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S E C U R I T I E S  A N D  E X C H A N G E  C O M M I S S I O N  

REPORT ON THE STUDY AND INVESTIGATION OF THE WORK, 
ACTIVITIES, PERSONNEL, AND FUNCTIONS OF PROTECTIVE AND 

"REORGANIZATION COMMITTEES 

PROTECTIVE COMMITTEES AND AGENCIES FOR HOLDERS OF 
DEFAULTED FOREIGN GOVERNMENTAL BONDS 

S E C T I O N  I 

I N T R O D U C T I O N  

This  Commission,  as p a r t  of its igeneral s tudy  and  invest igat ion 
of  protect ive a n d r e o r g a n i z a t i o n  committees, p u r s u a n t  to Section 211 
of the Securi t ies  Exchange  Act  of 1934~ has invest igated the work, 
activities, personnel,  and '  funct ions  of protective committees and other 
agencies for holders of defaul ted foreign g o v e r n m e n t a l  bonds. 

I t  was not  feasible, in view Of the large number  of issues in  defaul t ,  
to s tudy ei ther  all defaul ts  or a l l  protective committees or agencies 
in  this  field. There fo re  the Commission .selected for examina t i on  
s i tuat ions  and  protedtive committees or agencies which represented 
typical  methods and  practices employed. There  were invest igated 
and examined at  publ ic  hearhlgs  the activities of three committees for 
holders of bonds of the Republ ic  of Chile, thrde committees for  
holders of bonds of the Republ ic  of Colombia, two committees for 
holders of bonds of the Republic  of Cuba, two committees for holclers 
o f  bonds of the Republ ic  of E1 Salvador,  and three committees for  
holders of' bonds of the Republ ic  of Peru.  The  Commission like- 
wise examined and  held hear ings  on cer ta in  ~spects of the readjust-  
m e n t  of the issues o f  the Republ ic  of Brazi] and  of the proposed 
read jus tmen t  of the dol la r  bonds of the Republ ic  of Guatemala.  
Hea r ings  also were held, af ter  invest igat ions,  wi th  respect to the Fo r -  
e ign Bondholders  Proteet i*e Council ,  In t . ,  the Amer ican  Council  of 
Fore ign  Bondholders ,  Inc . ,  and the L a t i n A m e r i c a n  Bondholders  As- 
sociation, Inc.,  al l  incorporated agencies which have as their  object or 
among  their  corporate purposes the protect ion of the holders of  de- 

(1) 



2 

faulted foreign securities. In addition, the Commission examined 
and held a hearing with respect to the Institute "of International 
Finance, a statistical and advisory agency in the field of foreign bond 
investment. ~ Furthermore, this Commission in the preparation of 
this report utilized to some extent the reports and records of investi- 
gations of committees of the United States Senate in this field and 
other source material dealing with this subject. 

This report deals with obligations issued directly by or guaranteed 
by foreign governments and soldby American bankers to the Ameri- 
can public. I t  treats the issues of sovereign govermnents and thei-r 
political subdivisions , such as states, provinces, departments, and 
municipalities, but hot the obligations of foreign private corpora- 
tions 2 unless sucli issues were governmentally guaranteed. The 
issues of private foreign corporations were widely sold in this coun- 
try. Their reorganization, however, unless default was caused by 
some act of the foreign government such as the establishment of an 
embargo or of restrictions on foreign exchange, more closely resem- 
bles the reorganization of domestic corporate issues than of foreign 
governmental issues. If.  governmental intervention makes impossi- 
ble.the servicing b y  a foreign private corporation of its external 
bonds, a situation of frequent occurrence during the past few years, 
the readjustment process will necessarily involve the government. 
In such a case the process may involve use of many of the techniques 
described in this part of the report. In fact, as will be developed 
later, the Foreign Bondholders Protective Council, Inc., although not 
including foreign private corporations Within the sphere of its activi- 
ties, does concern itself with such issues if default is caused primarily 
by govermnental action, s 

Aside from the the public sale of foreign bonds in this country, 
there have been~ of course, Substantial American investments of other 
kinds in foreign countries. Since these investments directly or in- 
directly affect the defense of the foreign bondholders' rights, we have 
included a discussion of certain of their aspects in this report. 
Thus, for example, we have included a discussion of short term cred- 
its arising from advances to reinforce a distressed public treasury, 
to finance public improvements, or for other purposes, with or with- 
out the expectation of a later conversion into a long term bond issue. 

1 T h e  o r g a n i z a t i o n " a n d  a c t i v i t i e s . o f  t he  ] n s U t u t e  o f  I n t e r n a t i o n a l  F inanCe a re  descr ibed I 
.it. Appendix  F to t h i s  report .  " * 

2 T h i s  C o m m i s s i o n  i n v e s t i g a t e d  and  h e i d a  h e a r i n g  on the  p r o t e c t i v e  commi t t e e s  a c t i n g  
for  t he  secured  d e b e n t u r e s . o f  K r e u g e r  & T o l l  A n ,  u p r i v a t e . S w e d i s h  co rpora t ion ,  a n d  h a s  
r e f e r r e d  f r o m  t i m e  to t i m e  in o t h e r  p a r t s  of th i s  r epo r t  to  t he se  commi t t ees .  

a See taJra note '2O4,  sec. I I .  ' 

These credits have their claims on the debtor's treasury and on its 
supply of foreign exchange, and thus of necessity are in competition 
With the claims of the bondholders. 

A. PROPERTY INTEREST AT STAKE 

Prior to the World War American foreign investments were rela- 
tively small in amount~ and, as a consequence, their effect upon the 
country as a whole was not significant. There were then, as now, 
direct investments in plantations, mines, oil concessions, and other- 
wise. Foreign bonds were held in not unsubstantial amounts, 4 but 
these investments were comparatively few in number and the public 
which purchased them was small in comparison to the army of for- 
eign bond buyers recruited at later periods. Upon default the 
bondholders' plight, though serious to the individual, was not a prob- 
lem of national magnitude. In contrast, after the ownership of for- 
eign securities became widely dispersed throughout the country in 
the 1990's and defaults ~ in the early 1930's assumed alarming pro- 
portions, the Pr0b]ems created necessarily affected the economy of 
the entire nation.'..• 

During the period of 1914--1919 the amount of foreign lending by 
American private interests was substantial in comparison with pre- 

' The  f lo ta t ion of f o r e i g n  secur i t i e s  (both g o v e r n m e n t a l  and  co rpo ra t e )  in  the  A m e r i c a n  
m a r k e t  pr ior  to the  World  W a r  has been descr ibed by the  U. S. D e p a r t m e n t  of  Commerce  
as  fol lows : 

" P r i o r  to 1896 the re  were  p rac t i ca l ly  no public  offer ings  of  . f o r e ign  secur i t i e s  on 
A m e r i c a n  m a r k e t s ,  i T h a t  t h e r e  we re~occas iona l  issues,  however ,  for  C a n a d a  a n d  L a t i n  
Amer ica ,  is h igh ly  probable.  * * * 

" A t  the: close of  the  n ine t een th  cen tu ry  i * * * the re  w e r e  s igns  of  a growing 
i n t e r e s t  among  inves to r s  in fore ign  securi t ies .  In  1899, five l s sues - -$34 ,280 ,000  p a r  value,  
$20,500,000 for  Mexico and  $13.780,000 for  C a n a d a - - w e r e  publ ic ly  offered to A m e r i c a n  
i n v e s t o r s  [ c i t l ng  f igures  f r o m  a n  unpubl ished  compi la t ion  f u r n i s h e d  by P a u l  D. D i c k e n s ] ,  
and  two A m e r i c a n  in su rance  companies  took up a la rge  p a r t  of  the  4 percent  bond i ssues  
of some  Swiss  cities~ [ c i t i ng  C.  K. Hobson, .  The  Expor t  of  Capi ta l ,  London,  1911, p. 153] .  

• "Accord lng  to the  unpubl i shed  p r i v a t e  compi la t ion  of fore ign  secur i ty  offer ings  in t he  
Uni ted  S t a t e s  f rom 1900 to 1913 by Pau l  D. Dickens,  Jus t  ci ted,  247 fo re ign  i ssues  were  
publicly floated in : th i s  coun t ry  in the  14 "years covered w i t h  an  a g g r e g a t e  p a r  va lue  in  
round n u m b e r s  of $1.087,000,000. The  a m o u n t s  offered va r ied  widely  f rom y e a r  to y e a r  
and  r a n g e d  f rom $19,125,000 in 1910 to $175.170,000 in .  1905. In  only th ree  yearS---  
1903, 1906. and  1 9 1 0 - - w e r e  they  less t h a n  in 1914 L a t i n  A m e r i c a n  secur i t ies ,  especial ly 
those  of  Mexico ~nd Cuba, w e r e  the  m o s t  c o m m o n l y  u n d e r w r i t t e n ;  t h e i r  to t a l  w a s  
$374,054,000. Far~,ens tern  secur i t ies ,  w i t h  those  of  J a p a n  p redomina t ing , ,  were  second 
w i t h  a t o t s l  va lue  of  $310,350,000. European  . f inancing,  s t r a n g e l y  enough,  came  th i rd  
w i t h  $227,950.000;  a n d '  C a n a d a  w a s  las t  w i t h  $174;663,000."  U. S. D e p a r t m e n t  of  
Commerce '  Handbook  of  A m e r i c a n  U n d e r w r i t i n g  of  Fo re ign  Secur i t i e s  T r a d e  P r o m o t i o n  
Series .  No. 104 (1930) ,  a t  9-10.  • 

S 'Defaul t s  o n ' f o r e i g n  g o v e r n m e n t a l  loans  pr ior  to  1920 occnr red  w i t h  respec t  to  the 
obl iga t ions  of  Mexico (1914) and  R u s s i a  (1919) .  Fore ign  Bondholders  P r o t e c t i v e  Council, 

Inc., A n n u a l  'Re po r t  i935,  a t  248 /  261. China  in 1921 defau l ted  on i t s  t r e a s u r y  no tes  
i ssued 2 y e a r s  ear l ier .  Id., a t  191. . 

The  f i rs t  d e f a u l t s  a f t e r  the  m a r k e t  c rash  o f  1929 occurred w i t h  respee t  to  t h e  bonds 
of L a t i n  A m e r i c a n  count r ies .  Bol iv ia  de fau l ted  on ' . J an .  1, 1981. to be shor t ly  rfOllowed " 
by P e r u  which  f i rs t  de fau l ted  on Apr.  1, 1931. Chile and  o ther  L a t i n  Amer i can  count r ies  
also d e f a u l t e d  in 1931. T h e  f i r s t  Eu ropean  defaul t ,  t h a t  by H u n g a r y ,  ' occur red  on 
Jan .  1, 1932. Madden,  Nadler ,  and  Sauva in ,  A m e r i c a ' s  Exper ience  as  a Cred i to r  Na t ion  
(1937) ,  a t  111-121.  



war years, a The year 1920, however, marked the beginning of a 
period during which American private capital, in the form of 
foreign loans, flowed abroad at an accelerating rate. r The Ameri- 
can bankers found a ready sale for foreign bonds in a. ma.rket which 
for a time apparently had no saturation point. 

I t  has been stated that the total alnount of dollar issues~ including 
those of foreign corporations as well as of governmental entities, 
during the years 1920-1931, inclusive, reached the total of $9,363,- 
519,600 (fac e or nominal amount), s By yirtue of sinking fund 
retirements and redemptions at or before maturity this amount had 
been reduced to $7,489,992,000, the sum reported outstanding as of 
December 31, 193~. s This large figure cannot, however, be taken 
as indicating the present interest of the United States in foreig n bond 
investments. There are several deductions that have to be made: 1° 

6 The  fo l lowing  ' table r ep r in t ed  f rom A m e r i c a n  U n d e r w r i t i n g  of Fo re ign  Secur i t i es  In 
1931, T r a d e  I n f o r m a t i o n  Bull. No. 802, publ ished by the  U. S. D e p a r t m e n t  of Commerce ,  
l is ts  the  fo r e ign  cap i t a l  lsues~ both g o v e r n m e n t a l  and  corpora te , ,  public!y offered in the  
U n i t e d  S t a t e s  f r o m  1914 t h rough  1931. 

Number  "Total Es t imated  Es t ima ted  
o[ nominal  refunding to haw  nominal 

Period issues capital .4 m, cricahs capital 
1914 . . . . . . . . . . . .  , _ _ _  26 $44,670.  288 $655, O00 $44, 015 288 
1915_~ . . . . . . . . . . . . . .  80 817, 529, 272 13, 675 0O0 803 854 :272  
1916 . . . . . . . . . . . . . . . .  102 1 ,159.  601 ,264  5, 700:0O0 1 , 1 5 5 :  901. 264 
1917 . . . . . . . . . . . . . . . .  65 720, 297, 150 37. 650, 000 682 647, 150 
1918 . . . . . . . . . . . . . . . .  2.~ 23. 465, 000 20: 865, 000 

771. 044, 700 391,787.  400 
2, 600 O0O 

1919 . . . . . . . . . . . . . . . .  65 379. 257~ 300 
1920_ . . . . . . . . . .  _ . . . .  104 602. 937. 986 105,500~ 0O0 497 437 986 
1921 . . . . . . . . . . . . . . . .  116 692, 412, 963 69,' 105. 083 6231 307 :880  
1922 . . . . . . . . . . . . . . . .  152 863, 048, 284 99. 421 ,300  763, 626, 984 
1923 . . . . . . . . . . . . . . . .  76 497, 597, 350 77, 000, 000 420, 597 350 
1924 . . . . . . . . . . . . . . . .  120 1 217 ,217  937 247 993 .500  969 ,2241437  
1925 . . . . . . . . . . . . . . . .  164 1: 316. 1661 150 2391700, 000 1 ,076 ,  466, 150 
1926 . . . . . . . . . . . . . . . .  2.'-~0 1 288, 459, 182 162,.978, 000 1, 125, 481, 182 
1927 . . . . . . . . . . . . . . . .  265 1'  577 414 260 240, 654 000 1, 336, 760, 260 
1928 . . . . . . . . . . . . . . . .  221 1', 489', 3611 680 238. 410 :413  1, 250, 951. 267 
1929 . . . . . . . . . . . . . . . .  148 705, 767 ,681  34 ,536 ,  875 671, 230, 806  
1 9 3 0 .  • 121 • 1 ,087~560,  214 182 ,  227, 00O • 905, 333, 214 

1931 . . . . . . . . . . . . . . . .  41 285,199,  500 56, 365, 00O 228, 834 ,500  

T h e  y e a r  1931 m a r k e d  the  end of th i s  e r a  of  fore ign  long t e r m  lending.  Madden,  
op. eft. supra note  5, a t  68. 

VThe table  of  fo re ign  capi ta l  i ssues  1914-1931 supra note  6, shows  a s t eady  y e a r l y  in- 
c r ea se  in the  a m o u n t  of the  Issues  a f t e r  1920 wi th  the  except ion of t he  y e a r s  1923 and  
1926, u n t i l  the  peak  5"ear of  1927 was  reached.  The 2 succeeding  yea r s  showed reduc- 

t ions .  The re  w a s  a spu r t  in 1930 to be followed by a prec ip i tous  decl ine  .in 1931. 
a Madden ,  op. c4t. supra note  5, a t  70. Fo re ign  Bondholders  P r o t ec t i ve  Council,  Inc.,  

A n n u a l  Repor t  1934, a t  9 s t a t e s :  " I t  h a s  been e s t ima ted  t h a t  d u r i n g  the  y e a r s  1920 to 
1931, Inclus ive ,  t he r e  were  floated in the  Uni ted  S ta tes  a p p r o x i m a t e l y  $10,500,000,000 of 
f o r e ign  dol lar  bonds . "  F i g u r e s  for  t h i s  per iod compiled by the  U. S. D e p a r t m e n t  of  
C o m m e r c e  s h o w  the  a g g r e g a t e  a m o u n t  of al l  fo re ign  cap i t a l  I ssues  I n c l u d i n g  r e f u n d i n g  
Issues,  t he  s tock  of  fo re ign  corpora t ions  and  ce r t a in  o ther  Issues no t  s t r i c t ly  fore ign  
bond I n v e s t m e n t s  a t  $11,623,143,187. See list ,  supra note  6 and  Madden,  op. vtt. supra 
note  5, a t  69-70.  

m Madden ,  op. v/l.  supra note  5,  a t  1 9 7 - 1 9 8 ;  I n s t i t u t e  of  I n t e r n a t i o n a l  F inance ,  Sta-  
t i s t i c a l  A n a l y s i s  of  Fo re ign  Dol la r  Bond Defau l t s ,  Bull. No. 85 (Apri l  1936) ,  a t  2-4 .  
In  connect ion  w i t h  i t s  ca lcula t ion of  the  ba lance  of i n t e r n a t i o n a l  p a y m e n t s  of the  
Uni ted  S ta tes ,  t h e  U. S. D e p a r m e n t  of Commerce  e s t i m a t e s  tha t ,  d u r i n g  the  y e a r s  1920 -  
1931, bond r edempt ion  and  the  opera t ion  of  s ink ing  funds  have  amoun ted  to  $2;473,000,000. 
T h i s  r e f e r s  to  do l l a r s  paid,  no t  t he  p a r  a m o u n t  of loans  re t i r ed .  U.. S: D e p a r t m e n t  of 
Commerce ,  T h e  B a l a n c e  of I n t e r n a t i o n a l  P a y m e n t s  of t he  Uni ted  S t a t e s  in  1933, T r a d e  
I n f o r m a U o n  Bull.  No. 819 (1934) ,  a t  102. 

ao Proceed ings  before  the  Secur i t i es  and  E x c h a n g e  Commiss ion  in the  M a t t e r  of  F o r e i g n  
Bondholders  P r o t e c t i v e  Council ,  Inc. ,  et al. (1935) ,  a t  76. 

