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Chair Warren and Distinguished Members of this Panel: 
 
I am Stephen J. Lubben.  I am the Daniel J. Moore Professor of Law at Seton Hall 
University School of Law in Newark, N.J.  I have been at Seton Hall since entering 
academia in 2002.  My research focuses on chapter 11, particularly issues 
concerning large corporate reorganization cases, and I teach bankruptcy and 
corporate finance classes at Seton Hall. 
 
Before entering academia, I was an associate for several years with the law firm of 
Skadden, Arps, Slate, Meagher & Flom, where I specialized in corporate 
reorganization, and before that a law clerk to the Hon. John T. Broderick, Jr., who is 
presently the Chief Justice of the New Hampshire Supreme Court. 
 
Because Chrysler and GM are among the largest chapter 11 cases ever filed, I have 
been following the cases rather closely, and I appreciate the opportunity to speak on 
these cases today. 
 
The GM and Chrysler bankruptcy cases implicate TARP in two respects that come 
within my area of expertise.  First, there is the claim that TARP money was used to 
violate the rights of creditors and otherwise undermine “typical” bankruptcy 
practice.  Much of this argument turns on the use of a “363 sale” in both cases.  
Second, there is the question of the use of TARP money to fund these cases in place 
of a normal “DIP lender,” that is the government acting as post-bankruptcy lender, 
and the consequent power that role gave to Treasury and the Automotive Task 
Force. 
 
The “traditional” method of corporate reorganization is to file a chapter 11 case, to 
propose a plan and have creditors vote on the plan, and then have the plan 
confirmed by the bankruptcy court.  This is the way most chapter 11 cases 
proceeded in the 1980s, although some cases lingered for so long while the parties 
tried to agree on a plan that the debtor’s business died in the interim.  The Eastern 
and Pan Am airline cases are good examples of the latter phenomenon. 
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But the Bankruptcy Code’s section 363 allows the debtor to sell its assets before 
producing a plan.  And in the past decade secured lenders have used this provision, 
plus the control inherent in being a secured lender, to take charge of the chapter 11 
process. 
 
These lenders, who typically have control over all of the debtor’s operating cash and 
thus have almost complete control over the debtor’s fate, are willing to fund a quick 
bankruptcy sale because section 363 provides a better mechanism for selling assets 
than state foreclosure law, particularly in those Circuits that hold that section 363(f) 
allows for the transfer of assets free from state successor liability doctrines. 
 
Thus, current chapter 11 routinely involves a sale of the debtor’s assets early in the 
case, with the remainder of the case devoted to allocating the proceeds of the sale 
among the creditors.  This reality has been noted by leading bankruptcy academics.1

 
  

On Appendix A, attached hereto, I show that more than 90% of the large chapter 11 
cases involving section 363 sales occurred from 1995 onward.  Among the well-
known debtors that have used 363 sales in their cases are TWA, Vlasic Foods, 
Polaroid and Bethlehem Steel. 
 
Although section 363 itself contains no apparent limitations, the courts have 
developed rules that prevent imposition of a reorganization plan through the sale 
process.  This is the so-called rule against “sub rosa” plans – that is, plans disguised 
as sales.2

 

  But the courts are also aware that an overly robust definition of what 
constitutes a “sub rosa” plan would destroy the utility of the Bankruptcy Code, 
which provides an important tool for mitigating the collateral effects of financial 
distress. 

Thus, despite some overheated commentary to the contrary, the basic structure 
used to reorganize both GM and Chrysler was not unprecedented.  Indeed, it was 
entirely ordinary. 
 

                                                        
1 See, e.g., Douglas G. Baird & Robert K. Rasmussen, The End of Bankruptcy, 55 Stan. 
L. Rev. 751 (2002) (“Corporate reorganizations have all but disappeared. Giant 
corporations make headlines when they file for Chapter 11, but they are no longer 
using it to rescue a firm from imminent failure. Many use Chapter 11 merely to sell 
their assets and divide up the proceeds.”); Stephen J. Lubben, The “New and 
Improved” Chapter 11, 93 Ky. L.J. 839, 841-42 (2005) (“[I]t is not clear that this 
development promotes social welfare. Rather, lender control may only benefit 
lenders.”); Jay Lawrence Westbrook, The Control of Wealth in Bankruptcy, 82 Tex. L. 
Rev. 795 (2005). 
2 The phrase was first used in In re Braniff Airways, Inc., 700 F.2d 935 (5th Cir. 
1983). 
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In both cases the "good" assets were sold to new entities.  The consideration for that 
sale goes to the "old" debtor, and will be distributed according to the absolute 
priority rule.  
 
