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Statement of Babette Ceccotti

Introduction

Good morning Madame Chairwoman and members of the Subcommittee. | would like to
express our appreciation to you, to the members of the Subcommittee and to Chairman Conyers
for convening this hearing on H.R. 3652, the “Protecting Employees and Retirees in Business
Bankruptcies Act of 2007.” This bill would amend the Bankruptcy Code to add urgently needed
protections for employees and retirees when businesses file bankruptcy cases. | am appearing
today on behalf of the AFL-CIO, a labor federation with affiliates representing over 10.5 million
workers. Many AFL-CIO affiliates, such as the United Auto Workers, the United Steelworkers,
and labor organizations representing workers in the airline industry, including the Air Line Pilots
Association, Association of Flight Attendants-CWA, the International Association of Machinists
and others have experienced the business bankruptcy process first-hand, some with tragic
frequency in recent years.

When the bankruptcy laws were comprehensively revised in 1978, Congress designed the
business reorganization system to prevent the liquidation of viable businesses — to preserve jobs
and going concern value for all stakeholders.® At the heart of the concerns behind our business
bankruptcy system is the preservation of jobs, in particular the preservation of jobs worth having.
But workers’ experience with the bankruptcy system is the opposite of what Congress intended.
Business bankruptcy has become a process by which management (and the legions of
professionals that support the restructuring process) lower the living standard of employees and
enrich themselves in the process. In recent years, we have seen major corporate bankruptcies
work very well for powerful, moneyed constituencies, but workers — with no ability to diversify

risk, and little ability to absorb losses — end up losing jobs, decent wages, pensions and
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healthcare. Indeed, preserving jobs — the first goal Congress cited in its redesigned chapter 11 —
can become a tortured rationale for the harsh consequences faced by workers in these cases.?

Congress has long recognized that obligations to employees are different from debts
owed to other creditors. Early business bankruptcy laws established a payment priority for
wages, which has been increased and expanded over the years to take into account different
forms of payroll and deferred compensation and the employee benefits plans that pay workers’
health, pension and other benefits.® In 1984, Congress passed Section 1113 of the Bankruptcy
Code* to protect collective bargaining agreements when companies blatantly used bankruptcy as
a strategic weapon against organized labor. Congress responded again in 1986, when LTV Steel
Company, in its first bankruptcy case, stopped paying retiree health benefits for 70,000 retired
steelworkers by claiming that these obligations were really bankruptcy debts that could not be
paid until all other creditors received their bankruptcy recoveries. In response, Congress passed
Section 1114 to require the continuation of retiree health and life insurance benefits and prohibit
other companies from taking similar action.> Most recently, in 2005, Congress increased the
wage priority® and added other amendments to safeguard employee payroll deductions for health
and pension plan contributions and improve recovery for back-pay awards where companies
violated federal and state laws.’

It is time for Congress to act again. Comprehensive reform is needed because too many
features of bankruptcy law provide too little protection for employees and retirees. The wage
priority remains inadequate as applied to earned compensation and pits payroll wages against
contributions to employee benefit plans. Section 1113 has been misconstrued and misapplied by
many courts almost since its enactment in 1984, and with disastrous results for employees.

Debtors are taking aim at retiree health costs notwithstanding Section 1114, in many instances by



trying to evade the statutory requirements altogether. Asset sales in bankruptcy have become
pitched battles where buyers pick up distressed assets and leave employees and benefits behind.

As a result of serious deficiencies in the law, workers and retirees are bearing a grossly
disproportionate burden of an employer’s bankruptcy: more than investors who can absorb a
loss in diversified portfolios or trade out of their positions; more than vendors or suppliers, who
can take steps to shore up credit or pricing terms or seek new business, and certainly more than
the company’s top management. Workers are suffering because more can be taken away, much
more easily, and with wholly inadequate remedies. Just last year, the Court of Appeals for the
Second Circuit ruled that airline workers could be denied their most basic right — to withhold
their services — when their contracts were rejected in bankruptcy,® an unprecedented ruling that
badly subverts established bankruptcy and labor law precedent. And despite the wide-reaching
effects of business bankruptcies on workers, their jobs and their retirement security, executive
pay continues to flourish, notwithstanding Congress’s recent action to reign in executive bonus,
severance and other compensation programs in bankruptcy cases.” Business bankruptcy cannot
function effectively and credibly if workers — vital to any business recovery — are sacrificing
their jobs, pay and benefits while executives are treated to generous compensation enhancements
and rewards.

