 statute, note 35, supra, certainly did not intend to leave a
class with the same power of interference because in its reasonable
judgment that class thought the valuation was erroneous or the
senior creditors were paid in full by the face value of securities.
[f a plan gives fair and equitable treatment to dissenters, the ele-
ments which make the plan fair and equitable cannot be the basis
for a reasonably justified rejection. If only those elements are
relied upon, «’l.\‘V]i-(rlr'(“wﬁlmtrm\1‘62180]1211)1}' justified.

Of course, this does not mean that if a plan is approved as fair
and equitable by the Commission and court, there cannot be a

P

SO NgBR

_..;:A

<

reasonable justification for its rejection by a class of claimants

87 Cf. I. C. C. v. Jersey City, 322 U. 8. 503, 515.
3861 F. Supp. 384.
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on submission. Reasons to make their rejection reasonable may
arise thereafter. For example, unanticipated, large earnings might
develop. We see no reasonable justification here for the action

of the General bondholders.

In conclusion, we shall add that the foregoing opinion has been
written without reliance upon the duty of the Commission to plan
reorganizations with an eye to the public interest as well as the
private welfare of creditors and stockholders.?® This the Com-
mission has done. Our failure to comment strongly upon that
feature of the plan should not be interpreted as an intimation
upon our part that it is not important. These respondents cannot
be called upon to sacrifice their property unreasonably so that a
depression-proof railroad system might be created. But they in-
vested their capital in a public utility that does owe an obligation
to the public. The Insurance Group Committee, with fidueciary
responsibility to the myriad holders of policies, and the other in-
vestors or speculators in senior bonds as well as the holders of
General bonds or other investors or speculators in junior security
issues, by their entry into a railroad enterprise assumed the risk
that in any depression or any reorganization the interests of the
public would be considered as well as theirs.

The judgment is-affirmed in part and reversed in part and the
case remanded to the District Court for further proceedings.

It 7s so ordered.

39 § 77(d), note 9 supra. 318 U. S. at 473; 318 U. 8. at 544.
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Nos. 278, 279, 280, 281 and 282.—OctoBER TERM, 1945.

Reconstruction Finance Corporation;)
Insurance Group Committee; Guar-
anty Trust Company of New York,
Trustee, Rio Grande Western Rail-
road Company Consolidated Mort-
gage; Central Hanover Bank and
Trust Company, Trustee, Rio Grande
Western Railroad Company First
Trust Mortgage; United States Trust
Company of New York, Trustee,
Denver and Rio Grande Railroad
Company Consolidated Mortgage; and
The Chase National Bank of the City
of New York, Trustee, Denver and
Rio Grande Western Railroad Com-
pany Refunding and Improvement
Mortgage, Petitioners,

278 V8.

The Denver and Rio Grande Western

Railroad Company, et al. r

Same,
279 V8.
The Denver and Salt Lake Western
Railroad Company, et al.

Same,

280 V8.

City Bank Farmers Trust Company,
Trustee Under the Debtor’s General
Mortgage.

Same,
281 V8.
The Denver and Rio Grande Western
Railroad Company, et al.

Same,

282 vs.
Guy A. Thompson, Trustee, Missouri
Pacific Railroad Company, Debtor.

[

J

On Writs of Certiorari
to the United States
Circuit Court of Ap-
peals for the Tenth
Circuit.

]

Mr. Justice Reep delivered the opinion of the Court.

The petitioners in these five cases are the owners of claims
against the debtor, Denver & Rio Grande Western Railroad
Company, or against a secondary debtor, the Denver & Salt Lake




278—282
2 R.F.C.et.al.vs.D. & R. G. W. R. R. Co., et al. 2

Western Railroad Company. The respondents are the two debtors
just named; City Bank Farmers Trust Company, Trustee under
the General Mortgage of the principal debtor; and the Trustee of
the Missouri Pacific Railroad Company, a large owner of common
stock of the principal debtor.

The debtors sought reorganization in the District Court of
the United States for the District of Colorado under Section 77
of the Bankruptecy Act,! on November 1, 1935. The Interstate
Commerce Commission approved the plan of reorganization under
consideration in this review on June 14, 1943.2 The District Court
approved the plan October 25, 19432 It was then submitted by
the Commission to the creditors of the classes deemed entitled
to vote for acceptance or rejection of the plan and a certificate
of the result filed in the District Court on July 15, 1944. All
classes of voting ecreditors approved the plan as required by
Section 77 except the holders of the Denver’s General Mortgage
bonds.? 'On November 1, the District Court held the rejection of
the plan by the holders of the General Mortgage was not reason-
ably justified® and thereafter confirmed the plan on November
29, 1944. Section 77 (e).

The plan provided for a reorganization as of January 1, 1943,
by the Denver by adjustment of its assets to its liabilities with
or without a consolidation with the Salt Lake and the Salt Lake
Western to form a system. As no ruling that we are asked or
required to make turns upon whether the reorganization is with
or without the suggested consolidation, we need not give further
consideration to possible differences. In either case, creditors
with secured claims against the reorganized roads or against their
property were left undisturbed or allocated new securities of the
new company, consisting of first mortgage and income bonds,
preferred and common stock, in lots, in face amount of the
secured claims except for the General Mortgage issue, that the

111 U. 8. C. § 205.

2 The plan is printed in Denver & R. G. W. R. Co. Reorganization, 254
I. C. C. 349. See for former decisions of the Commission in this reorgani-
zation, 233 I. C. C. 515; 239 I. C. C. 583; 254 I. C. C. 5.

8'C. C. H. Bankruptey Law Service Y 54,562.

4The Denver & Rio Grande Western Railroad Company is referred to
herein as the debtor or the Denver; The Denver & Salt Lake Western Rail-
road Company as Salt Lake Western; The Denver & Salt Lake Railway Com-
pany as the Salt Lake; The Rio Grande Junction Railway Company as the
Junction.

5In Re Denver & R. G. W. R. Co., 62 F. Supp. 384.
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Commission and District Court determined, through adoption of
the plan, were fair and equitable in the light of the respective
priorities, liens and collateral of the various secured claims. All
of the securities were given a par value. Interest partly fixed
and interest partly contingent on earnings was used to gain play
in annual charges. The plan eliminated unsecured claims and
allocated common stock in face amount of ten per cent of their
claim to General Morteage bonds of the debtor. It was deter-
mined that the aggregate of the securities in the plan represented
the value of the properties for reorganization purposes and that
through prospective earnings there. was adequate coverage for
the charges.®

6254 I. C. C. at 354 to 357.

Full details appear in the plan, note 2, supra, as well as explanation of
certain items in the following tables. The tables are printed to give the
reader a convenient summary of the plan. 254 I. C. C. 382-83.

CAPITALIZATION AND ANNUAL CHARGES.
On basis of consoli- Denver & Rio Grande
dation with Denver Western without
4 Salt Lake Denver & Salt Lake
Annual Annual
Charges Charges

$139,989 $139,989
45,722 45,722

e Principal
$5,758,000

9,158,458
13,900,605

Principal

$5,758,000
9,158,458

Equipment-trust
Chase National
R. F. C. claim
Denver & Salt Lake first-mort-

obligations....
Bank note

gage bonds, 4 percent interest
Denver & Salt Lake income
bonds, 3-1 percent interest..

New first-mortgage bonds, 3-
percent interest

Total fixed interest
Capital fund, maximum
ment
Prior contingent interest, 1 per-
cent
Sinking fund for first-mortgage
bonds, one-half of 1 percent

pay-

New income bonds, 4% percent
Sinking fund for inecome bonds,
one-fourth of 1

Total debt, interest, payments to
funds

New 5-percent preferred
par value $100

New common stock,
$100

stock,

par value

Total capitalization ....

percent. ...

1,500,000

9,734,000

19,150,458

21,817,063

33,373,680

1,001,210

1,694,941
750,000
498,318
200,489

3,143,748

1,364,133

76,308

55,190,743

1,742,945
750,000
348,978
182,323

3,024,246

58,527

4,584,689

1,626,561

76,240,322

32,120,120

4,055,379

1,606,006
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Respondents sought review in separate appeals from the order
of approval or the order of confirmation or both to the Circuit
Court of Appeals for the Tenth Circuit. That court reversed
the District Court on all appeals and remanded the reorganiza-

tion proceedings to the Interstate Commerce Commission for fur-
ther consideration with the statement, 150 F. 2d at 40,

“‘Nothing in the opinion shall prejudice or foreclose the
richts of the parties to propose a new plan or reorganization
or the power of the Commission to formulate, approve, and
certify a new plan of reorganization in the light of any rele-
vant facts presented to the Commission in any proceeding
under 11 U. S. C. Sec. 205(d).”’

DISTRIBUTION OF NEW SECURITIES PER $1,000 OF PRESENT
BONDS WITH ACCRUED INTEREST.
First- Pre-
mortgage  Income ferred Common
bonds bonds stock stock
Rio Grande Western first trusts
($15,190,000) $970.20  $349.80
Rio Grande Western consolidated’s
($15,080,000) 966.00
Junction firsts ($2,000,000) 317.21
Denver & Rio Grande consolidated 4’s
($34,125,000) 217.08
Denver & Rio Grande consolidated 4%’s
($6,382,000)
Refunding and improvement 5’s
($12,000,000)
Refunding and improvement 6’s
(%2,000,000)
General 5’s ($29,808,000)

CLAIMS.
Claims as of Undisturbed
Jan. 1, 1948  or extended
Equipment obligations $5,758,000 $5,758,000
Rio Grande Western first-trust 4’s............. 20,050,800
Rio Grande Western consolidated 4’s 20,056,400
Rio Grande Junction first 5’s 2,758,333
Denver & Rio Grande consolidated 4’s 45,727,500
Denver & Rio Grande consolidated 47 8,823,115
Refunding and improvement 5’s 16,950,000
Refunding and improvement 6’s 2,990,000
General-mortgage 5’s 43,548,155
Chase National Bank note 2,158,458
R. R. Credit Corporation note; paid May 17, 1943
R. F. C. nogtes 13,900,605
Unsecured claims, approximate 440,000 no equity

Total, Denver & Rio Grande Western.... 183,161,366 7,916,458
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By this remand, the Commission was empowered to proceed anew
to consideration of the reorganization in all its phases, § 77 (e),
including those steps previously taken and approved by the
opinion of the Court of Appeals.

That court approved the valuation of the debtor reached mainly
by the use of present and prospective earnings. It held that
the valuation adopted need not reflect necessarily the money
spent for improvements during the trusteeship for reorganiza-
tion. 150 F. 2d 34, 35. The soundness of these conclusions is
fully supported by the Western Pacific and Milwaukee cases.”
The Circuit Court further held that the Commission was justified
in refusing to reopen the hearings just before the entry of its
order of June 14, 1943, approving the plan, to hear evidence of
the then existing economic conditions and the 1943 earnings of the
debtor.®

The reversal came from the Circuit Court’s holding, contrary
to the Commission and the District Court, that free cash in excess
of operating capital needs and large earnings from war business
after the date of the plan should be for the benefit of the General
bondholders. 150 F. 2d 35-35. That court further held that
decreases in debt by cash payments, with the consequent reduction
of securities that were required to be issued under the plan to
cover such debt claims, should inure to the benefit of the same
General bondholders. 150 F. 2d 38-39. The Circuit Court dis-
agreed also with the treatment of certain collateral deposited be-
hind the First Consolidated Mortgage of the Rio Grande Western
Railway Company and secondarily behind other issues of the
debtor. This is the Utah Fuel stock issue hereinafter discussed.
These differences from the conclusions of the District Court led
the Circuit Court to hold that the General bondholders were
‘‘reasonably justified’’ in rejecting the plan and that the District
Court was without authority to confirm the plan over their veto.
§ 77(;1‘\‘

Petitioners sought a writ of certiorari to reverse these rulings
of the Circuit Court and, on account of the importance of the
issues in the administration of railroad reorganization under
Section 77, we granted their petition. — U. S. —.

7 Ecker v. Western Pac. R. Co., 318 U. S. 448, 477-83; Group of Investors
v. Milwaukee R. Co., 318 U. 8. .
8 See 318 U, 8. at 543,
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The briefs of all the parties here restate the questions pre-
sented in the petition for certiorari according to the emphasis

the particular party places upon points of controversy. After
a general consideration of the background of the plan and re-
spondents’ contentions to support the judgment besides the de-
fenses applicable to petitioners’ certiorari, we shall give attention
to each of the just stated disagreements between the district and
appellate court. This will cover the points under review.

The basic problems of railroad reorganization under Section 77
of the Bankruptey Act have been so recently considered by this
Court in the Western Pacific and Milwaukee cases that only a
summary reference to their conclusions attacked by respondents
need be made now. No new enactments have changed the law since
those decisions on March 15, 1943. The complexities of the reor-
ganization of a railroad with responsibility to the public and obli-
gations to its security holders were recognized. The impossibility
without destruction of efficiency and values of reversing the pro-
cess of integration to restore the parts that now make up the
whole of a system of their original operational function was
understood. The various bond issues with different and often
overlapping liens, with competing claims for allocation of earn-
ings pending reorganization, presented hard problems for legis-
lative solution. A fair, administratively practical and lasting
method was sought. By provisions for adjustment of creditors’
claims, Congress intended to avoid the delays, costs and sacrifices
of liquidation.” The agencies employed by Congress to accom-

9 Applicable provisions of § 77, 11 U. 8. C. § 205, are as follows

‘“(b) A plan of reorganization within the meaning of this section gener-
ally, or of any eclass of them, secured or unsecured, either through the issu-
ance of new securities of any character or otherwise; (2) may include pro-
visions modifying or altering the rights of stockholders generally, or of any
class of them, either through the issnance of new securities of any character,
or otherwise; (3) may include, for the purpose of preserving such interests
of* ecreditors and stockholders as are not otherwise provided for, provisions for
the issuance to any such creditor or stockholder of options or warrants to
receive, or to subseribe for, securities of the reorganized company in such
amounts and upon such terms and conditions as may be set forth in the plan;
(4) shall provide for fixed charges (including fixed interest on funded debt,
and rent for leased railroads) in such an amount that, after due considera-
tion of the probable prospective earnings of the property in light of its
earnings experience and all other relevant facts, there shall be adequate
coverage of such fixed charges by the probable earnings available for the
payment thereof;

¢¢(d) The debtor, after a petition is filed as provided in subsection (a)
of this section, shall file a plan of reorganization within six months of the
entry of the order by the judge approving the petition as properly filed,
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plish reorganizations under Section 77 were the Interstate Com-
merce Commission and the courts. The answer reached by Con-
gress was that the experience and judgment of the Commission
must be relied upon for final determinations of value and of
matters affecting the public interest, subject to judicial review
to assure compliance with Constitutional and statutory require-
ments. This was the interpretation of all members of this Court
from the lancuage of the act and the evidence of Congressional

.. . After the filing of such a plan, the Commission, unless such plan shall
be considered by it to be prima facie impracticable, shall, after due notice
to all stockholders and creditors given in such manner as it shall determine,
hold public hearings, at which opportunity shall be given to any interested
party to be heard, and following which the Commission shall render a report
and order in which it shall approve a plan, which may be different from any
which has been proposed, that will in its opinion meet with the requirements
of subsections (b) and (e) of this section, and will be compatible with the
public interest; or it shall render a report and order in which it shall refuse
to approve any plan. In such report the Commission shall state fully the
reasons for its conclusions. 55

