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OVERVIEW

· Chapter 11 has been used by many companies, both large and small, as a tool to address an ever-increasing docket of asbestos lawsuits, especially where the target company is either facing an adverse ruling in a “plaintiff-friendly” jurisdiction or is running out of its insurance. 

· It has similarly been used successfully to address potentially overwhelming liabilities in other mass tort contexts.

· This segment will provide an introduction to the use of Chapter 11 as a “last resort” defense available to a target company facing “enterprise-threatening” liabilities.  

I. A brief primer on traditional corporate bankruptcy cases

A. Historically, bankruptcy was used to either reorganize a business or to liquidate a business.

B. Chapter 11 is the so-called “reorganization” chapter while Chapter 7 is the liquidation chapter.

C. While orderly liquidations under Chapter 11 have become increasingly popular in recent times (e.g., retail bankruptcies), our focus today is on the traditional use of Chapter 11 as a tool to reorganize a business as a going concern.
D. For that purpose, Chapter 11 does not require balance sheet insolvency (liabilities exceeding assets).

E. In other words, profitable companies can choose Chapter 11 to address a problem which is putting a strain on the business and/or its management.

F. This is the backdrop for the use of Chapter 11 in the mass tort arena. 
II. Historical underpinnings for addressing mass tort liabilities under Chapter 11:  Johns-Manville
A. When asbestos manufacturer Johns-Manville filed its Chapter 11 petition in 1982, it had in excess of an estimated 12,500 asbestos suits pending against it, with approximately 500 new plaintiffs filing suit each month.

B. Its tort liabilities were estimated at almost $2 billion.

C. The company was otherwise profitable with a positive going concern value.

D. The Johns-Manville plan of reorganization was crafted around the concept of a trust funded with cash from Johns-Manville, insurance proceeds, common stock and bonds issued by the company and a claim to 20% of the company’s future profits.

E. Through a permanent injunction (the “channeling injunction”) which protected all parties making a financial contribution to the trust, all present and future asbestos claims were channeled to the trust as the sole source of payment.

F. The Johns-Manville asbestos trust/channeling injunction concept was soon replicated by other companies facing mounting asbestos liability.

G. In 1994, Congress codified the Johns-Manville asbestos trust/channeling injunction structure into Section 524(g) of the Bankruptcy Code, which has been utilized by scores of asbestos debtors since that time.

H. In the Legislative History to Section 524(g), Congress left open the possibility that bankruptcy courts had authority to issue injunctions in non-asbestos cases:

Congress expresses “no opinion as to how much authority a bankruptcy court may generally have under its traditional equitable powers to issue an enforceable injunction of this kind.”  140 Cong. Rec. H10752-01, H10765 (daily ed. Oct. 4, 1994).
III. Use of  “channeling injunction” concept rapidly extended beyond asbestos into other mass tort situations
A. A.H. Robins – almost two thousand class action claims by women alleging injuries in connection with their use of the Dalkon Shield contraceptive device and estimated by the district judge presiding over the bankruptcy case at $2.475 billion were resolved by a trust/channeling injunction structure with settlement funds coming from most or all of the purchaser of Robins’ business, Robins’ products liability insurer, its family members named as defendants in the litigation and Robins’ officers, directors and physicians who prescribed the Dalkon Shield, all of whom received protection against future litigation under the channeling injunction. 

B. Drexel Burnham Lambert – about 850 securities litigation claims (face value of  $20 billion) asserted against brokerage firm, its affiliates, directors, officers, partners and other employees settled through Chapter 11 plan which provided for mandatory, non opt-out settlement class for settlement purposes only and established settlement funds for payment of agreed full value of such claims from proceeds of debtors’ assets plus contributions from former partners (including $900 million from billionaire Michael Milken), with channeling injunction protecting current and former directors, officers and other employees providing benefit to reorganization against future litigation.
C. Finley Kumble  - law firm partnership liquidation under Chapter 11 plan incorporating settlements by Chapter 11 trustee of law firm litigation claims against more than 80% of firm’s former partners and containing channeling injunction protecting parties providing value to reorganization, including former partners, banks releasing claims against the firm and insurers agreeing to fund payment of malpractice claims.
D. Dow Corning  - leading silicone breast implant manufacturer used Chapter 11 plan to structure a $2.35 billion “Settlement Facility” used to channel and settle thousands of tort claims asserted against itself, as well as its non-debtor affiliates and various non-affiliated manufacturers claiming contribution and indemnification claims against Dow Corning (on grounds that Dow Corning either manufactured or contributed key supplies to every breast implant on the market).  
IV. In 1999, Chapter 11 was viewed as the “only” alternative to resolving mass tort litigation
A. Traditional methods for resolving tort claims (on an individual basis by means of trial or settlement) were not a viable economic solution to dealing with thousands of claims.