H.R. 3652 would correct many deficiencies in current law and establish important
protections for workers and retirees. The bill would the amend the Bankruptcy Code in five
major ways:

First, H.R. 3652 would increase workers’ recoveries for their losses.
Second, the bill would restore a balanced process, principally through collective

bargaining, where a debtor seeks to modify a labor agreement.



Third, the bill would enhance protections against losses in retirement security.
Fourth, the bill would enhance the preservation of jobs and benefits as an explicit
goal of business bankruptcy.

Fifth, the bill would strengthen restrictions on executive pay schemes.

1. H.R. 3652 would increase workers’ recoveries for their losses

As a result of the amendments to the Bankruptcy Code in 2005, the wage priority is now
$10,950 per employee for compensation earned within 180 days of bankruptcy, and contributions
to employee benefit plans based on those services. But for a long time, courts have limited the
amount of the wage priority that can actually be collected through decisions that treat some
earned compensation, like vacation, sick leave and severance pay less favorably than wages.® In
addition, the current wage priority statute pits payroll compensation against pension and health
benefits by splitting the wage priority into two sections. Priority payments are made for unpaid
contributions to health, pension and other benefit plans only to the extent an employee hasn’t
used up $10,950 in payroll compensation.** Benefit plans are getting the leftovers, if there are
any.

H.R. 3652 [Section 3] raises the total amount of the wage priority to $20,000 per
employee to take into account the varied forms of payroll compensation and fringe benefits
workers now earn and eliminates the court-made distinctions among different types of earned
compensation that have prevented workers from collecting the full amount of the priority. The
bill also de-links the wage priority from the plan contribution priority and gives unpaid
contributions owed to benefit plans a separate $20,000 per-employee priority. In addition, the
bill provides that the full amount of severance pay owed to employees (other than insiders or

senior management) who are terminated during the bankruptcy qualifies as administrative
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expenses of the estate, so that workers can pay their bills and living expenses when they lose
their jobs, and can cover continued or replacement health insurance. [Section 5] The bill also
allows workers to recover compensation due for preserving a lender’s collateral, in the event a

debtor waives that right in a lending agreement. [Section 13]

2. H.R. 3652 restores a balanced process, principally through
collective bargaining, where a debtor seeks to modify a labor agreement.

A. Why Section 1113 no longer works

In 1984, Congress acted, through Section 1113, to stop the use of bankruptcy as a
strategic weapon in collective bargaining. Section 1113 established rules designed to protect the
collective bargaining process and apply a more stringent legal standard to rejection of labor
agreements than the standard applicable to the rejection of other contracts. But Section 1113 was
not well understood by most courts. A legal standard informed by both labor policies and
bankruptcy policies was soon rejected by most courts in favor of a bankruptcy-centered standard
that disregarded the labor policies Congress took deliberate action to protect.'? The legal
standard that has been predominantly applied by the courts has allowed debtors wide latitude in
labor cost cutting despite extreme hardships the courts have acknowledged workers will face.
This lenient standard, combined with more expansive use of bankruptcy to address industry-wide
problems, has been disastrous for workers.