¢¢(g) Upon the certification of a plan by the Commission to the court,
the court shall give due notice to all parties in interest of the time within
which such parties may file with the court their objections to such plan, and
t

f parties shall file, within suech time as may be fixed in said notice, de-
tailed and specific objections in writing to 'the plan and their claims for
equitable treatment. The judge shall, after motice in such manner as he
may determine to the debtfor, its trustee or ftrustees, stockholders, creditors,
and the Commission, hear all parties in interest in support of, and in opposi-
tion to, such objections to the plan and such claims for equitable treatment.
After such hearing, and without any hearing if no objections are filed, the
judge shall approve the plan if satisfied that: (1) It complies with the pro-
visions of subseetion (b) of this seetion, is fair and equitable, affords due
recognition to the rights of each class of creditors and stockholders, does not
diseriminate unfairly in favor of any class of creditors or stoeckholders, and
will conform to the requirements of the law of the land regarding the par-
ticipation of the various classes of creditors and stockholders; §

4 I[f the judge shall approve the plan, he shall file an opinion,
stating his conclusions and the reasons therefor, and enter an order to that
offect. and shall send a certified copy of such opinion and order to the
Commission. The plan shall then be submitted by the Commission to the
creditors of each class whose claims have been filed and allowed in accord-
ance with the requirements of subsection (e¢) of this section, and to the
stockholders of each class, and/or to the committees or other representatives
thereof, for acceptance or rejection, within such time as the (Jommission shall
specify, together with the report or reports of the Commission thereon or
such a summd \tion thereof as the Commission may approve, and the opinion
and order of the judge: Provided, That submission to any eclass of stock-
holders shall not be necessary if the Commission shall have found, and the
judge shall have affirmed the finding, (a) that at the time of the finding the
corporation is insolvent, or that at the time of the finding the equity of such
class of stockholders has no value, or that the plan provides for the payment
in cash to such class of stockholders of an amount not less than the value
of their equity, if any, . . . Provided further, That submission to any class
of ereditors shall not be necessary if the Commission shall have found, ajld
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purpose in the hearings, reports and discussion.® To the courts,
Congress confided the power to review the plan to determine
whether the Commission has followed the statutory mandates of
subsection (e), 318 U. S. at 477, and whether the Commission
had material evidence to support its conclusions. 318 U. S. at
477 ; concurring opinion at 512.

At this point, we restate our conclusion reached in the former
cases that the Congressional authority to the Commission to elimi-
nate valueless claims from participation in reorganization is a
valid exercise of the federal bankruptey power. Section 77 was
directed at the relief of debtor railroads. Sec. 73, 47 Stat. 1467.
Liquidation in depression periods meant that large portions of
debts, as well as stock interests in the properties, would be irre-
trievably lost to their holders, while reorganization on a capitaliza-

tion that estimated what normal income would support meant the

salvage of sound values. We see no more constitutional impedi-

e S R

the judge shall have affirmed the finding, that the interests of such class of
creditors will not be adversely and materially affected by the plan, or that
at the time of the finding the interests of such class of creditors have no
value, or that the plan provides for the payment in cash to such class of
creditors of an amount not less than the value of their interests. . . . The
Commission shall certify to the judge the results of such submission.

‘“Upon receipt of such certification, the judge shall confirm the plan if
satisfied that it has been accepted by or on behalf of creditors of each class
to which submission is required under this subsection holding more than two-
thirds in amount of the total of the allowed claims of such class which have
been reported in said submission as voting on said plan, and by or on behalf
of stockholders of each class to which submission is required under this sub-
section holding more than two-thirds of the stock of such class which has
been reported in said submission as voting on said plan; and that such ac-
ceptances have not been made or procured by any means forbidden by law;
Provided, That, if the plan has not been sq accepted by the creditors and
stockholders, the judge may nevertheless confirm the plan if he is satisfied
and finds, after hearing, that it makes adequate provision for fair and equi-
table treatment for the interests or claims of those rejecting it; that such
rejection is not reasonably justified in the licht of the respective rights and
interests of those rejecting it and all the relevant facts: and that the plan
conforms to the requirements of clauses (ADEstoR(3)) inclusive, of the first
paragraph of this subsection (e): . . :

‘If it shall be necessary to determine the value of any property for any
purpose under this section, the Commission shall determine such value and
certify the same to the court in its report on the plan. The value of any
property used in railroad operation shall be determined on a basis which
will give due consideration to the earning power of the property, past,
present, and prospective, and all other relevant facts. In determining such
value only such effect shall be given to the present cost of reproduction new
and less depreciation and original cost of the property, and the actual in-
vestment therein, as may be required under the law of the land, in light of
its earning power and all other relc vant facts.’’

10 318 U. 8. at 472, 473, 477 ; concurring opinion at 512; 318 U. S. at 545,
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ment to the elimination of claims against railroad debtors by
the Interstate Commerce Commission’s determination of values
with judicial review as to the sufficiency of the evidence and;
compliance with statutory standards than we do to their elimina-
tion by an accepted bid in a depression market.!* There is no
occasion here to reexamine further these recent holdings of this
Court in the Western Pacific and Milwaukee reorganizations.

In examining the contentions of petitioners as to the alleged
errors of the Circuit Court of Appeals, we must approach the
problems in accordance with our reviewing authority under Sec-
tion 77. That section embodies the method that Congress selected
in 19332 and improved in 1935'% to put the railroad transporta-
tion system of the country in order to meet its debts and perform
its duties to the public after the hard years of the recent de-
pression. Our constructions of the chief provisions of the section
were handed down in March, 1943. Although the results of
reorganizations under the section, as thus construed, have been
criticized as unfortunate and changes have been suggested, no
different legislation has been enacted.!* Indeed a different method
for reorganization, enacted in 1939 and designed to meet the re-

quirements of railroads not in need of financial reorganization

11318 U. S. at 475-76; 318 U. S. at 536-39.

Compare Wright ». Union Central Ins. Co., 311 U. 8. 273, 279; John Han-
cock Ins. Co. v. Bartels, 308 U. 8. 180, 186; Gelfert v. National City Bank,
313 U. 8. 221.

12 47 Stat. 1474,

1349 Stat. 911. H. Rep. No. 1283, 74th Cong., 1st Sess., p. 1; S. Rep.
No. 1336, 74th Cong., 1st Sess., p. 1; Craven & Fuller, Amendments of
Railroad Bankruptey Law, 49 Harv. L. Rev. 1254. See Ecker v. Western
Pacific R. Co., 318 U. S. at 470, et seq.

14 H, R. 5924, 79th Cong., 2d Sess.; Hearings on H. R. 4779, 79th Cong.,
1st Sess., Serial No. 13; H. Rep. No. 1838, 79th Cong., 2d Sess., p. 3:

‘¢ Although all these laws were intended by Congress for the preservation
of our railroads and their ownership, the theory has appeared to prevail that
the capitalization of companies in section 77 proceedings should in all cases
be drastically reduced. That is what has been done consistently and per-
sistently. Under the past administration of section 77, as that statute was
interpreted and applied by the Interstate Commerce Commission and affirmed
by the Supreme Court, countless thousands of small stockholders already have
been wiped out, and their investments, which would now be of great value,
were uselessly destroyed. There are many more thousands upon thousands
of such stockholders whose investments are imminently threatened with a
like fate, unless Congress promptly enacts legislation to prevent such needless
loss. And that loss—aggregating over $2,000,000,000—would be suffered
largely by a widely scattered class of citizens (many thousands of whom are
employees of these very railroads) who invested their legacies or their savings
in one of America’s greatest private enterprises, for education of their
children, the purchase of homes, or security in old age. It literally may be
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of the character provided by Section 77 but only of an oppor-
tunity for voluntary adjustments with their creditors, was al-
lowed to lapse on November 1, 1945.15 This situation leaves clear
the duty of the agencies of the Government entrusted with the
handling of reorganizations under Section 77, including this
Court, to administer its provisions according to their best under-
standing of the purposes of Congress as expressed in the words
of Section 77 read in the light of the contemporaneous discussion
in Congress. Changes in econcmic conditions cannot effect the
powers of the reorganization agencies even though such changes
may require a reexamination into the present fairness of the
former exercise of those powers.

Valuation. The Denver and Rio Grande Western, the principal
debtor, is an important link in transcontinental trasportation.l®

said that these stocks were the favorite investments of widows and orphans
and of trustees.’’

S. Res. 192, 79th Cong., 1st Sess.; S. Rep. No. 925, 79th Cong., 2d Sess.;
S. 1253, 79th Cong., 2d Sess.; Hearings on 8. 1253, 79th Cong., 1st Sess.;
Voluntary Modification of Railroad Financial Structures; Hearings on S.
1253, 79th Cong., 2d Sess., Modification of Railroad Financial Structures,
Part 2; S. Rep. No. 1170, 79th Cong., 2d Sess., pp. 1-2:

‘“The bill (S. 1253) enables railroad companies to adjust their financial
affairs quickly, economically, and on a business basis. The procedure it pro-
vides will reduce any disturbance of their affairs to a minimum, and will
provide the maximum of protection for both the railroads and their investors.

‘‘The existing law, section 77, was enacted in 1933, without hearings and
without consideration of any subcommittee or committee of the Senate. It
was enacted in the belief that it would help railroads to correct their finan-
cial affairs. It was found to do the opposite. It has placed in the hands of
Government officials extraordinary power, which they had not requested, over
25 percent of the country’s railroad mileage—a power which they have exer-
cised:

(1) to demolish every part of the financial and corporate structures of
those railroads;

(2) to plan in every respect the financial and corporate future of those
railroads;

(3) to pick men to control those railroads; and

(4) to decree the forfeiture of $21% billion of investments.

‘‘The present bill put an end to every one of those powers and restores
the operation of railroads to their managements and the adjustment of their
finances to the companies themselves, with the assistance of their security-
holders, where necessary.’’

See A Critical Analysis of Recent Reorganization Decisions of the Supreme
Court of the United States, F. C. Nicodemus, Jr., Hearings on H. R. 4779,
subsequently H. R. 5924, 79th Cong., 1st Sess., p. 181.

15 52 Stat. 1134; 56 Stat. 787. A bill to extend this act to 1950, H. R.
3429, was passed by the House of Representatives on November 1, 1945, 20
Cong. Rec. 10434; H. Rep. No. 1128, 79th Cong., 1st Sess.

16 Full details of the properties, the elements of rate making value, the
corporate history, the capital structure at the beginning of the reorganization
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The recent availability to the debtor of the Moffett Tunnel and the
Dotsero Cut-off (1934) improve its strategic position in the com-
petition for ‘‘overhead’’ or ““bridge traffic,’’ that is, traffic that
is consigned from and destined to points beyond its lines. The
traffic originating or terminating on its lines is mixed in character
and varies with the general prosperity of the region.

The present Denver, the principal debtor, was organized in
1920. It succeeded the Denver & Rio Grande Railroad Company
of 1908 which had in its turn acquired the property of the Rio
Grande Western Railway Company, owning the western portion
of the present debtor’s lines, and of the Denver & Rio Grande
Railroad Company of 1886, owning the eastern portion of the
present debtor’s lines. A connection between the two portions,
Rio Grande Junection Railway, is under lease to the debtor who,
as lessee and a stockholder, guarantees the Junction honds. Sub-
stantially all of the capital stocks of the Salt Lake and Salt Lake

proceedings, the traffic and earnings appear throughout the various reports
of the Commission, particularly the original report in 233 I. C. C. 515. The
location and extent of its properties are suceinctly deseribed by the Commis-
sion at page 518, as follows:

‘“The Denver’s principal eastern termini are Denver and Pueblo, Colo.,
at each of which points connection is made with the Atchison, Topeka &
Santa Fe Railway and the Colorado & Southern Railway. At Denver con-
nection is also made with the Chicago, Burlington & Quincy Railroad, the
Chicago, Rock Island & Pacific Railway, and the Union Pacific Railroad; at
Pueblo, also with the Missouri Pacific Railroad, which is the Denver’s main
outlet to the east.

‘‘On the west the main line of the Denver passes through Salt Lake City
and terminates at Ogden, Utah. Connection is made with the Union Pacific
at each point; at Salt Lake City the Denver also connects with the Western
Pacific Railroad and at Ogden with the Southern Pacific. The interchange
with the Western Pacific is more important than that with any other western
connection,

‘“The road owned by the Denver consists of 1,256.6 miles of main line
and 1,094.9 miles of branch lines, Operated under lease are the Rio Grande
Junction Railway . . . extending from Rifle to Grand Junetion, Colo., 62.1
miles, the Goshen Valley Railroad, a branch line 8.8 miles in length, and the
Salt Lake Western, extending from Dotsero, on the Denver, to Orestod on
the Denver & Salt Lake Railway . . . 38.1 miles. Including these leased
lines, the Denver operates approximately 1,257 miles of main lines and 1,104
miles of branch lines. Approximately 771 miles of narrow-gage lines are
included in the operated mileage.

““In addition to the above-mentioned mileages, the Denver operates over
the Salt Lake, between Denver and Orestod, 128.6 miles. This line, together
with the Salt Lake Western, constitutes the Dotsero cut-off route. The Salt
Lake’s ownership embraces the line extending from Utah Junction, near
Denver, to the western terminus at Craig, Colo., 220.2 miles. For its Denver
terminal, the Salt Lake uses, under a lease, the facilities of the Northwestern
Terminal Railroad Company. The Salt Lake derives no revenues from the
through traffic moving over the cut-off, since all such traffic is handled by
the Denver.’’




278—282
12 R.F.C.etal.vs.D. & R.G. W.E.R. Co., et al. 12

Western, and various other branch lines are owned by the
debtor.” These corporate arrangements for the operations of
the debtor have resulted in the assumption or creation by the
debtor of the claims of the various issues, listed in note 6, supra.

Just after these reorganization proceedings began, December
31, 1935, the debtor’s report showed that its long-term debt was
$120,541,000, and its current liabilities $24,990,901.63. It had
current assets, including cash $1,257,943.43, of $5,966,666.93. At
the time the plan became effective, December 31, 1942, the report
showed long-term debt of $130,264,826.65 and current liabilities
of $14,172,575.50, and in addition deferred liabilities, chiefly ma-
tured interest in default of 445 582,132.66. There were current
assets, including cash $10,850,149.96, of $20,983,652.54. As of
December 31, 1944, these items were: Long-term debt $129,358,-
337.79, current liabilities $20,539,637.83, and deferred liabili-
ties $55,310,151.80. The current assets were $32,665,501.33, in-
cluding $19,142,626.96 in cash.

During the period examined the income of the system available
for interest was found by the Commission at its lowest in 1936-
1938. After adjustment this was $2.893,255. 233 I. C. C. at 552.
In 1941 there was $5,019.436. 254 1. C. C. at 10. When the
present plan was approved by the Commission in June, 1943, the
1942 income available for interest was recognized but the con-
tinuance of such earning power was thought to be negatived by
Any sound forecast.’® 254 I.C. C. at 356.

Earnings during the trusteeship were used to improve the debtor
railroad. When the vote was taken in 1944, the real estate and
equipment account showed charges of $43,291,513 during the trus-
teeship. An estimated ten million of it was between the Com-
mission’s approval of the plan, June, 1943, and the Commission’s
certification on July 15, 1944, to the court of its approval by
claimants. See 254 I. C. C. at 354 and 482 for explanation of
new equipment program to meet the war situation. The retire-
ments are said by the respondent trustee to have been about
$13,000,000, leaving a net addition to capital account of $30,000,000.