B. Class actions under FRCP 23 have long been a solution to resolving mass tort litigation.  However, the decisions of the U.S. Supreme Court in Amchem Products, Inc. v. Windsor, 521 U.S. 591 (1997) (rejection of unitary class settlement of future asbestos claims) and Ortiz v Fibreboard Corp., 527 U.S. 815 (1999) (rejection of mandatory (non-opt out) “limited fund” settlement class involving future asbestos claims) were viewed by many defense counsel to effectively eviscerate the use of FRCP 23 class actions to resolve future mass tort liability claims.  

C. Around this same time, the use of Chapter 11 as a desirable alternative to the class action procedure was the conclusion of researchers, including the National Bankruptcy Review Commission in its 1997 Report, as well as the Advisory Comm. On Civil Rules and Working Group on Mass Torts, Report on Mass Tort Litigation (Feb. 15, 1999), 187 F.R.D. 293 at Appendix E.

D. While there is a sentiment among certain experienced class action lawyers that the Amchem/Ortiz decisions were grounded in the unique characteristics and defects of the settlements proposed therein, there is no doubt that due to the difficulties inherent in obtaining class certifications in mass tort cases, Amchem and Ortiz were the impetus for the resort to Chapter 11 of the Bankruptcy Code.

V. Examples of two successful non-asbestos mass tort reorganizations in 
the District of NJ 
Following the “sea change” in treatment of mass torts occasioned by the Amchem and Ortiz decisions, the “channeling injunction” concept was successfully employed to resolve non-asbestos mass torts in these to Chapter 11 cases filed in the District of New Jersey.

A. American Family Enterprises, d/b/a American Family Publishers was a subsidiary of two prominent investors (Time, Inc., and the Chicago  Pritzker family enterprise).  AFE sold magazines through sweepstakes mailed to thousands of people nationwide.  More than 60 lawsuits were instituted against AFE in various forums by recipients of the sweepstakes mailings, who asserted claims under the federal RICO statute and various consumer fraud statutes, in addition to common law fraud, negligent misrepresentation, civil conspiracy, breach of contract or unjust enrichment theories of liability.  All such litigation was filed on behalf of consumers that claimed to be deceived by the mailings and many of whom believed they were entitled to large cash prizes from AFE.  AFE was facing multi-million dollars of contract and tort claims of the “alleged” sweepstakes winners as well as from more than 40 state attorneys general regulatory enforcement actions.  Consolidated actions containing class action allegations were pending against AFE and its affiliates in the USDC under federal MDL rules.  Following the Amchem/Ortiz decisions, AFE’s owners turned to Chapter 11 to implement the global settlement of all pending litigation that had been under discussion for almost a year. The Chapter 11 cases were filed in the Newark vicinage and promptly removed from the USBC to the USDC where the MDL litigation was pending, so that the Chapter 11 case could be resolved together with the settlements of the pending class action litigation and the various regulatory actions.  A channeling injunction was implemented to channel all liabilities stemming from the sweepstakes business to a settlement fund contributed by non-debtor affiliates and to protect the parties .  As an interesting side note, sweepstakes spokesman Ed McMahon, who was a party to an indemnification agreement with AFE, was one of the parties who received the protection of the channeling injunction issued under the Chapter l1 plan.
B. Nutraquest was a seller of dietary supplement products, including products containing ephedra. Following the death of a promising baseball pitcher from alleged use of the product, Nutraquest was ultimately named as a defendant in more than 172 ephedra lawsuits, two class actions alleging consumer fraud, and actions commenced by the states of New Jersey and California, as well as the Federal Trade Commission.  Utilizing a strategy to centralize all of the proceedings in one court via the filing of a chapter 11 case, our client succeeded in proposing a plan that incorporated the settlement of all of the foregoing lawsuits and regulatory actions. The plan was accepted by all of the creditor groups and confirmed by the United States District Court in Trenton, New Jersey in 2006 after three years of intensive efforts. 

