These are unprecedented times. The catastrophic failure of prevailing credit flow has forced Federal

intervention to an extent and in a fashion that creates uncertainty in traditional equity and debt

relationships. We will be publishing a series of essays on this subject, beginning with the following article

that explores the limits of impairment of secured creditors in a possible bailout of the US auto industry.
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The recent financial crisis has resulted
in events that once seemed impossible.
Recently, in the federal government's
attempts to bail out the auto industry,
an event unprecedented in American
history almost occurred: the forced
subordination of existing secured debt
to new loans issued by the federal
government. If the government were
to revive this concept in future bailouts
and attempt to subordinate the liens of
secured creditors, a suit challenging the
constitutionality of such action would
have a good chance of success.

The Potential For
Forced Subordination

In  December, 2008, as American
automakers spiraled towards insolvency,
the federal government scrambled to
assemble a workable program to provide
liquidity. One proposed solution was
contained in a bill introduced in the House
of Representatives, the Auto Industry
Financing and Restructuring Act (AIFRA),
which would have provided a loan from
the federal government to the American
automakers.! The original text of the bill

provided that the loans would be “senior
and prior to all obligations, liabilities, and
debts of any such holding company or
company that controls a majority stake in
the eligible automobile manufacturer.”?

This provision resulted in a great deal of
controversy, which prompted the altering
of the text so that the federal government
would receive a senior security interest
“to the extent permitted by the terms
of any obligation, liability, or debt of the
eligible automobile manufacturer in effect
as of December 2, 2008.”% AIFRA was
passed in the House but was quashed in
the Senate because of disputes over the
wages to be paid to workers.* President
Bush and Secretary Paulson subsequently
authorized the use of Troubled Assets
Relief Program (TARP) funds to keep
the automakers afloat, and the terms of
the TARP loans contain similar language:
“To the extent legally and contractually
permissible, the applicable Loan Parties
shall grant to Lender first-priority liens
on all unencumbered assets, and junior
liens on all encumbered assets.”® The
TARP bailout may only be the beginning
of Federal assistance for American
automakers.® The next stage of lending
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could arise under legislation with language
resembling the original language of AIFRA, which
would potentially subordinate existing secured debt
to new federal government loans.

Another section of AIFRA that could possibly lead
to a forced subordination of secured debt is Section
16(a), which states: “At any time as the President’s
designee determines that action is necessary to avoid
disruption to the economy or to achieve a negotiated
plan, the President’'s designee shall submit to
Congress a report outlining any additional powers
and authorities necessary to facilitate the completion
of a negotiated plan . . ."” This section is fairly vague,
and leaves open the possibility that the President’s
designee or some other party could attempt to
introduce new legislation that would entail broader
powers and authorities for the federal government in
its bailout efforts, including, for example, modifying
what kind of adequate protection would be sufficient
to permit the priming of the liens of automakers’
secured creditors both in and outside of bankruptcy.

Further, President Bush's spokeswoman has stated
that a "managed bankruptcy” is being considered
as an option for the American automakers.® No
elaboration has been given as to what a managed
bankruptcy entails, whether itinvolves a pre-packaged
plan or another type of procedure resembling a
bankruptcy filing. A managed bankruptcy could
potentially involve a forced impairment of the claims
or liens of the automakers’ secured creditors.

Whether the federal government acts under AIFRA,
a "managed bankruptcy,” or some other method for
providing federal loans to American automakers, the
possibility of a forced impairment of secured debt
remains. This could be in the form of the subordination
of the existing secured debt of the automakers to
loans made by the federal government.