17 See Denver & Salt Lake Western R. Co. Construction, 154 I. C. C. 51;
175 I. C. C. 535; 233 I. C. C. at 520.
18 The reports show the income available for interest as follows:
1942......$17,044,420.39
11,573,667.94
8,157,880.25.
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Respondents urge that since capitalization was not substantially
increased by the Commission between 1938, when the first draft
of a plan came from the Commission’s staff, and 1943, the
junior creditors got little or nothing for this investment. The
improvements may have been wise or unwise. That question

is not before us. Railroads even in reorganizations must make
additions to take care of public needs or to lower operating costs.
See 62 F. Supp. 389. The senior bond interest continued to ac-
cumulate during this period. As the capitalization was not in-
creased pari passu with the purchases, the holders of junior
securities received less participation. The Commission did not
consider that the earning prospect justified a greater capitalization
than the one given and we think its judgment controls the valua-
tion. As was said by the Circuit Court of Appeals in In re
Denver & R. G. W. R. Co., 150 F. 2d at 38:
¢“Neither was the Commission compelled to, nor would it be
justified in adding the amount of these expenditures to the
capitalized value if in the exercise of sound discretion it felt
that the reasonable prospective earnings of the road, after
the improvements did not justify it. However, in the face of
all this, after satisfying in full the claims of the senior bond-
holders, the plan of reorganization should have made sure
that all excess current assets, as well as all excess war profits
yet to accrue, would go to the General Bondholders.”’
The last sentence, we think, has the vice of overlooking the reason
the Commission gave common stock to the Seniors. See discussion
under Allocation of Securities.

We note also the contention that the possibility of a national
income much higher and interest rates much lower than before
World War IT should affect valuation based on prospective earn-
ings. Those factors, we think, were before the Commission when
it made its earnings estimate.

The Commission reached its determination of a sound capital
structure for the combined properties with these figures on earn-
ings and investments before it. In addition, of course, the Com-
mission had complete statistical information to guide it from its
Bureau of Valuation and its other sections dealing with traffie,
rates, earnings, interest, et cetera. The discussion by the Com-
mission will be found in its printed volumes listed in note 2. Pro-
ceeding upon the principle accepted in the Western Pacific and
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Milwaukee cases,!® that capitalization based upon earnings is a
permissible method of valuation in reorganization, the Commission
fixed $155,173,127 as the sound capitalization. This capitalization
under the terms of the issues, with provisions for a capital fund
and the sinking funds, carries annual charges at rates varying
with the security of $6,211,250 before dividends on common. See
note 6. The decision was inanimous except for one Commissioner
who considered the valuation too high by ten per cent. 254 I. C. C.
at 379. There can be no doubt that as of June, 1943, there was
ample evidence to justify the valuation made by the Commission.

Allocation of Securities. Within the framework of that valua-
tion, the Commission allotted the available securities to the claim-
ants. Securities, including the common stock, were given a face
value. The aggregate was too small to allow anything to former
stockholders.2® Thus they were eliminated from the reorganiza-
tion.?2! For the holders of the General bonds, common stock was
available to the amount of ten per cent only of their claim.?? A

glance at the proposed distribution in note 6 will show that the

claimants did not receive all the new senior securities in the strict
order of their old priorities.

The value of a lien on a part of a railroad when the valuation
is made from earnings cannot be fixed solely on a mileage basis.
Nor is it practicable to issue new securities with a lien limited
to the property that was covered by the old lien. There must
be segregation of the system earnings to each existing lien and
allocation of securities representing the system value to each class
of claimants. This was done here as shown in the second table
in note 6.22 Such a method is in full accord with the principle
that senior creditors are to retain their relative priority of posi-
tion in a reorganization. Group of Investors v. Milwaukee R. Co.,
318 U. S. at 561-64. Furthermore, junior claims can receive
nothing until the senior claims receive securities of a worth or
value equal to their indebtedness. 318 U. S. at 483; 318 U. S.
at 569. The Generals are definitely junior. 233 I. C. C. at 524.

The Commission did not make a finding that the cash value

19 318 U. S. at 482 and 483; 318 U. 8. at 539-541.

20 Ecker v. Western Pacific R. Corp., 318 U. S. at 475-76.

21233 I. C. C, 578-81.

22254 1. C. C. at 359.

23 See for discussion of the formulae 233 I. C. C. at 581 et seq.; 254
I. C, C. at 16 and 359-76.

D)
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of the securities awarded the senior claimants as of the effective
date of the plan equalled the face of the claims. Tt did, how-
ever, carefully state its reasons for concluding that the com-
pensation ‘‘flowing under the plan to the various classes of bond-
holders for the rights surrendered by them’’ was adequate in
the light of the full priority rule. 254 T. C. C. at 360. For
those classes, other than the Junior Generals, that received com-
mon stock, the Commission said that the possibility of ‘‘unlim-
ited dividends on common stock’’ was a factor in offsetting loss
of position.?* Thus it is clear that when the Commission made
its allocations it had definitely in mind that one thing that gave
the senior creditors compensation for the admission of junior
claimants to participation in securities before the seniors ob-
tained full cash payment was their chance to share in the un-
limited dividends that might be earned and paid on the common
stock to have a part in the ‘‘lush years.”” It should be noted that
income applicable to dividends was at its highest in 1942 prior
to the approval of the plan by the Commission in June, 1943.
Therefore the abnormal earnings of 1942 were in the Commis-
sion’s contemplation when it spoke of the opportunities for ¢‘un-
limited dividends.”” Tts discussion of the plan assumed that 1943
available earnings micht be as large. 354 I. C. C. at 355.

The improved physical condition of the road through expen-
ditures of the trustees for previously deferred maintenance, im-
provements and new equipment was before the Commission and
necessarily entered into their valuation of the property. 233
TGO 631%

There is another important factor, corollary to stock owner-
ship, to be noted in the Commission’s allocation of these securi-
ties. This factor is that the creditors who received common stock

to make them whole obtained with that common stock an interest
e e o L S i L Rl S R e RN T

24 Rio Grande Western consolidated, 254 I. C. C. at 365: ‘‘Loss in earn-
ings position and surrender of other rights, in our opinion, are offset by the
possibility of increased return permitted by the 415 -percent income bonds,
5-percent convertible preferred stock, unlimited dividends on common stock,
and the other features of the plan.’’

Denver & Rio Grande consolidated, id. at 364: ¢¢Thig apparent change in
earnings position is offset by the new sinking fund and capital fund and by
the increased rate of return obtainable from the new securities, i.e.. slightly
in excess of 4.5 percent for 64 percent of the claim and unlimited stock divi-
dends for the remainder,?’

Denver & Rio Grande Western refu ding and improvement, id. at 366:
‘“They also will receive whatever dividends may be paid on 97,706 shares of
common stock.’’
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in all cash on hand or all cash that might be accumulated. Of
course, the Commission thoroughly understood this. In faet, it
referred to the ten million plus of cash on hand as of January
1, 1943. 254 I. C. C. 353. Tmmediately following this reference
is a full discussion of the cash needs of the road for the year 1943,
including additions, betterments and new equipment, and the
amount which it was estimated would be in the treasury at the end
of the year. That was $15,600,000. This cash would be reflected
in the value of the common stock. The petitioner states that the
highest when-issued Stock Exchange price in 1945 for the common
stock was $311%, par $100. See Commercial and Financial
Chronicle, May 13, 1946, p. 2618, where the common is quoted at
29 Bid, 31 Asked. Cash, material and supplies, as well as all other
assets and all liabilities of the debtor were represented by the
securities. If there is more cash on hand than needed, for taxes,
expenses and proper improvements, it is at the disposal of the
common stockholders. If money was used to pay indebtedness,
there would be a corresponding reduction in the capital structure.
Therefore, the plan provided, 254 L. C. C. at 386:
¢«‘The new company shall be deemed to have come into
possession of the properties as of the effective date of the
plan.
i The capitalization of the new company, as of

January 1, 1943, after consummation of the plan . . . shall
consist substantially of the following securities, excluding
those to be pledged, the amounts stated being subject to re-
duction to the extent, if any, that matured interest proposed
to be funded in the plan is paid, and as equipment obliga-

tions or other liabilities are paid or reduced . ok

This allocation we conclude was fair and equitable in so far as
respondents are concerned. No question is raised as between
themselves by the senior claimants. :

Cash and War Earnings. The Circuit Court of Appeals was of
the view that war earnings were of ‘‘very little value in estimat-
ing the probable future earnings of this property in the peace
economy which is to come’’ and that the Commission was well
within its right in appraising them lightly. 150 F. 2d at 34. This
was after the seventeen million earnings of the top year 1942.
The appellate court agreed, too, that excess current assets should
not be capitalized and that improvements made during the trus-
teeship for reorgamization had been considered by the Commis-
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sion and District Court in fixing their valuation by past and

prospective earnings. 150 F. 2d at 35. The appellate court then

made the following ruling:
“The Senior Bondholders were paid in full. They received
all the new securities and most of the common stock. Ninety
per cent of the General Bondholders’ claims were wiped out.
They received only a small amount of common stock, ten per
cent of their total claim. Adequate operating funds are
essential to the operation of a railroad. The Senior Bond-
holders were entitled to receive in addition to the full amount
of their claims, working capital sufficient for proper and
efficient operation of the railroad. But anything in excess
of what was reasonably necessary for this purpose consti-
tuted assets of the insolvent corporation which belonged to
the remaining creditors.

““We think it is apparent from the record that there were
current assets on hand consisting of cash and securities in
excess of what was needed for the officient operation of the
road. As pointed out, the working capital of the debtor had
increased from a deficit of $9,727,230 as of December 31, 1935,
to a surplus of $12,125,863.50 as of December 31, 1944. While
these increased net earnings are due in large part to the war
and will not continue after the end of the war, and may there-
fore be disregarded in setting up the capitalized structure
based upon prospective earnings, we cannot disregard the fact
that these huge surpluses actually exist. Their existence is
an accomplished fact. It is also obvious that surpluses will
continue to pile up for a reasonable time yet to come. We
think any plan which fails to take this into account and which
gives the Senior Bondholders their claims in full by substan-
tially delivering the road to them, and gives them the surplus
cash actually on hand and further enables them to receive in
addition the excess war profits which are reasonably sure to
come, is inherently inequitable and unfair, so long as there
are classes of creditors whose claims are not fully satisfied.’’

In our judgment this holding is erroneous.

The effective date of the plan was fixed by the Commission as
January 1, 1943. This was in its power.? The allocation of the
securities took into consideration the interest of the secured claims
to that date. Any gain or any loss after that time was a benefit
or an injury to the new common stockholders and then sometimes

to security holders in positions senior to them. Assuming that the

25 Ecker v. Western Pacific R. Corp., 318 U. 8. at 509.

Interest acerues on the secured claims until the effective date of the plan.
Group of Investors v. Milwaukee R. Co., 318 U. S. at 546. Compare Ticonic
Bank v. Sprague, 303 U. 8. 406.
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courts, as courts with equity powers in a bankruptey matter, might
set aside a plan, fair and equitable when adopted by the Commis-
sion, merely on account of subsequent changes in economic con-
ditions of the region or the nation,?® it should not be done when
the changes are of the kind that were envisaged and considered by
the Commission in its deliberations upon or explanations of the
plan. ;

We have pointed out in the section of this opinion dealing with
the allocations of the securities that a part of the compensation
to senior claimants for their loss of position was the opportunity
to participate in war earnings. This was understood by the Dis-
trict Court®*” and the Commission.?®8 Accumulations of cash be-
yond operating fund needs are in the same category. In dealing
with the problem the Commission noted that a five percent divi-
dend on the authorized common would require an income avail-
able for interest and dividends of $7,969,629. The Trustee for
General bonds claims no such earnings between 1929 and 1942.
Even before the transportation difficulties of 1946, it was obvious
that the Commission’s judgment was being confirmed by events.
See note 18, supra.?®

26 318 U. S. 506-509.

2762 F. Supp. at 390:

‘¢The $25,000,000 or more the Trustees have expended in the Improvement
Program inures to the henefit of the common stock. If the latter is worth
anything it is as much due to these expenditures as to any other factor.
This, with the increase in current assets and wartime earnings which counsel
seem to believe are permanent, constitute the only equity behind the pre-
ferred and common stock.’’

28 254 I. C. C. at 356.

29 Mankind’s foresight is limited. The uncertainties of future estimates
are recognized. It is not without interest to note, however, that on April 15,
1946, the railroads of the United States petitioned the Interstate Commerce
Commission for increased freight rates and charges. This was said:

‘“The situation of the railroads has now become critical and their need for
a substantially higher level of freight rates has become imperative. This is
the result of an extraordinary combination of war and postwar conditions
with which the railroads are confronted, and more particularly the result of
three factors of recent development: (1) the increase in wages of railroad
employes of 16 cents per hour determined under the procedures of the Railway
Labor Act in April, 1946, retroactive to January 1, 1946; (2) large increases,
both present and prospective, in the prices of railway materials and supplies;
and (3) a sharp decline in volume of railway trafic and an even greater
decline in railway revenue.

‘‘The volume of freight and passenger traffic is falling continuously, and
it is anticipated that the downward rate will accelerate in the months to
come. The revenues will be reduced by reason both of the decline in volume
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The error of the Circuit Court in its holding set out above lies
in its assumption that the senior bondholders were paid in full by
the securities allotted to them without also accepting the deter-
mination of the Commission that the assets represented as of
January 1, 1943, and all subsequent earnings were a part also
of the common stock that was awarded the senior bondholders.

Decreases in Senior Debt. The plan provides for securities to
take the place of the Rio Grande Junction’s first 5’s in the face.
amount of $2,758,333 and for the assumption by the reorganized
road of $5,758,000 equipment obligations. All of these securities
are senior to the Generals. The Denver purchased the Junctions
and paid $1,218,000 on the Equipments. This reduced the neces-
sary capitalization by that aggregate sum. The Circuit Court of
Appeals was of the opinion that ‘‘The value behind these securi-
ties in no wise belonced to the senior bondholders, because they
had been paid in full.”” 150 F. 2d 39. This ruling, we conclude,
was erroneous for the same basic reason that we held the cash and
war earnings belong to the owners of the common stock.

We called attention, supra page 16, to the authority granted
the District Court to reduce the capitalization of the new company
as interest due on January 1, 1943, or equipment obligations or
other liabilities were paid. The District Court acted on this
authority and in its approval of the plan said of the Junections,
“They may be canceled or they may be utilized under the plan in

and a return to a more nearly normal composition of traffic. It is estimated
that the operating revenues of Class I railroads for 1946, on the basis of
the present rates, fares and charges, would be approximately $6,800,000,000,
or 23.5 per cent less than they were in 1945.

‘¢Freight and passenger traffic reached their peaks in 1944. But net rail-
way operating income and net income began to diminish in 1943 on account
of rising costs of operation. In the face of increasing traffic through 1944,
both net railway operating income and net income moved steadily downward
after reaching their peak in 1942. With the cessation of hostilities in 1945
there began to be a decline also in gross revenues which is expected to
become more pronounced as the abnormal war conditions disappear, disabili-
ties of highway carriers and other agencies of transportation are removed,
and the prewar pattern of railway traffic is resumed.’’