VI. Chapter 11’s flexibility made it a success in “non-traditional” cases

Undoubtedly, mass tort bankruptcies did not fit neatly into the chapter 11 process.  However, various provisions of the Bankruptcy Code could be molded to address the mass tort dilemma.   
A. Bankruptcy plans typically discharge only creditors who can be forced to participate in the process.  
B. In asbestos bankruptcies such as Johns-Manville and its progeny, given the disease’s long latency period, the courts had to find a way to bring future claimants into the process, consistent with due process. 
C. Discharge of debts through a bankruptcy plan flows from the court’s jurisdiction over all of a debtor’s assets and the debtor’s compliance with all the standards necessary to confirm a reorganization plan to insure that creditors receive fair and equitable treatment.  

D. Bankruptcy uses elements of a “limited fund” settlement.  To confirm a reorganization plan which does not satisfy creditors in full, a debtor must show that its creditors are receiving as much as they would receive upon a liquidation of the debtor’s assets.

E. The release of non-debtors (so-called non-consensual “third party” releases) effectuated through the issuance of a channeling injunction was a radical departure from the norm in bankruptcy cases and generated much controversy.
F. In the successful cases, courts and commentators have found sound justification for such “third party” releases in one of two ways:

1.
the “bargained-for” exchange attendant to the multi-million dollar settlements in the “extraordinary” or “massive” liability cases; or

2.
the following judicially–created factors
 used in the not so “extraordinary” cases:

a. identity of interest exists between debtor and non-debtor beneficiaries of channeling injunction (e.g. ,indemnification);

b. significant settlement sums paid by third party beneficiaries;

c. injunctive relief is essential to settlements and reorganization plan; 

d. overwhelming creditor acceptance of the reorganization plan; and

e. creditors are receiving significant payments on account of their claims.

G. As noted by one prominent Bankruptcy Judge giving an approving view of chapter 11’s flexibility in handling mass tort cases
:

“Bankruptcy Code of 1978 was never drafted to deal with the issues raised in mass tort bankruptcies...Nevertheless,...many mass tort bankruptcies later, chapter 11 has shown a remarkable flexibility in meeting [the dual goals of permitting the mass tort debtor to reorganize and pay its creditors’ claims].  It remains the only proven method for dealing with the extensive litigation and compensation problems that attend mass torts; it has provided a safety valve for a tort compensation system ill equipped to cope with them otherwise.”  (Emphasis added).
VII. The Bankruptcy Code had features that made Chapter 11 an attractive remedy for these extraordinary and difficult cases
A. Automatic stay of all litigation against debtor (which can be extended to certain related parties).
B. Exclusive jurisdiction over property of the estate (e.g., insurance assets).
C. Consolidation of claims; transfer of cases against non-debtors.
D. Broad definition of “claim” (arguably broad enough to cover “future” claims). 

E. Bar date for filing claims (although there is an open issue regarding whether due process can be satisfied in causing holders of unmanifested asbestos claims to be bound by a claims bar date).
F. Exclusivity periods - gives debtor significant leverage to propose a plan.
G. Official committees – enables key parties to be represented in negotiations.
H. Claims challenges to eliminate groups of claims; estimation of claims.
I. Bankruptcy discharge - binding on all creditors (even dissenters).
VIII. Other important elements of mass tort bankruptcies
A. Centralized claims resolution process (see 28 U.S.C. 157(b)(5) – district court in venue where bankruptcy case is pending controls venue in all pending wrongful death or personal injury claims against the debtor.

B. Claims’ liquidation and distribution process is conducted largely outside the courtroom through an arbitral process that uses relatively stable price points for various claims.

