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UNCERTAINTY SURROUNDING GM AND CHRYSLER
Frequently Asked Questions

The auto industry has been afocal point in the media
lately, with two of the Detroit Three automakers on the
brink of bankruptcy. Both GM and Chrydler are currently
being kept afloat on emergency government loans, and must
come up with a viability plan in order to sidestep bank-
ruptcy. March 31% was the initial deadline for these
automakers to come up with asolid plan. However, both
of the plans proposed were rejected by the Obama admin-
istration, and subsequently, the Harper administration. The
governments have given Chrysler until the end of April to
come up with abetter plan, while GM has until the end of
May before the bankruptcy option is the only one left.
Thefollowing piece sheds somelight on some of the com-
mon questions that have been raised regarding the auto
industry.

What is the likelihood that GM and Chrysler seek
bankruptcy protection?

The risk of bankruptcy for these automakers is quite
high — at least 75% — and rising. Negotiations are cur-
rently taking place between the U.S. government, the com-
pani es and the various stakehol ders, but these tal ks appear
to be stuck at an impasse. What is crystal clear isthat all
stakeholders, including bondhol dersand the unions, aregoing
to have to make some major concessions whether the
automakersfile for bankruptcy or not. However, GM and
Chrysler are two very different companies, and must be
considered separately.

Inthecaseof GM, the Obamaadministration hasclearly
stated that a prepackaged bankruptcy would be the best
option. Former GM CEO Rick Wagoner opposed bank-

ruptcy protection, but has since been ousted. However,
the new GM CEO, Fritz Henderson, has indicated that
while not the preferred route, bankruptcy is certainly a
distinct possibility — one which the company isintensely
preparing for.

For Chrydler, the government has deemed the automaker
not viableasasingleentity. Assuch, bankruptcy isalmost
certain if a partnership with Fiat (or another suitable part-
ner) isnot reached by the end of April. And the probabil-
ity of this deal taking place is now only 50-50 given that
Fiat hasindicated that it will walk if the UAW and CAW
do not match labour costs at the foreign transplants. But
evenif apartnershipisformed, Chrysler must still provide
aredlistic planfor viability and show itsability to repay the
loan in order to secure further aid from the government
and stay out of bankruptcy. It is important to note that
evenif conditionsare satisfied for further government fund-
ing in the near term, bankruptcy remains asignificant risk
for both automakersin thefutureif plans are not executed
successfully and/or sales continue to dwindle.

What is a “pre-packaged” bankruptcy?

A prepackaged bankruptcy is when a company enters
bankruptcy with a restructuring plan already drawn out
and agreed upon by creditors and shareholders. If possi-
ble, itispreferred over astraight Chapter 11 bankruptcy —
in which the restructuring plan is created once the com-
pany has already entered bankruptcy — because it helps
the company emerge from protection sooner, saving legal
and accounting fees. A prepackaged bankruptcy may be
difficult for GM and Chrysler to carry out, giventheir size,
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the varying interests of the stakeholders and that negotia-
tionswith stakeholders don’t appear to be moving quickly
enough.

Would the Canadian operations automatically be
included in a cross-border filing?

The Canadian operations are separate entities, so any
bankruptcy filing in Canada would be separate from the
U.S. filing. However, they are wholly owned by the re-
spective parent companies. The Canadian equivalent of
Chapter 11 isthe Companies Creditors Arrangement Act
(CCAA). Giventhat the Canadian government has moved
in lockstep with the U.S. government, a bankruptcy filing
intheU.S. will likely result in the same thing here.

Does bankruptcy mean these companies would
cease to exist?

There seemsto be acommon misperception that bank-
ruptcy would shut these companies down completely.
However, the clear answer to the above question is no.
Depending on the type of bankruptcy (for example, Chap-
ter 11) a company can still continue to operate so long as
they have secured a source of financing — which in this
case would be the government. As well, under a Chapter
11 filing, the stock continuesto trade. Hence, abankruptcy
filing by one or both of these automakers doesn’'t neces-
sarily mean that the automakers will cease to exist.