In recent years, airlines, auto parts suppliers, steel and other manufacturing companies,
have filed bankruptcy cases when faced with problems that, to a great degree, cannot be solved
merely be filing for bankruptcy because the company’s financial circumstances are also shaped
by global market conditions, or industry-wide problems indicative of fundamental industry
change. Beginning in the late 1990s, approximately 40 steel companies such as LTV Steel,

Wheeling-Pittsburgh Steel and others filed bankruptcy cases to try and survive global market
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overcapacity and depressed steel prices. In 2002, large airlines began filing chapter 11 cases
following the 2001 economic downturn, 9/11, and in response to other industry-wide challenges,
such as the growth of low-cost carriers and extraordinarily high fuel prices. Most recently, in the
automobile sector, numerous auto supply companies have sought bankruptcy protection in
response to industry globalization and the pressures now facing the OEM’s.

Many of these companies targeted deep cuts in labor costs, pension funding and retiree
health obligations as a principal focus of their bankruptcy cases.™® Bankruptcy can do little to
lower fuel prices or raise fares; bankruptcy cannot reverse trade policies that disadvantage
American manufacturers; bankruptcy cannot solve the changing demand for OEM automobiles.
But bankruptcy offered powerful tools for rejecting contracts. Even though some sacrifices were
needed to weather difficult financial times, debtors aggressively overreached and targeted deep
cuts in wages and benefits, pension funding and retiree health benefits. Bankruptcy tools
compensated for forces that were uncontrollable. As a result, workers and retirees paid dearly in
lost jobs, lower pay and benefits, harsher working conditions and weakened retirement security.
The protections Congress intended by enacting sections 1113 and 1114 — to prevent workers and
retirees from bearing a disproportionate burden of their employer’s bankruptcy — could not stop

the broad assault on jobs, labor agreements, pensions and retiree health benefits.

B. Amendments to Section 1113 [Section 8]

H.R. 3652 would remedy serious deficiencies in the operation and application of Section
1113. Some of the amendments address defects in the rejection process and are intended to
restore the paramount use of collective bargaining processes when companies seek concessions
in bankruptcy. In response to recent court decisions, the new provisions would clarify the

remedies available upon rejection. In addition, hearing and scheduling rules that have become



unduly burdensome for the parties — and for the courts — would also be modified. Other changes
adopt language from Section 1114 in order to eliminate anomalies between the two statutes that

have been cited by the courts.

1) Changing the contract modification process

The bill addresses two major problems related to the contract modifications process.
First, debtors are ignoring the fundamental rule that meaningful bargaining must take place
before the debtor initiates a court process seeking contract rejection. Rather than apply to the
court as a last resort, which was the original design, debtors are using the court process as
leverage and relegating important procedural requirements to perfunctory check lists. Debtors
are setting up litigation processes very early on, even before any meaningful negotiations have
taken place. Delphi Corporation, for example, asked for a litigation schedule for its section 1113
proceedings against five unions on the very first day of its bankruptcy case — a schedule that was
extended repeatedly and then finally suspended so that the parties could take the time needed to
negotiate what turned out to be a globally comprehensive, highly complex agreement.** Dana
Corporation, another automotive supplier, established a litigation schedule for its Section 1113
and Section 1114 motions having tendered its proposals only days earlier.”®

A so-called “two track” system of litigation and bargaining, now routinely imposed by
management and permitted by the courts in large chapter 11 cases, is not what Congress intended
in crafting Section 1113, and does not lead to better or earlier negotiated agreements. Instead, it
wastes considerable time and money, needlessly consumes court time, and distracts the parties
from the serious work of trying to find a negotiated solution. The process has become very
lucrative for bankruptcy firms, which get to bill the estate for teams of litigators engaged in

expensive and wasteful pre-trial litigation activity and court trials, but little else is accomplished.



H.R. 3652 corrects this misuse of the process by making it clear that a motion to initiate
the court process “shall not be filed” unless the debtor has met with the union to confer in good
faith “for a reasonable period in light of the complexity of the case” and may only be filed if the
parties have reached an irreconcilable stalemate in the negotiations. [Section 8 (1), amending

Section 1113 (b)(L) and (c)(1)]

(2 Alternate dispute resolution by a Neutral Panel [Section 8 (4), adding new
Section 1113(i)]

In addition, the amendments would permit a dispute over proposed modifications to be
resolved by arbitration rather than by the bankruptcy court. Arbitration conducted by a neutral
panel of experienced labor arbitrators offers a process that labor and management negotiators are
familiar with and one which is recognized and well-regarded as a vehicle for the resolution of
labor disputes.®® Arbitration is also less formal than court litigation and may prove less costly
than engaging in litigation in the bankruptcy court. Disputes over contract modification often
involve issues that are endemic to the business and best understood by the bargaining parties.
Neutral arbitrators selected by the parties are experienced in dealing with such issues and will be
respected by both sides. They may also be used as mediators and thus offer another means of

resolving a dispute short of litigation.