The Denver apparently did not vary greatly from this overall picture.
Its net revenue for 1945 from railway operations dropped from $20,569,809
to $14,246,504. Its gross operating revenue, however, increased four and a
half million. The loss in net was due largely to increased amortization of
defense projects.

The monthly report of revenues and expenses by the Denver for January
and February of 1946 shows a decrease of operating revenues from $10,-
856,764 to $8,932,983.
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acquisition of new securities which will become an asset of the re-
organized company.”” C. C. H, Bankruptey Law Service Deci-
sions 1942-1945, 54,562 at p. 55,635. The Junction bondholders
did not vote on the plan. Under our determination that the cred-

itors who received common stock were compensated partly by the
assets and future earnings, it is obvious that the use of such
assets to retire senior claims is a part of the normal and
expected increment from holdings of common stock. The in-
crease of common stock by the Commission to the Generals
from five to ten per cent of the bondholders’ claims, pre-
liminary to the adoption of the plan, 254 L C. C. at 352,
359, is partly attributable to a reduction of necessary capitaliza-
tion. This increase in junior participation differs from that now
proposed. The former reduction of senior capitalization could be
carried out because earnings prior to the adoption of the plan
made it unnecessary to borrow money for reorganization. When
proposed capitalization is being planned on earnings, a reduction
of senior capital without reduction of estimated earnings increases
possible junior capital within the scheme. When the reduction of
senior capital takes place after the adoption of the plan by use
of anticipated earnings or existing cash, there can be no such re-
adjustment of junior participation because assets in the balance
sheet at the adoption of the plan and subsequent earnings are, as
we have pointed out, for the bénefit of the stockholders in the new
company so that through these common stock advantages these new
stockholders may be compensated for their loss of payment in full
in cash. Of course, this section of the opinion is written and must
be read on the assumption that the allocations of common stock
are fair and equitable, a matter discussed supra.

Utah Fuel Company Stock. The Rio Grande Western Railroad
Clo. in 1899 executed its First Consolidated Mortgage, an in-
denture to secure its issue of First Consolidated Bonds, maturing
April 1, 1949. Rio Grande Western reserved the right to issue
additional bonds under the indenture.

The Utah Fuel Company was organized in 1900, with a capitali-
zation of 100,000 shares. In 1901 an agreement was entered into
by Rio Grande Western, the trustee under the First Consolidated
Mortgage, and the owner of the Utah Fuel stock. The contract
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provided that the stock would be held by the trustee to secure
bonds issued under the First Consolidated Mortgage and that
Rio Grande Western would have the right at any time on paying
the trustee $6,000,000 in cash or delivering an equal face amount
in First Consolidated bonds to receive the Utah Fuel stock, free
of the mortgage lien. Subject to the lien, the stock was trans-
ferred to Rio Grande Western. $6,000,000 in additional First
Consolidateds were issued to the owner of the stock.

In 1908, the Denver & Rio Grande Railroad Company was or-
ganized and acquired the property of Rio Grande Western, as-
suming the obligation of its First Consolidated Mortgage bonds
of 1899. The equity of redemption of Denver & Rio Grande
Railroad Company in the Utah Fuel stoeck was sold in 1918 under
execution and transferred to the Western Pacific Railroad Cor-
poration.

In 1924 under an agreement among the Denver & Rio Grande
Western Railroad Company, the Western Pacific Railroad Cor-
poration, Missouri Pacific Railroad Company, and T. S. Alexan-
der, who by the agreement became trustee of the equity of re-
demption in the Utah Fuel stock, Western Pacific transferred to
T. S. Alexander, Trustee, subject to the pledge under the Con-
solidated Mortgage its Utah Fuel stock and the debtor transferred
to said trustee whatever interest it had in the stock, through cer-
tain releases, not here important.

The agreement first provided that the ultimate beneficial in-
terest in the Utah Fuel stock so held was vested one-half in
Missouri Pacific and one-half in Western Pacific. Except for
certain contingencies not here important, it was provided that
the trustee under the 1924 agreement would pay all dividends
received by him from the trustee under the Consolidated Mortgage
on Utah Fuel stock to the debtor so long as any of the General
or Refunding bonds were outstanding.

The agreement further provided that if the General Mortgage
or the Refunding or other mortgage of the debtor were fore-
closed, the trustee would sell their interest in the Utah Fuel stock

subject to the Consolidated Mortgage, if outstanding, and apply
the proceeds to the payment of the bonds secured by the equity
of redemption in the stock dividing any surplus between Western
Pacific and Missouri Pacific.

The General Mortgage and Refunding bonds created in the
1924 reorganization were thus given a lien on the Utah Fuel
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stock, junior to the lien of the Denver & Rio Grande First Con-
solidated Mortgage.

Under the plan approved by the Commission and the District
Court, the First Consolidated bonds were allotted 20% of their
claim in new income bonds, 73% in preferred stock, and 7%
in common stock. The plan further provided, 254 I. C. C. at
398-99, that:

““The trustee under the Rio Grande Western Railway Com-
pany consolidated mortgage shall be permitted to obtain the
release of the equities in the stock of the Utah Fuel Com-
pany and distribute the stock among the holders of the afore-
said bonds in any manner agreeable to them, or to enforce
its rights as pledgee of the stock of the Utah Fuel Company,
the proceeds recovered to be distributed to the holders of
the bonds.”’

The Commission took the position that this and the other features
of the treatment of the First Consolidated bonds were justified
as compensation for ‘‘loss of earnings position and surrender of
their rights’’*® under the plan.

The Commission made no definite finding with respect to the
value of the Fuel Company stock. The Commission had before
it evidence through 1936 with respect to the value of the stock
as well as an appraisal of the value of the Fuel Company made
for the trustee of the First Consolidated Mortgage, which indi-
cated a value of $4,653,720. The only dividend paid to the
debtor by Utah Fuel under the 1924 agreement was in 1934 and
amounted to $250,000; the debtor in applying its formula for
allocation of earnings by mortgage districts credited the Con-
solidated Mortgage with an income of $83,333 per annum based
on that dividend payment allocated over the three-year period,
1932 to 1934. The status of the stock was considered by the
Commission in its original report and its several supplemental
reports, and its proposals with respect to the stock remained un-
changed.

In proceedings before the District Court in 1943 on objections
to the plan, it was revealed that the Fuel Company’s net income
for 1942 was $415,000 and for the first seven months of 1943,
$535,869.51 The company has no funded debt,

30 See note 24.

81 According to Moody’s Manual [Resp. br. 29, note] the net income of the
Fuel Company for 1943 was $865,140, 1944 $653,901, and earned surplus at
the end of the latter year $4,862,980.
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Before the Circuit Court the respondents contended that the
holders of the First Consolidated bonds should be compelled
either to foreclose this collateral, applying the proceeds to their
claim, or credit their claim with the value of the collateral and
be allowed new securities only for the balance. The Circuit
Court disapproved the treatment of the General bondholders
with respect to the Fuel Company stock pointing to the fact
that the Commission had permitted ‘‘doubts and uncertainties’’
to remain with respect to the value of the collateral, and that
there was a danger that if the collateral had substantial value,
the First Consolidated bondholders might receive more than full
payment.

The facts set out above fully support the conclusion of the
Commission that the ‘‘titte to the stock is vested in the Missouri
Pacific and Western Pacific.”” Whatever rights the debtor may
have retained after the sale of the stock on execution in 1918 were
released to the trustee and the two railroads in 1924. We have
then a situation in which the holders of the ultimate beneficial
interest in stock which had been pledged previously under a
mortgage have permitted that interest to be encumbered by a
third person, namely the debtor, as security for its General and
Refunding bonds. The rule is settled in bankruptey proceed-
ings that a creditor secured by the property of others need not
deduct the value of that collateral or its proceeds in proving his
debt. Ivanhoe Bldg. & Loan Asso. V. Orr, 295 U. S. 243. We
see no reason why the same should not be true under §77. See
New York Trust Co. v. Palmer, 101 F. 2d 1, 3. Therefore the
First Consolidated Mortgage bonds were properly permitted to
prove the full amount of their debt.

Respondents, speaking only for the General bondholders, object
that the plan gives the First Consolidated bondholders all the Utah
Fuel stock or its proceeds in addition to securities the face value
of which amounts to one hundred per cent of their claims. The
Refunding bondholders make no objection. It is thus contended
that the plan deprives them of their junior interest in the stock
without a determination of the value of that stock, or a finding of
the extent to which the Consolidated bondholders have been paid
by the new securities to be given them. We do not so read the
plan. The plan provides merely that the trustee of the Consoli-
dated Mortgage ‘‘shall be permitted to obtain the release of the
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equities in the stock of the Utah Fuel Company’’ and distribute
the stock or its proceeds to the holders of the bonds. This state-
ment contains at least two requirements to be met before the
Consolidated bonds obtain anything from the collateral. ~The
first is that the trustee of the First Consolidated Mortgage be
in existence. Even after the plan goes into operation and the
old securities are surrendered for cancellation there is no require-
ment that the trusts terminate since they will continue to hold
property other than that of the debtor. Section 77 (f), which
dedls with the effect of a confirmation and the discharge of the
debtor from liability, does not so require. Hence whatever action
the trustee of the Consolidated takes may be commenced prior to
or after the consummation of the plan. This will permit the
respondent, trustee under the General Mortgage, which would
continue in existence for the purpose, to take the necessary steps
to safeguard its rights in the collateral on behalf of the Generals.®?

The second requirement, which is explicit in the plan, is that
the trustee obtain the release of the equities in the stock. The
junior lienors have an absolute right under the terms of the 1901
pledge and the 1924 agreement to all the proceeds of the stock over
$6,000,000 and a right also to any part of the proceeds not needed
to make the First Consolidated bonds whole. The trustee of the
Consolidated concedes in its brief here that enforcement of the
pledge ‘‘can be brought about only through judicial proceedings.’’
[t correctly points out that in such proceedings full protection
can be given to all those who have any junior interest in the stock.
Respondents’ fear that the General bondholders and the mortgage
trustees for the junior interests will not be in existence and so
unable to protect: themselves has been ahove demonstrated to be
without foundation in fact.

The result is that this feature of the plan did not in any way
change or affect existing rights in the collateral. The respondents
may show in the judicial proceedings which must be brought by
the trustee of the First Consolidated Mortgage that the First
Consolidated bonds have been fully paid by the securities awarded
them under the plan, if such be the fact, or the respondent, trus-
tee of the General, may itself bring a proceeding against the

== -

32 Obviously, the Fuel stock or its proceeds could be distributed to record
holders of.the old securities as of the date or dates of distribution of the
new securities. 7
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trustee of the First Consolidated mortgage for a determination
of the rights of the Generals. Petitioners concede, as they must,
that they are not entitled to more than full payment and that
they are under a duty to account to the respondents for any sur-
plus remaining after they have been made whole.®

The treatment of the Utah Fuel stock in the plan is con-
sistent with the Commission’s disposition of certain collateral
pledged with the Reconstruction Finance Corporation and the
Railroad Credit Corporation by parties other than the debtor to
secure notes of the debtor in the Western Pacific case. Western
Pac. R. Co. Reorgawization, 233 1. C. C. 409, 432. The Commis-
sion permitted the pledges to retain the collateral and this Court
approved that action, saying, ‘‘This collateral, other than the
refunding bonds, was therefore left with the pledgees with its
position unaffected by any direct action of the Commission.””
Ecker v. Western Pacific R. Corp., supra, at 506.

Reasonableness of Rejection. As the conclusions of the Circuit
Court of Appeals upon the allocation of securities, the treatment
by the Commission of cash, war earnings, and decrease in debt with
priority over the Generals differed from those made by this
Court, that court’s conclusion that the General bondholders
were reasonably justified in rejecting the plan followed naturally.
150 F. 2d 40. Section (e) gives power to a class, here the General
bondholders, to reject the plan subject to the power of the District
Court, after certification of the result of the submission, to ‘‘con-
firm the plan if he is satisfied and finds, after hearing, that it
makes adequate provision for fair and equitable treatment for the
interests or claims of those rejecting it; that such rejection is not
reasonably justified in the light of the respective rights and in-
terests of those rejecting it and all the relevant facts; and that
the plan conforms to the requirements of clauses (1) to (3), in-
clusive, of the first paragraph of this subsection (e).”” 11 U. S. C.

83 There is a certain illogic in the position of First Consolidated bonds in
asserting any rights in the collateral at all. If, as they concede and we
now hold, they are entitled to be paid in full in new securities without re-
gard to the collateral, it may be that they have been fully paid by the
new securities given them since they do mnot complain of their treatment
under the plan. Since they are entitled only to full payment it would then
seem to follow that they have no rights against the collateral. We should
not be taken as deciding this question, however, since we leave it to an inde-
pendent suit in which there is jurisdiction over the proper parties.
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§ 205; see note 9, supra.* The plan was confirmed after appro-
priate findings. 63 F. Supp. at 390.

This provision for confirmation of a plan despite rejection by a
class appeared in the draft for the 1935 amendments. Apparently
it caused no particular comment.* We think that the provisions
for confirmation by the courts over the creditors’ objection are
within the bankruptey powers of Congress. Those powers are ade-
quate to eliminate claims by administrative valuations with judi-
cial review and they are adequate to require creditors to acquiesce
in a fair adjustment of their claims, so long as the creditor gets
all the value of his lien and his share of any free assets.®®

The grounds accepted by us in former sections of this opinion
as sustaining, as of January 1, 1943, the valuation of the road,
the allocation of the securities, and the treatment of cash, war
earnings and capital reductions establish that for the act of con-
firmation on November 49, 1944, over the objection of the General
bondholders, the finding of the judge that the plan then made
““adequate provision for fair and equitable treatment’’ of the
dissenters was justified. 62 F. Supp. at 390. In view of the Dis-
trict judge’s familiarity with the reorganization, this finding has

34 Clauses (2) to (3) are not involved. They relate to expenses, fees and
costs.

35 H. Rep. No. 1283, 74th Cong., st Sess., p. 18. S. Rep. No. 1336, 74th
Cong., 1st Sess., p. 3, contains the following statement: ¢‘Further, the con-
gent of two-thirds of each class of stockholders must be acquired, unless, by
an elaborate valuation proceeding, it is proved that the value of the property
is 80 low that the stock has no interest. This is an effective obstruction. .

¢¢Tn order to remedy these defects, S. 1634, as amended, provides that two-
thirds of those of each class who vote upon a plan will bind the dissenters or
those failing to vote. But it also provides that the court may make effective
a fair plan where the parties do not agree. . . . If two-thirds of each class
consent, the plan will bind the remainder of each class. But the judge may
make the plan effective, even if not so accepted, if he finds that it conforms
to the requirements just stated, provides fair and equitable treatment for the
interests of those rejecting it, and that their rejection is not reasonably justi-
fied in the light of the respective rights and interests. These provisions
give complete due process of law from a procedural standpoint, there being
provision for full hearing both before the commission and the court. Within
the broad powers of Congress under the bankruptey clause as recently declared
by the Supreme Court in Continental Illinois Bank & Trust Co. v. Chicago,
Rock Island & Pacific Ry. Co. (55 Sup. Ct. Rep. 595), the provisions also
afford due process of law in fully protecting the property rights which are
involved.’’

See also Hearings, House Judiciary Committee, 74th Cong., 1lst Sess., on
H. R. 6249, Serial 3, pp. 16 and 22.