Currently, GM ispreparing abankruptcy plan, whereby
the automaker would sell its* good’ assetsand brands (such
as Chevrolet and Cadillac) to a new company funded by
the government, while the ‘bad’ assets and brands — in-
cluding health care costs —remain under the old company
in bankruptcy protection. Profits from the sales of the
‘good’ assets would be transferred to the old company to
help reconcile claims. Thiswould allow GM to continue
itsoperations, at least of the‘good’ brands, whilethe credi-
torswill be engaged in negotiations.

Under aChapter 11 filing, Chrysler would smilarly still
be able to operate. But if the automaker is not able to
secure a partnership, a Chapter 7 filing would be the most
probable outcome, whereby the company would beforced
to liquidate its assets. Under this scenario, the company
would eventually cease to exist. However, desirable
brands, such has Jeep, would likely be bought by some
other company and would likely remain in operation.

Uncertainty Surrounding GM and Chrysler

Asalready noted, given the size and complexity of these
companies, it could take quite awhile— perhaps 1-2 years
— before the automakers would be able to fully emerge
from bankruptcy. Inthemeantime, several problemscould
arise that would hinder output, including possible labour
strikes or lower availability of parts, assome suppliersare
also facing severe headwinds. However, the government
will work with al partiesinvolved to prevent these prob-
lems from arising. Indeed, both governments recently
agreed to provide aid to parts makers and to guarantee
warranties, which will help to lessen therisk that consum-
erswill abandon the companies altogether.

What can the companies achieve in bankruptcy
that they couldn’t otherwise?

Under bankruptcy protection, the U.S. automakers
would be able to break contracts with dealers and unions
(including benefits) and write off debt to creditors. They
would also be able to get rid of undesirable brands and
underperforming factories by dissolving contractswith re-
lated parties (i.e., dealers and suppliers of these brands
and landlords of leased buildings). Depending onwhat is
negotiated beforehand, the automakers may not be ableto
rid themselvesof al the*bad debt’. In Canada, whilebank-
ruptcy protection would not terminate the labour contracts,
at thereguest of the automakers, the unions could beforced
back to the bargaining table. Thebottom lineisthat inboth
countries, bankruptcy protection would allow the
automakersto obtain meaningful concessionsfromall par-
tiesinvolved, as they would be able to take advantage of
laws provided under bankruptcy protection to renegotiate
more favourable contracts.

There has been some concern that bankruptcy would
cost the government more than the loans requested by each
auto maker. GM has now asked for US$30 billion, but has
estimated bankruptcy costs of US$40-100 billion, inthree
different scenarios. Similarly, Chryder hasrequested US$9
billioninloans, but estimatesbankruptcy costsin the US$20-
25 billion range. The high costs are due to legal and ac-
counting fees, as well as other costs associated with the
restructuring process. However, without an abrupt turna-
round in the sales market, it remains uncertain how much
more government aid the automakerswill need to maintain
operations under the status quo. Hence, the current com-
bined US$39 billion could grow quiterapidly if economic
conditions fail to improve. Moreover, for reasons men-
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tioned above, bankruptcy protection will allow the
automakers to emerge as much smaller, yet more stable
entities—which will hopefully prevent the need for future
government loans.

What is Obama looking for when he says GM'’s
and Chrysler’s restructuring plans aren’t good
enough? What are the key obstacles to
competiveness?

The viability plans that were rejected by the govern-
ment did show someimprovements. GM’splanincluded a
net debt reduction of $18 billion (from $28 billion), anar-
rowing of the gap between labour costs with the foreign
transplants, a breakeven sales level lowered by 1 million
units, and apositive cash flow by 2012. Similarly, Chryder's
planincluded cutting dealer margins, $5 billion reductionin
outstanding debt, and conditional Voluntary Employee Ben-
eficiary Association (VEBA) modifications.

The Obama administration stated that these improve-
ments were not enough to return the automakersto viabil-
ity. However, the government remains in talks with the
automakersin order to clarify what exactly it expects the
improved viability plansto look like. The government is
looking for deeper concessionsfrom all partiesinvolved, a
further reduction in debt, full competitivenesswith foreign
transplants (both labour costs and reworking the funding
of the healthcare trust for retirees), more realistic sales
forecasts, and in the case of Chrysler a partnership, in or-
der to grant further loans to the automakers. The U.S.
government is considering swapping aportion of the $13.4
billion it hasloaned GM for an equity stakein the restruc-
tured company.