5 

Estimates for the years 1914-1929 indicate that approximately 13.6 
percent of all foreign bonds publicly offered in the United States 
were sold abroad when first offered? 1 The holdings of American 
investors in these issues has been further reduced by the repatria- 
tion 12 of their bonds by debtor countries or their nationals, and by 
the purchase of such bonds by investors in other creditor countries. TM 

I t  has been stated that by reason of these various factors only 
about 55 percent of the amount reported outstanding as of December 
31, 1935, is actually held in this country. 14 On this basis onlv ap- 
proximately $4,130,000,000 of the $7i490,000,000 of bonds outstanding 
are held by American investors while approximately $3.360,000,000 
are held abroad. 15 

The foregoing figures relate to the dollar bonds of both foreign 
governments and foreign private corporations. The importance and 
the diversity of the American stake in the bonds of foreign govern- 
mental entities alone is made apparent by figures published by the 
Foreign Bondholders Protective Council, Inc., showing dollar bonds 
of foreign governmental debtors outstanding as of December 31, 
1935. in the stun of $5,345~449,590;00. TM This amount, which is ex- 
clusive of the issues of foreign private corporations (unless govern- 
mentally guaranteed), is likewise subject to reduction by reason 
of securities held abroad. ~7 

According to the following figures published by the Fbreign Bond- 
holders.Protective Council, I nc:, $1,748i898~000.00 of $5,345,449,590.00 

~ Madden,  op. 'e~t. ,supra note 5, .at  197, where  re fe rence  Is m a d e  to a compi la t ion  'by 
the  ,U. 8. D e p a r t m e n t  of  Commerce.  Accord ing  to the  t e s t imony  of one of the  p a r t n e r s  
of  J .  & W. Se l lgman  & Co. before  t h e  Sena te  C o m m i t t e e  on B a n k i n g  and  F inance ,  
.26 pe rcen t  of the  loans  of  the  Republic of  P e r u  were  p laced  a b r o a d . ,  ,Hearlf igs  before  
the Commi t t ee  on F inance  on Eale of  F o r e i g n  Bonds  or  Secur i t i e s  in t he  U n i t e d  S ta tes ,  
p u r s u a n t  to 8. Res.  19, 72d Cong. 1s t  Sess., a t  1281. 

~= The  r e p a t r i a t i o n  of secur i t i e s  ts a much d i scussed . sub jec t  of  p re sen t  day  i n t e r n a t i o n a l  
finance. Used broadly  i t  covers  pu rchases  for  s ink ing  fund  under  the  bond con t r ac t  
~nd repurchases  by debtors  whi le  full  bond serv ice  is  being m a i n t a i n e d ;  i t  has  also been 
used in a n a r r o w e r  sense wi th  special  reference to in s t ances  where  na t ions  h a v e  de- 
f au l t ed  in bond service,  f r equen t ly  p lead ing  insufficient fore ign  exchange,  and  then  have  
re leased exchange  f9r  the  pu rchase  of bonds a t  pr ices  a b n o r m a l l y ' d e p r e s s e d  by the  cessa.  
Tion of  i n t e r e s t  arid s i nk ing  fund  payments .  R e p a t r i a t i o n  o f  th i s  sor t  m u s t  be con- 
demned  as  bad f a i t h  by the  debtor.  See in fra  sec. IV,  D, 3, of th i s  report .  I t  "has 
reduced the  a m o u n t  of  A m e r i c a n  owned fore ign  bonds t h o u g h  .exact  f igures  r e g a r d i n g  
the  to ta l  e x t e n t  of th is  reduc t ion  a re  n o t  avai lable ,  
, ~ M a d d e n ,  op. vii. supra note 5, a t  196-198.  See also • Ins t i tu te  of  I n t e r n a t i o n a l  

Finance,  op. vii. supra note  9, a t  3 -4 :  
Z4Madden, op. .v i i ,  supra  note ,5 ,  a t  197,198.  
~s Ibid. 

1*Fore ign  Bondho lde r s  P r o t e c t i v e - C o u n c i l ,  Inc . ,  A n n u a l  R e p o r t  1935, a t  282-285.  
See alsq I n s t i t u t e  of  I n t e r n a t i o n a l  Finance," op..eft .  ,supra note  9, a t  12-13. 

~ A p p l y i n g  the  e s t i m a t e  of ,a 45 pe rcen t  reduc t ion  .(see supra  in  t ex t )  to  fo re ign  ,gov- 
e r n m e n t a l  i ssues ,  the  a m o u n t  .held by ~ m e r i e a n  inves to r s  a s  of  Dec. 1, 1935, i s  reduced 
f rom about  $5,350,000,000 to about  $2 940,000,000. W h e r e v e r  re ference  is m a d e  in t h i s  
r e p o r t  to  t h e  a m o u n t  of  fo re ign  bond Issues  o u t s t a n d i n g ,  t h e  f igure  s h o w n ,  un less  o ther-  
w i s e  ind ica ted ,  .will be t h e  a m o u n t  r epor ted  o u t s t a n d i n g  i n c l u s i v e  o f  s ecu r i t i e s  held  
abroad ,  
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foreign bonds outstanding on December 31, 1935, were part ly or 
entirely in default as to interest : ~ . 

In  defaul t  as 
Ou t s tand ing  to in teres t  

L a t i n  A m e r i c a  . . . .  . . . . . . . . . . . . . . . . . . . . . . . . .  $1, 538, 431, 980 $1, 175~ 383, 400  
E u r o p e  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  1, 489, 553, 2 0 0  567, 614, 600 
F a r  E a s t  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  531 ,  573, 200  5, 500, 000 
N o r t h  A m e r i c a  ( C a n a d a )  . . . . . . . . . . . . . . . . . .  1 , 7 8 5 ,  891, 210  400,  000  

$5, 345, 449, 590  $1, 748, 898, 0 0 0  

From this it  will be seen that  approximately one:third of the bonds 
were no longer paying in full the interest specified in the loan con- 
tract. The Latin American group of debtors showed proportionately 
a much higher ratio of default, as approximately 76 percent of their 
issues were no longer paying the agreed interest. Th e  defaults were 
not  complete in all cases: some debtors were maintaining partial 
service on their bond obligations. Thus of the $1,748,898,000 foreign 
bonds in default  as to interest, partial service was being maintained 
on $717,797,300 through the issuance of refunding bonds or scrip 
or par t  payment in U. S. dollars or local currency; the balance o~ 
$1~031,100,700 was in total default./s 

I t  has been estimated that between six hundred and seven hundred 
thousand investors are holding foreign bonds now in default, ~ 
Dwight W. Morrow, in an article, "Who Buys Foreign Bonds", re- 
ported that on a basis of an examination of five foreign governmental 
issues, average holdings in a particular issue vary from-$2~994 to 
$4,335. = The norm is usually taken as $3,0007 ~ Of in teres t  in this 
connection is a description by the Foreign Bondholdei 's Protective 
Council, Inc., of the bondholders who have registered with the com- 
mitted for the Republic of Chile bonds formed by the C o~n~it and 
the extent of their holdings: 

"* ~ * T h e  C o m m i t t e e  o f  B o n d h o l d e r s  f o r  t h e R e p u b l i c "  o f  C h l i e  B o n d s  h a s  
i n c l u d e d  i n  t h e  r e g i s t r a t i o n s  w i t h  t h a t  C o m m i t t e e  i n d i v i d u a l  b o n d h o l d e r s ,  h a n k s ,  
t r u s t  2 a n d s ,  s c h o o l s ,  co l l eges ,  u n i v e r s i t i e s ,  t h e o l o g i c a l  s e m i n a r i e s ,  c h u r c h e s ,  
c h u r ' c ~  Soc ie~es ,  l i b r a r i e s ,  h o s p i t a l s ,  m e m o r i a l  h o m e s  f o t m d a t i o n s ,  o r p h a n a g e s ,  

• ~ Fore ign  Bondholders  Pro tec t ive  Council, Inc., Annual  Repor t  1 9 3 5 / a t  2842-285. De- 
f au l t  in in te res t  is a lmost  invar iab ly  accompanied by defaul t  in s inking fund: The  figure 
Of $1,748,898,000 also includes  $104,44~400 in defau l t  as  to ma tu r i ty .  In  addi t ion the 
sum of $900,{Y00 is in de fau l t  as to  m a t u r i t y  only ( l~terdst  sti l l  being paid)  and  the  sum 
of $76,505,600 is in de fau l t  as  to s inking fund  only. The  to ta l  amoun t  i n ' d e f a u l t  is, 
Cherefore, $1,828,303,600. ld., a t  282-283. 

z~ ld.,  a t  286. " ," 
• ~ Op. fi t .  supt:a note  10, a t  82. This Is probably an  everehtlmate as  l t ' i s  based on the 

.assuml~tlon t h a t  each Investor  holds about $3,000 of bonds of but  one Issue only. '  While no 
precise figures are  avai lable,  the total  number  of these bondholders  mds t  be large.  

~a (1927) 5 Foreign Affairs 219--232, repr in ted  as appendix tO Hear ings  before Com- 
'mlt tee on 'F inance ,  op: cir. supra  note 11, a t  151-158. " 
• " ~ Op. vtt. supra  note 10, a t  82. F. J. Lisman testified t ha t  the.aver'age holdings of E1 Sal,  
vador  bonds was  about  $3,000. Proceedings before the Securit ies a n d , E ~ c h a n g e  Co'a- 
mission in the  Ma t t e r  of Bondholders  Protect ive  Committees for  the  Republic of ~l  
'~.alvador (1935),  a t  41. 
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Y.  M. C. A. ' s ,  a n d  c e m e t e r y  a s s o c i a t l m ~ s ,  l ~ v e r y  ~ t a t e  i n  t h e  U n i t e d  S t a t e s ,  o n e  
t e r r i t o r y  o f  t h e  U n i t e d  S t a t e s ,  t h e  D i s t r i c t .  o f  C o l u m b i a .  a n d  t h i r t y  f o r e i g n  

c o u n t r i e s  a r e  r e p r e s e n t e d  in  t h e  r e g i s t r a t i o n s  so  f a r  r ece ived .  W h i l e  a n u m b e r  
o f  t h e  r e g i s t r a n t s  h o l d  s u b s t R n t l ~ l - a m o u n t s  o f  b o n d s ,  t h e  a v e r a g e  h o l d i n g  is  
v e r y  s m a l l ,  s h o w i n g  a n  e x t r e m e l y  w i d e  d i s t r i b u t i o n  o f  t h e s e  b o n d s .  9 6 %  
o f  t h e  b o n d h o l d e r s  w h o  h a v e  r e g i s t e r e d  r e p r e s e n t  h o l d i n g s  o f l e s s  t h a n  $20,000 

w o r t h  o f  b o n d s  p e r  p e r s o n ,  a n d  ~he a v e r a g e  h o l d i n g  o f  t h i s  9 6 %  o f  r e g i s t r a n t s  
i s  $800 w o r t h  o f .  b o n d s  p e r  p e r s o n .  T h e  4 %  o f  t h e  b o n d h o l d e r s  w h o  h a v e  
r e g i s t e r e d  h e ! d i n g s  o v e r  $20,000 r e p r e s e n t  a n  a v e r a g e  h o l d i n g  o f  $142,000 
w o r t h  o f  b o n d s  p e r  r e g i s t r a n t .  T h e  ave~ 'age  h o l d i n g  o f  a l l  c a t e g o r i e s  i s  $5,830 
w o r t h  o f  b o n d s  p e r  p e r s o n .  

" I t  m ~ s t  b e  t a k e n  In to  a c c o u n t  that m a n y  r epo i ' t ed  h o l d i n g s  o f  $20,000 w o r t h  
o f  b o n d s  o r  o v e r ,  a s  we l l  a s  o f  s m a l l e r  a m o u n t s ,  r e p r e s e n t  b o n d s  r e p o r t e d  
b y  o n e  i n s t i t u t i o n  b u t  held. b y  t h e m  in  t r u s t  a c c o u n t s  f o r  m a n y  i n d i v i d u a l s .  
I f  t h e  b r e a k d o w n  o f  t h e  h o l d i n g s  o f  a l l  o f  s u c h  a c c o u n t s  w e r e  a v a i l a b l e ,  t h e  
a v e r a g e  h o l d i n g  w o u l d  u n d o u b t e d l y ,  be  l o w e r  t h a n  s h o w n  h e r e . "  ~ 

These issues usually bore a high rate of  interest. I t  was this fact, 
coupled with common belief that  unusual safety was attached to 
governmental bonds, that made these issues unusually attractive to 
the in'rester of Small means, s4 The Foreign Bondholders Protectiv~ 
"Council, Inc., in its 1934 report listed 197 issues of  foreign dollar 
bonds in partial  or complete defaul t  as to interest or sinking fund 
or both. One hundred and eighty-two of these issues had been .sold 
to the public since 1990; of these ~ 7 here interest rates below 6%, 
152 bore interest rates of 6% and over but less than 8%, while 23 
'issues bore 8~d interest. ~ 

B.  F L O T A T I O N  o F  F O R E I G N  B O N D S  

Unlike the baukere in Great  Britain and Eurol~ean countries where 
foreign lending had been carried on for generations, the American 
.=. 

sz Foreign Bon'dholders Protective_ Council, Inc., Annua l  Repor t  1935, a t  99. 
John  Fos te r  nulles,  of  the law firm of Sull ivan & Cromwell, wr i t ing  ear ly  In 1933, 

said : 

"The  ~lmplest e:u~ most  effective way  to educate potent ia l  investors  ts to br ing them 
to unders tand  l b a t  the ra te  of interest ,  er  r a t h e r  the  yield, is an  excellent cr i ter ion of 
the measure  of rl~k. A very large  par t ,  about  half,  of the foreign bonds which were 
offered in the pos t -war  decade were priced to yield from 5 to 6 ~  percent.  There  have 
been pract ical ly '  no defaul t s  in th i s  ca tegory:  The  4e~aults have  beam almost  exclusively 
confined to t t te~bends sold to yield more , than 6~4 percent  and up to 8 percent.  I f  a 
bo)~d is sold to yield 8 percent,  then i t  is  risky, however l auda to ry  the  prgsPeetus and 
however conservative the repu ta t ion  of t he  issuing bankers.  This  principle is genera l ly  
recognized ' a s  applicable to domestic bonds. There appears ,  however, to have been an  
Impression t h a t  i ts val idi ty  did not  extend te  ~ r e i g ~  bonds, but  t ha t  in this  category 
h l ~ h  yield e(~uld be obtained wi thout  risk. I t  should "be implanted in the investor ' s  
m a n - - s o  firmly t h a t  i t  eaianot be eradicated by the highest  o f  lligh pressure  salesman- 
s h i p - - t h a t  as  with domestic bonds foreign bonds bear thei r  own label. High interest  
yield means  t ha t  tn the Judgment  of the financial  communi ty  there  is risk. This  simple 
principle alone, were i t  unders tood a n d  ~.~te~ ~!~n,  would la rge ly  prevent  the imprudent  
purchase  of speculative fore ign  bonds by banks, t rus t s  and  investors of small  means who 
should not  place their  principal  i n  Jeopardy."  Dulies The Sectirities Act  and  Foreign 
Lending: (1933) 12 Foreign Affairs 33, 44'. 

m Forelgn Bondholders  Protect ive  Council, '  Inc.,  &nnual  Repor t  1934, a t  102--217. 
J o h n  Fos te r  Dullcs repor ts  tile average in teres t  r a t e  on foreign bond issues of over 
$10,000,000 Is 6.36 'percent  as compared wi th  a domestic  bond average of 5.3 percent .  
Thin includes both defaulted and non-defaulted" bonds'. Dulles, supra note 24, a t  40. 
The  average  interest  r a t e  on defau l ted  h ~ s  only Would  undoubtedly  be higher.  



8 

.bankers by and large were untrained and inexperienced in this new 
• field of finance. 2s But  while lack of experience may part ia l ly  ex- 
plain, it  cannot justify the recklessness, ineptitude, and in some case.s 
outr ight  chicanery of this era of foreign lendingY Many of these 
characteristics were developed in the investigation of foreign bond 
flotations by the Senate Committee on Finance in 1931 and 1939i '-'s 
and in the general !nvestigation by the Senate Committee on Bank- 
ing  and Currency of stock exchange practices in 1939..-1934, which 
included within its scope an investigation of the flotation of severul 
~oreign bond issues. 2° 

The report  of the latter Committee contained the following indict- 
ment of the American houses of issue: ~ 

" T h e  r e c o r d  of  t h e  a c t i v i t i e s  of  i n v e s t m e n t  b a n k e r s  i n  t he  f l o t a t i o n  of  f o r e i g n  
s e c u r i t i e s  i s  one  of t h e  m o s t  s c a n d a l o u s  c h a p t e r ~  in  t he  h i s t o r y  of A m e r i c a n  
i n v e s t m e n t  b a n k i n g .  T h e  Sale of  t h e s e  f o r e i g n  i s s n e s  w a s  c h a r a c t e r i z e d  by  p rac -  
t i c e s  a n d  a b u s e s  w h i c h  w e r e  • v i o l a t i v e '  of t he  m o s t  e l e m e n t a r y  p r lnc ip l ' e s  of 
b u s i n e s s  e th ics .  