C. Claims are channeled to a fund established for such purpose, thereby permitting the target to continue as a profitmaking enterprise, with profits, in turn, providing a source of compensation for claimants allegedly harmed by the company’s activities.

IX. Parties are each represented by experienced professionals
A. Target company (“debtor”) hires bankruptcy counsel, financial advisor, special insurance counsel and claims valuation consultant.
B. Claimants are given voice through an official committee of creditors which also hires bankruptcy counsel, financial advisor, special insurance counsel and claims valuation consultant.
C. Future claimants (if applicable, as with asbestos latency periods) are represented in the process by an FCR, which utilizes certain committee professionals but hires its own claims valuation consultant.
D. Debtor bears the cost of all these “retained” professionals.
X. Absent the Chapter 11 alternative, mass tort debtors face three less efficacious alternatives
(1)
litigate lawsuits until costs and judgment awards exhaust company’s assets and remaining claimants are left with no recovery;
(2)
liquidate immediately, causing unsecured creditors to pay for damage caused by debtor’s products; or

(3)
engage in a series of strategic maneuvers, resulting in a diversion of debtor’s assets in effort to shield them from liability.
Due to the failure of both traditional case-by-case litigation as well as the use of class action settlements to resolve “enterprise-threatening” liabilities, Chapter 11 has been touted as the only viable alternative.
ADDENDUM

GIBBONS OBTAINS CONFIRMATION OF A PLAN OF REORGANIZATION FOR UNITED GILSONITE LABORATORIES
WHICH RELEASES IT OF ALL ASBESTOS LIABILITIES AND 
ENJOINS ANY PRESENT AND FUTURE ASBESTOS CLAIMS 
FROM BEING ASSERTED AGAINST IT
United Gilsonite Laboratories (“UGL”) is a small, family-owned Pennsylvania corporation headquartered in Scranton, Pennsylvania. Founded in 1932, UGL quickly expanded in terms of sales and product lines. These product lines included the first asphalt aluminum paint “Gilsalume,” drain openers, furniture polish and wall sizing. As the company grew after the Second World War, it developed additional products such as glazing, caulking compounds, and patching and repair products. It was in 1953 that UGL introduced the “DRYLOK®” line for waterproofing basements and stopping masonry leaks, which continues to be UGL’s primary product line today. Around the same time, the “ZAR®” line was introduced in the form of a polyurethane clear finish for wood. ZAR® is UGL’s second largest source of revenue. 

UGL was named as a defendant for the first time in an asbestos lawsuit in 1983. The typical asbestos lawsuit filed against UGL alleged exposure to UGL’s joint cement, which contained chrysotile asbestos from 1954 through 1975. Asbestos was eliminated from this product in or about May, 1975. UGL’s total sales of joint cement during the period at issue totaled only $964,737. Most sales were made to “do-it-yourself” consumers, which was UGL’s target market. 

Between 1992 and 2000, UGL was sued in a total of 124 asbestos related lawsuits. With the exception of a single lung cancer claim, each of the pre-2001 lawsuits involved non-malignant diseases. The first mesothelioma claims were brought against UGL in 2001, when two lawsuits were filed. That year, an additional sixteen lawsuits involving non-malignant diseases were filed against UGL. During the four-year period between 2002 and 2005, UGL saw a slight increase in the number of mesothelioma filings, with annual filings ranging between six and ten claims a year and averaging just over seven mesothelioma lawsuit filings a year. Lung cancer related lawsuits during this period ranged between one and seven claims, while non-malignancies ranged from a low of seven lawsuits to a high of 49. The average number of lung cancer related lawsuits during this period was just under four, while the average number of non-malignant lawsuits was just over 39.

In 2006, UGL began to see an increase in mesothelioma related filings, growing from 25 in 2006 to 254 in 2010, the year before UGL filed its chapter 11 petition. The number of non-malignancy related lawsuits during this period ranged from 39 to 84 filings a year. Lung cancer filings remained relatively steady during this period as well, with the range generally falling between 2 and 17 lung cancer related lawsuits being filed in a year. In 2010, UGL saw an increase in lung cancer lawsuits to 45. By early 2011, there were approximately 900 pending lawsuits. Out of the 900 pending lawsuits, only 574 were considered active cases against UGL. UGL’s cost of defending and resolving the asbestos-related lawsuits was substantial. It was estimated that UGL’s insurance carriers had paid out approximately $25 million in settlements and defense costs by early 2011, when UGL retained Gibbons, given our experience in similar matters.