3) Making sacrifices that are fair to workers and retirees

The second major deficiency in the Section 1113 process is that there is no effective limit
to the concessions that can be sought from workers. Because courts that have addressed Section
1113 have favored a legal standard that permits a debtor wide latitude and virtually ignores labor
policies, Section 1113 offers employees little effective protection against broad cost cutting
aimed at jobs, pay and benefits that not only affect employees in the near term, but extend to

their retirement security, through pension plan terminations and cuts in other retiree benefits.
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United Airlines engaged in two rounds of Section 1113 cuts, and also sought Section
1114 relief as well as termination of its defined benefit pension plans.!” By the time its second
bankruptcy case was complete, US Airways had engaged in multiple rounds of Section 1113
proceedings, slashed its retiree health benefits obligations and terminated all of its defined
benefit pension plans.’® Dana Corporation, an automotive supplier that emerged from
bankruptcy earlier this year, targeted an ambitious program of plant closures, transfer of work to
low-cost economies, elimination of retiree health benefits obligations and rejection of all of its
labor contracts in its bankruptcy case. In its Section 1113 proposals, Dana even asked to
eliminate modest benefits such as tuition reimbursement programs and perfect attendance
awards.*

The relief debtors are seeking is both stunningly broad and long-term. Employees must
bear the hardships of concessionary agreements for years after a company has emerged from
bankruptcy. United Airlines, for example, had money to pay a special, $250 million dividend to
its shareholders earlier this year, and awarded generous contracts to its executives, but has
resisted the unions’ requests to begin their contracts talks early, before the 2009 amendable date
of the agreements reached with its labor groups while in bankruptcy.*® Mesaba Aviation rigidly
sought a six-year concessionary agreement and a fixed level of savings in its Section 1113 court
case — both approved by the court — even though in private negotiations, the airline agreed to less
draconian savings, a shorter agreement and a form of wage increase snapback it emphatically
rejected in court.?

H.R. 3652 addresses these problems by requiring that a proposal define the amount of
labor savings sought for each labor group, so that labor groups can address and evaluate a

specific share of the necessary sacrifice, rather than open ended “labor transformation”



demands.?? The bill would also limit the scope of employees’ sacrifices by getting rid of
marathon-length concessionary agreements and limiting the extent of workers’ sacrifices to two
years following emergence from bankruptcy. [Section 8 (1), amending Section 1113(b)(1)(A)]
H.R. 3652 also requires that proposed modifications “shall not overly burden the affected
labor group, either in the amount of the savings sought from such group, or the nature of the
modifications, when compared to other constituent groups expected to maintain ongoing
relationships with the debtor, including management personnel.” [Section 8(1), amending
Section 1113(b)(1)(C)] In ruling on a motion under Section 1113, the court must find that the
debtor has complied with the new procedural requirements, that the debtor’s proposals meet the
specified conditions, and must consider the effect of the proposal on the affected labor group.
The court must also consider how the modifications will affect the ability of the debtor to retain
an experienced and qualified workforce. The court must also consider the effect of a strike.
[Section 8 (1), amending Section 1113(c)] Concessions made by the labor group before
bankruptcy must be taken into consideration in determining whether the proposed modifications

are disproportionate. [Section 8 (1), amending Section 1113(c)]