" F a r  f r o m  e x e r c i s i n g  d i s c r i m i n a t i o n  in  r e l a t i o n  to t he se  i s sues ,  t he  b a n k e r s  
f a i l e d  to  c h e c k  a d e q u a t e l y  t he  i n f o r m a t i o n  f n r n i s b e d  by  f o r e i g n  o f f i c ia l s ;  
I g n o r e d b a d  d e b t  r e c o r d s  an'd b a d  m o r a l  r i s k s ;  d i s r e g a r d e d  po l i t i ca l ,  d i s t u r b -  
a n c e s  a n d  u p h e a v a l s  f a i l e d  to  e x a m i n e ,  o r  e x a m i n e d  0n ly  p e r f u n c t o r i l y ,  eco- 
n o m i c  c o n d i t i o n s  i n  f o r e i g n  c o u n t r i e s  ; f a i l e d  to  de te rmi l~e  w h e t h e r  t he  p r o p o s e d  
u s e s  of  t he  p r o c e e d s  of  l o a n  i s s u e s  w e r e  g e n u f n e l y  c o n s t r u c t i v e  ; f a i l e d  to a sce r -  
t a i n  w h e t h e r  t h e p r o c e e d s  of  l oan  i s s u e s  w e r e  a p p l i e d  t o w a r d  t he  p u r p o s e s  
spec i f i ed  in  t he  l o a n  c o n t r a c t s ;  f a i l e d  to a s c e r t a i n  w h e t h e r  r e v e n u e s  p l e d g e d  
f o r  t h e  s e r v i c e  9 f l o a n s  w e r e  co l l ec t ed  a n d  p r o p e r l y  d e p o s i t e d  i n  a c c o r d a n c e  
w i t h  t he  a g r e e m e n t s ;  a n d  g e n e r a l l y  i n d u l g e d  in  p r a c t i c e s  of  d o u b t f u l  pro-  
p r i e t y  i n  t he  p r o m o t i o n  of  f o r e i g n  l o a n s  a n d  in  the  s a l e  of  f o r e i g n  s e c u r i t i e s  
,to t h e  A m e r i c a n  p u b l i c . "  ,o . : 

The Senate Committee based its. statement .on its investigation of 
the flotation of various Latin American bond issues, prominent 
among which were the Peruv.ian bonds, the Cuban Public Works 
bonds and the borids of the Mortgage Bank of Chile2 ~ The efforts of 

.various protectivh committees and agencies to readjust the defau!t:s 

Op. vit. supra  note 10, a t  81-82. .Tohn Foster Dulles has stated : "We in turn have now 
become a creditor nation. This  development, inevitable in the long run, was precipi- 
tated by the World War. I t  found our banke'rs and our investing public less experibneed 
than If the shif t  fi'om debtor to creditor position bad been & gradual one." Dulles, supra  
note 24, a t  44-45. 

I t  may also be sai~] tha t  the bankers evidenced l i t t le  appreciation of the desirabi l i ty  
of coordinating.foreign lending with commercial and trade policies. 

Hearings before Committee on Finance, op. ,,'it. supra  note 11. 
Hearings before Committee on Banking and Currency, pursuant  to S~ Res. 84, 72d 

• Congress, and S. Res. 56 and S. Res. 97, '73d Co ng~-ess. ' '  
~Repor t  of the Committee on Banking arid Currency on.Stock Exchange Practices, 73d 

Congress, Senate Report•No. 1455 (1D34), at  125-126. For a discussion of the relation- 
ship between banker practice S criticized in this report  and the subsequent defaults, con- 
tending' tha t  many of the practices did not c0ntribute. to the defaults , see a recent book, 
Madden, op. eft. supra note 5, at  200-;231.- 

Senate Report, op. t i t .  Supra note 30, a t  !25:5150..  
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of these issues will be described in detail in this part  of this 
Commission's report. 

A fur ther  aspect of the issuance of these bonds reported by the 
Senate Committee was the inclusion of false or misleading state- 
ments in the 'sales prospectuses or the omission to state therein 
pertinent facts known to the bankers. 82 

The era was characterized by the most intense competition among 
American bankers for  foreign bond business. Induced in par t  by 
this competition, bankers would pay substantial commissions known 
as "finders' fees" for  the origination of the business; in some cases 
these commissions were paid to officials of foreign countries or their 
relatives, ss One result of this competition was that  the foreign 
.obligers enjoyed a most favorable bargaining position with respect 
to the amount and terms of the loan. Another equally pernicious 
effect was a tendency on the par t  of the bankers to induce foreign 

• governments to accept unwanted loans. Speaking on this point in 
an address before the Pan-American Conference in 1997, Thomas W. 
Lament,  a partner of J.  P. Morgan & Co., said : 

" F r o m  the  p o i n t  of v i e w  of  t he  A m e r i c a n  i n v e s t o r  i t  i s  o b v i o u s l y  n e c e s s a r y  
to  scan  t h e  s i t u a t i o n  w i t h  i n c r e a s i n g  c i r c u m s p e c t i o n  and  to  a v o i d  r a s h  or  
e x c e s s i v e  l end ing :  I h a v e  in  m i n d  t he  r e p o r t s  t h a t  I h a v e  r e c e n t l y  h e a r d  of  
A m e r i c a n  ,banker s  a n d  f i rms  c o m p e t i n g  on a l m o s t  n v i o l e n t  sca le  f o r  the  p u r p o s e  
of o b t a i n i n g  l o a n s  i~ v a r i o u s  fo~:eign m o n e y  m a r k e t s  overseas .  

" N a t u r a l l y  i t  i s  a t e m p t i n g  t h i n g  fo r  c e r t a i n  of  t he  E u r o p e a n  G o v e r n m e n t s  
to find a h o r d e  of A 'mer ican  b u n k e r s  s i t t i n g  on t h e i r  d o o r s t e p s  o f fe r ing  t h e m  
money .  I t  i s  . r a t h e r  d e m o r a l i z i n g ' f o r  m u n i c i p a l i t i e s  a n d  c o r p o r a t i o n s  in  the  
s a m e  c o u n t r i e s  to h a v e  m o n e y  p r e s s e d  npon them.  T h a t  s o r t  of competi ,  t ipn  
l e n d s  to  i n s e c u r i t y  a n d  u n s o u n d  p rac t i ce .  T h e  A m e r i c a n  i n v e s t o r  is  a n  in te l l i -  
g e n t  in 'divtdt~al a n d  c a n  be r e l i ed  upon  to d i s c r i m i n a t e .  Yet ,  in  t he  f i r s t  i n s t a n c e ,  
such  d i s c r i m i n a t i o n  Is t h e  p r o v i n c e  of the  b a n k e r  w h o  b u y s  t h e  goods  r a t h e r  
t h a n  of t he  lnve.s tor  to w h o m  he se l l s  ~them. 

" I  m a y  be  a c c u s e d  of  spec i a l  p l e a d i n g  in  u t t e r i n g  t h i s  w a r n i n g ,  ye t  a w a r n i n g  
needs  to be g i v e n  a g a i n s t  i n d i s c r i m i n a t e  l e n d i n g  a n d  i n d i s c r i m i n a t e  b o r r o w i n g . "  u 

The tide of lending reached its peak and started to recede in the 
late 1920!s. The early stages of the depression and the beginning 
of defaults marked the end of this amazing chapter in the annals 
~f American finance, s~ 

~21btd. 

. a ,B.g. ,  the payment by American bankers of $415,000 to Juan Leguia, the son of the 
Peruvian  President,  Proceedings before the Securities and Exchange Commission in the 
Mat ter  of the Readjustment  of External  Obligations and Protect ive Committees and  of  
Pi'ote'etive Organizations for Security Holders of the Republic of Peru, et al. (1935). a t  
205. 

This quotaUon appears in Hearings before Committee on Finance,  op. cir. supra  note 
11 ,  a t  25; "and in Repor t  of Committee on Banking and Currency, op. cir. supra  note 30, 
a t  125. 

~On abuses in the flotation of foreign bonds see, in addition to the Senate Report, op,  
c~t. supra note 30, Senator Hiram Johnson's speech, 75" Cong. Rec. 6052-6062 (1932), 
and Winkler, Foreign Bonds, An Autopsy (1933). 

114994 ° - - 3 7 ~ 2  
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The unsavory circumstances attending the issuance of many of 
these foreign bonds are matters of history. But their existence can- 
not be ignored in consldering the readjustment of the defaults which 
followed. In the first place, they colored the debtor's views towards 
its bond obligations; in fact, in some instances debtors have at- 
tempted to find justification in the bankers' conduct for the cessation 
of bond service and even for the delfiai of the validity of the debt. s6 
In the second place, the bankers shortly became the target of criti- 
cism by the purchasers of the bonds and by committees organized 
on default to .represent the bondholders. Furthermore bondholders 
and  protective committees have tried to find in the circumstances 
surrounding the issuance of the bonds a basis for rescission or dam- 
age suits against banliers. In  the third place, the self-same bankers 
who sold the bonds at times undertook to assume a commanding or 
dominating r01e in the readjustment, as representatives of the bond- 
holders. We develop the vice of that  practice hereafter. At  this 
point it is sufficient to note that  the problems arising out of these 
fraudulent acts and the enforcement of these claims by bondholders 
or their representatives cannot as a practical matter'be divorced from 
the readjustment of the debt i tself. .  

The defense of the American interest in these debts, scattered as 
they are over five continents and requiring in their readjustment 
negotiations with a score of foreign nations, has brought to light 
serious shortcomings in the various protective methods which have 
been employed to safeguard the American bondholder. When this 
Country entered the depression few persons had any considerable 
experience in handling the readjustment of defaulted foreign bond 
issues and the complex and unique problems thereby presented: The 
nature of these problems and how they differ from those of domestic 
default situations must be examined prior to any detailed study of 
the methods of handling them. ~ 

C. THE READJUSTMENT OF FOREIGN DEFAULT S 

Foreign bond defaults are handled by techniques differing in many 
respects from those employed in the domestic field. This is funda- 
mentally due to the fact that  in the foreign field there is a n  almost 
complete absence of feasible legal remedies available to the bond- 
hblders. The solution for a defaul t  is necessarily to be found in the  
adop t ion0 f  a voluntary arran'gement affected through.negotiation 
and compromise. In thi s connection, governmental  aid, through 
diplomatic intervention or otherwise, has been of assistance to the 

• a Op. t i t .  supra  note 10, a t  48-52.  
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bondholders. But in the last analysis, the negotiations have been 
• carried on by protective committees or other agencies acting on behalf 
~f  the bondholders. 

I. FoR~.mN LOAN DOCU~fEI~'TS: ABSENCE OF L~AL RE.~tEDrES 

The principal documents governing the issuance of foreign bonds 
are the loan contract between the debtor and the house of issue and 
the fiscal agency.agreement between the debtor and its fiscal agent. 
The latter is often the house Of issue or an affiliated corporation. In 
fact, of the 172 defaulted foreign bond issues listed in the annual 
report of the Foreign Bondholders Protective Council, Inc., for the 
year 1935, concerning which information with respect to fiscal agents 
is available, the house of issue is either the fiscal agent or co-fiscal 
agent ill 83 cases; in 32 cases a bank formerly an affiliate of or which 
had  other apparent connection with the house of issue is fiscal agent; 
while in only 57 cases is there no apparent connection between the 
fiscal agent and the house of issue. Where the loan calls for the 
al@ointment of a corporate trustee, there will also be a trust inden- 
ture. These documents set forth the conditions Under which the 
money is borrowed and is to be repaid, the security for the loan, if 
any,  and the terms under Which the fiscal agents administer their 
agency or the trustees their trust. 

The obligor government invariably promises unconditionally to 
pay the agreed interest on the bonds, the principal at maturi ty 
a n d t o  amortize the issue in a specified manner. To the fulfill- 
"ment 6f  this covefiant, it pledges its full faith a n d  'credit. I f  
the: ' ]ogn is unsecured a negat ive 'p ledge  covenant is often 
'i1~shrted. Of {he 172 foreign loans referred to above, 63 were 
'unsgcured .and Of these, 53 contained negative pledge clauses. 
Security in various fo~:ms is frequently gNen by the obligor. There 
may be granted a specific mortgage of physical property owned 
by the obligpr government; more frequently the security takes the 
form of a ple.dge or a charge on revenues accruing to the obhgor. 
Thus df the 172 loans previously referred to, 109 Were secured, and 
o f  thes% 70 were Secured by pledges of revenues while but 11 were 
secured by mortgages of physical prbperty only. ' Twenty-eight loans 
Were secured by both the mortgaging of physical property and the 
pledging of revenues. 

The legal provisions which create the security are set f0rth in 
meticulous detail. The provisions of the loan agreement between the 
R6public of  Peru £ncl J. ~. 'W. Seligma n & Co. and F. J. Lis/nan & 
Co., dated March 15, ~927, which secured an issue of 7% sinking 
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fund gold bonds, s7 illustrate some of the types of covenants and 
guarantees used in foreign loans. They were as follbws: 

"2. T h e  R e p u b l i c  p l edges  i t s  good f a i t h  a n d  c r e d i t  f o r  t h e  p r o m p t  p a y m e n t  
of  t h e  p r i n c i p a l  of, a n d  the  p r e m i u m  a nd  i n t e r e s t  upon,  t h e  bonds  a s  a n d  w h e n  
t he  s a m e  sha l l  b e c o m e  d u e  a n d  p a y a b l e  a n d  fo r  t h e  due  a n d  p u n c t u a l  p e r f o r m - '  
a n c e  of  a l l  t h e  o t h e r  c o v e n a n t s  a n d  a g r e e m e n t s ,  in t h i s  a g r e e m e n t  a n d  In '  t h e  

t r u s t  a g r e e m e n t  a n d  in the  bonds  c o n t a i n e d ,  to be  p e r f o r m e d  Or o b s e r v e d  by i t  ; 
a n d  c o v e n a n t s  t h a t  in c a s e  t h e  r e v e n u e s  h e r e i n a f t e r  p l ed g ed  as  s e c u r i t y  f o r  t h e  
bonds  sha l l  p r o v e  insuff ic ient  to m a k e  a n y  p a y m e n t s  to be m a d e  a s  p r o v i d e d  
h e r e i n  or  in t he  bonds ,  o r  in t he  t r u s t  a g r e e m e n t ,  i t  wil l  m a k e  up  such  def ic iency 

ou t  o f  i t s  o t h e r  r e v e n u e s .  
"3. As  s e c u r i t y  f o r  t he  p a y m e n t  of  the  p r i nc ipa l  of, an d  i n t e r e s t  upon,  the  

bonds ,  t h e  Repub l i c"  a g r e e s  to speci f ica l ly  pledge,  a n d  c r e a t e  a d i r ec t  f i r s t  l ien 
a n d  c h a r g e  upon,  a n d  h e r e b y  does p l edge  a n d  c r e a t e  a d i r e c t  f i rs t  l ien a n d  
c ! m r g e  upon,  t he  g ross  tobacco  r e v e n u e s  s u b j e c t  only  to the  l iens  or  c h a r g e s  

e x i s t i n g  t h e r e o n  in f a v o r  of  t he  o u t s t a n d i n g  8 p e r c e n t  bo n d s  of  1924, the  bu i l d ing  
no tes ,  t h e  m a c h i n e r y  no t e s  a n d  the  s e c u re d  gold n o t e s ;  * * * 

"4. T h e  R e p u b l i c  c o v e n a n t s  t h a t  so long  as  a n y  of  t he  bonds  a r e  o u t s t a n d i n g  
i t  wi l l  no t  r educe ,  abol i sh ,  Or in a n y  m a n n e r  i m p a i r ,  o r  p e r m i t  the  r educ t ion ,  
abo l i t ion ,  o r  i m p a i r m e n t  of, t h e  g ross  tobacco  r e v e n u e s  a s  e x i s t i n g  a t  t h e  d a t e  
of  t h i s  a g r e e m e n t ,  o r  abo l i sh  or  i m p a i r  t he  tobacco  m o n o p o l y  or  in a n y  o t h e r  

m a n n e r  i m p a i r ,  o r  p e r m i t  t he  i m p a i r m e n t  of, t he  s e c u r i t y  of  t h e  bonds.  
"5. * * * T h e  . p r i nc ipa l  of, p r e m i u m  on, a n d  i n t e r e s t  of  the  b o n d s  of  

1927  sha l l  be  p a i d  in t i m e  of  w a r  a s  wel l  a s  in t i m e  of  p eace  a n d  w h e t h e r  t h e  
h o l d e r s  be c i t i zens  o r  r e s iden t§  of  a f r i e n d l y  or  of  a hos t i l e  s t a t e ,  an d  sha l l  be 
pa id  w i t h o u t  deduc t i on  o r  d i m i n u t i o n  fo r  a n y  t axes ,  a s s e s s m e n t s ,  c h a r g e s ,  or  
d u t i e s  of  a n y  n a t u r e ,  now o r  a t  a n y  t i m e  h e r e a f t e r  l ev ied  o r  i m p o s e d  by the  
R e p u b l i c ,  o r  a n y  S ta te ,  p rov ince ,  m u n i c i p a l i t y  or  o t h e r  t a x i n g  a u t h o r i t y  t h e r e o f  

or  t h e r e i n . "  ,8 

In some cases of secured loans, particularly where secured by 
physical property, the documents spell out the steps which creditors 
m a y  take to realize on the value of the security by foreclosure or  by 
reduction to possession. These and other provisions contained in the 
icon documents specifying thebondholders '  rights and remedies are set 
forth, in the conventional language of the domestic loan agreements, 
bu t  a re  coupled with a jgrgon of new, phrases to cover additional as- 
pects pecuiiar to interngtional finance. These provisions: give the aP- 
pearance of affording the bondholders the protect.ion o f  ironclad cove- 
nants. The protection to be had f r o m  these agreements, however, 
is illusory, For, a s  we have stated, a. significant characteristic of a 
bond claim against g foreign government is the absence of any legal 
remedies which as a feasible matter  the creditors can enforce by 
court action. ~ 

r The activities of protective committees for this a nd  other Peruvian loans will  be 
developed subsequently in this report. 

u Op. tit. sizpru note 33, Commission's.Exhibit No. 48, a t  1367. 
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An important  factor in this situation is the immunity of a sovereign 
foreign government from suit without its consent2 9 And even if such 
consent be forthcoming the creditor has not improved his position 
materially by obtaining a judgment against the obligor country, 
as no legal machinery is ordinarily available for  the collection of the 
judgment. He merely has altered the form of his claim2 ° Edwin 

This doctrine has frequently been applied by the United States courts. P~'tncipaHty 
of Monaco v. State of Mtsstsslppi, 292 U. S. 313, 321, 330 (1934) ; Dexter & Carpenter, 
Inc., v. KungIig Jarnvagsstyrelscn, 43 F .  (2d) 705 (C. C. A. 2d, 1930) ; Beers v. ,State of 
Arkansas, 20 Howard 527, 529 (U. S. 1857) ; Oliver Amc,'ican Trading Co.,. Inc., v. 
¢Jove~fnment of the United 8totes o] Mex/co, 5 F. (2d) 659 (C. C. A. 2d; 1924) ; Galloptn 
v. Winsor, 251 N. Y. Supp. 448 ( l s t  Dept. 1931) ; Ezra v. L~mont, 268 N. Y. Supp. 222 
(Sup. Ct. 1933) ; Hassard v. UniTed States of Mexico, 61 N. Y. Supp. 939 ( l s t  Dept. 
1899) ; The Schooner Exelv~ngs v. McFoddon, 7 Craneh 116 (U. S. 1812) ; Molina v. 
Comiston Rcguladoru del Mercado de ttencquen, 91 N. J. L. 382, 108 Atl. 396 (1918) ; 
Mason v. Intercolonial Railway o] Canada, 197 Mass. 349, 83 N. E. 876 (1908) ; (1931) 
40 Yale L. J. 786. 

