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RESTRUCTURING AND FINANCE DEVELOPMENTS

Automotive Industry Turmoil

What began in 2004 with troubles among smaller auto parts suppliers, and grew
with Delphi Corporation’s bankruptcy in late 2005, has now become a full-blown crisis for the
domestic automotive industry and the United States economy as a whole. Last month, auto sales
dropped precipitously to a seasonally adjusted annual rate (SAAR) of less than 11 million vehi-
cles, drastically less than the 16.4 million SAAR of last year, and perhaps even less than our an-
nual automobile “scrappage” rate. Combined with the ongoing credit crisis, the industry’s trou-
bles have substantially depleted the cash reserves of two of the “Big 3” automakers. After tele-
vised hearings that transfixed the nation, Congressional leaders told the Big 3’s CEOs to return
with a viable business plan in two weeks, or risk going home empty-handed again, perhaps for
the last time. While the drama plays out in Washington, investors, suppliers, customers and em-
ployees are left to wonder whether the government will provide economic support, and if so, on
what terms.

Most experts believe that one way or another the Federal government will spend
tens of billions of dollars as a result of the auto industry crisis. If Congress and the Administra-
tion choose not to act, and one or more of the automakers file for bankruptcy in a “free-fall”, the
filing(s) might result in a liquidation, given the almost-complete lack of bankruptcy debtor-in-
possession financing for cases even a fraction of the size of an automaker’s, and consumers’
likely unwillingness to make a major purchase from a chapter 11 debtor. A “free-fall” of even
one of the Big 3 would likely result in substantial government funding obligations for unem-
ployment compensation, health care and pensions, and could affect the stability of the other two
domestic automakers, cause severe financial distress for numerous parts suppliers and dealer-
ships, and disrupt the U.S. production of foreign automakers because they share many of the
same suppliers with the Big 3. The ultimate political and societal consequences of such a se-
quence of events cannot be predicted but might well be more severe than any experienced in our
country’s recent history.

Some experts have recently suggested that a government-sponsored “prearranged”
bankruptcy would be a means of mitigating the “free-fall” bankruptcy risks and achieving the
balance sheet and operational restructurings that might only be possible in a Chapter 11 proceed-
ing. Such a bankruptcy would likely be far more complex and take substantially more time than
the experts have suggested. Indeed, one could rationally conclude that any sort of Big 3 bank-
ruptcy, prearranged or not, should be avoided if at all possible due to the significant risk of fail-
ure, and that every effort should be made instead to resolve the situation through out-of-court
procedures, such as debt-for-equity exchange offers for the creditors and one-on-one negotiations
with the various other constituencies, with the specter of bankruptcy in the background. Never-
theless, if a Big 3 restructuring must occur in a prearranged case, the following are certain of the
benefits that could be achieved with government assistance:

a. Provide interim stability. The public announcement of a government-
sponsored “prearranged” bankruptcy restructuring, coupled with a government commitment to
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provide interim debtor-in-possession financing (and possibly an exit financing facility), should
provide much-needed stability to the industry.

b. Rationalize the balance sheet. The debt obligations of those automakers par-
ticipating in a government-sponsored “prearranged” bankruptcy, which are trading at prices sub-
stantially below par, could be significantly reduced (and converted to equity) or otherwise sub-
stantially restructured, enabling the automakers to emerge with significantly de-levered balance
sheets. Shareholders’ interests could be at least substantially diluted.

c. Renegotiate or terminate dealer agreements. State laws protect dealerships
from termination by the automakers. The Bankruptcy Code, however, would give a debtor-
automaker the ability to reject burdensome dealership agreements. Many experts believe the Big
3 have far too many dealers in relation to the current demand for their vehicles and could use
Chapter 11 to rationalize their dealership network. Such a rationalization could occur as part of a
reduction in the number of brands marketed by the Big 3. Dealers whose agreements are re-
jected would have unsecured claims that would be dealt with as part of the “prearranged” plan.

d.  Close assembly plants. To the extent it becomes necessary to reduce operating
costs further by closing various plants, claims resulting from such closure would be unsecured
claims that would be dealt with under the “prearranged” plan.

e. Modify labor agreements. The United Auto Workers and the domestic auto
industry have been engaged in near-continuous labor negotiations for the past several years.
Many analysts believe the UAW and its employees have made meaningful concessions in order
to move the Big 3 closer to profitability. However, the Big 3’s labor costs still exceed those of
their foreign competitors, including competitors who manufacture in non-unionized plants in the
United States, due primarily to the health care, pensions and “Jobs Bank” costs that the Big 3
continue to fund. In order for the Big 3 to become viable as an operational matter, labor might
need to return to the bargaining table, as part of a “shared sacrifice” with other constituencies.
Section 1113 of the Bankruptcy Code allows a bankrupt employer to reject a collective bargain-
ing agreement, but in the end the solutions to labor issues are almost always negotiated, rather
than litigated.

f. Rationalize the supply chain. A bankrupt automaker could renegotiate or reject
supply contracts in order to lower its own cost-of-goods. However, given the financial stress that
the supply chain is already experiencing, care would have to be taken not to drive suppliers out
of business and thereby jeopardize production. In fact, one would expect that early in a Big 3
bankruptcy case, the debtor would ask for court permission to pay the pre-petition claims of its
“critical vendors”. This is a controversial procedure that circumvents the Bankruptcy Code re-
quirement to treat creditors equally, but the circumstances of a Big 3 bankruptcy case might jus-
tify its appropriately-tailored use. Also, suppliers could be expected to take advantage of Bank-
ruptcy Code provisions enacted in late 2005 that would give priority to certain of their claims.

g. Protect the consumer. For many Americans, buying a car is the second biggest
financial decision that they will make, after buying a house. Recent surveys have indicated that
most consumers would not purchase an automobile from a bankrupt manufacturer, due to con-
cerns about whether the manufacturer will be around to satisfy their warranty claims. This
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makes automotive bankruptcies far different from airline bankruptcies, where the consumer is
not making a long-term investment. Therefore, in a Big 3 bankruptcy case, Federal dollars might
be necessary to back the warranty obligations of the debtor, in order to maintain revenues during
the restructuring. The government, in essence, would become America’s auto mechanic. In ad-
dition, some analysts and political leaders have suggested that the Treasury provide financing to
spur consumer demand for auto purchases, either through the automakers’ financing arms or
through banks via the TARP program.

h. Provide debtor-in-possession financing. Given the cash needs of the auto-
makers, the Federal government would have to be the “DIP” lender in a Big 3 case (or, at the
least, provide credit support for a DIP loan) and would likely need to provide a significant exit
facility for the automaker to emerge. In light of the significant balance sheet and operational im-
provements achievable through the Chapter 11 process, the likelihood of repayment should be
substantially enhanced.

It is beyond doubt that a Federal government-sponsored “prearranged” Big 3
Chapter 11 proceeding would be complicated, expensive and difficult to achieve. With Wash-
ington as their partner, the car companies would have to move quickly, perhaps with interim fi-
nancing from the government, or face diminishing support from suppliers and customers. In-
deed, the greatest challenge of a Big 3 case may be to implement the required changes quickly
enough to prevent catastrophic losses of cash during bankruptcy. With the financing markets
still frozen for credit in the amount necessary to preserve the going-concern value of an indus-
trial complex the size of the U.S. auto industry, tailored governmental intervention may in fact
present the only viable alternative for effectively restructuring the Big 3.

Scott K. Charles
Richard G. Mason