The Effect of Subordination on
Different Constituencies

In order to stay solvent in today's environment,
the only options for the auto manufacturers going
forward are either to file for bankruptcy or to receive

further bailouts from the federal government.
If an automaker files for bankruptcy, the federal
government will likely need to provide debtor-
in-possession (DIP) financing to a bankrupt auto
manufacturer, which, if certain qualifications are
met, would prime existing debt. This financing
would help prevent immediate liquidation of the
bankrupt automaker. If an automaker files for
bankruptcy, its secured creditors may receive
equity and, in draconian scenarios, may need
to put up a rights offering to prevent dilution by
any debtor-in-possession financing. Unsecured
creditors and equity would likely recover close to
nothing. The auto unions would need to negotiate
new contracts from a weaker negotiating position
as prior agreements between the unions and the
auto manufacturers could potentially be altered
without the wunions’ consent in bankruptcy.
Suppliers to the automakers would also likely file
for bankruptcy as they are extremely dependent
on the auto manufacturers. In bankruptcy, it will
be easier for auto manufacturers to close dealers
without providing material compensation.

If the federal government goes forward with
bailouts similar to the recent TARP bailout, secured
creditors will be better off because automakers will
receive funds on a junior basis. Unsecured creditors
would be forced into a partial or complete debt-for-
equity conversion but would be in a better position
than they would be in bankruptcy because they
may retain some material value. Equity may also
fare better under bailouts as its value may only be
diluted due to debt-for-equity swaps instead of being
wiped out completely in a bankruptcy. Unions would
have stronger bargaining power and be able to rely
on past agreements without the threat of forced
modifications. Suppliers have not yet received
material bailouts but may require them in the future
if auto sales do not recover. Under further bailouts,
dealers would likely receive to-be-determined
payments from the automakers.

If the government goes forward with bailouts that
force subordination of the secured creditors’ liens,
existing secured creditors would lose the value of
having top priority. Secured creditors may be able
to opt for a debt-for-equity swap but this would
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be complicated given the need to negotiate with
unsecured creditors who may also be equitized. By
priming its loans, the federal government would be in
a similar position as it would likely be in if it provided
DIP financing in bankruptcy. However, the federal
government would have greater power to dictate the
terms of a bailout with forced subordination than it
would in a bankruptcy court. As a result, the federal
government could potentially dilute the value of all
creditors and equity and alter the position of the
auto unions. If the government provides a bailout
with forced subordination, suppliers may receive
similarly structured bailouts. If secured creditors
are subordinated, they may demand that dealers
receive less than they would otherwise outside of
court. However, dealers may still receive a certain
amount due to existing state franchise laws. The
federal government would be much better protected
if it subordinates the secured creditors of the auto
manufacturers, but would potentially be exceeding
its constitutional powers. The secured creditors, as
the party most closely and negatively affected by
forced subordination would be in the best position
to bring suit.

How Secured Creditors Could Respond

In the event of a forced impairment of their liens,
secured creditors may not be without recourse for
any damages they incur. The Supreme Court has
a history of prohibiting government actions that
exceed constitutional bounds. In the classic case
of Dartmouth College v. Woodward, the Court held
a law forcing a private college to become a public
institution to be unconstitutional.* The Supreme Court
has found federal government overreaching to be
unconstitutional even in times of emergency. In the
cases of Schechter Poultry Corp. v. United States'™
and United States v. Butler', the Supreme Court
famously struck down legislation passed as part of
the New Deal. Despite the extreme circumstances
of the Great Depression that existed when the
legislation was passed, the Court found that the
federal government had exceeded its constitutional
powers under the laws. Similarly, the Supreme Court

held that President Truman's attempt to seize steel
mills to strengthen the American steel supply in
support of the Korean War was an unconstitutional
exercise of the federal government’s power.”?

The Supreme Court has, over the years, moved
towards giving the government more deference in
the exercise of its powers. The cases of NLRB v.
Jones & Laughlin Steel Corp.”®, U.S. v. Darby' and
Wickard v. Filburn'™ explicitly moved away from the
holdings in Schechter Poultry and Butler. In the case
of Lochner v. New York, the Supreme Court declared
unconstitutional a law that imposed a limit on the
number of hours bakers could work."® Lochner has
been widely criticized as an example of the Supreme
Court's over-stepping its authority to limit legislative
action and the Supreme Court has since disowned the
holding in Lochner”. While the Supreme Court has
been prone to give deference to government action,
the subordination of the liens of automakers’ secured
creditors is such an unprecedented and drastic action
that it may well rise to the level where the Supreme
Court is compelled to say that the government has
gone too far.