Statutory consent to sue the United States in contract, with some exceptions, w a s  

granted by the creation of the United States Court of Claims in the year 1855. 10 U. S. 
Stat. 612. At that  time the Jurisdiction of the E, court included .the r i g h t ' t o  "hear  and 
determine all claims founded upon any l aw  of Congress, or upon any regulation of an 
executive department, or upon any contract, express or implied, with t he  government 
of the~ United States, which may be suggested to it * * *; and also all claims 
which may be referred to said Court by either house of Congress." /bid. At the present 
time, the court has Jurisdiction, among others set forth in the b.mended statute, "to 
bear and determine" : 

"* * * All Claims (except for pensions,), founded .upon, the Constitution of the 
United States or any, law. of Congress, upon any regulation of an executive department,  
upon 'any  contract, express or implied, with the Government of the United States, or for 
damages, liquidated o r  uniiquidated, ill cases nat sounding in tort,, in respect o f  which 
claims the par ty  would be entitled to redress against  the United States either .in a cour~ 
of law, equity, or admiralty if the United States were suable: Provided, harasser. That  
nothing in this section shall be construed as giving to the said court Jurisdiction to hear 
and determine claims growing out of the late civil war, and commonly known as 'war  
claims', or to hear and determine other claims which~ prior to March 3, 1887, had been 
rejected or reported on adversely by any court, department,, or commission authorized 
to hear and determine the s a m e . "  28 U. S. C: A~ § 250: 

The United States Court of' Claims was established, among other purposes, to remove 
the bar of the nonsuabLlity of the United "States. Sioux City ~ S t .  Paul Ry. ~o. v. 
United States, 30 Fed. 610 (C. C. Iowa, 188L I t  should be noted, that in every, case 
in which the Court of Claims has Jurisdiction, the. district courts of  the United Stdtes 
have a like Jurisdiction, limited however, to actionsj on claims not exceeding the sum 
of $10,000. 28 U. S. C.'A. § 41 (20). "8ocht8 v. United States, 266 Fed. 446 (E. D. Pa., 
1920). 

But the principle of immunity from legal proceedings does not extend to corporations 
organized Under the laws of foreign governments. Coals v. Soctdt~ Cooperative Su~ssc Des 
Charbons, Basle,~ 21 F. (2d) 150 (S. D. N. Y.. 192 I ) ;  United S t a t e s  v: Deutsches 
Kal~syndikat OeselZschaft, 31 F. (2d) 199 (S. D. N. Y., 1929);  Molina v. Com~sion 
Reguladora dcl Mercado ds Henequen, s~tp~'a, at  386 et seq.," P62rry v. Norddeutschsr 
Lloyd, 268 N. Y. Supp. 525 (Mum Ct.,. 1934), aff'd without opinion by App. Term, 1st 
Dept. (unreported) ; Central Hanover Bank and Trust Co. v. Siomens d t talske Aktien. 
gcsellscha]t, 15 F. Supp. 927 (S. D. N. Y., 1936) ; Holzer v. Deutsche Rcichsbahn Oesclb 
schaft, 289 N: Y. Supp'. 943. 944-945, 290 N. Y. Supp: 181, 196-198 .(Sup. Ct., 1930);  
(1936) 45 Yale L. J. 1463, 1464~ 

4°The case of Dexter d. Carpenter, Inv., v. Kunglig Jarnvagastyrclsen) supra note 39, 
affords an illustration of the inefficacy of  a Judgment obtained nghinst a foreiga govern- 
ment. In that  case, proceedings supplementary to execution were instituted by the 
plaintiff, a Judgment creditor, against the Swedish S t a t e  Railways (considered by  all 
parties as a par t  of the Swedish Government and in no way a distinct entity from the 
Swedish Government),  Judgment debtor. The Judgment had been rendered following, the 
failure of the Swedish Government to file a proper plea. of immuni ty:  An order of 
a t tachment  was levied against  the property in the United States'. of tim Kingdom of 
Sweden after  execution had been issued, on, the Judgment. The order o f . a t t achmen t , and  
wrlt  of execution were vacated on application of the Envoy Extraordinary and Minister 



14 

M. Borchard, an authority on international law,  h~s described the. 
inability of bondholders to effectcollection by means of judicial  
process : 

" W h i l e  m o s t  s t a t e s  n o w  f r e e l y  s u b j e c t  t h e m s e l v e s  to s u i t  in c a se s  of  o r ( l i n a ry  
c o n t r a c t s ,  m a n y  s t a t e s  s t i l l  dec l ine  to e x t e n d  th i s  r i g h t  so f a r  a s  t h e  pulSlie: 

d e b t  is conce rned .  

" A g a i n ,  a s  the  publ ic  l oan  is  c r e a t e d  by  leg i s la t ion ,  a n  ac t  of 'sovereib°~aty, so, 
i t  m a y  be s u s p e n d e d ,  r e d u c e d  o r  e v e n  r e p u d i a t e d  by  a s i m i l a r  a c t  of  sove r -  
e ign ty ,  by  w h i c h  the  n a t i o n a l  c o u r t s  a r e  bound.  T h e  c r ed i to r ,  t h e r e f o r e ,  is: 
J u r i d i c a l l y  opposed  to a s o v e r e i g n  w h o  m a y  With per fe ' c t  l e g a l i t y ,  by a n  a c t  
of  s o v e r e i g n t y ,  d e p r i v e  h i m  of  h is  s u b s t a n t i v e  r i g h t  an d  of  h i s  r e m e d y .  In.  
o t h e r  w o r d s ,  the  s t a t e  in the  e x e r c i s e  of i ts  s o v e r e i g n  p o w e r s  m a y  r e g u l a t e  the. 
e x e c u t i o n  of  i ts  c o n t r a c t  of  l oan  in a n y  m a n n e r  c o n f o r m a b l e  w i t h  i ts  publ ic  
i n t e r e s t .  A g a i n ,  t he  i m p r o b a b i l i t y  in m a n y  s t a t e s  of  s e c u r i n g  a n  i m p a r t i a l  
j u d i c i a l  d e t e i ' m i n a t i o n  by  n a t i o n a l  c o u r t s  in cases  of  th i s  k ind  m a k e s  the. 
c r e d i t o r ' s  pos i t ion  p r e c a r i o u s .  To  sue  t h e  d e b t o r  s t a t e  on a publ ic  loan,  t h e r e -  
fore ,  is p r a c t i c a l l y  useless .  T h e r e  a r e  s o m e  s t a t e s  w h o s e  n a t i o n a l  c o u r t s  m i g h t  

g r a n t  a c r e d i t o r  re l ief .  T h e s e  a r e  the  s t a t e s  t h a t  a r e  n e v e r  sued  on their-  
n a t i o n a l  debts .  

~$ #$ $ w : ' $ w 

" I f  t h e r e  w e r e  s t i l l  a n y  d o u b t  a s  to the  i m p r a c t i c a b i l i t y  of  r e l i e f  by su i t  
a g a i n s t  a f o r e i g n  g o v e r m n e n t  in [ i t s ]  m u n i c i p a l  cour t s ,  i t  ~vould b e  dispel le( t  
by  t he  c e r t a i n t y  t h a t  e x e c u t i o n  o f  t he  J u d g m e n t ,  even  if  o b t a in ab l e ,  is p r ac -  
t i c a l l y  imposs ib le .  * * * E v e n  a t t a c h m e n t  a nd  g a r n i s h m e n t  p roceed ings .  
a g a i n s t  t he  m o v a b l e  p r o p e r t y  of  f o r e i g n  s o v e r e i g n s  a r e  a l m o s t  u n i f o r m l y  d is -  
m i s s e d .  ' ' e  

Plenipotentiary of Sweden by the District Court of the United States for the Southern, 
District of New York. The Judgment creditor appealed to the Circuit Court Of' Appeals. 
The la t ter  court in confirming the order appealed from s ta ted:  
• " In  such cases, when Judgment has been rendered and the liability Judiciall~ ascertained, 
the power of the courts ends and the sovereign is at  liberty to determine for i tself  
whether or not to pay the Judgment * * *. 

" I t  is regrettable tha t  Sweden may thus escape payment of a valid Judgment against 
it * * *. I t  is hoped that  the Jud~nent n~' o11r courts will be respected and payment ~ 
made by the Swedish government."  Id., at  709, 710. ' 

See also Mason v. Intercolonial Railway of Canada, 197 Mass. 349, 83 N. E. 876 (1908) ;' 
Hasswrd v. United grate8 of Me~lco, supra note 39, at  940, wherein it was stated, "So 
far  as Jurisdiction is concerned the~e is no difference between suits against a sovereign 
directly and suits against its property." 

In an article, Foreign Bondholders Pr()tecttve Organizations. by William H. Wynne and 
Edwin M. Borchard (1933) 43 Yale L. J. 281, 282, introduced as Commission's Exhibit' 
No. 86 in Proceedings before the Securities and Exchange Commission in the Matter 
of Bopdholders' Protective Committees fo r  the Republic of E1 Salvador (1935), it is 
stated : 

'!The holders of the defaulted bonds of a foreign state occupy a peculiar position. They" 
cannot sue In the bondholders' state, nor, even where foreign governments permit them- 
selves to be sued, have they any effective remedy in the courts of the foreign 
country * * *. . ' " 

".~ governmental  default is quite different from any other. Tbe creditor cannot obtain 
Judgment against and levy execution upon a debtor government, nor can he take over 
the management  nf its affairs The functioning of the debtor government"cannot  be im- 
paired, so tha t  the creditor is perforce driven to negotiate and make such adjustments 
a s  he can." 
• Also see Edwin M. Borchard, Contractual Claims in Internat ional  Law (1913) 13 Col: 
L. Rev. 457, 481 ; Amos A. Hershey, Essentials o f  Internat ional  Public Law and Organiza- 
t i o n  ( 1 9 2 7 ) ,  a t  261-264. 

e Borchard, The Diplomatic Protection of Citizens Abroad (1928), a t  805; 807. 
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Mr. Borchard concludes that  "it  is thus apparent  that  national 
municipal courts~ either of the debtor state or of the country of the 
creditor, are unable to secure the unpaid creditor any remedy. , ,4 .~ 

Another writer has concluded that  "proceedings before American 
and foreign law courts are thus  Of very limited importance in the 
protection of foreign bondholders." ~s 

The promise to allocate certain revenues to the payment  of bond 
service ordinarily avails the bondhol.der.s little or nothing. Should 
the obliger nation refuse o r  f a i l t o  make the allocation, no legal 
sanction ordinarily exists to compel the obliger to comply with this 
covenant for  the protection of its creditors. 

Nor does the mortgaging of physical proper ty  as security for  the 
bond issues material ly improve the bondholder's legal status upon 
default  as no effective legal machinery is available to him to ~ore- 
close a mortgage or a lien on property2 ' The only courts which 
have jurisdiction to enter the foreclosure decree are those of the 
debtor itself. While these courts may as a theoretical mat ter  be 
open to the foreign bondholders to  foreclose ~ on the mortgaged prop- 
er ty of a foreign municipali ty or other political subdivision of lesser 
dignity than a sovereign fbreign government¢ s as a practical matter  

Id., at  308. 
~SQuindry, Bonds and Bondholders (1934), Vol. II ,  Ch. 21;  Ernest  H. Fellehenfeld, 

Rights and Remedies of Holders of Foreign Bonds, sec. 661, a t  225. 
" While the inability of th'e bondholders to reduce the pledged security to possession 

prevents their  forcing the debtor to observe the terms of the pledge, a security provision 
may be of some value to th e bondholders in strengthening their bargaining position in 
negotiating debt settlements. In fact Mr. Borchard finds from the history of debt 
adjustments  that  although securit3; provisions are not an assurance of uninterrupted 
service they are an aid in obtaining a preference at  time of readjustment.  Proceedings 
before the Securities and Exchange Commission in .the Matter  of Bondholders Protective 
Committees for the Republic of El Salvador (1935), at  427 ; Commission's Exhibit No. 87, 
at  150-152. Thus in the case of Buenos Aires{ the pledge of revenues for one of the 
dollar loans apparently placed the Foreign Bondholders Protective Council, Inc., in a suffi- 
ciently strong bargaining position to den~and and receive substitute security upon the 
readjustment  of the default. See th]ra see, IV, B, 2 ,  d.' Allen W. Dulles, of the law 
firm of Sullivan & Cromwell, however, regards the ordinary pledge of revenues as of 
little value even in negotiating n debt settlement.. See his testimony Infra this sectlom 

Prior to default a pledge of revenues may be of value. A pledge of all available 
revenues under existing ]ORriS might prevent overborrowlng by weak states. Madden, op. 
clt. supra note 5, at 217. Furthermore, under more stable economic conditions than 
have existed for the past years, a pledge of revenues may restrain the debtor government 
from defaulting, or enable it more readily to 'resist pressure from its citizens to default. 

See Institute of International Finance, Bull. NO. 22 (1929), at ~8, stating: 

"In a n~mber" of countrles~ however (not in the United Sts.tes)i the states and 
provinces can be Sued; for example : the provinces of Argentina, despite provisions 
to the contrary in. some of the provincial constitutions, c a b b e  "sned before the Supreme 
Court of Argentina and decisions against them are enforceable. In almost every country 
municipalities can be sued and Judgment against t h e m  can be enforced. In the event 
of default, therefore, cour t  adtion c/th be brought in many cases aga in s t  provinces and 
municipalities whose bonds are secured by a pledge of revenues." 

See Principality el Monaco v. 8tale o~ Misslsslpp L supra nol;e 39, in which Monaco 
sought leave to sue Mississippi 'to collect on its defaulted bonds which the plaintiff 
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the remedy cannot feasibly be pursued. In most cases the mortgaged 
property serves as an adjunct o~ the debtor in the performance of 
a governmental service to its citizens. Thus, for exampl% the secur- 
ity may be a governmentally owned and operated power plant: The 
difficulties inherent in the creditors seizing a power plant in a foreign 
state and operating or selling it for their benefit are sufficient to 
persuade the bondholders in most cases to forsake such remedy 
and proceed by negotiation. Whether a foreign government, if a 
judgment of foreclosure is entered, would provide the means for its 
execution is not known as this Commission's attention has not been 
drawn to any case where such remedy has been pursued. 4s It  is 
apparent that any foreign state would regard such attempt as an 
affront to its dignity and an interference with its sovereignty2 7 

held. The Supreme Cour t  in denying  leave held that ,a  State of the United States being 
a sovereign government  may not  be sued without its consent. 

To the same effect bolding that  a State of the United States may not  be sued without 
its consent, see Beer8 v. 8tare  of Arkansas ,  supra note 39 ; Oliver American Trading Co., 
Inv.,  v. (~overnment of  the United t~tates of Mexico, supra note 39. 

However, in the United States a local pol i t ical  subdiv is ion  of a S t a t e  though it may 
have been invested wi th  governmental power by a State,~ may be b r o u g h t  in to  cour t  
against its wil l  to answer  to a contract  c l a i m .  A s h t o n  v. Cameron County  W a t e r  Imp.  

Dist .  No. 1, 298 U. S. 513 (1936) (d i ssen t ing  opinion of Jus t ice  Cardozo) ; The County of  
Lincoln v. Luning ,  133 U. S. 529 (1890) ;  Hopkins  v. Clcmson Agricul tural  College o~ 
8 o u t h  Carolina, 221 U. S. 636, 645 (191]) .  See sttpra in text as to actions for mandamus  
or i n junc t ion  and as to enforceabi l i ty  of Judgments  agains t municipalities: 

A munic ipa l  corporat ion,  however, is generally immune from l i a b i l i t y  in tort resulting 
f rom per formance  of its.  " g o v e r n m e n t a l "  duties unless  liability is specially imposed by 
statute, but  such i m m u n i t y  ord inar i ly  does not  exist  in  case of tort commit ted  in per- 
formance of " n o n . g o v e r n m e n t a r '  functions.  McQui)lan, The Law of Munic ipa l  Corpora- 
t ion  (2nd ed., 1928) VoL 6, sec. 2792-2793;  WeDh v. The  Village of Rut land,  56 Vt. 228 
(1883).  

,6 One bondholders  committee for foreign bonds apparently is of the opinion that bond- 
holders '  In teres ts  can be fur thered  by resor t ing  to legal act ions  ' inc lud ing  foreclosure 
a g a i n s t  foreign obligers .  The Colombian bondholders  committees,  through L. E: de S. 
Hoover,  their secretary, announced in the press that the committees 
"are. p repa r ing  to call  upon the trustees and fiscal agents to take steps "provided for 
in  the trust' indentures in the event of defaults, by declar ing the bonds due and payable 

$ * * in  fu l l  and, if  payments are not  made tO take foreclosure proceedings . 
"* * * . Legal  steps can properly be taken against Agr icu l tu ra l  Mor tgage  Bank. as 

well  as the Mortgage  Banks,  to enforce the r igh t s  of the bondholders  by e i ther  a suit 
tn the Colombian cour ts  or by a request for the appointment of a receiver for the 

respective banks, it Is stated." N . Y .  Times, Apr. 26. 1936. 

I t  was  also stated that "actual suit~ against the Colombian Gove rnmen t  on its direct 
obligations cannot  be taken without its consent because of the sovereign right of the 
Republ ic ."  /b /d .  

On Oct. 26, 1936, the secretary in a notice to bondholders  stated that the committees 
" h a v e  received the .op in ion  of competent  Colombian counsel to the effect that legal 
proceedings may be successfully i n s t i t u t ed  in the Colombian courts  for the col lect ion,  of 
the* matured unpaid arrears coupons detached from the external bonds of the v a r i o u s  
Departments and Municipalities." A similar statement was  made respecting the en- 
forcement  of a pledge of shares  of stock of a munic ipa l  power company as security 
for the bonds of the city of Bogota,  Colombia. Notices to Bondholders,  Sept. 17, 1936, 
and Sept. 28, 1936. I t  has  been reported that the committees have decided to proceed 
with legal  a e r i e ,  against the Department of A n t l o q u i a  in the Colombian courts  to collect 
matured coupons. N. Y. Times, Oct. 23, 1936. I t  was also reported that collections 
so made in Colombian pesos would be remi t ted  in do l la rs  when permission could he 
obtained from the board which controls Colombian foreign exchange, lbld. 