4) Information requirements

The amendments maintain the requirement under current law that the debtor provide
relevant and sufficient information so that the union can engage in meaningful negotiations.
[Section 8(1), amending Section 1113(b)(2)] In order to encourage a broad exploration of
solutions, the amendment would require the court to look at the whole of the company’s business
as well as proposals made by the union that meet the requisite savings standard in evaluating a

rejection motion. [Section 8 (1), amending Section 1113(c)(2)]
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5) Contract rejection remedies

H.R. 3652 would correct the Court’s ruling in the Norwest Airlines case that denied the
right of airline employees to engage in economic self-help following rejection of their labor
agreement. That decision reflected serious errors in the application of labor law and bankruptcy
principles never before questioned in bankruptcy cases. Before Northwest, no court had ever
questioned that employees whose contracts are rejected in bankruptcy have a right to strike.?®
The bill would restate what was well understood before Northwest, that economic self-help by a
labor organization is permitted upon a court order rejecting a labor agreement. [Section 8(2),
adding a new Section 1113(g)]

In addition, before the Northwest Airlines ruling, only one lower court had ruled that
contract rejection under Section 1113 did not give rise to a rejection damages claim. The
majority of courts held otherwise.?* The Northwest court erroneously concluded that a labor
union has no remedy for contract rejection even though it is well established that counterparties
to rejected executory contracts are entitled to rejection damage claims. H.R. 3652 makes this
remedy explicit for labor agreements. [Section 8(2), adding a new Section 1113(g)] However,
the bill does not change current law that rejection of a labor agreement is prospective only. A
debtor cannot seek retroactive relief from a labor agreement.*® Unless and until a labor
agreement is rejected under section 1113, it remains in effect. That is the law today and that

would be the law under H.R. 3652.

(6) Hearing and scheduling modifications

H.R. 3652 also adjusts the current timeline built into Section 1113 by increasing the
required minimum notice of a Section 1113 motion to 21 days from 14 days. [Section 8(2),

amending Section 1113(d)(1)] A compressed schedule was originally incorporated into the
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statute based on concerns that the newly crafted process not be unduly lengthy.”® However, the
statutory time limits are often ignored (or routinely extended) by the parties and by the courts.
And because Congress has now acted to limit the exclusive time for a debtor to propose its plan
to 18 months, all stakeholders must adjust to a shorter time line to propose a reorganization plan.
There is no purpose to be served by singling out the Section 1113 process for compressed
timetables that are routinely extended now any way. Interim relief under Section 1113(e) would
continue to be available in the event of an emergency that threatened the business. The bill also
clarifies that only the debtor and the affected labor organization may appear and be heard at the

hearing.?” [Section 8(2), amending Section 1113(d)(1)]

@) Other amendments to Section 1113

Other changes to Section 1113 in H.R. 3652 are designed to address differences in
language between Section 1113, enacted in 1984, and Section 1114, enacted in its final form in
1988. Courts have cited these differences, for example, in denying administrative expense status
to certain payments arising under labor agreements because, unlike Section 1114, Section 1113
does not explicitly state that payments have the status of an allowed administrative expense.
[Section 8(3), amending Section 1113(f)] H.R. 3652 adds other language consistent with
provisions of Section 1114 to clarify that, in areas where courts have raised questions, the
statutes should operate in the same way. [Section 8(4), adding new subsections (g)(“No claim
for rejection damages shall be limited by section 502(b)(7)”); (h)(permitting a labor organization

to seek relief from a modified agreement or a rejection order based on changed circumstances)]*®

3. H.R. 3652 would enhance protections against losses in retirement security

The third major area addressed by H.R. 3652 is retirement security. When LTV Steel

Corporation stopped paying retiree health benefits, Congress stepped in to require continuation
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of retiree health and life insurance benefits in bankruptcy. Like Section 1113, Section 1114
established a stringent process to be followed in the event a debtor sought to reduce its retiree
benefits obligation. The procedures for seeking to modify those obligations were patterned on
the Section 1113 process. Notwithstanding these protections, retiree health obligations are often
viewed merely as large numbers on financial balance sheets instead of obligations that reflect
hospital, medical, prescription drug and other healthcare expenses that are a lifeline for retirees.
As balance sheet numbers, however, they have become irresistible targets for cost-cutters and

financial investors.