If the federal government were to alter the rights
of secured creditors of American automakers by
subordinating their liens, secured creditors may
be protected by the takings clause of the Fifth
Amendment, which states: “nor shall private property
be taken for public use without just compensation.” '
The government has committed a taking if it has
"destroyed, physically occupied, or regulated”
someone’s property.”® If the federal government
were to alter the rights of secured creditors of the
American automakers, the secured creditors could
argue that their property right in their collateral was
destroyed or regulated.?®

The Supreme Court has acknowledged that it
“has been unable to develop any ‘set formula” for
determining when ‘justice and fairness’ require
that economic injuries caused by public action be
compensated by the government.”?' Rather, the Court
has engaged in “ad hoc, factual inquiries” that turn
“upon the particular circumstances in that case.”??
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The case-by-case approach to the takings clause
has resulted in a variety of outcomes in American
case law, which makes it difficult to predict whether
a takings clause argument would be accepted by
a court.

In the case of Armstrong v. United States, the
Supreme Court held that the federal government
violated the takings clause by foreclosing on
collateral under a contract that was subject to liens of
a third party.?® Armstrong was a case of the federal
government's infringing the property rights of third
parties to enforce its own security interest, which
would be closely analogous to the case if the federal
government were to subordinate the liens of secured
creditors of automakers to the liens of the government
with respect to its own loans. In Armstrong, the
Court stated that the principal purpose of the takings
clause is "to bar the federal government from forcing
some people alone to bear public burdens which, in
all fairness and justice, should be borne by the public
as a whole."?* Secured creditors of the automakers
could argue that they should not be forced to sacrifice
the property rights they bargained for with the
automakers when the public as a whole, represented
by the federal government, should bear the burden of
rescuing the automakers.

Courts are particularly wary of the government’s
taking property for its own benefit.?® In Webb's
Fabulous Pharmacies, Inc. v. Beckwith, the Supreme
Court held that the federal government’s collection
of interest on an interpleader account was a
violation of the takings clause.?® The court stated
that the “exaction is a forced contribution to general
governmental revenues.”?” Similarly, if Congress
were to subordinate secured creditors’ liens in order
to enhance the value of the government’s loans, it
would be forcing the secured creditors to transfer
their property rights to the federal government.

A taking will be held to be unconstitutional if it is not
for a valid public use. For a taking of property to be
for the public use, it need not actually be “put in use
for the general public” but, instead, must simply be
for a “public purpose.”?® The Court, in Kelo v. City
of New London, Connecticut, stated: “For more than
a century, our public use jurisprudence has wisely

eschewed rigid formulas and intrusive scrutiny
in favor of affording legislatures broad latitude in
determining what public needs justify the use of the
takings power.”?® There, the Court gave deference
to the city of New London's public purpose of
“"economic rejuvenation” in condemning certain
property.®® Courts have found economic legislation
to be particularly deserving of deference.® If the
purpose of legislation that results in a taking is
"“legitimate and its means are not irrational,” a court
will not question the legislature’s explanation of what
constitutes a public use.®?

By subordinating the secured creditors’ liens, the
federal government could claim that its taking
satisfies the public use of keeping the automakers
in business and, in so doing, saving hundreds of
thousands of jobs and protecting the American
taxpayers from potential default by the automakers.
As such an infraction of contractual rights is
unprecedented in American history, it is unclear
how a court would view such a rationale. As courts
generally give deference to a legislative explanation
of public use, particularly in the economic sphere,
it is likely a court would find such a rationale to be
persuasive. However, it is possible that a court
would find that such a purpose is not legitimate and
its means irrational, as subordination of secured
creditors’ liens is an extraordinary action by the
federal government. Further, it is not necessary for
Congress to alter the contractual rights of secured
creditors. Instead, the federal government could
take a security interest junior to that of the secured
creditors, as was the case in the version of AIFRA
that passed in the House of Representatives and the
recent TARP bailout.