• r The considerations discussed in the text  would not apply to a foreign pr iva te  car- 
porat ion,  even though  its foreign obligations had been guaranteed by its government .  
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The testimony of Allen W. Dulles, a partner of the firm of Sul- 
livan & Cromwell, concerning protective provisions in loan agree- 
ments, is of particular interest as that firm has drawn many such 
foreign bond contracts. At  a hearing before this Commission wher~ 
some aspects of the default on bonds of the Republic of. Chile were 
being examined, he testified: 

"So f a r  as  t h e s e  p r o t e c t i v e  p r o v i s i o n s  a r e  c o n c e r n e d ,  t h e y  a r e  w h a t  w e  ca l l  
'boi ler  plate ' ,  a nd  I f r a n k l y  f ee l ,  f r o m  p a s t  h i s t o r y ,  t h e y  a r e  n o t  w o r t h  the  
p a p e r  t h e y  a r e  w r i t t e n  on, e i t h e r  f r o m  the  p o i n t  o f  v i e w  o f  the  b o r r o w e r  or  
f r o m  the  po in t  o f  v i e w  o f  the  l e n d e r . " a  

And at a later point he added: 

" T h e r e  a r e  c e r t a i n  f e a t u r e s  o f  t h e s e  a g r e e m e n t s  t h a t  a r e  bo i l er  p la te .  
W h e t h e r  i t  i s  good  or  bad  I don' t  k n o w ,  but  i t  h a s  a p p e a r e d  in t h e s e  a g r e e m e n t s  
f o r  a g r e a t  m a n y  years ,  a n d  v e r y  l i t t l e  o f  i t  has  v a l u e  today ."  ,0 

The situation with respect to domestic bonds is, of course, quite 
different. The courts are open to creditors of a domestic private 
corporation for the enforcement of their claims. UMess receivership, 
bankruptcy, or statutory reorganization proceedings stay the cred- 
itor's hand, judgment will be entered and the sheriff will levy execu- 
tion on the debtor's assets. In the case of municipal corporations, 
it is true that under the law Of most States, either by specific Statu- 
tory provision or by judicial decision, the property of a public cor- 
poration presently devoted to a public use and appropriated to that 
end  is exempt from execution at a suit of a holder of a defaulted 
municipal obligation, so Nor are the assets of the citizens of the de- 
faulted municipality subject to levy of execution in such instance in 
most States. An exception, ]iowever, obtains in the New England 
States. In those States, the creditor of a town or other quasi-public 
corporation, and in some instances of a city, may levy execution 
against the p~ivate property of the inhabitants of t h e  debtor entity 
to satisfy a judgment against the latter, sl But the creditors of mu- 
nicipalities outside of the New England States are by no means help- 
less. They can resort to a writ of mandamus, or in special cases, to 
a petition for'a mandatory injunction, to compel the payment o'f 
suiplus funds, or to compel the levy and collection of a tax. But 
even here, as we have shown, these remedies are capable, as a practi- 
cal matter, o f  playing but an ancillary role to negotiation~ 'for 
readjustments through refunding2 2 

Op. cir. supra note 33, at  1139, 
'a id . ,  at 1143. 
~°See Part IV o{ this 'report ,  Committees for the Holders of Municipal and Quasi- 

Municipal Obligations (1936) ,  at  16-17.  
Id. ,  a t  17. 

~2 Id.,  at 16-26.  
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In the case of private domestic corporations, to be sure, the sheriff 
seldom levies execution on the plant and equipment of a company 
which is unable to service its bonded indebtedness. Receivership, 
bankruptcy,-or reorganization proceedings will intervene. But  all 
these proceedings .providing for the ultimate settlement of the credi- 
tors' claims by liquidation or reorganization, whether authorized, by 
statute or based on the fundamental powers of a court of equity, have 
as one of their principal objectiYes the prevention of a race of dili- 
gence among creditors for the seizure of the debtor's assets. Other 
legal rights and remedies enforceable by the courts are substituted 
for the r i g h t  to levy execution. A domestic corporation cannot 
ordinarily remain for long in default on its bonded debt without find- 
ing itself involved in court proceedings. 

Edwin M. Borchard has summarized the difference between private 
debts and government debts as follows: 

"* * * I n  t h e  c a s e  o f  a n  i n s o l v e n t  i n d i v i d u a l  w h o  goes  In to  b a n k r u p t c y ,  a l l  
h i s  p r o p e r t y ,  w i t h  t r i f l i n g  e x c e p t i o n s ,  b e c o m e s  s u b j e c t  to  a t t a c h m e n t  a n d  s a l e  
f o r  t h e  bene f i t  o f  c r e d i t o r s  ; in t h e  c a s e  of  a p r i v a t e  c o r p o r a t i o n  a l l  t h e  p r o p e r t y  
m a y  be  so ld .  T h e  s t a t e  i s  s u b j e c t  to  n o  J u d i c i a l  f o r u m ,  c a n n o t  be  c o m p e l l e d  
to  p a y  e x c e p t  t h r o u g h  t h e  n e e d  f o r  c r e d i t  o r  t h r o u g h  d i p l o m a t i c  p o l i t i c a l  ~)res- 
sure,-  a n d  i t s  a s s e t s  a r e  n o t  a t  t h e  d i s p o s a l  o f  i t s  u n p a i d  c r e d i t o r s .  * * * "~* 

I t  is probable that the grea't mass of purchasers of foreign bonds 
were quite unaware of the weaknesses inherent: in these foreign bond 
issues. I t  is certain that most bond buyers did not read the le'ngthy 
legal documents pursuant to which •the bonds were issued; if read, 
.they probably would not have been understood. But  it Was the 
practice to emphasize in the l~rospectuses the protecti~;e'and security 
provisions of the loan agreements. They were thus brought directly 
to the attention of  the buyers . .Fur thermore ,  editors of investment 
m~tnuals and services turned to. the original documeilts for  Confirma- 
tion and summarized t h e m i n  books Of reference. In  news columns 
the vital passages were passed on to the financial community and to 
the public. 

The buyer learhed of the numerous provisions of the issue inserted 
fo r  his apparent  protection. But  he did not learn Of their ineffec- 
tiveness, l i e  was not advised that, to use Mr. Dulles' phrase, they 
.were ~'boilerplate." Prospectuses of the bankers contained nothing 
to' warn :him of this: I t  may be wondered whether .foreign bonds 
could have been sold in such staggerihg amounts even in the specu- 
lative era of the 1920's if  the bankers had disclosed to their customers 
the virtual impossibility of obtaining legal redress agains.t defaulting 
nations. .. 

m Borchard,  address  In ternat ional  Loans and  In te rna t iona l  Law, ,before American 
Society of In te rna t iona l  Law, Proceedings before  the  S e c u r i t i e s  and  Exchange Commis- 
sion in the Mat te r  of Bondholders  Protect ive Committees for  Republic of E1 Salvador 
(1935), Commission's Exhibi t  No. 87, a t  140. 
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The prospe'ctus would l ay  particular emphasis on any security for  
or  pledge under the loan, and served to inculcate the belief that such 
SecUrity or pledge possessed as great legal validity as a security under 
domestic bond issues. But  the holder of a defaulted foreign bond, 
as we have stated, is without feasible remedy to enforce his rights 
to  such security or pledge. As one writer on foreign bonds has said : 

" T h e  e x i s t i n g  s y s t e m  o f  d r a f t s m a n s h i p  is  n o t  m e r e l y  i n a d e q u a t e  i n  n o t  p ro ,  
: r i d i n g  a g a i n s t  a l l  m a j o r  r i s k s  a n d  i n  n o t  p r o v i d i n g  su f f i c i en t  p r o t e c t i o n  f o r  t h e  
f u t u r e ,  b u t  i s  p a r t l y  to  b l a m e  f o r  t h e  p u r c h a s e  b y  t h e  p u b l i c  o f  f o r e i g n  
b o n d s  w h i c h  w e r e  u n s a f e  i n v e s t m e n t s  f r o m  t h e  o u t s e t .  T h e  i n s u f f i c i e n t  a n a l y s i s  
o f  r i s k s  c o n c e a l s  f r o m  t h e  p u b i i c  c e r t a i n  d a n g e r s  w h i c h  b e c o m e  a p p a r e n t  i f  a 
• c l a u s e  m e n t i o n  s t h e m .  T h e  p u b l i c  b o u g h t  m a n y  l o a n s  b e c a u s e  i t  w a s  t h o u g h t  
t h a t  t h e y  w e r e  s e c u r e d  b y  t h e  e q u i v a l e n t  o f  a v a l u a b l e  m o r t g a g e ;  i n  r e a l i t y  
. m a n y  p l e d g e s  a n d  c h a r g e s  p r o v i d e d  f o r  in  g o v e r n m e n t  l o a n s  a m o u n t e d  o n l y  
t o  a d d i t i o n a l  p r o m i s e s  w h i c h  d i d  n o t  e v e n  a f f o r d  a c l e a r  p r i o r i t y  in  "case 
o f  b a n k r u p t c y .  A n  u n s o u n d  p s y c h o l o g y  w a s  c u l t i v a t e d  b e c a u s e  t h e  p u b l i c  w a s  
t a u g h t  to  r e l y  o n  s e c u r i t y  p r o v i s i o n s  I n s t e a d  o f  i n v e s t i g a t i n g  t h e  p a y i n g  
c a p a c i t y  a n d  r e l i a b i i i t y  o f  t h e  d e b t o r  c o u n t r y .  W i t h o u t  t h e  n a m e s  ' s e c u r e d  
l o a n '  t h e  p u b l i c  w o u l d  p r o b a b l y  h a v e  r e f u s e d  to  b u y  b o n d s  o f  c o u n t r i e s  w i t h  
w h i c h  i t  w a s  e n t i r e l y  u n f a m i l i a r .  I t  w o u l d  a l s o  h a v e  r e a l i z e d  t h a t  f e w  s e c u r i t y  
p r o v i s i o n s  wi l l  d o  m o r e  t h a n  s a l v a g e  a f r a c t i o n  in  c a s e  o f  r e a l  d i s t r e s s . "  u 

And Edwin M. Borchard, in testifying before this Commission as an 
expert  On the legal aspects of international loans, desb~ibed fur ther  
the ineffectiveness of security clauses, except in those cases where 
the bondholders themselves collect the pledged revenues through 
a collection agency which enjoys the protection of the i r  government: 

• "Q .  C o u l d  y o u  d i s c u s s  b r i e f l y  t h e  d i f f e r e n t  t y p e s  o f  f o r e i g n l o a n s ,  t h a t  is ,  I 
. ~ s sume  t h a t  t h e r e  l s , a  c l a s s  o f  f o r e i g n  l o a n s  w h i c h  .is u n s e c u r e d ,  r e l y i n g  o n  
t h e  g o o d  f a i t h  a n d  c r e d i t  o f  t h e  o b l i g o r  g o v e r n m e n t ?  

':A 'Yes  . 

Q :  T h e r e  a r e  o t h d r  l o a n s  Which  c a i r y  speci f ic  se~curi ty? 
'~k. Yes: * * * 

• !Q . .Ar id  suc l i  s e c u r i t y  m a y  t a k e  t h e : f o r m  of  a ' s p e c i f i c  p l e d g e  o f , c e r t a i n  
r e v e n u e s  ? 

• A. Yes .  
Q'. S u c h  a s  c u s t o m s  r e v e n u e s ?  

A. Y e s ;  in  L ~ t i n  A m e r i c a  i t  1§ u ' sua l ly  c u s t o m s  r e v e n u e .  
Q. C e r t a i n  t a ~ e s ?  , 

• A'. Yes .  

.m Quindry,  o p .  v i t .  s u p r a  note 43, sec. 637. 
• Gi~orge Nebolsine; a re'ember' of the New York bar,  has suggested tha t  provision be ma~lo 

• In fu tu re  foreign bond i~sues" ~for a rb i t ra t ion  of disputes b'etween .the debtor government  
and the bondholders. Am. Soc. Int .  Law, Proceedings 1934, a t  155. See Quindry, s u p r a ,  
sec. 664. Mr. Borchard  testified a t  a hear ing  before this Commission:  

"Q. * * * Do you .think t ha t  arbi t ra t ion could profitably be used * * * as a 
method of reduc ing  defau l t s?  . . . .  • 

A. Yes ; I do, both 'on the legal side and  on t h e  e c o n o m i c  s ide .  
In  effect, the Council of Foreign Bondholders in England does in i ts  objective capacity,  

a c t  in  a quas i -arbi t ra l  capaci ty ,  taking account  of the needs of the debtor, and  of the 
requirements of the credi tor ."  Proceedings before the Securities and Exchange Commls- 

• nion in the Ma t t e r  of Bondholders  Protec t ive  Committees for Republic of El Sa lvador  
(1935), a t  434. 
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Q. In r a r e  cases the secur i ty  t akes  the form of a specific mor tgage  on 

proper ty?  
A. R a r e l y ;  but  occas ional ly  i t  has. Tha t  was  the 19th cen tury  pract ice,  more  

t h a n  the 20th. 
Q. W'hat  i s " the  genera l  va lue  of the secur i ty  to the ho lde r s  of the bonds? 
A. V, rdll, t h a t  va r i e s  wi th  the case. In  .principle I would  say  so f a r  as  the 

i m m e d i a t e  collection of the secur i ty  goes, when a count ry  goes in to  defaul l  
i t  is  not  grea t ,  un less  the credi tors ,  the boudholders  themselves,  as  in the 
cases  of Egypt ,  Greece, Turkey,  Nicaragua ,  Ha i t i ,  and  Santo Dom'ingo have  
t h e i r  own a d m i n i s t r a t i o n  to collect the  revenue, and  tha t  col lect ing agency 
has  the pro tec t ion  of s t rong  government .  I n  t h a t  event  the secur i ty  ha s  an  
~mmediate  value,  bu t  where  t h a t  does not exist ,  then  the va lue  of the secur i ty  
is  m a i n l y  for  i t s  i nd i r ec t  a id  in ob ta in ing  preference  in  the  r eo rgan iza t ion  of 
the debt, and  there,  I th ink,  i t  has  some value,  as  exper iences  of r eo rgan iza t ion  
would  ind ica te .  

Q. T h a t  is, i t  is only in  the ra re  case t h a t  Creditors have  the ab i l i t y  or the  
oppo r tun i t y  to reduce the secur i ty  to possession? 

A. T h a t  is  t rue.  W h e r e  they speak of a pledge, i t  is not  r ea l ly  a pledge, 
because  the  credi tor ,  as  a rule, ge ts  nothing.  I t  i s  a misuomer,  therefore ,  t o  

use  the l e g a l ' t e r m  "pledge. '  
Q. T h a t  term, however ,  was  used in  fore ign  bond prospectuses?  
A. Yes ;  by cour tesy.  
Q. You th ink  t h a t  the  use of the word  m a y  have  tended  to m i s l ead  the 

publ ic?  
A. I r ea l ly  could not  say  on .that. People who know SOlUething abou t  i t  a re  

not  mis lead ,  bu t  pe rhaps  the un informed migh t  be. 
Q. Do you not  t h i n k  these  fore ign bonds were,  to a ve ry  l a rge  ex ten t ,  

pu rchased  by the un in fo rmed?  
A .  I f ea r  so. ' ' u  

In  the .case of Haiti,  referred to in Mr. Borchard's testimony, *the 
collection .agency was in effect controlled by the l~nited States Gov- 
ernment. A treaty proclaimed on May 3, 1916, between it and the 
United States provided that the President of the United Stat~s should 
nominate for appointment by Hait i  a general receiver to collect 
customs levies2 ~ • Pursuant  to this arrangement bonds, of which ap- 
proximately $9~000,000 are presently outstanding, were issued b y  
Hai t i  and sold to the American public secured by a. pledg e of  Cus- 
toms reveni~esY "The general receiver nominated by  the President 
of the United States has collected revenues to the present time and 
full  bond service has been maintained2 s The Foreign Bondholders 
Protective Council, Inc., in its 1935 annual report  protested a sug, 
gested plan to remove this government?s power to nominate a col- 
lector of customs and to lodge such power in ,the Bank of Haiti,  four 

Proceedings before the Securities and Exchange Commission In the Matter of Bond- 
holders P r o t e c t i v e  C o m m i t t e e s ' f o r  ,Repul~lic of ~El 'Salvador (1935), at 426. ' 

F o r e i g n  B o n d h o l d e r s  P r o t e c t i v e  Council, Inc., Annual .Report 1935, at  122. 
• ~ I d . ,  'at 1 2 3 ,  284.  

u I d . ,  a t  126,  284.  
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of the directors of which would be nominated by non-governmental 
agencies in this country2 s 

The United States Government in the past oll a few occasions in- 
volving, exceptional circumstances has lent its support, as. in the case 
of the Hait ian loan, to the bondholders, in establishing and main- 
taining an agency to collect pledged revenues. Such governmental 
action would be inconsistent with our present foreign policy. Lack- 
ing such. governmental protection, however, the mere fact that  the 
bondholders appoint or control the collection agency is not full 
assurance against default. Thus in the case of the E1 Salvador 
dollar and sterling loans the fiscal agent, a United States bank, 
through a. local fiscal representative collected, the customs revenues 
pledged as security for the bond issueS. But  in 1932 the Govern- 
ment of El  Salvador found itself faced with financial difficulties and 
to obtain funds for its internal needs assumed control of customs 
revenues with a resultant partial default on. its external bonds, as 
Furthermore,  an embargo on foreign exchange prevents the collec- 
tion agency from fransmitt ing funds abroad for bond service. In  
the case of the city of Barranquilla (Republic of Colombia) an 
administrative board, controlled jointly by the American bankers 
and the debtor, was created pursuant to the loan contract. This 
board collected the pledged revenues specified in the agreements, but 
due to restrictions of the Colombian National Government on foreign 
exchange was unable to transfer funds  for bond service to the United 
States, with the resultant default in interest and sinking fund pay- 
ments.S~ 

A paucity of foreign.exchange may .resul t in default  in bond: serv- 
ice even though the collection of pledged revenues is urtder the con- 
trol of the government whose nationals hold the bonds,: As we si~all 
subsequently: develop, an inability to obtain sufficient foreign exchange 
has caused ma]{y foreign debtors to default. The debtor's internal 
revenues are" often sufficient to permit continuation o f  debt service 
measured in the debtoPs own currency, bu t  the' debtor is unable to ob- 
tain exchange to convert such funds into the currency of the creditors. 
Thus in the case of certain loans of the Greek Government the collec- 
tion of pledged revenues allocated to the, 10an is under the control of 
an International Finance Commission composed of representatives of 
various creditor governments.~ ~ While the Commission'has been suc- 

ldi f  at 124-126. 
ao Op. cir. supra note 55. Commission's Exhibit No. 52, at  9-10. 
6~ See Part VI of rl~is report, Trustees under Indentures (1936), AiJpendlx D (A), 

describing the Ba~ranquilla situation. " 
¢4Foreign Bondholders Protective "Council,. 'Inc., Annual Report 1935; at 239-241; 

Moody's Governments and Municipals, ]938, at 2591-o592; Madden, op. cit. s u p r a  note  5, 
at 217.  
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cessful in collecting pledged revenues, the scarcity .of foreign• ex-' 
change has permitted only partial  payments to the bondholders, es . 