86 Wright v. Union Central Ins. Co., 311 U. S. at 278, and discussion at
pp. 8 and 9, supra.
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especial weight with us. See Rule 52 F. R. C. P. There is;no
doubt that the plan then conformed to subsection (b) and the
other requirements of the first paragraph of subsection (e). Note
9 supra.

This leaves for consideration the question of whether, the plan
being fair and equitable as of June, 1943, effective January 1,
1943, the Generals were reasonably justified in rejecting the plan
by ballots cast between April 26 and July 15, 1944.

As we have pointed out under Allocation of Securities, supra,
the ‘Commission’s plan was adopted after 1942, the year of greatest
profit and with anticipation on the part of the Commission that
there might be other ‘‘big’’ years but with realization that the
war profits were not a sound basis for higher valuation. Current
reports of earnings were a part of the record. Nothing that re-
spondents have called to our attention indicates any improvement
in economic conditions or prospects in July, 1944, or any date since,
over June, 1943, the date of the Commission’s approval of the
plan, which would justify a treatment different from that ac-
corded the claimants in 1943.°" The challenge to the reason-
ableness or the unreasonableness of the rejection of the plan
is not based on any change of conditions since its approval
by the District Court October 23, 1943. Under subsection (e),
note 9 supra, the judge automatically confirms a plan after a
vote of classes of creditors if satisfied that two-thirds of each
class have accepted. If there is a rejection, there is a reex-
amination of the plan to assure that those who dissent have had
fair and equitable treatment. Apparently the reexamination for
this treatment does not differ from that for the original court
approval under the first paragraph of subsection (e). It does,
however, center upon the rights of those who rejected the plan.

A rejection would not be reasonably justified unless the dis-
senters had a valid reason for their vote. As is shown by Judge
Symes’ discussion of their objections to confirmation,®® their
reasons were the payment of the senior obligations with conse-
quent claimed release of capitalization for junior securities and

the inadequate valuation, particularly in view of the large addi-
tions to plants from earnings. We think that we have demon-

87 Cf. I. C. C. ». Jersey City, 322 U. S. 503, 515.
38 62 F. Supp. 384.
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strated that there was an adequate basis for the valuation, see
page 10 et seq., and that the decreases in senior debt were not for
the account of the junior creditors. See pp. 19-20, supra. Re-
spondents offer no other ground for their votes in rejection.

Congress with its purpose to stop the blockade of sound re-
organization by classes of creditors with the veto power of the
1933 statute, note 35, supra, certainly did not intend to leave a
class with the same power of interference because in its reasonable
judgment that class thought the valuation was erroneous or the
senior creditors were paid in full by the face value of securities.
If a plan gives fair and equitable treatment to dissenters, the ele-
ments which make the plan fair and equitable cannot be the basis
for a reasonably justified rejection. If only those elements are
relied upon, as here; the rejection is not reasonably justified.

Of course, this does not mean that if a plan is approved as fair
and equitable by the Commission and court, there cannot be a
reasonable justification for its rejection by a class of claimants
on submission. Reasons to make their rejection reasonable may
arise thereafter. For example, unanticipated, large earnings might
develop.. We see no reasonable justification here for the action
of the General bondholders.

In conclusion, we shall add that the foregoing opinion has been
written without heavy reliance upon the duty of the Commission
to plan reorganizations with an eye to the public interest as well
as the private welfare of creditors and stockholders.?® The Com-
mission had this duty in mind. Our failure to comment more upon
that feature of the plan should not be interpreted as an intimation
upon our part that it is not important. These respondents cannot
be called upon to sacrifice their property so that a depression-
proof railroad system might be created. But they invested
their capital in a public utility that does owe' an obligation
to the public. The Insurance Group Committee, with fiduciary
responsibility to the myriad holders of policies, and the other in-
vestors or speculators in senior bonds as well as the holders of
General bonds or other investors or speculators in junior security
issues, by their entry into a railroad enterprise assumed the risk

that in any depression or any reorganization the interests of the

80 § 77(d), note 9 supra. 318 U. 8. at 473; 318 U. S. at 544.
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public would be considered as well as theirs. That public interest
in an efficient transportation system justifies the Commission’s

requirements for reasonable maintenance and improvement of

the- properties and for a capit :1117'1t1(>11 with fair prospects for
dividends on all classes of securities.*

The judgment of the Circuit C omt of Appeals is reversed and
the orders of the District -Court of Oc tober 25, 1943, approving
the plan, and of November 29, 1944, confirming the plan, are
affirmed.

The cause is remanded to the District Court for further pro-
ceedings.

it is so ordered.

M#. Justice JAcKsoN took no part in the consideration or de-
cision of these cases.

10 See concurrence of Commissioner Eastman, Western Pac. R. Co. Reor-
ganization, 233 I. C. C. at 437,
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Reconstruction Finance Corporation;)
Insurance Group Committee; Guar-
anty Trust Company of New York,
Trustee, Rio Grande Western Rail-
road Company Consolidated Mort-
cage; Central Hanover Bank and
Trust Company, Trustee, Rio Grande
Western Railroad Company First
Trust Mortgage; United States Trust
Company of New York, Trustee,
Denver and Rio Grande Railroad
Company Consolidated Mortgage; and
The Chase National Bank of the City
of New York, Trustee, Denver and
Rio Grande Western Railroad Com-
pany Refunding and Improvement
Mortgage, Petitioners,

278 Hos On Writs of Certiorari

The Denver and Rio Grande Western| 45 the United States

Railroad Company, et al. L Cireuit Court of Ap-

Same, peals for the Tenth

279 Vs. Circuit.

The Denver and Salt Lake Western
Railroad Company, et al

Same,
280 VS.
City Bank Farmers Trust Company,
Trustee Under the Debtor’s General
Mortgage.

Same,
281 V8.
The Denver and Rio Grande Western
Railroad Company, et al.

Same,

282 vS.
Guy A. Thompson, Trustee, Missouri
Pacific Railroad Company, Debtor.

[ ]
Mr. Justice REep delivered the opinion of the Court.

The petitioners in these five cases are the owners of claims
against the debtor, Denver & Rio Grande Western Railroad
Company, or against a secondary debtor, the Denver & Salt Lake
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Western Railroad Company. The respondents are the two debtors
just named, hereinafter sometimes referred to as the Denver,
and the Trustee of the Missouri Pacific Railroad Company, a
large owner of common stock of the principal debtor.

The debtors sought reorganization in the District Court of
the United States for the District of Colorado under Section 77
of the Bankruptcy Act,® on November 1, 1935. The Interstate
Commerce Commission approved the plan of reorganization under
consideration in this review on June 14, 1943.2 The District Court
approved the plan October 25, 1943.2 It was then submitted by
the Commission to the creditors of the classes deemed entitled
to vote for acceptance or rejection of the plan and a certificate
of the result filed in the District Court on July 15, 1944. All
classes of voting creditors approved the plan as required by
Section 77 except the holders of the Denver’s general mortgage
bonds.* On November 1, the District Court held the rejection of
the plan by the holders of the general mortgage was not reason-
ably justified® and thereafter confirmed the plan on November
29, 1944. Section 77 (e).

The plan provided for a reorganization as of January 1, 1943,
by the Denver by adjustment of its assets to its liabilities with
or without a consolidation with the Salt Lake and the Salt Lake
Western to form a system. As no ruling that we are asked or
required to make turns upon whether the reorganization is with
or without the suggested consolidation, we need not give further
consideration to possible differences. In either case, creditors
with secured claims against the reorganized roads or against their
property were left undisturbed or allocated new securities of the
new company, consisting of first mortgage and income bonds,
preferred and common stock, in lots, in face amount of the
secured claims except for the general mortgage issue, that the

111 T. 8. C. § 205.

2 The plan is printed in Denver & R. G. W. R. Co. Reorganization, 254
I. C. C. 349. See for former decisions of the Commission in this reorgani-
zation, 233 I. C. C. 515; 239 I. C. C. 583; 254 I. C. C. 5.

3 C. C. H. Bankruptey Law Service 54,562,

4 The Denver & Rio Grande Western Railroad Company is referred to
herein as the debtor or the Denver; The Denver & Salt Lake Western Rail-
road Company as Salt Lake Western; The Denver & Salt Lake Railway Com-
pany as the Salt Lake; The Rio Grande Junction Railway Company as the
Junction.

5In Re Denver & R. G. W. R. Co., 62 F. Supp. 384.
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Commission and Distriect Court determined, through adoption of
the plan, were fair and equitable in the light of the respective
priorities, liens and collateral of the various secured claims. All
of the securities were given a par value. Interest partly fixed
and interest partly contingent on earnings was used to gain play
in annual charges. The plan eliminated unsecured claims and
allocated common stock in face amount of ten per cent of their
claim to general mortgage bonds of the debtor. It was deter-
mined that the aggregate of the securities in the plan represented
the value of the properties for reorganization purposes and that
through prospective earnings there was adequate coverage for
the charges.®

6254 I. C. C. at 354 to 357.

Full details appear in the plan, note 2, supra, as well as explanation of
certain items in the following tables. The tables are printed to give the
reader a convenient summary of the plan. 254 I. C. C. 382-83.

CAPITALIZATION AND ANNUAL CHARGES.

On basis of consoli- Denver & Rio Grande
dation with Denver Western withowt
4 Salt Lake Denver & Salt Lake

Annual Annual
Charges Charges
Equipment-trust obligations.... $5,758, $139,989 $5,758. $139,98¢
Chase National Bank note..... 58,41 45,722 58,45¢ 45,722
R. F. C. claim 556,024
Denver & Salt Lake first-mort-

gage bonds, 4 percent interest 1,500,000
Denver & Salt Lake income

bonds, 3-1 percent interest.. 9,734,000

19,150,458 5 21,817,063

Principal Principal

New first-mortgage bonds, 3-1
percent interest 38,573,680 1,157,210 33,373,680 1,001,210

Total fixed interest { ‘ 1,694,941 55,190,743 1,742,945
Capital fund, maximum pay-
ment 750,000 750,000
Prior contingent interest, 1 per-
cent 498,318 348,978
Sinking fund for first-mortgage
bonds, one-half of 1 percent 200,489 182,323

New income bonds, 4% percent
Sinking fund for income bonds,
one-fourth of 1 percent....

Total debt, interest, payments to
funds 87,474,322 4,584,689 76,240,322
New b5-percent preferred stock,
par value $100 32,531,220 1,626,561 32,120,120
New common stock, par value
35,167,585

Total capitalization .... 155,173,127
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Respondents sought review in separate appeals from the order
of approval or the order of confirmation or both to the Circuit
Court of Appeals for the Tenth Circuit. That court reversed
the District Court on all appeals and remanded the reorganiza-
tion proceedings to the Interstate Commerce Commission for fur-
ther consideration with the statement, 150 F. 2d at 40,

‘“Nothing in the opinion shall prejudice or foreclose the
rights of the parties to propose a new plan or reorganization
or the power of the Commission to formulate, approve, and
certify a new plan of reorganization in the light of any rele-
vant facts presented to the Commission in any proceeding
under I1 U. S. C. See. 205(d).”’

DISTRIBUTION OF NEW SECURITIES PER $1,000 OF PRESENT
BONDS WITH ACCRUED INTEREST.
First- Pre-
mortgage  Income ferred Common
bonds bonds stock stoclk
Rio Grande Western first trusts
($15,190,000) $970.20  $349.80
Rio Grande Western consolidated’s
($15,080,000) 266.00
Junction firsts ($2,000,000) 51. 317.21
Denver & Rio Grande consolidated 4’s
($34,125,000)
Denver & Rio Grande consolidated 414 ’s
($6,382,000)
Refunding and improvement 5’s
($12,000,000)
Refunding and improvement 6’s
($2,000,000)
General 5’s ($29,808,000)

CLAIMS.
Claims as of Undisturbed
Jam. 1, 1943  or extended
Equipment obligations $5,758,000 $5,758,000
Rio Grande Western first-trust 4’s 20,050,800
Rio Grande Western consolidated 4’s 20,056,400
Rio Grande Junction first 5’s
Denver & Rio Grande consolidated 4’s
Denver & Rio Grande consolidated 414’s 8,823,115
Refunding and improvement 5’s 16,950,000
Refunding and improvement 6’s 2,990,000
General-mortgage 5’s 43,548,155
Chase National Bank note
R. R. Credit Corporation note; paid May 17, 1943
R. F. C. notes 13,900,605
Unsecured claims, approximate 440,000 no equity

Total, Denver & Rio Grande Western.... 183,161,366 7,916,458
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By this remand, the Commission was empowered to proceed anew
to consideration of the reorganization in all its phases, § 77(e),
including those steps previously taken and approved by the
opinion of the Court of Appeals.

That court approved the valuation of the debtor reached mainly
by the use of present and prospective earnings. It held that
the valuation adopted need not reflect necessarily the money
spent for improvements during the trusteeship for reorganiza-
tion. 150 F. 2d 34, 35. No argument is made against the sound-
ness of these conclusions which are fully supported by the West-
ern Pacific and Milwaukee cases.” The Circuit Court further
held that the Commission was justified in refusing to reopen the
hearings just before the entry of its order of June 14, 1943, ap-
proving the plan, to hear evidence of the then existing economie
conditions and the 1943 earnings of the debtor.®

The reversal came from the Circuit Court’s holding, contrary
to the Commission and the Distriet Court, that free cash in excess
of operating capital needs and unexpectedly large earnings from
war business after the date of the plan should be for the benefit
of the general bondholders. 150 F. 2d 85-38, That court further
held that decreases in debt by cash payments, with the conse-
quent reduction of securities that were required to be issued
under the plan to cover such debt claims, should inure to the
benefit of the same general bondholders. 150 F. 2d 38-39. The
Cireuit Court disagreed also with the treatment of certain col-

lateral deposited behind the first consolidated mortgage of the
Rio Grande Western Railway Company and secondarily behind
the generals of the debtor. This is the Utah Fuel stock issue
hereinafter discussed. These differences from the conclusjons of

the District Court led the Circuit Court to hold that the general
bondholders were ‘‘reasonably justified’’ in rejecting the "plan
and that the District Court was without authority to confirm
the plan over their veto. §77(e).

Petitioners sought a writ of certiorari to reverse these rulings
of the Circuit Court and, on account of the importance of the
issues in the administration of railroad reorganization under
Section 77, we granted their petition. — U. S. —.

7 Ecker v. Western Pac. R. Co., 318 U. 8. 448, 477-83; Group of Investors
v. Milwaukee R. Co., 318 U. 8. 523, 539-41.
8 See 318 U. 8. at 543,
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The briefs of all the parties here restate the questions pre-
sented in the petition for certiorari according to the emphasis
the particular party places upon points of controversy. After
a general consideration of the background of the plan, we shall
give attention to each of the Just stated disagreements between
the district and appellate court. This will cover the points under
review.