The press has speculated -- generally accurately -- that all the consideration will go 
to the secured lenders in Chrysler.  They have a $6.9 billion claim and the sale 
proceeds were $2 billion.  The press has also speculated that the consideration in 
GM will go to the bondholders.  That's only partially right; the GM pleadings make 
clear that the consideration will go to “old GM” to distribute to creditors.  Since the 
secured lenders will have been paid off by this point, the sale proceeds will go to 
unsecured creditors (of which the bondholders are one part). 
 
None of this constitutes a sub rosa plan. 
 
In both GM and Chrysler the UAW is getting better treatment than other unsecured 
creditors.  But that better treatment is not coming from the debtor.  It is coming 
from the U.S. government, passing through the purchaser of the "good" assets in 
each case.  We can debate whether it is wise for the government to bail out the UAW, 
but it still does not make it a sub rosa plan and really does not implicate the 
bankruptcy process at all. 
 
There is also little beyond rhetoric to support the idea that either case impairs 
investor rights. GM had $27 billion in secured debt and an estimated liquidation 
value of at most $9.7 billion.  That is, if GM had liquidated, the bondholders would 
have been entitled to absolutely nothing.  
 
The chapter 11 strategy used in GM pays non-governmental secured creditors in full 
and gives unsecured creditors 10% of the reorganized company and warrants for 
15% more of the company.  This is substantially more than any other offer available 
to the bondholders. 
 
Likewise, it was entirely rational for the bulk of Chrysler’s secured lenders to 
believe that $2 billion in cash, on their $6.9 billion claim, was, by far, the highest 
possible recovery they could obtain.  Indeed, a nearly 30% recovery is clearly better 
than these lenders could have done if they had liquidated the debtor’s assets.  And 
liquidation was the lenders’ only real alternative. 
 
While commentators often imply that liquidation is a costless endeavor, liquidating 
a company the size of Chrysler would have cost millions of dollars.  Liquidation 
would thus only make sense if the lenders could be sure to recover more than $2 
billion plus the costs of liquidation. Given the distressed state of the automotive 
industry, and the attendant effects this reality had for the value of Chrysler’s assets, 
the lenders no doubt saw the wisdom of a risk-free $2 billion. 
 
Essentially I see the dissenting investors in both cases as arguing that the buyers 
(and thus the U.S. and Canadian governments) should have overpaid for the debtors’ 
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assets.  In neither case were the objecting creditors able to produce any credible 
evidence that the debtors’ were worth more than was being paid, and in fact the 
evidence presented suggested that strategy promoted by the Automotive Task Force 
was all that stood between these investors and a substantially lower recovery. 
 
It has been alleged that Chrysler’s senior lenders only agreed to accept their 
treatment because they were recipients of TARP funds.  And it has more generally 
been asserted that Treasury and Task Force members were overly aggressive in 
demanding changes from the debtors and concessions from creditors.  Importantly, 
many of these allegations have not been supported by proof and instead seem to 
represent little more than conspiracy theories. 
 
In a 2004 law review article describing the modern approach to chapter 11 cases, 
Douglas Baird, a leading bankruptcy professor at the University of Chicago, 
described current chapter 11 practice as consisting of four stages: 
 

1. As the firm encounters financial distress . . . The senior lenders assess the 
condition of the business. In many instances, new managers are needed to 
put the business's affairs in order . . . 
 

2. When the business enters chapter 11, a senior lender becomes the post-
petition lender . . . Events of defaults include failure to meet specified 
financial targets, failure to sell the assets by a specified date, and sometimes 
even the filing of any motion in the bankruptcy court without its blessing. 
 

3. The sale of the business is the benchmark by which all other options are 
assessed. 
 

4. Once the restructuring is complete, the senior lenders or the new buyers 
replace the old board.3

 
 

In this context, Treasury and the Task Force’s actions seem like those of a normal 
secured lender, exercising its rights to maximize recovery on its loans.  And given 
the amount of money involved, I think the taxpayers have every reason to expect 
that the Treasury would negotiate just as hard as any other “DIP lender” under 
similar circumstances. 
 
Moreover, it has to be remembered that all of the key players in these cases are 
highly sophisticated.  GM’s board – represented by Cravath, Swaine & Moore – is 
hardly a group to be easily cowed by some hard bargaining.  And Chrysler’s senior 
lenders had agreed by contract to have JPMorgan Chase, the lead lender, negotiate 
on their behalf.  I find it hard to believe that Jamie Dimon would not have let it be 
known if he felt Chase had been pressured into supporting the Chrysler sale.  
                                                        
3 Douglas R. Baird, The New Face of Chapter 11, 12 Am. Bankr. Inst. L. Rev. 69, 80-82 
(2004). 
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The dissenting Chrysler lenders’ complaint that they do not like the decisions made 
by the majority of the senior lenders ignores the simple fact that they agreed by 
contract to be bound by “majority rule.” This is not a problem created by TARP, the 
Bankruptcy Code, or the federal government, but by the agreement to which the 
lenders themselves voluntarily agreed to be bound.  In essence, they seem to be 
attacking the bankruptcy process out of frustration with their poor investment 
decision. 
 