The Young and Dawes loans of the German Government  were se- 
cured by pledges of various revenues of the Reich. s' Since May 17, 
1930, the Bank of International Settlements at Basle, Switzerland, 
has acted as fiscal agent of the trustees for  the Dawes loan of 199.4 
and as trustee for the Young loan of 19302 ' In  such c'apacitles it 
received the revenues pledged under the two loans and, af ter  setting 
aside the specified amount of bond service, transferred the balance 
to the German Government. ss But  this system of supervision and 
control of the collection of pledged revenues, which was founded on 
international treaties, s7 did not insure against default. On June 14~ 
1934, the German Finance Minister  announced that  owing to eco- 
nomic conditions no fur ther  foreign ex6hange would  be available 
af ter  Ju ly  1, 1934, fo r  the service of the  Reich loans, ss The dollar 
series of these two loans have been in partial default  since July  1, 
1934. °' We shall subsequently discuss the action of our Department 
of State in protesting these defaults and the discriminatory treat- 
ment ()f American bondholders by the  German Government/° 

Allen W. Dulles also expresesd his opinion of. the inefficacy of 
specific hypothecation of revenue in his testimony before this Com- 
mission : 

"A. I have  reached  the  conclusion the' pl.edges of revei~ues a re  not  wor th  
the  pape r  t h e y : a r e  w r i t t e n  on, on fo re ign  loans, u n l e s s . t h e  revenues  are  Collected 
and d i sbursed  by persons  o ther  than  the ,debtor .  

Q. The  quest ion is who is to collect and  disburse i t?  

A. Yes. 
Q. T h a t  would be an i m p o r t a n t  quest ion to be t raded '  out? 
A. Genera l ly  you a re  forced back to  the s i tua t io~  whei 'e the  bor rowing  

government  i s  the  collector and  the disburser ,  and wr/en t h a t  is  t h e  s i tua t ibn  

I don ' t  t h ink  the  s e c u r i t y ' i s  wor th  anything.  , 
Q. You are  s p e a k i n g  of 'wor th  a n y t h i n g '  i n • t e r m s  of being able  to collect 

i t  as  a sheriff  can go down and collect  a p a r t i c u l a r  fund or p a r t i c u l a r  cha t t e l?  
A. I don ' t  t h i n k  i t  is  wor th  apprec iably  more  thfin the  genera l  obligafi0fi 

of the fore ign governmen't  to pay. 

u I b i d .  
Securities Registration Statement Form 18, Deutscbes Reich,. filed with Securities 

and Exchange Commis~ion April 16, 1936, Exhibit BI, Statement German. l~nntster of , 
Finance, af 2 (Dawes loan), Exhibit BII, Statement German 'Minister of "Finance, at  
1-5 (Young loan) . . . . . .  

Id.; Exhibit 'BII,  Statement Oermah'Minister of Finance, at  3-5. 
Hague Agreement, Jan. 20, 1939, modifying earlier international agreements: " " - 

~ I b i d .  See Experts Plan for Reparation Payments published by the. Reparation 
Commission (1926). 

.~ Securities Registration Statenaent, op, vi t. s u p r a  note 64, a t  7. 
m Foreign Bondholders Protective Council, Inc., Annual Report 1934, at  176. See 

Fifth Annual Report of Bank of International Settlements. 
• ~Olnfra sec. IV, C 5.. ' , . .  -. : 
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Q. Don ' t  you. th ink  these p r io r i t i e s  in a foreign field have  any p rac t i ca l  sig- 
nificance in v iew of negot ia t ions?  

A. W h a t  type of p r io r i t i e s?  You mean  whe the r  you have  a first  or second 
llen on tobacco revenues?  

Q. T h a t  is  one example,  or where  specific funds  or specific revenues are  
pledged t o a  loan?  Don ' t  you th ink  those have  p rac t i ca l  significance? 

A. Re l a t i ve ly  l i t t l e  in  the  face of a s i tua t ion  such as  we a re  f ac ing  today. 
Q. You mean  to say  you would Just  as  soon en te r  nego t ia t ions  wi thou t  a 

p r ior i ty  as  wi th  a priority.? 

A. I t  depends  somewha t  on the  Prior i ty .  I f  I had  revenues t h a t  were 
collected by some other  agency, I t h ink  you would have  someth ing  of value.  
In  a debt negot ia t ion  in which I had a p a r t  I don' t  t h ink  where  we had  a 
first  or second l len on ' some  revenue t h a t  Was not being collected would prove 
of any  va lue  in any  s i tua t ion ."  n ' 

This is a frank admission by a partner of a firm which drafted 
many of the foreign loan agreements 72 that to him the protective 
covenants are empty •phrases. Yet there was no hesitancy by houses 
of issue to emphasize in prospectuses their effectiveness as weapons 
fo r ' the  bondholders' protection. And in this, the members of the 
financial bar whose names appear Oll the prospectuses' must bear as 
much of the onus as the issuing bankers. 

I t  is apparent that holders of foreign bonds lack the ordinary 
means to p u t  life and substance i'nto the agreements w h e n ~  foreign 
government defaults. They must turn to other devices to obtain 
any recovery upon their investment. These will now be described. 

2. GOVERNMENTAL ASSISTANCE 

a. Economic Sanctions 

A possible mealm to obtain some recovery available to creditors 
holding defahlted foreign Uonds lies in the application of economic 
sanctions agaip-st the dhfaultifig gove~fiment. But  the use of economic 
weapons in retal iat ion for thd failure of the obligor to provide bond 
service, or as a pressure device to induce resumption of bond serv- 
ice, is not a ~ par t  of our international policy.78 And in the last 
analysis such vhethods are of doubtfUl utility to the creditors. 

In theory the governme'flt 0 f t h e  creditors could impose discrimina- 
tory tariffs or regulate'.foi~ign 6xchange in a manner detrimental to 
the def.aulting governmefit. Furth~rm0re, if the obligor nation has 
a favorable bMance Of trade.T4 with respect to the country of the 

Op. t i t .  su~ra note'33,.at 1140-~142. 
~ I d . ,  at 1131. 
u Op. cir. supra note 55, a t  439-440. 
7, In addition to trade in merch~indlse, other items such as freight and shipping, tourists' 

expenditures, immigrant remittances, etc.,' would be reflected in the balance.of payments 
between the two countries. 
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creditors, the latter may arrange for the compulsory clearance of 
international payments through an o~tlcial agency  and apply the 
balance of exchange seized against bond service. Tl~is form of 
international garnishment has in fact been threatened (and applied 
in some 'instances) against Germany,  Roumania and other debtor 
countries by European governments in recent years. Following 
these threats a large number of so-called trade clearing agreements 
or similar arrangements have been concluded between the  debtor and 
creditor governments. While such agreements are usually designed 
to effect payment of trade: credits, a number of agreements contain 
additional provisiol)s .diyecting, t he  application of a share of the bal- 
ance of payments in favor of the debtor to the payment of bond 
service. By means" of such agreements, Switzerland, Holland, 
France,  England, and other governments have obtained for a period 
full bond service on the German Reich Loans while American bond- 
holders were receiving only partial  service. "~his discrinlinatory 
treatment of American: bondholders, as we shall subsequently relate, 
was the subject of several protests by the U. S. Department of State 
to Germany. 

I t  cannot'be questioned that  the use of this+ form of economic pres- 
sure has resulted in interest payments on long term indebtedness 
which, otherwise would not lmve been. made: We shall reserve for 
subsequent, discussion the subject o f  trade clear~ng ~grcements and 
their utility as a debt collection deviceJ ~ I t  will suffice here to note 
two points. In  the fir-st place, this use of  tl:ade:clearing ~gree,ments 
is founded upon a balance of trade between the deb torand  creditor 
.nations adverse to the latter. The united'  States possesses a substan- 
tial unfavorable trade balance with respect to only a fe,w countries 
which have defaulted on their dollar bonds., Hence, with these few 
exceptions, such agreements would bel of no utility as a de,vice for 
debt collection. In  the second place such agreements aresubject  to 
serious drawbacks. The experience of European nations with them 
has'been far  from satisfactory. Such agreements d~slocate interna- 
tional trade, forcing, it to flow, in: unnat.ural, channels. Furthermore 
experience has shown that the e.ffect of.. such agreements;is to equalize 
trade between the two countries~ thus reducing or destroying the 
trade balance which is a condition sine .qua n o n  to their successful 
use in  debt collection. These  and. other, objections to this. use of 
economic pressure to collect debts will be developed subsequently; ~ 
While such agreements, where the requisite conditions, obtain, may 
result in some payments to the bondholders,: the conclusion seems in- 
evitable tha t  f rom a long range p0int o f  vfew itllei'r detrimental effects 

~ I n ] r a  see. IV, C, 5. 
] b | d .  
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may overbalance the imniediate benefits to bondholders. Indeed 
their natural •tendency to cripple commerce and to equalize the trade 
between the two nati.ons may make the sanction itself ineffective. The 
possibility of the use of trade clearances and other similar devices 
on behalf of the American bondholders is small. 

b. Armed Force 

Creditor nations do not resort to the use Of their armed forces to 
collect overdue accounts. 7¢ In the few instances in the past where 
there has been a show of armed force against a delinquent country, 
other issues between the two nations more aggravating than the fail- 
ure to meet bond service have been involved. TM The show of naval 
force by Great Britain, Germany, and I taly against Venezuela in 
1903 i according to Mr. Borchard, had as its principal motivation the 
existence of tort  claims against Venezuela a~ld its refusal to arbi- 
trate them. Venezuela's default on its external bonds was regarded 
as an ancillary issue. TM As an outgrowth of the Yenezuelan ificident~ 
Senor Drag0, the Minister 'of Foreig-a Affairs of Argentina , de- 
re.loped the doctrine (bearing his name) that  force should not be 
used to.collect a contract debt. s° I t  led to the "Convention Respect- 
ing the Limitation of the Employment  of Force for the Recovery of 
Contract Debts" at the Second Hague Conference. By this Conven- 
tion the contracting Powers agreed not to use force except in certain 
circumstal.lces, ?~iz., (1) when the debtor government fails to reply to 
an offer of krbi.tration, (9~) when arbi t ra t ion 'had been offered and 
~ccepted but the debt'or prevents the  framing of the special.agree- 
ment, (3) whd~ the debtor government fails to Submit t o  an'a~,ard. 
made in an arbitration. 8~ 

Commentators  have pointecl out that  the net result of the 'Drago 
Doctrine was to " sanotion t.he ime of force under certain circumstances 
although theretofore the use of force to colleet contract claims had" 
not been customary under  any circumstances, s~ 

The bondhol'.ders may eliminate from their consideration the use 
of armed force'as a means of debt collection. I n  the final analysis, 
therefore, there are available t o  the holders of defaulted foreign 

See Borchard,  The Pro tec t ion  of Citizens Abroad by Arme{i Force  (1929}, Publ ica t ion  
No. 2235 of the Aead. o f  P.ol. and So c. Sol.. 

~a O p .  b i t .  s u p r a  note 55, a t  4"36. 
I b i d .  . " . . . . .  

I d . ,  a t  4 3 7 . . .  
Rt I b i d .  See Foretgn Relat ions of the United States  (1907), a t  1199-1204;  The H a g u e  

C0nvehtlons and  DeclaratiOns of 1899 and '  1967;-edited by 'James Brown Scot t ,  Carnegie 
Endowment  for  In terna t ional  Peace (1915), a t  89-95.  

DSee  ft. Reuben Clark, fir., address before Bond Club, ffan. 16, 1935, reported In N.Y."  
Herald  Tribune, Jan.  14, 1935. ' " " : 

114994 "--37----=-3 
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bonds but few legal or economic sanctions which can be applied 
against the defaulting nation, and these are of doubtful utility. 

c. Diplomatic Representations 

In the absence of any feasible means of bringing compulsion to 
bear on a defaulting government to service its bonded indebtedness, 
the bondholders perforce must resort to negotiations with the debtor 
to induce it to resume debt service in whole or irL part. Creditors of 
defaulting foreign nations are prone to turn to their own government 
to carry on the necessary negotiations with the debtor, The proper 
role to be assumed by the government of the lender when such default 
situations arise has often been the subject of discussion by com- 
mentators on international loans. 

Leland Hamilton Jenks has described how British holders of de- 
faulted foreign securities during the second quarter o f  the nineteenth 
century besieged their foreign office with demands for intervention 
in their behalf. 88 This culminated in a circular •which Lord Pahner- 
ston in 1848 addressed to the British representatives in foreign states. 
In this circular was set forth the British policy with respect to gov- 
ernmental interposition in a defaulted debt situation involving Brit- 
ish citizens and foreign governments. He said in part- . . 

" I t  is, therefore, simply a question of discretion with the BritiSh government 
whether  this mat te r  [ the non-payment of public loans] should or should not 
be taken up by diplomatic negotiation, and the decision of t h a t  question of 
discretion tu rns  entirely upon Bri t ish an'd d~)mestic considerations." ~' 

This seems to assume ' the right of a government to intervene diplo- 
matically in a default situation and to carry on the necessary nego- 
tiations with the debtor, although the exercise of the right is entirely 
discretionary with the government. Commentators on the subject 
usually take the position that the right to"ihtervene exists only i f  
the defaulting government has been guilty of an "international 
delinquency." 

I t  is difficult tv read specific content int o this phraSe. The outright 
repudiation by the foreign government of its loan as d!stinguished 
from the mere failure of the government to maintain debt service 
while recognizing the validity of the loan is usually regarded as con- 
stituting an international delinquency. Examples of such outrigh t 
repudiations by sovereign governments, however, are rare. The action 
of a borrowing government in discriminating against the citizens of 
al..particular state is alsq regarded 'as an .international delinquency. 
Edwin M. Borchard i n  testifying before this Cbmmiss~0n empha- 

SJJenks, The Migrat'10n of British CapI'tal to 187'5 (1927)~ 115 et.  seq."  ': " 
Borchard, op . ' c t t ,  s u p r a  note 53, at 158, and see his comment at 159. 
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sized the difference between repudiation and discriminatory treatment 
on the one hand, and ordinary default on the other: 

"Q. Could you state, Mr. Borchard,  the difference between a default  in bond 
service and a repudiation of the bond by the foreign government? 

A. Well, the default is assumed to be a mere inability to pay. The repudia- 
tion evidences an unwillingness to pay. 

Q. The difference is one of lntentio'n? 
A. The difference is, yes, one of Intent ion;  but in practice tile inability to 

pay is often advanced as the g~ound for a refusal  to pay. For  example, the 
debtors of the United States  may I)e taken, and their  ' inability'  to pay. I 
Judge there is m o r e  refusal  to pay than  inabili ty to pay, in many cases. The 
repudiations are not many. Governments do not  repudiate, except in revolu- 
t ionary times, such as the Soviet government 's  repudiation. They can get all 
the results they want  by merely pleading inability to pay ;  and it is awfully 
hard to prove that  they are in error. 

Q. Do I understand you to say that  repudiat ions are quite rare?  
A. Rare. I may say that  inability to pay is not regarded as an offense in 

international  law ; and that  is of some Importance. 
Q. Could you explain a little more in detail the significance of tha t  rule? 
A. The significance of tha t  rule lies in the fact  t ha t  it is for  that  reason 

tha t  governments  will not  take drast ic  action to compel a government  tha t  
has  defaulted in i ts  foreign bonds to make good, if they mainta in  t ha t  they 
cannot pay, and, in view of the fact  tha t  the bondholder has  bought  the bonds, 
theoretically, with his  eyes open, the government: mainta ins  there has  been a 
mere default,  which might  have been expected. Therefore there is no inter- 
national  law on the side of the gavernment  of the bondholder war ran t ing  it in 
taking diplomatic action on his behalf. 

Q. But  in a case of repudiation, diplomatic action would be war ran ted?  
A. Yes. In  the case of repudiat ion or in the case of the divert ing of security 

or in the case of unfa i r  discrimination between bondholders of different nation- 
alities, the foreign office does assume tha t  tha t  is a delinquency war ran t ing  
diplomatic interposition, involving bad fai th.  This  is a distinction between 
bad fa th  an d good faith.  

Q. You mentioned t h a t  discrimination might  w a r r a n t  diplomatic action. 
Tha t  is, in the: case  of the United States, discriminat ion by foreign govern- 
ments  agains t  the bondholders who are  citizens of this  country? 

A. Yes. 

Q. Such discrimination would w a r r a n t  the State Depar tment  in taking divlo- 
matic action? 

A. Yes. 
Q. Have there been any recent cases of such a s i tuat ion? 
A. Well, the most  recent is the case of the representat ions  made t o  Ger- 

many  when Germany is alleged to have given a preference to the Dutch and 
Swiss bondholders, where, however, there  was  a t rade balance which they 
could seize and we could not. And they  used compulsory clearings in those 
countries which we could not use. The result,  however, was  that  Swiss and 
Dutch bondholders were t reated more favorably  in gett ing a larger  proportion 
of their  coupon tn te res t . than  were Citizens of the United States. 