A. Changes to Section 1114 [Section 9]

H.R. 3652 amends Section 1114 to provide greater protection for retiree health and life
insurance benefits with changes similar to those proposed for Section 1113 and for the same
purpose: to strengthen the requirements for seeking a negotiated resolution, restrain the debtor’s
ability to use the court process as heavy-handed leverage, and limit the scope of permissible
changes so that retirees do not disproportionately bear the cost of the bankruptcy. In addition,
H.R. 3652 aims to stop court-shopping by opportunistic debtors, by providing that the Section
1114 procedures apply whether or not a company thinks it can make changes to retiree health
benefits unilaterally by applying non-bankruptcy law that varies widely by jurisdiction. [Section

9(1), amending Section 1114(a)]*

B. Other retirement security protections

H.R. 3652 also protects retirement security by establishing a contract damages claim for
the termination of a defined benefit pension plan in bankruptcy. The claim would be treated as a
general unsecured claim. [Section 12] In addition, a debtor would be required to treat pension

and retiree health benefit plans for rank and file employees the same as those for senior
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management in the bankruptcy. If workers’ pension plans have been terminated, or retiree health
benefits have been modified, then senior management pension plans and retiree health programs
cannot ride through the bankruptcy unaffected. [Section 15, adding a new Section 365(q),
restricting assumption of pension plans for insiders or senior management and Section 9 (6),
adding a new Section 1114(m), restricting the assumption of retiree health benefits plans for
insiders or senior management]

The bill also establishes a priority claim for losses incurred when stock held in a defined

contribution pension plan loses value as a result of fraud committed by the employer. [Section 4]

4. H.R. 3652 would enhance the preservation of jobs
and benefits as an explicit goal of business bankruptcy

Fourth, H.R. 3652 adds explicit protections for job preservation and the preservation of
benefits in key transactions in a bankruptcy case. First, under current law, a debtor that sells all
or part of its business must conduct an auction to determine the highest or best offer for the
assets.®® A buyer might offer less in sale proceeds, but hire the debtor’s employees and assume
responsibility for accrued vacation or other benefit obligations. The bill provides that in
approving a sale, the bankruptcy court shall consider the extent to which a bidder will maintain
existing jobs, has preserved retiree health benefits or assumed pension obligations in determining
whether an offer constitutes the successful bid. [Section 10, adding a new Section 363(b)(3)]

More generally, where a debtor is reorganizing as a going concern, its reorganization plan
must reflect that every reasonable effort has been made to maintain existing jobs and mitigate
losses to employees and retirees. Where competing plans are presented, the court must take into
consideration the extent to which each plan would maintain existing jobs and benefits. [Section

14(2), amending Section 1129(a)] By making explicit that these attributes can be considered in
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determining the outcome, the amendment puts prospective investors and other stakeholders on
notice that these contributions count towards assessing the success of an offer.

In addition, in order to prevent the recurrence of circumstances where buyers have taken
assets but made no provision for continuation of retiree health benefits, leaving those obligations
to be wiped out in the bankruptcy, the bill would require a set aside of sale proceeds for retirees
to use towards replacement coverage.** Alternatively, the buyer could put those funds towards
the provision of health benefits coverage in a plan or program already sponsored by the buyer.
[Section 10 (2), adding a new Section 363(g)] In addition, where a debtor has proposed a
liquidating plan, either through the sale of the business or cessation of operations, the bill
clarifies that existing labor law obligations to negotiate an orderly transition of the workforce,
including payment of accrued obligations not assumed by a buyer, and other terms related to a
sale or closure apply except as otherwise addressed as part of the sale or as part of the Section

1113 process. [Section 8(4), adding a new Section 1113(k)]

5. H.R. 3652 would strengthen restrictions on executive pay schemes

Fifth, the bill would amend the Bankruptcy Code to provide more stringent regulation of
executive pay schemes that are put in place in anticipation of bankruptcy, proposed during

bankruptcy, or incorporated in reorganization plans for emerging companies.