Just Compensation

If a court determines that the government’s taking
of the secured creditors’ property by impairing
their liens is a constitutional taking and is for a
legitimate public use, the secured creditors must
receive "just compensation” for the deprivation of
property.®® Justice Oliver Wendell Holmes stated
that just compensation is measured as “what has
the owner lost, not what has the taker gained.”3
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Just compensation seeks to put the owner of
condemned property “in as good a position
pecuniarily as if his property had not been taken.”3%
In the case of United States v. Commodities Trading
Corp., the Supreme Court stated: “Whatever the
circumstances under which such constitutional
questions arise, the dominant consideration always
remains the same: What compensation is ‘just’
both to an owner whose property is taken and to
the public that must pay the bill?"36

Determining what just compensation would be if
the federal government were to alter the priority
of secured debt is difficult. Arguably the reduction
in the value of the secured creditors’ liens is the
magnitude of the property right in the collateral
that the secured creditors would be deprived of.
However, compensating the secured creditors in
such amount makes sense only if the automakers
default on their loans and the secured creditors
recover less than on their secured claims than they
would have if the subordination had not occurred.
Furthermore, the federal government might argue
that the secured creditors received at least partial
compensation for the subordination of their liens
to the extent of any enhancement of the value
of their unsecured claims created by the federal
government’s loans to the automakers. Such an
argument has never been attempted by the federal
government but could be persuasive, as the secured
creditors’ secured and unsecured claims collectively
may be more valuable if the automakers survive the
current economic turmoil than if they fail.

In the event of forced subordination, the federal
government could argue that secured creditors are
not entitled to just compensation because the
alteration of their liens took place during an
emergency. Inthe case of In the Matter of Property
Located at 14255 53rd Ave S., Washington's
Department of Agriculture destroyed trees that
were potentially hosting beetles that could have
destroyed many more trees.®” The Court of Appeals
of Washington stated: “When immediate action is
necessary in order to avert a great public calamity,
private property may be controlled, damaged or even
destroyed without compensation.”® In the case

of United States v. Caltex (Philippines), companies
owning terminal facilities in the Philippine Islands
filed suit after their facilities were destroyed by the
United States army to prevent enemy forces from
utilizing the facilities as a logistic weapon.®® The
Supreme Court held that this was nota compensable
taking under the takings clause because “the
common law had long recognized that in times
of imminent peril — such as when fire threatened
a whole community — the sovereign could, with
immunity, destroy the property of a few that the
property of many and the lives of many more could
be saved."?

However, other courts have held that just
compensation must be paid even if a taking
occurred during an emergency. In the case of
United States v. Pewee Coal Co., the President
issued an executive order directing the Secretary of
Interior to take possession of all coal mines where
a strike was threatened or had occurred and to
operate such mines.*’ The Supreme Court stated
that, because of the taking of the mine, “the United
States became liable under the Constitution to pay
just compensation.”*?

Ifthe federalgovernmentalters the securedcreditors’
liens, it could argue that it did so under emergency
circumstances. American automakers are on the
brink of insolvency and hundreds of thousands
of jobs are at stake. Furthermore, casualties of
the credit crunch are mounting and the federal
government is attempting to do whatever it can to
stop the downturn. Nevertheless, it is questionable
whether a court would accept such an argument
given varying decisions on whether an emergency
excuses the payment of just compensation.
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Conclusion

While the federal government might argue that
just compensation has been paid or that just
compensation need not be paid because of
emergency circumstances, the automakers’ secured
creditors need not take the forced subordination of
their liens lying down. There are strong arguments
that such action would require actual compensation
under the Fifth Amendment and, given the Supreme
Court precedent, secured creditors would have a
good chance of success in a suit for their damages.
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