The handling of these cases was not always perfect – for example, the requirement 
in the bidding procedures that any bidder assume the UAW agreements smacks of 
overreaching.  But in the context of these cases, it was probably a harmless error.  I 
doubt there was another bidder willing to pay more than $2 billion for Chrysler’s 
assets.  And the senior lenders – who could have “credit bid” their claim – showed 
no interest in taking on these assets. 
 
Bidding procedures sometimes have practical effects, but only in situations where a 
credible bidder emerges with a truly comparable offer. And in those cases the 
bidder has incentives to challenge the bidding procedures, and the court can modify 
the bidding procedures to maximize return to creditors.  
 
In short, by and large, I think that the criticism of the automotive bankruptcy cases 
does not stand up to careful scrutiny.  Congress may well want to consider the policy 
implication of a chapter 11 process that has become heavily driven by quick asset 
sales and lender control.  But given the reality of current chapter 11 practices, both 
GM and Chrysler’s chapter 11 cases were not all that exceptional. 
 
 
I appreciate the opportunity to appear before the Committee today to share my 
views and look forward to any questions. 
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Appendix A:  Chapter 11 §363 Sales 
  

Year filed Corporation Name 
1981  McLouth Steel Corp.  
1984  Air Florida System Inc.  
1986  Frontier Holdings Inc.  
1990  Daisy Systems Corp.  
1991  Days Inns of America Inc.  
1991  Telesphere Communications Inc.  
1992  McCrory Corp.  
1995  Caldor Corporation  
1995  Plaid Clothing Group Inc.  
1996  Best Products Company, Inc. (1996)  
1996  Ernst Home Center, Inc.  
1996  FoxMeyer Health Corp.  
1997  Mid-American Waste Systems, Inc.  
1997  Molten Metal Technology, Inc.  
1999  Costilla Energy, Inc.  
1999  Graham-Field Health Products, Inc.  
1999  Hechinger Company  
1999  Iridium LLC 
1999  Renaissance Cosmetics, Inc.  
1999  Thorn Apple Valley, Inc.  
2000  Bradlees Inc. (2000)  
2000  Cambridge Industries, Inc. of DE  
2000  Drypers Corp.  
2000  Einstein Noah Bagel Corp  
2000  Flooring America, Inc.  
2000  Grand Union Company (2000)  
2000  GST Telecommunications, Inc.  
2000  New American Healthcare Corp.  
2000  Orbcomm Global, LP  
2000  Stone & Webster, Inc.  
2000  System Software Associates, Inc.  
2001  ABC-NACO, Inc.  
2001  ACT Manufacturing, Inc.  
2001  ANC Rental Corp  
2001  Bethlehem Steel Corp  
2001  Carbide Graphite Group Inc.  
2001  Casual Male Corp.  
2001  Derby Cycle Corp  
2001  DTI Holdings, Inc. / Digital Teleport  
2001  e.spire Communications, Inc.  
2001  NorthPoint Communications Group, Inc.  
2001  Payless Cashways, Inc. (2001)  
2001  Phar-Mor, Inc. (2001)  
2001  Polaroid Corp  
2001  Republic Technologies International Holdings, LLC  
2001  RSL Communications, Ltd.  
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2001  Trans World Airlines, Inc. (2001)  
2001  U.S.A. Floral Products, Inc.  
2001  Vlasic Foods International, Inc.  
2001  Winstar Communications, Inc.  
2002  Adelphia Communications Corp.  
2002  Asia Global Crossing, Ltd.  
2002  Budget Group Inc.  
2002  Clarent Corp.  
2002  Coho Energy, Inc. (2002)  
2002  Geneva Steel Holdings Corp. (2002)  
2002  Genuity Inc.  
2002  Globalstar LP  
2002  International Fibercom, Inc.  
2002  IT Group, Inc. 
2002  Kellstrom Industries, Inc.  
2002  National Steel Corp.  
2002  Network Plus Corp.  
2002  U.S. Aggregates, Inc.  
2002  Velocita Corp.  
2003  Allegiance Telecom Inc.  
2003  AT&T Latin America Corp.  
2003  Cone Mills Corp  
2003  divine, inc.  
2003  Impath Inc.  
2003  Pillowtex Corp. (2003)  
2003  Read-Rite Corp.  
2003  Republic Engineered Products Holdings, LLC  
2003  Rouge Industries, Inc.  
2003  Venture Holdings Co LLC  
2003  Weirton Steel Corp.  
2003  Wherehouse Entertainment, Inc. (2003)  
2006  Radnor Holdings Corporation  
2006  Werner Holding Co. (PA), Inc.  
2007  Tweeter Home Entertainment Group, Inc.  

Source:  www.lopucki.com (search 7/15/2009 1:23:26 PM) 
 

 
 