Q. Do you recall tha t  the State D e p a r t m e n t  made ra the r  vigorous protest  
agains t  that  dtsdrimination? 

A. Yes, they did." ~ 

u op.  cir. supra note  {55, at  429.  
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The action which the bondholders' government may take in the 
event of a so-called international delinquency usuall~ takes the form 
of official or formal representations to the government which borrowed 
the money, consisting of a protest against the action taken and a re- 
quest or demand that  the situation be rectified. Examples of such 
action by our State Department were the protests made to Germany 
in 1934 and 1935 referred to in Mr. B~rchard's testimony quoted above 
and discussed subsequently in this report. 

The occasions under existing international law a n d  practice for 
the employment of strictly official representations are rare. And it 
must be remembered that  the decision to intervene is discretionary 
with the government of the lenders. National or international con- 
siderations transcending in importance the immediate interest of the 
bondholders may dictate a policy of nonintervention. The policy of 
our State Department, except under the unusual circumstances typi- 
fied by the German case, is definitely one, of noninterposition in a 
formal and official capacity in the default situation. This is not 
to say however that  the Department is inactive in the ordinary case. 
I t  finds frequent occasion to exert its influence on behalf of the 
bondholders. The exact nature of the action taken naturally varies 
with the circumstances, I t  may consist, for  example, of an indica- 
tion to the foreign government of the Department 's  interest in the 
default, or of a suggestion that  negotiation of a debt settlement be 
initiated. The Department's views may be communicated to the 
debtor's Minister of Finance by the diplomatic representat.ive of this 
country, or by the State Department to the debtor's foreign repre- 
sentative at Washington. Such action while usually unofficial and 
informal may nevertheless be effective. 

While freely rendering assistance of this nature to the bondholders, 
it is the pol icy of the Department that  the actual conduct of the 
negotiations should rest in private hands. •It has expressed its policy 
thus : 

" * * * T h e  D e p a r t m e n t  h a s  c o n s i s t e n t l y  t a k e n  t h e  p o s i t i o n  t h a t  S e t t l e m e n t  

o f  t h e  q u e s t i o n s  a r i s i n g  o u t  o f  d e f a u l t  in  d e b t  s e r v i c e  by  f o r e i g n  g o v e r n m e n t a l  

e n t i t i e s  m a y  b e s t  be  o b t a i n e d  t h r o u g h  d i r e c t  n e g o t i a t i o n s  of  t h e  b o n d h o l d e r s  o r  

t h e i r  r e p r e s e n t a t i v e s  w i t h  t 'he e n t i t i e s  c o n c e r n e d .  T h e  D e l ) a r t m e n t  u s e s  i t s  

i n f o r m a l  g o o d  offices on  a l l  a p p r o p r i a t e  o c c a s i o n s  to  f a c i l i t a t e  s u c h  n e g o t i a t i o n s  

b e t w e e n  t h e  d i r e c t l y  i n t e r e s t e d  par~:ies."*6 

~Op.  cir. supra note 10, Con~mission"s Exh'~.bit~No. 177. J .  Reuben Clark, Jr. ,  has de: 
scribed the participation of the Bri t ish Foreign Office in debt se t t lements :  

"The Foreign Bondholders Corporation of Great Bri ta in  operates directly in representa- 
tion of the bondholders w i t h  the foreign governnient, but tim Bri t ish  Government has 
gone a good deal fa r ther  in helping them than our Government has  so fa r  felt able to go 
in helping the Council. How tha t  aid shall develop with the fu ture  years, I do not.know. 
But, for example, in Great  Bri ta in,  i t  not infrequently has  happened tha t  the Brit ish 
Government  will permi t  the Corporation to delegate or consti tute a s  i t s  agent  the minis- 
ter  of Great Britain in the default ing country, and if not the minister,  then the~ consul- 
general ."  Op. cir. supra note 10, Commission's Exhibit  No. 29, at  3. . " 

We are informed, however, tha t  the cases in which the Corporation of Fore ign "Bond- 
holders has been permitted to empower the Brit ish representat ive in the  foreign state to 
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As negotiations with a foreign government obviously cammt be 
carried on by the numerous and widely dispersed bondholders acting 
individually, protective committees or agencies come into play and 
serve an essential funct ion.  The situation calls for  the centralization 
of the interests of the mass of hondholders in one compact group, the 
members of which will act as the representatives or spokesmen of the 
bondholders in their discussions with the debtor nation looking 
toward a debt readjustment. 

In emphasizing that the lack of effective means for exerting pres- 
sure on a defaulting nation forces the bondholders to resort to nego- 
tiations, we do not intend to say that  nations as a rule take advantage 
of the situation either by arbitrari ly defaulting or by arbitrarily 
refusing to resume debt service. Default  is usually accompanied 
by an official or unofficial statement from the obligor government, of 
the existence of a national emergency or distress, making impossible 
the service of the bonded indebtedness, s7 No doubt nmst of these 
statements are made in good faith based on a genufne dearth of in- 
ternal revenue, or available foreign exchange, or both. The inci- 
dence of the world-wide depression on government treasuries has, 
of course, "been severe. The decreased volume of world trade and 
.the drastic drop in the" prices at which it moved seriously affected 
the economy of many debtor nations and curtailed severely their 
supplies of foreign exdhange. The conditions have made many 

negotiate on its behal f  are restricted to those where the Council itself acts as the l~gal 
representat ive of the bondholders, that  is to say, where the Council takes the deposit of 
bonds. As we shall subsequently develop," the Bri t ish  Council has not accepted deposits 
in every case• 2t  is also understood tha t  the foreign representat ive may act generally 
in the Interest  of the Brit ish bondholders without specific request from the Council. 

Mr. Clark testified, however, that  Bri t ish bondholders a re  not" as prone to call upon 
their  Foreign Office to aid in the readjustment  of foreign defaults  as the American 
investors arc to c'all upon the State Department  : 

" I  might  say, generally speakln~--and this is contrary to the popular impress ion- -  
there Is lees incl inat ion 'among Britxsh investors abroad to try to do their  business through 
their  Foreign Office and their embassies and legations than there is on the par t  of Ameri- 
can citizens. That.  is due entirely to our lack of experience. And you will nearly always 
find t ha t  Br i t i sh . f inancia l  interests  in foreign countries do their  own negotiat ing and 
iron out their  own troubles ra ther  than applying to their  Depar tment  o f  State  or to 
their  Foreign OffiCe. I make tha t  s ta tement  merely by way o f  c l ea r ing ' t he  ground on 
the general assumpt ion  that  Great  Br i ta in  does so much more f o r ' I t s  subjects than the 
United States does for i ts  Citizens. Tha t  is not t rue."  Id. at  233. 

See also Mr. Clark's testimony before this Commission. Id., a t  225-226. 

E. g., adver t isement  of the Republic of Uruguay in the New York Times, July  29, • 
1933, s ta t ing  in p a r t :  

"The Republic of Uruguay, in spite of Intense efforts to main ta in  a favorable balance 
o f  internat ional  payments, is  faced with an acute shor tage .of foreign exehan e due to 
the decline in i ts  exports and the low prices for which i ts  products can be s o ~  in for- 
eign'  markets  and it  thus finds it  increasingly difficult to obtain the necessary foreign 
exchange e v e n  for the' mSst presslng commercial.pui-poses "of i t s  people. I t  is clear that  
the continued full payment  a t  this  t ime of interest  on its foreign obligations in the cur- 
rencles In which the~ are expressed to be pa~,able would have a disastrous effect on the 
golu reserves o~ the t~ank of the Republic, which have already been substantial ly reduced. 
These reserves cannot be fur ther  depleted without  endangering the industr ial  and com- 
mercial s t ruc ture  of the country. In  view of this  si tuation,  the Government has issued, 
1ruder d a t e  of Ju].y 3, 1933, a decree, under the  terms of which the Government will 
ueposlt m ~dontevmee an amount  in Uruguayan pesos equivalent, at par of exchange, to 
the interest  to become due on Its external long te rm debts. The pesos so deposited will 
be t ransferred,  from t ime to time, for payment  to coupon holders consenting to accept the 
same, at  the ra te  of exchange prevai l ing at  the t ime of t ransfer . "  
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defaults inevitable, especially in those cases where  the government 
borrowed foreign capital far beyond its needs. 

Arbi trary defau l t /no  doubt do occur occasionally, induced perhaps 
by the example of other nations that  have ceased servicing their in- 
debtedness without apparent penalty. I t  is probable that  the defaults 
by various European nations on their huge war debts owed to the 
United States Government have colored the attitude of governments 
indebted to American citizens, making them more ready to resort to 
default  on their external bond issues as the solution of their internal 
financial problems. I t  is of interest in this connection that  the Re- 
public of Chile in a memorandum explanatory of the terms of a 
decree and the circumstances of its enactment, by which debt service 
of the Chilean external loans was to be scaled drastically, made refer- 
ence to these defaults in the following language: 

" O n e  o f  t h e  u n f o r t u n a t e  r e s u l t s  o f  t h e  w o r l d  c r i s i s  w a s  t o  f o r c e  i n t o  d e f a u l t  

t h e  d e b t s  i n c u r r e d  b y  e v e n  t h e  g r e a t e s t  a n d  w e a l t h i e s t  c o u n t r i e s ,  i n c l u d i n g  d e b t s  

c o n t r a c t e d  f o r  t h e  p u r p o s e  o f  s a f e g u a r d i n g  n a t i o n a l  e x i s t e n c e  i n  t i m e  o f  w a r .  

T h e  g r e a t  d e p r e s s i o n  s m o t e  C h i l e  w i t h  m o r e  d e v a s t a t i n g  f o r c e  t h a n  a n y  o t h e r  

c o u n t r y . "  " 

More frequent perhaps than the case of arbi t rary default is the 
situation where cessation of bond service in the first instance was 
justifiable but the rectification, of the default  is unreasonably delayed. 
There often will be a considerable 1£g between the restoration of a 
nation's capacity to pay and the resumption of even partial  debt 
service. ' " 

The long experience of the older creditor nations indicates that  
most foreign defaul.ts are eventually readjusted with the resumption 
of at least partial  debt service. Dr. H e r b e r t  Feis, in his book, 
"Europe,  the World's Banker, 1870-1914", points out the persistence 
and patience of the Brit ish Corporation of Foreign Bondholders in 
effecting this. ss This corporation, which was formed in 1868, acts 
as the central protective agency for defaulted British fo'reign bond 
issues. Dr. Feis.states that  by temper ing doggedness with modera- 
tion it  had, by 1930, readjusted through some form of compromise , 
all the defaults it  had taken in hand, except those of certain of the 
states of the United States. 

3.  B A s i s  FOR ~ E G O T I A T I N G  A P L A N  

A willingness on the par t  of the debtor government to discuss the 
situation created by its defaul t  must obviously precede negotiations 
and in  itself usually implies a willingness to make some offer, per- 
haps an unattracti~;e one to its creditors. The extent to which the 

,ss Foreign Bondholders Protective Council; Inc., Annual Report 1935, at 39. 
At 116. 
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government will go to meet its obligations and satisfy the demands 
of its creditors rests p a r t l y  on the existenc~ of a genuine desire to 
pay, coupled with a willingness to make the sacrifices which a re- 
sumption of payment will entail. Restoration of debt service obvi- 
ously means that  revenues otherwise employed, possibly in serving 
internal needs, must be allocated to its bonded indebtedness, or in the 
alternative additional revenue must be raised by  taxation. Lack of 
available foreign exchange has caused many defaults as the debtor 
may be able to  pay bond intere.st in its own cm:rency but a scarcity 
of exchange prevents its transmitting such payments to its foreign 
bondholders, e° Accordingly, a resumption of interest payments re- 
quires that exchange must go to the bondholders rather than to meet 
the claims of other creditors, to p a y  for imported merchandise or to 
serve other national ends. In short, the resumption of bond service 
even in part  may necessitate some sacrifices on the par t  of the debtor 
government and its citizens, sl 

The willingness of the issuer to negotiate with representatives of 
the bondholders and eventually to agree to readjust its default gen- 
erally has two motivations: a desire to restore the prestige and 
reputation of the nation, and a desire to borrow more money, s~ M ~ y  

• 0 See Madden,  oP. Pit. s u p r a  note  5, a t  166-184.  A debtor  g o v e r n m e n t ,  l ack ing  fore ign 
exchange ,  m a y  service  i t s  fo re ign  indebtedness  b y  e x p o r t i n g  gold. T h e  l imi ted  supply  of  
t h i s  me ta l  and  the  debasemen' t  of  a deb to r ' s  cu r r ency  consequent  up.on s u b s t a n t i a l  ship- 
men t s  of  g01d m a k e  such p a y m e n t s  a t  bes t  a t e m p o r a r y  expedient .  

'~ In  th i s  connect ion i t  is i n t e r e s t i n g  to. note  t h a t  the  Chi lean Special  F inanc i a l  Com- 
miss ion  in Connection wi th  a p lan d ra s t i ca l ly  to scale bond serv ice  on Chile 's  ex te rna l  loans 
quoted w i t h  approva l  the  fo l lowing  excerp t  f r o m  the  1925 r epo r t  of t he  A m e r i c a n  Debt  
F u n d i n g  Commiss ion  on the  s e t t l emen t  of the  w a r  debts  : 

" W h i l e  t he  I n t e g r i t y  of  In t e rna t iona l  ob l iga t ions  m u s t  he ma in t a ined ,  I t  is  a x i o m a t i c  t h a t  
no na t ion  can be r e q u i r e d t o  pay  to a n o t h e r  g o v e r n m e n t  s u m s  in excess  of  i t s  capac i ty  

to pay.  TIle Commiss ion  in I ts  s e t t l e m e n t  w i t h  G r e a t  B r i t a i n  * * * has  adhered  to 
the  pr inc ip le  t h a t  t h e . a d j u s t m e n t s  m a d e  w i t h  each  g o v e r n m e n t  m u s t  be m e a s u r e d  by the  
ab i l i ty  of t he  pa r t i c u l a r  g o v e r n m e n t  to pu t  as ide  and  t r a n s f e r  to  the  Un i t ed  S t a t e s  
t h e p a y m e n t s  called for  u n d e r  t he  f u n d i n g  agreement .  ' ~ , 

" N o r  does the  pr inciple  of capac i ty  to pay r e q u i r e  the  fo re ign  debtor  to p a y  to the  
full  l im i t  of i t s  p resen t  o r  f u t u r e  capaci ty .  I t  m u s t  be pe rmi t t ed  to p rese rve  and  Ira. " 
p rove  i t s  economic posit ion,  to b r ing  i t s  budget  in to  ba lance  and  to p lace  i t s  f inances 
and  cu r rency  on a sound basis ,  and  to m a i n t a i n ,  and i f  possible to improve,  the  s tandard  
of l iv ing  of  I ts  ci t izens.  No se t t l ement  which  is oppress ive  and  r e t a r d s  the  recovery  and 
deve lopment  of  t he  fore ign debtor  Is to the  bes t  i n t e r e s t  of  t he  Uni ted  S ta tes  or  of  
E u r o p e "  F o r e i g n : B o n d h o l d e r s  Pro teCt ive  Council,  Inc. ,  Annua l  Repor t  1935, a t  39-40.  

The  Chi lean m e m o r a n d u m  c o n t i n u e d :  

' " * * * The  d t i z e n s  of  Chile .and the  G o v e r n m e n t  of  Chile r e g a r d  t h e i r  n a t i o n a l  
indeb tedness  w i t h  as  h igh  a fee l ing  of  honor  as  do the  c i t izens  or  g o v e r n m e n t s  of  a n y  
nat ion  of  t h e  w o r l d ;  yet,  a f t e r  the  severe  sacr i f ices  to Which we h a v e  been subjec ted  
t h r ough  the  economic p res su re  of  t he  pas t  fou r  years ,  we cannot ,  in Just ice,  force ou r  
people into st i l l  more  acu te  d i s t r e s s  in order  to meet  t h i s  burden  of  i n t e r e s t . "  I ~ ,  a t  42. 

~ T h e  J o h n s o n  Act ,  (31 U. S. C. A. §'  804a (Supp.  1935),  approved  Apr .  13, 1934) 
is  a imed  pr inc ipa l ly  a t  European  g o v e r n m e n t s  which have  de fau l t ed  on t h e i r  so-called 
" w a r  d e b t s "  to the  Uni ted  S ta tes .  The  Act  p roh ib i t s  the  m a k i n g  of a n y  new loans  
to g o v e r n m e n t s  in de fau l t  on thei r  indebtedness  to t he  G o v e r n m e n t  of  the  U n i t e d ' S t a t e s  
(no t  to the  c i t izens  the reof ) .  The  Xet  p rov ides  : 

' q t  shall  be un l awfu l  w i t h i n  t h e ' U n i t e d  S t a t e s  or  any  place sdbJect  to the  Jur i sd ic t ion  
of  the  Un i t ed  S ta tes  fo r  a n y  person to pu rchase  or  sell the  bonds,  secur i t ies ,  or  o the r  
obl lgat iSns  of, a n y  fore ign  g o v e r n m e n t  or  pol i t ica l  subdiv is ion  thereof  or  a n y  o rgan i za t i on  
or  assoc ia t ion  a c t i n g  for  o r  on beha l f  of  a fore ign  g o v e r n m e n t  or  pol i t ical  subdiv is ion  
thereof  issued,  a f t e r  Apr i l  13, 1934, or  to m a k e  a n y  loan to such fore ign g o v e r n m e n t t  
poli t ical  subdivis ion,  o rgan iza t ion ,  o r  assoc ia t ion ,  except  a r enewa l  or  a d j u s t m e n t  of  
e x i s t i n g  indeb tedness  whi le  such g o v e r n m e n t ,  pol i t ica l  subdiv is ion ,  o rgan iza t ion ,  or  asso-  
c iat ion,  is in de fau l t  in t h e  p a y m e n t  of  i t s  obl igat ions ,  or  any.  p a r t  thereof ,  to the  Govern-  
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debtor countries are' still in the .process of  development, requiring 
capital in amounts greater than can be raised fron~ internal sources. 
Forei~i  capital raised by bond issues or by the granting of short 
term credits will be required for public works and improvements 
and to finance industry and agriculture. I f  bonds are in. default~ the 
i~suance of additional bonds is almost impossible and bankers dislike 
to make new short term loans until the credit of the nation is re- 
stored. Default on governmental indebtedness will necessarily have 
its effect on the ability of the government's citizens to obtain foreign 
credits for their own needs. These purely practical considerations 
support a desire to brighten the nation's reputation by honorable 
treatment of its foreign creditors. 