The basic problems of railroad reorganization under Section 77
of the Bankruptey Act have been S0 recently considered by this
Court in the Western Pacific and Milwaukee cases that only a
summary reference to their conclusions here pertinent need be
made now. No new enactments have changed the law since those
decisions on March 15, 1943. The complexities of the reorgani-
zation of a railroad with responsibility to the public and obliga-
tions to its security holders was recognized. The impossibility
without destruction of efficiency and values of reversing the pro-
cess of integration to restore the parts that now make up the
whole of a system of their original operational funection was
understood. The various bond issues with different and often
overlapping liens, with competing claims for allocation of earn-
ings pending reorganization, presented hard problems for legis-
lative solution. A fair, administratively practical and lasting
method was sought. By provisions for adjustment of creditors’
claims, Congress intended to avoid the delays, costs and sacrifices
of liquidation.? The :

igencies employed by Congress to accom-

9 Applicable provisions of $ 77,11 U. 8. C. § 205, are as follows
‘“(b) A plan of reorganization within the meaning of this section gener-
ally, or of any. class of them, secured or unsecured, either through the issu-
ance of new securities of any character or otherwise: (2) may include pro-
visions modifying or altering the rights of stockholders generally, or of any
class of them, either through the issuance of new securities of any character,
or otherwise; (3) may include, for the purpose of preserving such interests
of creditors and stockholders as are not otherwise provided for, provisions for
the issuance to any such creditor or stockholder of options or warrants to
receive, or to subseribe for, securities of the reorganized company in such
amounts and upon such terms and conditions as may be set forth in the plan;
(4) shall provide for fixed charges (including fixed interest on funded debt,
and rent for leased railroads) in such an amount that, after due considera-
tion of the probable prospective earnings of the property in light of its
earnings experience and all other relevant facts, there shall he adequate
coverage of such fixed charges by the probable earnings available for the
payment thereof;

‘“(d) The debtor, after a petition is filed as provided in subsection (a)
of this section, shall file a plan of reorganization within six months of the
entry of the order by the Jjudge approving the petition as properly filed,
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plish reorganizations under Section 77 were the Interstate Com-

merce Commission and the courts. The answer reached by Con-
gress was that the experience and judgment of the Commission
must be relied upon for final determinations of value and of
matters affecting the public interest, subject to judicial review
to assure compliance with Constitutional and statutory require-
ments. This was the interpretation of all members of” this Court
from the language of the act and the evidence of Congressional

After the filing of such a plan, the Commission, unless such plan shall
be considered by it to be prima facie impracticable, shall, after due notice
to all stockholders and creditors given in such manner as it shall determine,
hold public hearings, at which opportunity shall be given to any interested
party to be heard, and following which the Commission shall render a report
and order in which it shall approve a plan, which may be different from any
which has been proposed, that will in its opinion meet with the requiren
of subsections (b) and (e) of this section, and will be compatible with the
public interest; or it shall render a report and order in which it shall refuse
to approve any plan. In such report the Commission shall state fully the
reasons for its conclusions. ¥

‘“(e) Upon the certification of a plan by the Commission to the court,
the court shall give due notice to all parties in interest of the time within
which such parties may file with the court their objections to such plan, and
such parties shall file, within such time as may be fixed in said notice, de-
tailed and specific objections in writing to 'the plan and their claims for
equitable treatment. The judge shall, after notice in such manner as he
may determine to the debtor, its trustee or trustees, stockholders, creditors,
and the Commission, hear all parties in interest in support of, and in (H’[):y;i—
tion to, such objections to the plan and such claims for equitable treatment.
After such hearing, and without any hearing if no objections are filed, the
judge shall approve the plan if satisfied that: (1) It complies with the pro-
vigsions of subsection (b) of this section, is fair and equitable, affords due
recognition to the rights of each class of creditors and stockholders, does not
diseriminate unfairly in favor of any class of creditors or stockholders, and
will conform to the requirements of the law of the land regarding the par-
ticipation of the various classes of creditors and stockholders; . . .

¢ . ., . If the judge shall approve the plan, he shall file an opinion,
stating his conclusions and the reasons therefor, and enter an order to that
effect, and shall send a certified copy of such opinion and order to the
Commission. The plan shall then be submitted by the Commission to the
creditors of each class whose claims have been filed and allowed in accord-
ance with the requirements of subsection (e¢) of this section, and to the
stockholders of each class, and/or to the committees or other representatives
thereof, for acceptance or rejection, within such time as the Commission shall
specify, together with the report or reports of the Commission 'thereon or
such a summarization thereof as the Commission may approve, and the opinion
and order of the judge: Provided, That submission to any class of stock-
holders shall not be necessary if the Commission shall have found, and the
judge shall have affirmed the finding, (a) 'that at the time of the finding the
corporation is insolvent, or that at the time of the finding the equity of such
class of stockholders has no value, or that the plan provides for the payment
in cash to such class of stockholders of an amount not less than the value
of their equity, if any, . . . Provided further, That submission to any (-lu'\'s
of creditors shall not be necessary if the Commission shall have found, and
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purpose in the hearings, reports and discussion.® To the courts.
Congress confided the power to review the plan to determine
whether the Commission has followed the statutory mandates of
subsection (e), 318 U. S. at 477, and whether the Commission
had material evidence to support its conclusions. 318 U, S. at
477 ; concurring opinion at 512.

At this point, we restate our conclusion reached in the former
cases that the Congressional authority to the Commission to elimi-
nate valueless claims from participation in reorganization is a
valid exercise of the federal bankruptey power. Section 77 was
directed at the relief of debtor railroads. Seec. 73, 47 Stat. 1467.
Liquidation in depression periods meant that large portions of
debts, as well as stock interests in the properties would be irre-
trievably lost to their holders while reorganization on a capitali-
zation that estimated normal income would support meant the
salvage of sound values. We see no more constitutional impedi-

the judge shall have affirmed the finding, that the interests of such class of
creditors ‘will not be adversely and materially affected by the plan, or that
at the fime of the finding the interests of such class of creditors have no
value, or that the plan provides for the payment in eash to such class of
creditors of an amount not less than the value of their interests. . . . The
Commission shall certify to the judge the results of such submission.
““Upon receipt of such certification, the judge shall confirm the plan if
satisfied that it has been accepted by or on behalf of ereditors of each class
to which submission is required under this subsection holding more than two-
thirds in amount of the total of the allowed claims of such class which have
been reported in said submission as voting on said plan, and by or on behalf
of stockholders of each class to which submission is required under this sub-
section holding more than two-thirds of the stock of suech class which has
been reported in said submission as voting on said plan; and that such ae-
ceptances have not been made or procured by any means forbidden by law;
Provided, That, if the plan has not been so accepted by the ereditors and
stockholders, the judge may nevertheless confirm the plan if he is satisfied
and finds, after hearing, that it makes adequate provision for fair and equi-
table treatment for the interests or claims of those rejecting it; that such
rejéction is not reasonably justified in the licht of the resnective rights and
interests of those rejecting it and all the relevant facts; and that the plan
conforms to the requirements of eclauses (1) to (3), inclusive, of the first
aph of this subsection (e); . . .
it shall be neces ary to determine the value of anvy property for any
purpose under this section, the Commission shall determine such value and
certify the same to ‘the court in its report on the an. The value of any

11 be

will give due consideration to the earning power * the property, past

property used in railroad operation sh:
present, and prospective, and all other relevant fact . In determining such
value only such effect shall be given to the present cost of reproduction new
and less depreciation and original cost of the property, and the actunal in-
vestment therein, as may be required under the law of the land, in light of
its earning power and all other relevant facts.’’

10318 U. S. at 472, 473, 477: concurring opinion at 512; 318 U. S. at 545.
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ment to the elimination of claims against railroad debtors by
the Interstate Commerce Commission’s determination of values
with judicial review as to the sufficiency of the evidence and
compliance with statutory standards than we do to their elimina-
tion by an accepted bid in a depression market.! There is no
occasion here to reexamine further these recent holdings of this
Court in the Western Pacific and Milwaukee reorganizations.

In examining the contentions of petitioners as to the alleged
errors of the Circuit Court of Appeals, we must approach the
problems in accordance with our reviewing authority under Sec-
tion 77. That section embodies the method that Congress selected
in 19332 and improved in 1935!3 to put the railroad transporta-
tion system of the country in order to meet its debts and perform
its duties to the public after the hard yvears of the recent de-
pression. Our constructions of the chief provisions of the section
were handed down in March, 1943. Although the results of
reorganizations under the section, as thus construed, have been
criticized as unfortunate and changes have been suggested, no
different legislation has been enacted.’* Indeed a different method
for reorganization, enacted in 1939 and designed to meet the re-

quirements of railroads not in need of financial reorganization

11318 U. S. at 475-76; 318 U. S. at 536-309.

Compare Wright v. Union Central Ins. Co., 311 U. S. 273, 279; John Han-
cock Ins. Co. ». Bartels, 308 U. S. 180, 186.

12 47 Stat. 1474,

1349 Stat. 911. H. Rep. No. 1283, 74th Cong.. 1st Sess., p. 1; 8. Rep.
No. 1336, 74th Cong., 1st Sess., p. 1; Craven & Fuller, Amendments of
Railroad Bankruptey 1w, 49 Harv. L. Rev. 1254, See Ecker v. Western
Pacific R. Co., 318 U. S. at 470, et seq.

14 H, R. 5924, 79th Cong., 2d Sess.: Hearings on H. R. 4779, 79th Cong.,
st Sess., Serial No. 13; H. Rep. No. 1838, 79th Cong., 2d Sess., p. 3:

‘“Although all these laws were intended by Congress for the preservation
of our railroads and their ownership, the theory has appeared to prevail that
the capitalization of companies in section 77 proceedings should in all cases
be drastically reduced. That is what has been done consistently and per-
sistently. TUnder the past administration of seetion 77, as that statute was
interpreted and applied by the Interstate Commerce Commission and affirmed
by the Supreme Court, countless thousands of small stockholders already have
been wiped out, and their investments, which would now he of great value,
were uselessly destroyed. There are many more thousands upon thousands
of such stockholders whose investments are imminently threatened with a
like fate, unless Congress promptly enacts legislation to prevent such needless
loss. And that loss aggregating over $2,000,000,000—would be suffered
largely by a widely scattered class of citizens (many thousands of whom are
employees of these very railroads) who invested their legacies or their savings
in one of America’s greatest private enterprises, for education of their
children, the purchase of homes, or security in old age. It literally may be
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of the character provided by Section 77 but only of an oppor-
tunity for voluntary adjustments with their creditors, was al-
lowed to lapse on November 1, 1945.15 This situation leaves clear
the duty of the agencies of the Government entrusted with the
handling of reorganizations under Section 77, including this
Court, to administer its provisions according to their best under-
standing of the purposes of Congress as expressed in the words
of Section 77 read in the light of the contemporaneous discussion
in Congress. Changes in econcmic conditions cannot effect the
powers of the reorganization agencies even though they may
require a reexamination into the present fairness of the former
exercise of those powers.

The Denver and Rio Grande Western; the principal debtor, is

an important link in transcontinental tramsportation.'® The re-

said that these stocks were the favorite investments of widows and orphans
and of trustees.’’

S. Res. 192, 79th Cong., 5, 79th Cong., 2d Sess.;
S. 1253, 79th Cong., 2d Sess.; Hearings on S. 3, 79th Cong., 1st Sess.;
Voluntary Modification of Railroad Financial Structures; Hearings on S.
1253, 79th Cong., 2d Sess., Modification of Railroad Financial Structures,
Part 2; 8. Rep. No. 1170, 79th Cong., 2d Sess., pp. 1-2:

““The bill (S. 1253) enables railroad companies to adjust their financial
affairs quickly, economically, and on a business basis. The procedure it pro-
vides will reduce any disturbance of their affairs to a minimum, and will
provide the maximum of protection for both the railroads and their investors.

‘The existing law, section 77, was enacted in 1933, without hearings and
without consideration of any subcommittee or committee of the Senate. It
was enacted in the belief that it would help railroads to correct their finan-
cial affairs. It was found to do the opposite. It has placed in the hands of
Government officials extraordinary power, which they had not requested, over
25 percent of the country’s railroad mileage—a power which they have exer:
cised:

(1) to demolish every part of the financial and corporate structures of
those railroads;

(2) to plan in every respect the financial and corporate future of those
railroads;

(3) to pick men to control those railroads; and

(4) to decree the forfeiture of $2%4 billion of investments.

‘“The present bill put an end to every one of those powers and restores
the operation of railroads to their managements and the adjustment of their
finances to the companies themselves, with the assistance of their security-
holders, where necessary.’’

See A Critical Analysis of Recent Reorganization Decisions of the Supreme
Court of the United States, F. C. Nicodemus, Jr., Hearings on H. R. 4779,
subsequently H. R. 5924, 79th Cong., 1st Sess., p. 181.

15 52 Stat. 1134; 56 Stat. 787. A bill to extend this act to 1950, H. R.
3429, was passed by the House of Representatives on November 1, 1945, 20
Cong. Rec. 10434; H. Rep. No. 1128, 79th Cong., 1st Sess.

16 Tull details of the properties, the elements of rate making value, the
corporate history, the capital structure at the beginning of the reorganization
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cent availability to the debtor of the Moffett Tunnel and the
Dotsero Cut-off (1934) improve its strategic position in the com-
petition for ‘‘overhead’’ or ‘‘bridge traffic,’”’ that is, traffic that
is consigned from and destined to points beyond its lines. The
traffic originating on its lines is mixed in character and varies
with the general prosperity of the region.

The present Denver, the principal debtor; was organized in
1920. It succeeded the Denver & Rio Grande Railroad Company
of 1908 which had in its turn acquired the property of the Rio
Grande Western Railway Company, owning the western portion
of the present debtor’s lines, and of the Denver & Rio Grande
Railroad Company of 1886, owning the eastern portion of the
present debtor’s lines. A connection between the two portions,
Rio Grande Junction Railway, is under lease to the debtor who,
as lessee and a stockholder, guarantees the Junction bonds. Sub-
stantially all of the capital stocks of the Salt Liake and Salt Lake

proceedings, the traffic and earnings appear throughout the various reports
of the Commission, particularly the original report in 233 I. C. C. 515. The
location and extent of its properties are succinctly described by the Commis-
sion at page 518, as follows:

‘‘The Denver’s principal eastern termini are Denver and Pueblo, Colo.,
at each of which points connection is made with the Atchison, Topeka &
Santa Fe Railway and the Colorado & Southern Railway. At Denver con-
nection is also made with the Chicago, Burlington & Quincy Railroad, the
Chicago, Rock Island & Pacific Railway, and the Union Pacific Railroad; at
Pueblo, also with the Missouri Pacific Railroad, which is the Denver’s main
outlet to the east.

‘‘On the west the main line of the Denver passes through Salt Lake City
and terminates at Ogden, Utah. Connection is made with the Union Pacific
at each point; at Salt Lake City the Denver also connects with the Western
Pacific Railroad and at Ogden with the Southern Pacific. The interchange
with the Western Pacific is more important than that with any other western
connection.

‘‘The road owned by the Denver consists of 1,256.6 miles of main line
and 1,094.9 miles of branch lines. Operated under lease are the Rio Grande
Junction Railway . . . extending from Rifle to Grand Junection, Colo., 62.1
miles, the Goshen Valley Railroad, a branch line 8.8 miles in length, and the
Salt Lake Western, extending from Dotsero, on the Denver, to Orestod on
the Denver & Salt Lake Railway . . . 38.1 miles. Including these leased
lines, the Denver operates approximately 1,257 miles of main lines and 1,104
miles' of branch lines. Approximately 771 miles of narrow-gage lines are
included in the operated mileage.