Key obstacles for both companies are on the labour
cost side. Typically, all-in labour costs are cited because
the Detroit Three have higher pension and benefits costs
than the foreign transplants have as a result of the con-
tracts negotiated with the unionsin the past. Inthe U.S.,
the VEBA hasprovided somerelief for retiree costs, though
the automakers are looking to use equity rather than cash,
at least for a portion, to pay into thisfund. And whilethe
gap has narrowed, UAW labour costs are still higher than
those of foreign transplants. Ford renegotiated adeal with
the union, whichwill slash Ford’slabour coststo about $55
per hour (previously close to US$70 per hour) compared
to $49 per hour at the foreign transplants. Chrysler and
GM have also reached cost cutting agreements with the

UAW, however the deals have not been ratified and the
details have not been rel eased.

Could the US operations survive and the
Canadian fold?

The most likely scenario is a shared outcome between
operations in Canada and the U.S. The obstacles facing
the U.S. operations apply to those in Canada, including
labour and legacy-related costs such as pensions. The
social provision of health carein Canadais a competitive
advantage. Still, thereisapossibility that Canada’ sopera
tionscould ceaseevenif U.S. operationscontinue. Infact,
Chrydler has already threatened to relocate its Canadian
operationsto U.S. plantsif further significant concessions
aren't met. A mgjor challenge is that the companies and
the CAW don't agree on which costs should be used or
compared to. The recent agreement between the CAW
and GM is estimated to have lowered labour costs by $7
per hour from the current $75-78 per hour range. The
union argues that based on an 80 cent exchange rate and a
relative productivity advantage, thismove brings costsinto
linewith its U.S. operations.

While GM is quite satisfied with this agreement, other
automakers argue that the exchange rate should not be
factored in. Despiteits relatively stronger position, Ford
of Canada hasjoined Chrysler in arguing that the pattern
agreement reached between GM and the CAW will not
provide it with the savings it requires to remain competi-
tive. Chrysler islooking to cut labour costs by $19 per
hour, which would bring them inlinewith Toyotaplantsin
Canada. Whilethe CAW isresisting these concessions, it
appears asthough Fiat isnow pressing for thisdeal to hap-
pen in order to secure a partnership with the automaker.
As well, the Canadian government has echoed these de-
mands, with Industry Minister Clement warning that if the
CAW does not make further concessions — with both GM
and Chrylser — Canada may call itsloans.

What are the potential economic costs to
Ontario’s economy?

Themajor hit suffered by Ontario’s economy if acom-
pany were to fold has been well documented. Together,
the 3 companies account for nearly 2% of output and over
30,000in direct employment. Of thistotal, 34% isattribut-
ableto GM, 38% to Chryder and 27% to Ford. The eco-
nomic costs would be amplified by the impact on parts as

Uncertainty Surrounding GM and Chrysler

April 20, 2009



www.td.com/economics

well as ancillary services.

Nonethel ess, theseimpactswould likely be mitigated.
For example, evenif Chrysler moved itsoperations, itsprod-
uctswould still be sold here, and several deal ershipswould
continue to operate. Under the event of liquidation, some
of the assets would be purchased and workerstransferred.
But bankruptcy or not, what is almost certain is that On-
tario’s auto sector will emerge smaller in the short term.
However, these movesto improve viability would provide
longer-term benefits.

What would happen to the pensions for Canadian
autoworkers?

In Canada, while Chrysler’spension fundisalmost fully
funded, GM’s pension fund is underfunded by over $6 bil-
lion. Should the automaker go bankrupt, it appears as
though Ontario would be on the hook for those pensions.
However, Premier McGuinty stated that the Pension Ben-
efits Guarantee Fund —which was created to provide pen-
sionerswith up to $1000 per month should the company go
bankrupt —has only $100 million available, and that fund is
meant to cover all sectors, not just the automotive sector.
GM isin talks with the provincial government in an at-
tempt to resol ve the pension situation.

How would Canadian auto parts companies be
affected?

