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Auto DeAlers  
MAy Be In For A BuMpy rIDe  

By IRVE J. GOLDMAN

A panel of experts who spoke in late 
February to the Heritage Foundation 

in Washington, D.C., offered the view that 
bankruptcy is a better solution for General 
Motors Corp.’s financial crisis than another 
federal bailout. As the possibility of a GM 
bankruptcy filing looms larger, it is im-
portant for automobile dealers to consider 
what can happen to their contracts with 
GM if that doomsday scenario occurs.

They should start with awareness that 
one of the most potent reorganization tools 
given to a Chapter 11 “debtor in possession” 
(DIP) – which would be GM in this case – 
is the ability to “assume” or “reject” what 

are called “executory contracts.” In plain 
terms, an “executory contract” is a contract 
between the DIP and another party under 
which material performance by both sides 
is still due.  This definition would most cer-
tainly capture automobile dealer contracts 
with GM or one of its companies.

If a DIP opts to reject an executory con-
tract, a decision which must be approved by 

the bankruptcy court, it is relieved of all of 
the obligations under that contract, while 
the non-debtor is relegated to filing a claim 
for damages in the bankruptcy case. This 
claim is based on a legal fiction that views 
the rejection as a breach of the contract 
immediately before the bankruptcy filing 
date. This makes the rejection claim an un-
secured claim that is in the same line with 
all other general unsecured creditors of the 
DIP, who typically await their fate un-
der an eventual plan of reorganiza-
tion.

To put this dynamic in con-
text, one of the most dramatic 
consequences for a dealer if its 
contract is rejected relates to 
GM’s obligation to repurchase 
the dealer’s inventory in the event 
the contract is terminated.  It ap-
pears that in some con-
tracts, this “obligation” 
is simply optional on 
GM’s part, but even if it 
were not, the rejection 
of the contract would 
transform the obliga-
tion to an unsecured claim for damages in 
GM’s bankruptcy case. This would be of 
little solace to the spurned dealer, who will 
continue to be obligated to its floor plan fi-
nancier.

Avenues Of Relief
There are, however, several legal argu-

ments that can be used to prevent this seem-
ingly unfair scenario. Although they have 
never been tested in a case of the size and 
magnitude of a potential GM bankruptcy, it 
is certainly worth identifying these poten-
tial avenues of relief.

First, as mentioned, the bankruptcy 
court must approve a DIP’s decision to re-
ject a contract. The prevailing rule is that 
this decision will be approved as long as it 
based on sound business judgment and not 
bad faith or whim. In other words, if rejec-
tion will result in a greater benefit for the 
DIP’s general unsecured creditors, it will be 
approved. There are, however, a minority of 
courts which will also balance the equities 

of a proposed rejection, and in that re-
gard, might consider denying rejec-

tion if it would cause dispropor-
tionate harm to the non-debtor 
party to the contract. Since it 
has not gained wide acceptance 
by bankruptcy courts, this argu-
ment would most likely have to 

be tested at the appellate level.
Second, there is some sup-

port in case law for ap-
plication of a higher 
standard for rejection 
when the contract is of 
the type that implicates 
broad public interests. 
This higher standard 

was applied by the U.S. Supreme Court in 
National Labor Relations Board v. Bildisco 
and Bildisco (1984), when a DIP attempted 
to reject a collective bargaining agreement, 
and it would appear to allow a bankruptcy 
court to consider the impact that rejection 
would have on the public interest, as well as 
to balance the equities involved. The Bildis-
co decision led to the 1984 amendments to 
the Bankruptcy Code, which established a 
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specific procedure and higher standards for 
rejection of a collective bargaining agree-
ment. It is unclear whether the public inter-
est in preventing scores of automobile deal-
ers from themselves going into bankruptcy 
will be considered by the courts of similar 
public importance as preventing easy rejec-
tion of collective bargaining agreements.

Third, the laws of some states may re-
quire an automobile manufacturer to pay 
reasonable compensation to a dealer for its 
inventory and new parts if the manufacturer 
cancels the dealer agreement. For example, 
Connecticut law requires a car manufac-
turer to pay “fair and reasonable compen-
sation” to the dealer for its current model 
and prior model year inventory, as well as 
its new parts inventory, if the manufacturer 
cancels the dealer agreement. There are sig-

nificant issues in getting this law to apply to 
a bankrupt car manufacturer that is looking 
to reject its dealer agreements, however.

fedeRAl PReemPtiOn
The biggest issue is federal preemption, 

which generally holds that if a state law in-
terferes with the operation or objective of a 
federal law, the federal law will control or 
“preempt” the conflicting state law. It can 
be expected that GM would argue that the 
bankruptcy law which allows rejection of 
contracts and affords the non-debtor party 
an unsecured claim for damages should 
preempt any state law requiring a buy-out 
of a dealer’s inventory. 

On the other hand, there is a federal 
statute which specifically requires a DIP to 
operate its business in compliance with the 

valid laws of the states in which it does busi-
ness.  How the obvious tension between the 
two laws will be resolved is not clear.

Finally, if GM files for Chapter 11, it is 
virtually certain that the federal government 
would provide it with so-called “debtor in 
possession financing,” which simply means 
providing financing to a DIP on agreed terms 
that are approved by the bankruptcy court. 
It would certainly be within the prerogative 
of the federal government to insist on some 
type of relief for automobile dealers whose 
contracts might be targeted for rejection.

It is readily acknowledged that there are 
no easy answers for automobile dealers in 
the event of a GM bankruptcy filing.  None-
theless, they are not without valid legal ar-
guments to protect their interests if that 
unprecedented event occurs. n