‘“In addition to the above-mentioned mileages, the Denver operates over
the Salt Lake, between Denver and Orestod, 128.6 miles.: © This: lirie; together
with the Salt Lake Western, constitutes the Dotsero cut-off route. The Salt
Lake’s ownership embraces the line extending from Utah Junction, near
Denyer, to the western terminus at Craig, Colo., 220.2 miles. For its Denver
términal, the Salt Lake uses, under a lease, the facilities of the Northwestern
Terminal Railroad Company. The Salt Lake derives no revenues from the
through traffic moving over the cut-off, since all such traffic is handled by
the Denver.”’
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Western, and various other branch lines are owned by the
debtor.’” These corporate arrangements for the operations of
the debtor have resulted in the assumption or creation by the
debtor of the claims of the various issues, listed in note 6, supra.

Just after these reorganization proceedings began, December
31, 1935, the debtor’s report showed that its long-term debt was
$120,541,000, and its current liabilities $24,990,901.63. It had
current assets, including cash $1,257,943.43, of $5,966,666.93. At
the time the plan became éffective, December 31, 1942, the report
showed long-term debt of $130,264,826.65 and current liabilities
of $14,172,575.50, and in addition deferred liabilities, chiefly ma-
tured interest in default of $45,582,132.66. There were current
assets, including cash $10,850,149.96, of $20,983,652.54. As of
December 31, 1944, thesé items were: Long-term debt $129,358,-
337.79, current liabilities $20,539,637.83, and deferred liabili-
ties $55,310,151.80. The current assets were $32,665,501.33, in-
cluding $19,142,626.96 in cash.

During the period examined the income of the system available
for interest was found by the Commission at its lowest in 1936-
1938. After adjustment this was $2,893,255. 233 I. C. C. at 552.
In 1941 there was $5,019.436. 254 I. C. C. at 10. When the
present plan was approved by the Commission in June, 1943, the
1942 income available for interest was recognized but the con-
tinuance of such earning power was thought to be negatived by
any sound forecast.'® 254 I. C. C. at 356.

The Commission reached its determination of a sound capital
structure for the combined properties with these figures on earn-
ings before it. In addition, of course, the Commission had com-
plete statistical information to guide it from its Bureau of Valu-
ation and. its other sections dealing with traffic, rates, earnings,
interest, et cetera. The discussion by the Commission will be
found in its printed volumes listed in note 2. Proceeding nupon
the principle accepted in the Western Pacific and Milwaukee

cases,'” that capitalization based upon earnings is a permissible

17 See Denver & Salt Lake Western R. Co. Construction, 154 I. C. C, 51;
1761, C.F @.635; 233 I. C.'C. at 520.
18 The reports show the income available for interest as follows:
1942......$17,044,420.39
1943...... 11,573,667.94
8,157,880.25.
19318 U. S. at 482 and 483; 318 U. 8. at 539-541.
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method of valuation in reorganization, the Commission fixed $155,-
173,127 as the sound capitalization. This capitalization under
the terms of the issues, with provisions for a capital fund and:
the sinking funds, carries annual charges of $6,211,250 before
dividends on common. See note 6. The decision was unanimous
except for one Commissioner who considered the valuation too
high by ten per cent. 254 I. C. C. at 379. There can be no doubt
that as of June, 1943, there was ample evidence to justify the
valuation made by the Commission.

Allocation of Securities Within the framework of that valua-
tion, the Commission allotted the available securities to the claim-
ants. Securities, including the common stock, were given a face
value. The aggregate was too small to allow anything to former
stockholders.*® Thus they were eliminated from the reorganiza-
tion.*! TFor the holders of the General bonds, common stock was
available to the amount of ten per cent only of their claim.22 A
glance at the proposed distribution in note 6 will show that the
claimants did not receive all the new senior securities in the strict
order of their old priorities.

The value of a lien on a part of a railroad when the valuation
is made from earnings cannot be fixed solely on a mileage basis,
Nor is it practicable to issue new securities with a lien limited
to the property that was covered by the old lien. There must
be segregation of the system earnings to each existing lien and
allocation of securities representing the system value to each class
of claimants. This was done here as shown in the second table
in note 6.** Such a method is in full accord with the principle
that senior creditors are to retain their relative priority of posi-
tion in a reorganization. Group of Investors v. Milwaukee R. Co.,
318 U. S. at 561-64. Furthermore, junior claims can receive
nothing until the senior claims receive securities of a worth or
value equal to their indebtedness. 318 U. S. at 483; 318 U. S.
at 569. The Generals are definitely junior. 233 I. C. C. at 524.

The Commission did not make a finding that the cash value
of the securities awarded the senior claimants as of the effective

20 Ecker v. Western Pacific R. Corp., 318 U. S. at 475-76.

21233 I. C.. C. 578-81.

22254 1. C. C. at 359.

23 See
I. C. C. at 16 and 359-76.

for discussion of the formulae 233 I. C. C. at 581 et seq.; 254
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date of the plan equalled the face of the claims. It did, how-
ever, carefully state its reasons for concluding that the com-
pensation ‘‘flowing under the plan to the various classes of bond-
holders for the rights surrendered by them’’ was adequate in
the light of the absolute priority rule. 254 I. C. C. at 360. For
those classes, other than the Junior Generals, that received com-
mon stock, the Commission said that the possibility of ‘‘unlim-
ited dividends on common stock’’ was a factor in offsetting loss
of position.?* Thus it is clear that when the Commission made
its allocations it had definitely in mind that one thing that gave
the senior creditors compensation for the admission of junior
claimants to participation in securities before the seniors ob-
tained full cash payment was their chance to share in the wun-
limited dividends that might be earned and paid on the common
stock. It should be noted that income applicable to dividends
was at its highest in 1942 prior to the approval of the plan by
the Commission in June, 1943. Therefore the abnormal earnings
of 1942 were in the Commission’s contemplation when it spoke
of the opportunities for ‘‘unlimited dividends.’’

The improved physical condition of the road through expen-
ditures of the trustees for previously deferred maintenance, im-
provements and new equipment was before the Commission and
necessarily entered into their valuation of the property. 233
1E: (0 (0F 5Bl

There is another important factor, corollary to stock owner-
ship, to be noted in the Commission’s allocation of these securi-
ties. This factor is that the creditors who received common stock
to make them whole obtained with that common stock an interest
in all cash on hand or all cash that might be accumulated. Of
course, the Commission thoroughly understood this. In fact, it

24 Rio Grande Western consolidated, 254 I. C. C. at 365: ‘‘Loss in earn-
ings position and surrender of other rights, in our opinion, are offset by the
possibility of increased return permitted by the 4%-percent income honds,
o-percent convertible preferred stock, unlimited dividends on common stock,
and the other features of the plan.’’

Denver & Rio Grande consolidated, id. at 364: ¢‘This apparent change in
earnings position is offset by the new sinking fund and capital fund and by
the increased rate of return obtainable from the new securities, i. e., slightly
in excess of 4.5 percent for 64 percent of the claim and unlimited stock divi-
dends for the remainder.’’

Denver & Rio Grande Western refunding and improvement, id. at 366:
‘‘They also will receive whatever dividends may be paid on 97,706 shares of
common stock.’’
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referred to the ten million plus of cash on hand as of January
1, 1943. 254 I. C. C. . Cash, material and supplies, as well
as all other assets and all liabilities of the debtor were repre-
sented by the securities. If there is more cash on hand than
needed, for taxes, expenses and proper improvements, it is at
the disposal of the common stockholders. If money was used to
pay indebtedness, there would be a corresponding reduction in
the capital structure. Therefore, the plan provided, 254 1L, (O (0
at 386:

“The new company shall be deemed to have come into
possession of the properties as of the effective date of the
plan.

(93

: The capitalization of the new company, as of
January 1, 1943, after consummation of the plan . . . shall
consist substantially of the following securities, excluding
those to be pledged, the amounts stated being subject to re-
duction to the extent, if any, that matured interest proposed
to be funded in the plan is paid, and as equipment obliga-
tions or other liabilities arc paid or reduced . e

Cash and War Earnings. The Circuit Court of Appeals was of
the view that war earnings were of ‘‘very little value in estimat-
ing the probable future earnings of this property in the peace
economy which is to come’’ and that the Commission was well
within its right in disregarding them. 150 F. 2d at 34. This

was after the seventeen million earnings of the top year 1942.

The appellate court agreed, too, that excess current assets should

not be capitalized and that improvements made during the trus-

teeship for reorganization had been considered by the Commis-
gsion and District Court in fixing their valuation by past and
prospective earnings. 150 F. 2d at 35. The appellate court then
made the following ruling:
“The Senior Bondholders were paid in full. The received
all the new securities and most of the common stock. Ninety
per cent of the General Bondholders’ claims were wiped out.
They received only a small amount of common stock, ten per
cent of their total claim. Adeguate operating funds are
essential to the operation of a railroad. The Senior Bond-
holders were entitled to receive in addition to the full amount
of their claims, working capital sufficient for proper and
efficient operation of the railroad. But anything in excess
of what was reasonably necessary for this purpose consti-
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tuted assets of the insolvent corporation which belonged to
the remaining creditors.

““We think it is apparent from the record that there were
current assets on hand consisting of cash and securities in
excess of what was needed for the officient operation of the
road. As pointed out, the working capital of the debtor had
increased from a deficit of $9,727,230 as of December 31, 1935,
to a surplus of $12,125,863.50 as of December 31, 1944, While
these increased net earnings are due in large part to the war
and will not continue after the end of the war, and may there-
fore be disregarded in setting up the capitalized structure
based upon prospective earnings, we cannot disregard the fact
that these huge surpluses actually exist. Their existence is
an accomplished fact. It is also obvious that surpluses will
continue to pile up for a reasonable time yet to come. We
think any plan which fails to take this into account and which
gives the Senior Bondholders their claims in full by substan-
tially delivering the road to them, and gives them the surplus
cash actually on hand and further enables them to receive in
addition the excess war profits which are reasonably sure to
come, is inherently inequitable and unfair, so long as there
are classes of creditors whose claims are not fully satisfied.”’

In our judgment this holding is erroneous.

The effective date of the plan was fixed by the Commission as
January 1, 1943. This was in its power.2? The allocation of the
securities took into consideration the interest of the secured claims
to that date. Any gain or any loss after that time was a benefit
or an injury first to the common stockholders and then to security
holders in positions senior to them. Assuming that this Court, as
a .court with equity powers in a bankruptcy matter, might set
aside a plan, fair and equitable when adopted by the Commission,
on account of subsequent changes in economic conditions,?® it
ghould only be done when the changes are of the kind that were
hot envisaged by the Commission in its deliberations upon or
explanations of the plan.

We have pointed out in the section of this opinion dealing with
the allocations of the securities that a part of the compensation

to senior claimants for their loss of position was the opportunity

25 Keker v. Western Pacific R. Corp., 318 U. S. at 509.

Interest accrues on the secured claims until the effective date of the plan.
Group of Investors ». Milwaukee R. Co., 318 U. 8. at 546. Compare Ticonie
Bank v. Sprague, 303 U. 8. 406.

26 318 U. S. 506-509.
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to participate in war earnings. This was understood by the Dis-
triet Court?” and the Commission.28 Accumulations of cash be-
yond operating fund needs are in the same category. In dealing
with the problem the Commission noted that a five percent divi-
dend on the authorized common would require an income avail-
able for interest and dividends of $7,969,629. Even before the
transportation difficulties of 1946, it was obvious that the Com-
mission’s judgment was being confirmed by events. See note 18,

supra.*®

2762 F. Supp. at 390:

& he 5,000,000 or more the Trustees have expended in the Improvement
Program inures to the benefit of the ecommon stock. If the latter is worth
anything it is as much due to these expenditures as to any other factor.
This, with the inerease in current assets and wartime earnings which counsel
seem to helieve are permanent, constitute the only equity behind the pre-
ferred and common stock.’’

28 254 1. C. C. at 356.

29 Mankind’s foresight is limited. The uncertainties of future estimates
are recognized. It is not without interest to note, however, that on April 15,
1046, the railroads of the United States petitioned the Interstate Commerce
Commission for increased freioht rates and charges. This was said:

¢¢The situation of the railroads has now become critical and their need for
a substantially higher level of freight rates has become imperative. This is
the result of an extraordinary combination of war and postwar conditions
with which the railroads are confronted, and more particularly the result of
three factors of recent development: (1) the increase in wages of railroad
emnloyes of 16 cents per hour determined undeér the procedures of the Railway
Lahor Act in April, 1946, retroactive to January 1, 1946; (2) large increases,
both present and prospective, in the prices of railway materials and supplies;
and (3) a sharp decline in volume of railway traffic and an even greater
decline in railway revenue.

N

“‘The volume of freight and passenger traffic is falling continuously, and
it is anticipated that the downward rate will accelerate in the months to
come. The revenues will be reduced by reason both of the decline in volume
and a return to a more nearly normal composition of traffic. It is estimated
that the operating revenues of Class I railroads for 1946, on the basis of
the present rates, fares and charges, would be approximately $6,800,000,000,

)

or 23.5 per cent less than they were in 1945.

‘¢‘Freight and passenger traffic reached their peaks in 1944. But net rail-
way. operating income and net income began to diminish in 1943 on account
of rising costs of operation. In the face of increasing traffic through 1944,
both net railway operating income and net income moved steadily downward
after reaching their peak in 1942. With the cessation of hostilities in 1945
there began to be a decline also in gross revenues which is expected to
become more pronounced as the abnormal war conditions disappear, disabili-
ties of highway carriers and other agencies of transportation are removed,
and the prewar pattern of railway traffic is resumed.’’

The Denver apparently did not vary greatly from this overall picture.
Its net revenue for 1945 from railway operations dropped from $20,569,809
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The error of the Circuit Court in its holding set out above lies
in its assumption that the senior bondholders were paid in, full by
the securities allotted to them without also accepting the deter-
mination of the Commission that the assets represerted as of
January 1, 1943, and all subsequent earnings were a part also
of the common stock that was awarded the senior bondholders.

Decreases in Semior Debt. The plan provides for securities to
take the place of the Rio Grande Junction’s first 5’s in the face
amount of $2,758,333 and for the assumption by the reorganized
road of $5,758,000 equipment obligations. All of these securities
are senior to the generals. The Denver purchased the Junctions
and paid $1,218,000 -on the equipments. This reduced the neces-
sary capitalization by that aggregate sum. The Circuit Court of
Appeals was of the opinion that ‘‘The value behind these securi-
ties in no wise belonged to the Senior Bondholders, because they
had been paid in full.”” 150 F. 2d 39. This ruling, we conclude,
was erroneous for the same basic reason that we held the cash and
war earnings belong to the owners of the common stock.

We called attention, supra page —, to the authority granted
the Distriet Court to reduce the capitalization of the new company
as interest due on January 1, 1943, or equipment obligations or
other liabilities were paid.. The District Court acted on this
authority and said of the Junections, ‘‘They may be canceled or
they may be utilized under the plan in acquisition of new securi-
ties which will become an asset of the reorganized company. 62
F. Supp. at —. The Junction bondholders did not vote on the
plan. Under our determination that the creditors who received
common stock were compensated partly by the assets and future
earnings, it is obvious that the use of such assets to retire senior
claims is a part of the normal and expected value from holdings
of common stock. Of course, this section of the opinion is written
and must be read on the assumption that the allocations of common
stock are fair and equitable, a matter discussed later. j

Utah Fuel Company Stock. The Rio Grande Western Railroad
Co. in 1899 executed its First Consolidated Mortgage, an in-

to $14,246,504. TIts gross operating revenue, however, increased four and a
half million. The loss in net was due largely to increased amortization of
defense projects.