Negotiation for a debt readjustment will involve a complexity of 
financial, economic, and political problems. The discussions are likely 
to have as their central theme the capacity of the debtor to pay- -  
capacity both in the revenue of the government and its available for- 
eign exchange. The revenues a nation can raise b y  taxation and 
devote to debt service and the sums which it can transfer abroad to 
its creditors are no t  susceptible of precise mathematical determina- 
tion, but are matters which must be traded out  by the representa. 
tires of the debtor and the creditors. The determination of the capac.- 
i ty to transmit funds abroad• for bond service is likely to have an 
important bearing upon the  nation's foreign •trade. 

Obviously, the debtor nation must continue to exist and discharge 
its essential governmental functi0n ~ and its foreign trade cannot be 
destroyed. Proper recognition must necessarily be given to these 
considerations by the bondholders' representatives. To attempt to 
insist upon too drastic a reduction of internal expenditures, the levy- 
ing of too onerous taxes or the allocation to' bond service of too exces- 
Sive an amount of foreig~a exchange is to invite an early recurrepce 
of default. I t  is ha rd ly  likely, however, that  the representatives of 
the bondholders will drive too hard a bargain as the debtor in the 
negotiations concerning its capacity to pay has the stronger bargain- 
ing position. Complete and accurate statistical data as to  existing 
and prospective revenues and expend!tures and as to the available 
foreign exchange of a debtor nation may not .be available to the 
bondholders' representatives who are thus deprived of the essential 
facts on which to predicate the negotiation s . Furthermore , the 

ment of the United States. Any person violating.the I~rovislons of this section shall upon 
c onv ic t i on  thereo f  be fined not  more than $10,000 or impr i soned  for not  more than five 
years ,  or both. 

"As used in th i s  ac t  t h e  t erm 'person~ inc ludes  indiv idual ,  par tnersh ip ,  corporat ion ,  or 
a s s o c i a t i o n  o ther  t h a n  a publ ic  corporat ion  created  by or pursuant to special author i za t ion  
of Congress ,  or a corporat ion  in which the Government of the United S t a t e s  has  or 
exerc i ses  a contro l l ing  i n t e r e s t  t h r o u g h  s tock o w n e r s h i p  or o therwise ."  

For a s t a t e m e n t  of  the  amount of t h e  w a r  debts  and  a brief history thereof, s e e  
F ore ign  B o n d h o l d e r s  P r o t e c t i v  e Council, inc., Annual Report 1935, a t  375--380. 
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knowledge by the debtor that  the bondholders ordinarily Can appl.V 
no effective sanctions against it will not induce it to fix its capacity 
to pay at a figure so high as to entail substantial sacrifices by its 
citizens. J. Reuben Clark, Jr., president of the Foreign Bondholders 
Protective Council, Inc., out of his experience in negotiating debt 
settlements, testified to the difficulty of persuading a foreign govern- 
ment to reduce its internal expenditures in order to increase deb¢ 
service : 

"May I say  tha t  in a l l  these negot ia t ions  you have  to have  In mind th is  funda:  
menta l  principle,  that ,  a f t e r  all ,  a government  mus t  l ive ;  It must  have  enough 
money to function. Otherwise  your  bonds a re  no good. You may  get into 
differences of opinion, and  you f requent ly  do, as  to how much money a govern- 
ment  should spend and w h a t  the purposes  of t h a t  spending should be for  w h a t  
we may  cal l  i ts  own maintenance ,  as  d i s t inguished  from spending on i ts  own 
forei~°n debt service. One of the problems which a l w a y s  presents  i t se l f  in these 
negot ia t ions  is t ha t  of tryi.ng to induce the government  t o c u t  down its  expencll- 
tu res  for ma in tenance  and devote more  of i t s  money to i t s  foreign debt service. 
Bu t  t h a t  is  never  a very popu la r  u n d e r t a k i n g  and i t  is  f r equen t ly  difficult '  to 
pe r suade  them to make  any  change."  *~ 

In addition to the problem of capacity to pay there are often 
involved in negotiations the questions of priori ty and relative treat: 
ment to be accorded the various dollar bond issues of the foreign 
government with their varying interest rates, maturities, security 
and sinking fund provisions. These matters, complex in them- 
selves, become yet more complicated when loans floated in other 
countries are included in the proposed debt settlement. Further- 
more, short term bank and commercial credits frequently exist and 
must receive consideration. They all have their bearing on the debt 
readjustment finally reached. Compromise and settlement of thesd 
various c0n~icting claims are necessary i f  a fair  and .equitable'read- 
justment is to be consummated. But in ~iew of this'existence of con- 
flicting claims~ bondholders can be assured of effective and vigorous 
championship only if  their representatives are free of interests and 
loyalties adverse to those Of the bondholders. 

r 

4. UNmAT~P~L PLAN 

The foregoiilg d~scussion has been predicated on the assumption 
that  a readjustment plan follows negotiations between representa- 
tives of the debtor nation and 'of the bondholders, and that it reflects 
an agreement or an understanding previously reached. Usually it 
takes the form of a reduction of interest and a modification of amor- 

• tization provisions in the original loan contract. Sometimes, the 
security for the loan is altered and occasionally the principal Of the 

,a Op. vt't. ~upra note 33, at 26. 
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debt is scaled downward. There appears, however$ to be a tendency 
to maintain the principal intact. 

But the procedure described is by no means the unvaried practice. 
A debtor nation may readjust its foreign obligations unilaterally, 
without consulting the bondholders or their representatives. 

The mechanics involved in the consummation of a unilateral plan 
are essentially simple. The obliger nation enacts a decree or makes a 
formal pronouncement that debt service is scaled to the amounts 
specified by thedebtor  or that the original covenants of the loan are 
otherwise modified. The debtor nation will further provide that 
a bondholder may "accept" the new arrangement by cashing his 
coupon at the reduced rate or by otherwise accepting the treatment 
accorded him under the plan. This "acceptance" is at most one of 
form only as the plan proposed by the governmen t either explicitly 
or impliedly states that  the alternative to the reduced bond service 
specified will be no payment whatsoever. I t  is a take-it or leave-it 
proposition. 

Readjustments thus consummated are not likely to be favorable to 
the bondholders. I f  the debtor is acting sincerely, the plan will at 
best embody only its own judgznent of its capacity to pay. I f  sin- 
cerity is lacking the plan may constitute only a gesture toward the 
bondholders or a means whereby the debtor removes itself from the 
catego~T of natioJ~s in complete default. 

The device of the unilateral plan finds no counterpart in the 
domestic field. I ts  employment is made possible only by reason of 
the absence of effective sanctions which the bondholders may apply 
against the debtor. As previously discussed, the lack o f  such sanc- 
tions permits a government i f  it so chooses to default arbitrarily on 
its debt service. By the same token, a government has the power to 
readjust its foreign bond issues without consulting its creditors and 
in such manner as it, and it alone, deems proper: 

From the viewpoint of the bondholders, the element in the uni- 
lateral technique most prejudicial-to their interests is the lack of 
consultation or negotiation with their representatives or spokesmen. 
The mechanics of consummating a negotiated plan may be the same 
as for an unilateral plan; i. e., each bondholder by the acceptance 
of any benefits under.the plan becomes bound to its terms. If ,  how- 
ever, the bondholders have been effectively represented in the nego- 
tiations leading up to the plan, and the agreement reached reflects 
the best treatment the bondholders could expect' consistent with the 
debtor's capacity to pay, the "acceptanc e'' assumes a more substan- 
tial meaning. The merits of this procedure as compared ~vith a plan 
of readjustment requiring acceptance of the bondholders other than 
through acceptance of benefits, i .  e . ,  a plan which is fully bilateral, 
will be discussed in a subsequent part  of this report. 
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5.. TYPES 0F PROT~;CTIVE C0~:.~ITTEES A2¢D -~GENCIES: NI~fBER OF 
PROTECTIVE CoM~Ia-r~s 

Following default in interest payments by foreign governments 
different types o:f agencies have arisen to defend the interests of the 
bondholders. :Before examining them and their functions, activ- 
ities, and personnel in detail, they may be named and classified. 

The banking firm or corporation which originally floated the issue 
in default may act on behalf of the bondholders, either directly as 
the house of issue, or through the medium of a protective committee 
which it has organized and on which its representative may or may 
not serve. The fiscal agent which, as previously stated, in a sub- 
stantial majority of cases is the house of issue or an affiliated cor- 
poration, may attempt to rectify the default. In  fact, a number of 
readjustments, mostly of a temporary nature covering only one or 

• two interest coupons, have been effected by the houses of issue or 
fiscal agents in negotiations with debtors without the intervention of 
protective committees or oth.er agencies. 

Protective committees whose members .had no connection with the 
Original financing may offer themselves or be requested by bondhold- 
ers to act as representatives of the bondholders. They often desig- 
nate themselves as '~independent" committees. This term will be used 
in this report to distinguish them from "banker" committees. 

Attention must also be given to permanent protective organizations. 
Their development has been one approach to the problem of adjust- 
ing foreign defaults by older creditor nations. They have many dis- 
tinctive characteristics. Such a central organization, the Foreign 
:Bondholders Protective Council, Inc., was formed in 1933 in the 
United States. Its present and potential importance to the holders 
of foreign bonds requires that  careful study be given to its organiza- 
tion, financing, and operations. 

Protective committees, irrespective of whether organized by the 
houses of issue or by others, in turn may be classified into three 
groups: first, the committee whose authority flows from the deposit 
of the outstanding bonds; second, the committee which takes only a 
proxy or power of attorney from the bondholders who retain posses- 
sion of their bonds; and third, the committee which receives neither 
deposits nor proxies or other form of legal authorization from the 
bondholders and hence is not their legal representative. 

A significant feature of the defaulted foreign bond situation is the 
relative scarcity of protective committees as such. Various banks 
and trust companies, at this Commission's request, reported [o it in 
December 1934 that they were acting or had acted as depositary for 
17 protective committees for foreign government issues, which h a d  
been in existence at some time since January 1, 1928. The num- 
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ber of protective committees in the foreign field is, however, Some- 
what larger than this. Not all banks and trust companies were 
requested to report. Furthermore, some committees opera.ted under 
proxies taken from security holders and therefore did not requir6 
the services of a depositary. In addition a few committees have 
been organized subsequent to December 1934. I t  is not believed, 
however, that the addition of such committees as were not reported 
by depositary institutions and of committees recently formed would 
bring the total number to more than forty, s4 This figure is to be 
compared with 197, the number of foreign bond issues listed as being 
in some stage of default as of December 31, 1934, by the Foreign 
Bondholders Protective COuncil, Inc., in its 1934 report. I t  is true, Of 
course, that certain committees represented more than one defaulted 
issue and a few Committees represented all the' bond issues of a par- 
ticular nation and its political subdivisions. BUt the fact remains 
that many foreign issues which have been in partial or  complete 
default for a number of yearshave not receiVed the attention of a 
protective committee as such. Moreover, a number of committees 
appear to have been relatively inactive. Some committees apparently 
have taken no steps except to perfect their formal organization and 
to make a public annohncement Of their formation. The extent to 
which the  Foreign Bondholders Protective Council, Inc., has dis- 

. placed the conventional protective committee in the foreign field will 
be discussed subsequently. 

We have heretofore emphasized the helplessness of the bondholders 
in obtaining redress • against a defahltfng foreign government. We 
have shown that in contrast to their remedies ill the domestic field, 
the holders of foreign bonds, possess no effective legal remedies Or 

extra-legal sanctions which can be applied agaiiLst a defaulting for- 
eign state. Hence the bondholders perforce must rely on negotiations 
with the debtor to induce it to resume debt service on a basis that is 
fair and equitable. The impbrtance of the role of the negotiators is 
thus apparent. And such importance is accentuated by"other fea- 
tures which distinguish the foreign from the domestic readjustment 
process. 

In the first place, a plan for the settlement of a foreign default is 
not ordinarily submitted to the b6ndholders for acceptance or re- 
jection. To be sure, no bondholder can be forced to accept the 
treatment accorded him under the plan. But~ as will be developed 
subsequently, the typical foreign bond readjustment makes no pro- 
vision for the dissenter; accordingly he who will not accept the plan 

See Madden, op. cir. supra note B, at  288-289. 
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receives nothing, The practical consequence of this situation is that 
substantially all bondholders ale driven to accept the plan, whether 
it be fair and reasonable or inequitable ill the extreme. I n t h e  
second place, no court has jurisdiction over foreign bond settlem'ents, 
such as is exercised over the reorganization of domestic Corporations 
by federal courts pursuant to Sections 77 and 77B of the Bankruptcy 
-Act. There is, therefore, no judicial scrutiny or supervision of 
either the activities of those who negotiate for the holders of foreign 
bonds or of the plan of readjustment which they negotiate. And 
als0, of course, administrative control of the readjustment process is 
likewise absent. 

In the domestic field, certain checks on abusive tactics or over- 
reaching by those who dominate the reorganization processes are 
present. A plan of reorganization must ordinarily be submitted to 
security holders for their approval. Furthermore, although excep- 
tions do exist, a plan of reorganization •must be submitted to the 
scrutiny of a court for confirmation or rejection. A dissenting 
minority which finds the plan objectionable is accorded a day ill court 
with full opportunity to submit its •objections for judicial considera- 
tion. And such minority has other remedies, some of an extra- 
judicial nature. As explained in other parts of this report~ a 
minority may gain a strategical position with the power to obstruct 
or delay the proceedings. The leverage thus obtained is often in- 
strumental in exacting concessions from those who control the 
reorganization machinery. These various checks on the majority 
group existing in the domestic field are not sufficient by themselves 
under the present system to insure that either all plans will be fair 
and equitable, or that the conduct of the dominant group will be 
above reproach. It  suffices here to point out, however, that these 
various checks" do act as a brake on a group which may be bent on 
perverting the' reorganization procedure to its own ends. 

These checks being absent in the foreign field, one may accurately 
characterize the representatives of holders of foreign bonds as pos- 
sessing extensi~,e power, free from control or restraint.S5 On their 
ability, faithfulness, and integrity, the bondholders perforce must 
rely. And by reason of the lack of supervision and control, these 

• qualities are even more clearly demanded in the foreign than in the 
domestic field. Among other things the bondholders must be assured 
of prompt and vigoi, ous representation of their claims. Their repre- 
sentatives must be freed from all interests which conflict with those 

As we shall develop subsequently in this report, no protective Committee or agency 
In the foreign field can function effectively without the cooperation or support of the 
U. S. Depabtment of State. Some control over committee action may be exercised by 
the Department by withholding its assistance from a committee not conducting itself 
in the best interest of Investors. 
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of the bondholders. The absence of regulation or control makes it 
possible for the representatives of the bondholders t'o serve their own 
self-interests with impunity if the intent to do so is present. Even 
though such intent be absent, the existence of a conflict of interest 
will tend to condition the action taken. In the light of these vital 
considerations we shall in the pages that follow explore the various 
types of protective committees and agencies which act for the bond- 
holders in the foreign field. We shall examine their genesis, the qual- 
ifications of their members, the processes which they have adopted, 
and the procedures which they have utilized. We shall seek to deter- 
mine whether or not they have competently and faithfully discharged 
the high fiduciary duties which they have expressly or impliedly 
assumed. 

SECTION II 

PERMANENT BONDHOLDERS, PROTECTIVE AGENCIES 

A. CORPORATION OF FOREIGN BONDHOLDERS 
(Great Britain)' 

~Vhen American interests decided upon the creation of a perma- 
nent protectiv e agency to readjust foreign defaults they sought out 
the experience of older creditor nations in the use of such agencies. 
The British Corporation of Foreign Bondholders which was formed 
in 1868 is the oldest institution of the kind. 2 I t  was followed by a 

, number of similar central agencies ill European countries? Over a 
period of more than 60 years the British Council has represented the 
interests of the British holders of defaulted foreign bonds. During 
this period it has by and large been accepted as the authori~Cive 
agency to negotiate settlements of British bondholders with foreign 
governments By virtue of its accomplishments in the handling of 
numerous foreign default situations it has gained wide prestige. 
I t  was natural, therefore, that American interests, in organizing the 
American council, used the British Council as a model. 4 By reason 
of this and of the British CounciPs outstanding success in readjusting 
foreign defaults~ the circumstallces which brought it into being, its 
organization and its method of functioning, will be developed in this 
report. 

Great Britain's experience with loans to foreign governments 
extends back ~ell over a hundred years.5 During this long period 
of foreign lending its bankers and its investors have not been 
strangers to the problems created upon default. British loans were 

i The discussion herein of the British Corporation of.Foreign Bondholders is based chiefly 
on the testimony at  a Commission hearing of Edwin M. Borchard, who had made a special 
study of the British Council~ on its published reports, on the writings of various com- 
mentators,  and upon various contemporary newspaper and magazine articles. 

J Wynne end Borehard, Foreign Bondholders Protective Organization (1933) 43 Yale 
L. J. 281, 284, Proceedings before the Securities and Exchange Commission in the Matter  
of Bondholders Protective Committees for the Republic of El Salvador, Commission's 
Exhibit No. 86. 

a Such agencies were organized In Belgium (1898), France (1898), Switzerland (1916), 
Germany (1926),-and in other countries.  See Wynne and Borchardl supra note 2, at  
293-294 ; Ronald, National Organizations for the Pi'otection of Holders of Foreign Bonds 
(1935) 3 Geo. Wash. L .  Bey. 411, 426-435. 

See infra this section. 
a See Jonks, Migration of British Capital to 1875 (1927), for a t rea tment  of the early 

British experience in lending to foreign governments. 
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