With auto production falling so dramatically over the
past year, parts producers have suffered a significant drop
in demand. Canada's key auto suppliers, Magna and
Linamar, are larger and more diversified than many other
parts makers, have more cash and credit, and thus should
be able to weather the storm. However, several smaller
companies have aready gone bankrupt, and the rest are
struggling to stay afloat. 1f GM and Chrysler wereto file
for bankruptcy, and severa product lines or brands are
cut, some of these parts makerswould no longer be needed,
and would also be forced into bankruptcy. Moreover, the
surviving suppliers may beforced to renegotiate contracts
with lower prices, whichwould weigh ontheir bottom lines.
However, even if the automakers are able to avoid bank-
ruptcy, the fate of many parts makers are at risk, depend-
ing on the future of the vehicles that they produce for.

The U.S. Treasury has alocated $5 billion in aid for
parts producersto insure receivabl es shoul d the automakers
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file for bankruptcy. Similarly, the Canadian government
has provided atotal of $1.2 billion worth of financial aidto
suppliers through Export Development Canada’'s (EDC)
accounts receivable insurance program. These programs
will help suppliers a great deal, since receivables are a
significant asset on their balance sheets. But even with
thisaid, many parts suppliers are at risk of going under as
the automakers scal e back operationsand slim product lines.
The sector accounts for about 1.3% of total GDP in On-
tario, and employs over 60,000 workers in the province.
These numberswill likely continueto shrink asautomakers
trim production.

Why has Ford been able to sidestep the woes of
its Detroit counterparts?

Prior to the credit crunch, in 2006, Ford set up $23.5B
worth of credit (using assets as security) which it has been
using to financeitsrestructuring plans. Thishasleft Ford
in a much better financial position than that of Chrysler
and GM, and the automaker hasyet to require any govern-
ment assistance. Furthermore, Ford hasaready completed
much of what the government is asking of GM and
Chryder, including:

» Scaling back brandsby selling Jaguar, LandRover, Aston
Martin, and islooking to sell Volvo

e Cutting factory capacity to match demand — 17 facto-
riessince 2005; 50,000 jobs

» Keeping R&D spending alive

But whiletill survivingonitsown, if auto salesremain
thislow, or deteriorate even further, Ford could eventually
require some government aid. Moreover, if GM and
Chrydler dofilefor bankruptcy, Ford could beintrouble as

well, as the failure of some of their mutual suppliers will
disrupt the supply chain.

Any hope that N.A. auto sales will soon turn the
corner?

Salesin the U.S. are the most important for the conti-
nent-wide operations of all assemblers. And given that
the U.S. economy is expected to contract for at least an-
other 2 quarters, it is highly unlikely that we will see any
uptick in sales this year. In fact, we forecast sales to av-
erage 9.5 million unitsin 2009, whichisthelowest year on
record going back to 1967. Moreover, whileall automakers
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are taking a hit, the Detroit Three are feeling the brunt of
it, with sales down 46% during the first quarter of 20009,
compared to a 31% and 23% decline in Asian and Euro-
pean brands, respectively. With credit conditions expected
toimproveonly gradually through 2010, and unemployment
likely to continueto rise, big ticket items such asnew cars
will likely be near the bottom of consumers’ shopping lists
for at least the next 12-18 months. For a more detailed
forecast, see the special report entitled “ Outlook for Auto
and Parts Sector” available on our website.
There are however, some upside risksto thisforecast.

While credit conditions in the U.S. are expected to im-
provesowly, GMAC, GM’smain financing arm, recently

announced that it will lower financing costs and begin to
loan to subprime borrowers again — a move which they
hope with stimulate sales. Furthermore, the U.S. govern-
ment is considering implementing a scrappage program,
whereby consumers would get a rebate on anew car pur-
chasein exchangefor trading in an old car. Aswell, there
has been some chatter that Obamais also considering al-
lowing taxes on new car purchases to be deducted from
incometax. Should theseincentive programsplay out, and
assuming that the rebate is large enough to entice buyers,
we could see a bounce back in sales during the second
half of thisyear. Still, saleswill not likely reach pre-2008
levelswithin the next 2 years.

Dina Cover, Economist
416-982-2555
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