To a company like UGL with annual sales of less than $50 million, the prospect of a costly Chapter 11 case was daunting and we were sensitive to the company’s financial concerns. As a result, we contacted counsel to some of the asbestos’ claimants in an attempt to form an informal creditors committee to streamline the process. While initially promising, our hope for a successful pre-negotiated settlement of UGL’s asbestos liabilities was short-lived due to the instransigence of one asbestos litigant who sought to compel entry of a judgment in the District of Maryland. At that point, it was evident that pursuing relief under Chapter 11 of the Bankruptcy Code was UGL’s only option. 

UGL filed its Chapter 11 petition in the United States Bankruptcy Court for the Middle District of Pennsylvania on March 21, 2011. As stated in its initial filing with the Bankruptcy Court, UGL sought protection of the Court “as a result of a flood of asbestos-related complaints asserting personal injury and wrongful death claims.”  Stated otherwise, UGL was facing the untenable situation where its existing insurance was decreasing to a sum of less than $15 million while its asbestos liabilities were increasing to a sum in excess of $100 million, as estimated by counsel for the claimants.

Once all the required professionals were in place, including counsel and financial advisors for UGL, its shareholders, an official committee of unsecured creditors largely comprised of asbestos claimants and a legal representative of future asbestos claimants, a series of negotiations took place during which the demands of the asbestos claimants were made known to UGL and its shareholders. Those negotiations centered on a valuation of UGL’s assets and business, including its remaining asbestos insurance, the estimated value of all present and future asbestos claims and hotly contested avoidance actions which the committee and future asbestos claimants’ representative desired to prosecute during the Chapter 11 case against UGL’s shareholders. 

After initial attempts to reach agreement on the disputed issues were unsuccessful, the asbestos claimants’ representatives filed a motion for derivative standing to bring the avoidance actions against UGL’s shareholders and UGL prepared to file an estimation proceeding to fix the otherwise disputed amount of its asbestos liabilities and proposed to contribute the disputed avoidance actions against its shareholders to an asbestos trust. At the urging of the Court, after initial briefing of the issues and preliminary oral arguments, the parties agreed to Court-supervised mediation proceedings, which ultimately provided the impetus for a consensual reorganization plan. UGL’s reorganization plan provided for full payment of all allowed (asbestos and non-asbestos) claims and created an asbestos trust under Section 524(g) of the Bankruptcy Code for all unsettled present and future asbestos claims, funded with cash from an exit facility and a twenty-year promissory note from UGL, the cash proceeds of UGL’s shareholders’ capital contribution (in settlement of the avoidance actions sought to be asserted against them) and the cash proceeds of settlements reached with UGL’s asbestos insurers.

UGL’s successful reorganization was consummated in December 2014 and has enabled it to continue to operate its profitable business supplying the popular “DRYLOK®” waterproofing and and “ZAR®” wood finishing products to “do-it-yourself” consumer customers and providing employment to approximately 150 employees in four states. The Gibbons’ team of attorneys which assisted UGL in its reorganization included Financial Restructuring & Creditors’ Rights department attorneys Frank Vecchione, Karen Giannelli, Mark Conlan, Natasha Songonuga, Laura Dunn and Brett Theisen, in addition to corporate, banking, tax and litigation professionals.
Reprinted from “The Business Advisor” - Gibbons’ Financial Restructuring & Creditors’ Rights News (April 2015)©
� The Advisory Committee Report provides valuable insights into the controversy surrounding the use of FRCP 23’s “mandatory, non-opt-out” class heightened by the Amchem and Ortiz decisions of the U.S. Supreme Court.


� In re Master Mortgage Inv. Fund, Inc., 168 B.R. 930,  934-935 (Bankr. W. D. Mo. 1994).


� Remarks of (then) Chief Judge Stuart Bernstein (USBC, SDNY) in an article published by ABA in 1997.
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