A. Executive compensation schemes continue to flourish

Under current law, executive compensation schemes have been addressed in a bankruptcy
case in the following ways:

Section 363(b). For cases not subject to the 2005 amendments to the Bankruptcy Code,
debtors still seek court approval under Section 363(b) of the Code as a use of its property “other

than in the ordinary course of business.” Through these motions, programs formerly known as
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“Key Employee Retention Plans,” or “KERPS,” severance programs for senior executives and
other schemes designed to award cash, stock and other value to management are presented for
court approval under a generally lenient “business judgment” legal standard.*® The rationale is
that the programs would prevent key talent from leaving the company, although little hard
evidence has been required under the relaxed standard of review, in which the courts look
broadly for a “sound business purpose.”

Section 503(c). In the 2005 amendments, Congress acted to crack down on “pay to stay”
“KERPS” and oversized severance packages through a new Section 503(c), intended to strictly
limit the instances in which these programs could be approved. The most specific limits applied
to “insiders” (those who are officers, directors, or other persons in control of the debtor). In
addition, Congress added a “catch-all” provision that required compensation programs designed
for those who are not insiders to be “justified by the facts and circumstances of the case.”

The 2005 amendments have not worked as intended. Debtors and their professionals
have crafted any number of ways around them (for example, by re-labeling the programs
“incentive” plans through the use of difficult to assess financial or “milestone” targets that
trigger payments).>®> Some courts have not even required input from independent compensation
consultants if the programs are found to be “ordinary course” programs, or programs that were
similar to pre-bankruptcy plans.** And despite aggressive targeting of labor costs and benefit
obligations owed to rank and file workers, debtors have also been able to implement
management bonus and other pay schemes at the same time that they are seeking cuts in the pay
and benefits of rank and file workers.*®

Section 1129(a)(5). In order to emerge from bankruptcy, a business must confirm a

reorganization plan that meets certain statutory criteria. One of the requirements is that the
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debtor disclose “the identity of any insider that will be employed or retained by the reorganized
debtor, and the nature of any compensation for such insider.” Courts have not engaged in
analysis of the compensation disclosed under this provision because the statute provides only for

disclosure and not for review and approval.

B. Reigning in Executive Compensation Schemes

H.R. 3652 would strengthen the current law to reign in executive compensation programs
proposed in anticipation of, or during a bankruptcy case. Section 7 of the bill expands the
provisions of Section 503(c). The strict criteria that now apply to payments “for the purpose of
inducing” an insider to remain with the business would also apply to payments for performance
or incentive bonuses of any kind, or other financial returns designed to replace or enhance
incentive, stock or other compensation in effect prior to bankruptcy. In addition, the “catch-all”
provision would be bolstered to apply to compensation obligations incurred for the benefit of
officers, managers or consultants retained before or during bankruptcy, and to impose a more
stringent standard. The court would review the proposal without applying the deferential
business judgment standard. Instead, the Court must determine whether the proposed payments
are essential to the survival of the business (or, in the case of a sale of the business, the orderly
liquidation of assets).

The court must also find that the proposed compensation is reasonable compared to
persons holding comparable positions in comparable companies in the same industry and not
disproportionate in light of economic concessions made by the non-management workforce
during the bankruptcy. This standard has been added to counteract the practice of justifying

compensation schemes through the use of unrealistic comparables and other flawed

compensation consulting practices.®
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In addition, Section 1129(a)(5) would be amended for insider compensation disclosed as
part of a plan of reorganization. Because such compensation will likely include emergence
grants of stock and/or cash and other compensation “perks,” under the amendment, insider
compensation that is disclosed under this section would be reviewed for reasonableness when
compared with persons holding comparable positions at comparable companies in the same
industry and to ensure that it is not disproportionate in light of economic concessions made by
the non-management workforce. [Section 6] To avoid eve of bankruptcy awards that might
otherwise escape the scrutiny of the court or creditors, the bill also provides that a transfer made
in anticipation of bankruptcy to or for the benefit of an insider or to a former insider who
becomes a consultant to the debtor can be recovered as a preferential transfer. [Section 18]

To address circumstances where a debtor proposes an executive compensation scheme in
a case that has targeted cuts in labor costs, the bill provides that where a debtor has implemented
a bonus program or other financial returns for insiders or senior management personnel during or
prior to bankruptcy, the court must apply a presumption that labor concessions sought by the
debtor would be overly burdensome to the affected labor group when compared to other
constituent groups. [Section 8(1), amending Section 1113(c)(3)] In addition, the estate is
granted a claim for the return of a portion of director compensation if a court orders rejection of a

labor agreement or termination of a defined benefit pension plan. [Section 16]

Other technical changes

H.R. 3652 also contains other amendments of a more technical nature, generally intended
to codify existing practices. The bill adds statutory provisions for two widely accepted practices,
the filing of a proof of claim by a labor organization on behalf of its members [Section 11] and

an exception to the automatic stay for ordinary course grievances and labor arbitrations pending

-18-



at the time of the bankruptcy case.*” [Section 17] In addition, the bill adds a new Section 1113
(1) permitting the reasonable fees and costs incurred by the labor representative in the Section

1113 process be paid by the debtor. Reimbursement of a labor organization’s professional fees
incurred during the restructuring has become an accepted practice and fosters informed review

and negotiations concerning the debtor’s restructuring issues.*®

Concluding Remarks

Bankruptcy, and chapter 11 in particular, affords debtors broad flexibility to direct the
course of their restructuring cases. Management remains in control of the business, has an 18-
month “exclusivity” period to file a reorganization plan, and many powerful tools at its disposal.
H.R. 3652 will undoubtedly be criticized for encroaching on the broad discretion that
management and their restructuring professionals guard very closely. We are under no illusions
about the reaction this bill will generate from defenders of the status quo. They will tell you that
debtors cannot possibly pay workers more towards their claims, even though they routinely
continue their ordinary course payroll and benefits following a bankruptcy filing as part of their
efforts to stabilize the business.** They will even tell you that changes like those proposed in this
bill will doom a reorganization.

We urge you not to fall prey to these types of charges. Perceived threats to vigorously
guarded bankruptcy prerogatives will yield all manner of high-pitched exaggerations about the
calamities that could befall a company if the law is changed. We are not here to turn
reorganizations into liquidations. No groups work harder than labor groups to achieve pragmatic
and fair outcomes under the extraordinarily difficult conditions of a bankruptcy case.

We are here to say that workers are sacrificing too much to too many other interests in

bankruptcy. Employees can and should recover more of their losses. Workers’ interests can and
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should be taken into consideration when companies sell assets. The Section 1113 process can —
indeed was supposed to be — and should operate so that management and labor representatives
can craft solutions to difficult business and industry challenges without the circus of litigation
and the threat of a court process that does not recognize workers’ unique role and vital interests.
Job preservation should not simply be empty rhetoric. Debtors that use bankruptcy to slash
decent wages, send thousands of jobs overseas, and gut workers’ retirement security are not
fulfilling the obligations Congress established in its design of business reorganizations.

H.R. 3652 will provide long-overdue and much needed protection for employees and
retirees in business bankruptcy cases and we urge Congress to take prompt action on this bill.

Thank you once again for the opportunity to appear today in support of this important

legislation.

-20 -
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provide its employees with jobs, pay its creditors, and produce a return for its stockholders. The
premise of a business reorganization is that assets that are used for production in the industry for
which they were designed are more valuable than those same assets sold for scrap ... It is more
economically efficient to reorganize than to liquidate because it preserves jobs and assets.”).
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plans).
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and other forms of compensation accrued as of the date of the bankruptcy filing, either under the
bankruptcy court’s equitable authority or as a payment under Section 363(b) of the Bankruptcy
Code, citing the need to stabilize the business, maintain employee morale, and mitigate economic
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