The monthly report of revenues and expenses by the Denver for January
and February of 1946 shows a decrease of operating revenues from $10,
856,764 to $8,932,983.
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denture to secure its issue of First Consolidated Bonds, maturing
April 1, 1949. Rio Grande Western reserved the right to issue
additional bonds under the indenture.

The Utah Fuel Company was organized in 1900, with a eapitali-
zation of 100,000 shares. ' In 1901 an agreement was entered into
by Rio Grande Western, the trustee under the First Consolidated
Mortgage, and the owner of the Utah Fuel stock. The contract
provided that the stock would be held by the trustee to secure
bonds issued under the First Consolidated Mortgage and that
Rio Grande Western would have the right at any time on paying
the trustee $6,000,000 in cash or delivering an equal face amount
in First Consolidated bonds to receive the Utah Fuel stock, free
of the mortgage lien. Subject to the lien, the stock was trans-
ferred to Rio Grande Western. $6,000,000 in additional First
Consolidateds were issued to the owner of the stock.

In 1908, the Denver & Rio Grande Railroad Company was or-
ganized and acquired the property of Rio Grande Western, as-
suming the obligation of its first consolidated mortgage bonds
of 1899. The equity of redemption of Denver & Rio Grande
Railroad Co. in the Utah Fuel stock was sold in 1918 under
execution and transferred to the Western Pacific Railroad Cor-
poration.

In 1924 under an agreement among the Denver & Rio Grande
Western Railroad Company, the Western Pacific Railroad Corp.,
Missouri Pacific Railroad Co. and T. S. Alexander, who by the
agreement became trustee of the equity of redemption in ‘the
Utah Fuel stock, Western Pacific transferred to T. S. Alexander,
Trustee, subject to the pledge under the Consolidated Mortgage
its Utah Fuel stock and the debtor transferred to said trustee
whatever interest it had in the stock, through certain releases,
not here important.

The agreement first provided that the ultimate beneficial in-
terest in the Utah Fuel stock so held was vested one-half in
Missouri Pacific and one-half in Western Pacific. Except for
certain contingencies not here important, it was provided that
the trustee under the 1924 agreement would pay all dividends
received by him from the trustee under the Consolidated Mortgage
on Utah Fuel stock to the debtor so long as any of the General
or Refunding bonds were outstanding.
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The agreement further provided that if the General Mortgage
or the Refunding or other mortgage of the debtor were fore-
closed, the trustee would sell their interest in the Utah Fuel stock
subject to the Consolidated Mortgage, if outstanding, and apply
the proceeds to the payment of the bonds secured by the equity
of redemption in the stock dividing any surplus between Western
Pacific and Missouri Pacific.

The General Mortgage and Refunding bonds created in the.

1924 reorganization were thus given a lien on the Utah Fuel
stock, junior to the lien of the Denver & Rio Grande First Con-
solidated Mortgage.

Under the plan approved by the Commission and the District
Court, the First Consolidated bonds were allotted 20% of their
claim in new income bonds, 73% in preferred stock, and 7%
in common stock. The plan further provided that:

‘“The trustee under the Rio Grande Western Railway Com-
pany consolidated mortgage shall be permitted to obtain the
release of the equities in the stock of the Utah Fuel Com-
pany and distribute the stock among the holders of the afore-
said bonds in any manner agreeable to them, or to enforce
its rights as pledgee of the stock of the Utah Fuel Company,
the proceeds recovered to be distributed to the holders of
the bonds.”’

The Commission took the position that this and the other features
of the treatment of the First Consolidated bonds were justified
as compensation for ‘‘loss of earnings position and surrender of
their rights’’3® under the plan. )

The Commission made no definite finding with respect to the
value of the Fuel Company stock. The Commission had before
it evidence through 1936 with respect to the value of the stock
as well as an appraisal of the value of the Fuel-Company made
for the trustee of the First Consolidated Mortgage, which indi-
cated a value of $4,653,720. The only dividend paid to the
debtor by Utah Fuel under the 1924 agreement . was in 1934 and
amounted to $250,000; the debtor in applying its formula for
allocation of earnings by mortgage districts credited the Con-
solidated Mortgage with an income of $83,333 per annum based
on that dividend payment allocated over the three-year period,
1932 to 1934. The status of the stock was considered by the

80 See note 24.

J

il
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Commission in its original report and its several supplemental
reports, and its proposals with respect to the stock remained un-
changed.

In proceedings before the District Court in 1943 on objections
to the plan, it was revealed that the Fuel Company’s net income
for 1942 was $415,000 and for the first seven months of 1943,
$535,869.81 The company has no funded debt.

Before the Circuit Court the respondents contended that the
holders of the First Consolidated bonds should be compelled
eifher to foreclose this collateral, applying the proceeds to their
claim, or credit their claim with the value of the collateral and
be allowed new securities only for the balance. The Circuit
Court disapproved the treatment of the General bondholders °
with respect to the Fuel Company stock pointing to the fact
that the Commission had permitted ‘‘doubts and uncertainties’’
to remain with respect to the value of the collateral, and that
there was a danger that if the collateral had substantial value,
the First Consolidated bondholders might receive more than full
payment.

The facts set out above fully support the conclusion of the
Commission that the ‘‘title to the stock is vested in the Missouri
Pacific and Western Pacific.”” Whatever rights the debtor may
have retained after the sale of the stock on execution in 1918 were
roleased to the trustee and the two railroads in 1924. We have
then a situation in which the holders of the ultimate beneficial
interest in stock which had been pledged previously under a
mortgage have permitted that interest to be encumbered by a
third person, namely the debtor, as security for its General and
Refunding bonds. The rule is settled in bankruptey proceed-
ings that a creditor secured by the property of others need not
deduct the value of ‘that collateral or its proceeds in proving his
debt. Ivanhoe Bldg. & Loan Asso. v. Orr, 295 U. S. 243. We
see no reason why the same should not be true under §77. See
New York Trust Co. v. Palmer, 101 F. 2d 1, 3. Therefore the
First Consolidated Morteage bonds were properly permitted to
prove the full amount of their debt.

Respondents, however, object that the plan gives the First Con-

solidated bondholders all the Utah Fuel stock or its proceeds in

81 According to Moody’s Manual [Resp. br. & 1ofe] the net income of the
Fuel Company for 1943 was $865,140, 1944 $0603,¢ }1, and earned surplus at
the end of the latter year $4,862,980.
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addition to securities the face value of which amounts to one
hundred per cent of their claims.: It is thus contended that the
plan deprives them of their junior interest in the stock without
a determination of the value of that stock, or a finding of the
extent to which the Consolidated bondholders have been paid
by the new securities to be given them. We do not so read the
plan. The plan provides merely that the trustee of the Consoli-
dated Mortgage ‘‘shall be permitted to obtain the release of the
equities in the stock of the Utah Fuel Company’’ and distribute
the stock or its proceeds to the holders of the bonds. This state-
ment contains at least two requirements to be met before the
Consolidated bonds obtain anything from the collateral. The
first is that the trustee of the First Consolidated Mortgage be
in existence. Even after the plan goes into operation and the
old securities are surrendered for cancellation there is no require-
ment that the trusts terminate sinece they will continue to hold
property other than that of the debtor. §77(f) does not so re-
quire. Hence whatever action the trustees take may be com-
menced prior to or after the execution of the plan. This will
permit the respondent, trustee under the General Mortgage,
which would continue in existence for the purpose, to take the
necessary steps to safeguard its rights in the collateral on behalf
of the Generals.??

The second requirement, which is explicit in the plan, is that
the trustee obtain the release of the equities in the stock. The
predominant, if not the only existing equity i the sllml;"ﬁ/ﬂfﬁ’
of respondent trustee of the Generals. The Generals 1{5\'6 an Y
absolute right under the terms of the 1901 pledge and the 1924
agreement to all the proceeds of the stock over $6,000,000 and a \*
right also to any part of the proceeds not needed to make the
First Consolidated bonds whole. Petitioners concede in their
brief here that enforcement of the pledge ‘‘can be brought‘ about
only through judicial proceedings.”” They correctly point out
that in such proceedings full protection can be given to all those
who have any junior interest in the stock. Respondents’ fear

that the General bondholders and the mortgage trustee will not

-

32 Obviously, the Fuel stock or its proceeds could be distributed to record
holders of the old securities as of the date or dates of distribution of the
new securities.
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be in existence and so unable to protect themselves has been
above demonstrated to be without foundation in fact.
The result is that this aspect of the plan did not in any way
change or affect existing rights in the collateral. The respondents
may show in the judicial proceedings which must be brought by
the trustee of the First Consolidated Mortgage that the First
Consolidated bonds have been fully paid by the securities awarded
them under the plan, if such be the fact, or the respondent, trus-
tee of the General, may itself bring a proceeding against the
trustee of the First Consolidated mortgage for a determination Lty I
of the rights of the Generals. Petitioners concede, as they nlust{f;y_ v
that they are not entitled to more than fﬁ'll_f)'a;lﬁent and that
they are under a duty to account to the respondents for any sur-
plus remaining after they have been made whole, 38
The treatment of the Utah Fuel stock in the plan is fully con-
sistent with the Commission’s disposition of certain collateral
pledged with the Reconstruction Finance Corporation and the
Railroad Credit Corporation by parties other than the debtor to
secure notes of the debtor in the Western Pacific case. Western
Hac: R, Co, Rcorgam'z_'az‘fon, 233 I. C. C. 409, 432. The Commis-

sion permitted fthe ]T(dzn} to retain the collateral and this Court
approved that action, saying, ‘‘This collateral, other than the
refunding bonds, was therefore left with the pledgees with its
position unaffected by any direct action of the Commission,’’
Ecker v. Western Pacific R. Corp., supra, at 506,

83 There is a certain illogic in the position of First Consolidated bonds in
asserting any rights in the collateral at all. TIf, gag they concede and we
now hold, they are entitled to be paid in full in new securities without re-
gard to the collateral, it must be assumed that they have been fully paid
by the new securities given them since they do not complain of their treat-
ment under the plan. Since they are entitled only to full payment it would
seem to follow that they have no rights against the collateral. We should
not be taken as deciding this question, however, since we leave it to an inde-
pendent suit in which there is Jjurisdiction over the Proper parties.




278—282
L.

11 B.F.C.etal.vs.D.& R.G. W.R. R.Co., et al. 11

cent availability to the debtor of the Moffett Tunnel and the
Dotsero Cut-off (1934) improve its strategic position in the com-
petition for ‘‘overhead’’ or ‘‘bridge traffic,’’ that is, traffic that
is consigned from and destined to points beyond its lines. The
traffic originating on its lines is mixed in character and varies
with the general prosperity of the region.

The present Denver, the principal debtor, was organized in
1920. It succeeded the Denver & Rio Grande Railroad Company
of 1908 which had in its turn acquired the property of the Rio
Grande: Western Railway Company, owning the western portion
of the present debtor’s lines, and of the Denver & Rio Grande
Railroad Company of 1886, owning the eastern portion of the
present debtor’s lines. A conmnection between the two portions,
Rio Grande Junction Railway, is under lease to the debtor who,
as lessee and a stockholder, guarantees the Junction bonds. Sub-
stantially all of the capital stocks of the Salt Lake and Salt Lake

proceedings, the traffic and earnings appear throughout the various reports
of the Commission, particularly the original report in 233 I. C. C. 515. The
location and extent of its properties are succinetly deseribed by the Commis-
sion at page 518, as follows:

‘“The Denver’s principal eastern termini are Denver and Pueblo, Colo.,
at each of which points connection is made with the Atchison, Topeka &
Santa Fe Railway and the Colorado & Southern Railway. At Denver con-

ion is also made with the Chicago, Burlington & Quinecy Railroad, the
Chicago, Rock Island & Pacific Railway, and the Union Pacific Railroad; at
Pueblo, also with the Missouri Pacific Railroad, which is the Denver’s main
outlet to the east.

*‘On the west the main line of the Denver passes through Salt Lake City
and terminates at Ogden, Utah. Connection is made with the Union Pacific
at each point; at Salt Lake City the Denver also connects with the Western
Pacific Railroad and at Ogden with the Southern Pacific. The interchange
with the Western Pacific is more important than that with any other western
connection,

‘“The road owned by the Denver consists of 1,256.6 miles of main line
and 1,094.9 miles of branch lines. Operated under lease are the Rio Grande
Junction Railway . . . extending from Rifle to Grand Junction, Colo., 62.1
miles, the Goshen Valley Railroad, a branch line 8.8 miles in lengtth, and the
Salt Lake Western, extending from Dotsero, on the Denver, to Orestod on
the Denver & Salt Lake Railway . . . 38.1 miles. Including these leased
lines, the Denver operates approximately 1,257 miles of main lines and 1,104
miles of branch lines. Approximately 771 miles of narrow gage lines are
included in the operated mileage.

‘‘In addition to the above-mentioned mileages, the Denver operates over
the Salt Lake, between Denver and Orestod, 128.6 miles. This line, together
with the Salt Lake Western, constitutes the Dotsero cut-off route. The Salt
Lake’s ownership embraces the line extending from Utah Junction, mear
Denver, to the western terminus at C Colo., 220.2 miles. For its Denver
terminal, the Salt Lake uses, under a lease, the facilities of the Northwestern
Terminal Railroad Company., The Salt Lake derives no revenues from the
through traffic moving over the cut-off, since all such trafic is handled by
the Denver:’’
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Western, and various other branch lines are owned by the
debtor.)” These corporate arrangements for the operations of
the debtor have resulted in the assumption or creation by the
debtor of the claims of the various issues, listed in note 6, supra.

Just after these reorganization proceedings began, December
31, 1935, the debtor’s report showed that its long-term debt was
$120.541,000, and its current liabilities $24.990.901.63. It had
current assets, including cash $1,257,943.43, of $5,966,666.93. At
the time the plan became effective, December 31, 1942, the report
showed long-term debt of $130,264,826.65 and current liabilities
of $14,172,575.50, and in addition deferred liabilities, chiefly ma-
tured interest in default of $45,582,132.66. There were current
assets, including cash $10,850,149.96, -of $20,983,65 s Al of
December 31, 1944, these items were: Long-term debt $129,358,-

a(

79, current liabilities $20,539,637.83, and deferred liabili-

,310,151.80. The current assets were $32,665,501.33, in-
cluding $19,142,626.96 in cash.

The income of the system available for interest during the
its lowest in 1936-1938.
After adjustment this was $2,893,255. 233 I. C. C. at 552. In
1941 there was $5,019.436. 254 I. C. C, at 10. When the: present

plan was approved by the Commission in June, 1943, the 1942

period was found by the Commiss

income available for interest was recognized but the continuance
of such earning power was thought to be negatived by any sound
forecast.’® 254 I. C. C. at 356.

The Commission reached its determination of a sound capital
structure for the combined properties with these ficures on earn-
ings before it. In addition, of course, the Commission had com-
plete statistical information to guide it from its Bureau of Valu-
ation and its other sections dealing with traffic, rates, interest,
et cetera. The discussion by the Commission will be found in
its printed volumes listed in note 2. Proceeding upon the prin-
ciple accepted in the Western Pacific and Milwaukee cases,'® that

capitalization based upon earrings is a permissible method of

17 See Denver 3 sake Western R. Co. Construction, 154 I. C. C. 51;
176 I. C. C. & ) )

18 The reports show the income available for interest as follows:




