Counterpoint: Bankruptcy and Assignment of
Franchise Agreements over Franchisor’s Objection
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ason Binford’s article, Assigning

a Franchise Agreement over the

Franchisor’s Objection: Bank-
ruptcy May Make it Possible,' in
the fall 2012 edition of this Journal
discussed whether a franchisee, as
a debtor in a bankruptcy proceed-
ing, could use Section 365 of the
Bankruptcy Code to assign the
franchise agreement over the
refusal or objection of the franchi-
sor. Mr. Binford contends that a
franchisee in bankruptcy has a fair chance of compelling its
franchisor to accepting a replacement franchise. Since the
passage of the modern Bankruptcy Code in 1978, a number
of decisions have broadly interpreted a debtor’s power under
Section 365 to assign contracts that, by their terms, would
otherwise restrict assignment. But three Supreme Court cases
suggest an evolving trend that limits a debtor’s ability to
expand property and contract rights from what the rights
would be under non-bankruptcy law in the absence of a bank-
ruptcy. In my view, this trend now dominates bankruptcy
practice. Prior rulings of bankruptcy courts that allowed debt-
ors to assign a franchise agreement over the franchisor’s
objection exist only in memory.

The difference in point of view between the Binford article
and my comments reflects a tension that has existed in bank-
ruptcy law since the enactment of the 1978 Code. Should the
Bankruptcy Code provide substantive relief to debtors, with
a policy bias that favors allowing debtors a “fresh start” that
might preserve jobs and enhance creditor recoveries? Or is it
largely a procedural mechanism for adjusting state law rights
to enforce debts owed by insolvent debtors, with a true busi-
ness reorganization being available to the debtor that can
satisfy the procedures but without any statutory bias that
favors reorganization??

William ). Barrett

Evolution of the Happenstance of
Bankruptcy Rule

The former view, that there exists some pro-debtor (or pro-
bankruptcy estate) bias in the Code in the treatment of the
rights of others, is found in cases like the Fourth Circuit’s
decision in In re Shangra-La, Inc.,® which looked at the power
to assign contracts from the perspective of how an assign-
ment would benefit creditor recoveries. But this view can seem
unprincipled: why should the enforceability of a franchisor’s
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rights under the franchise agreement depend upon whether
the franchisee pays its creditors?

The second view, that the Bankruptcy Code is largely a
procedural scheme for creditors to exercise state law substan-
tive rights to their debtors’ assets (or to the value of those
assets), is found in a trilogy of Supreme Court cases that
started with Butner v. United States* and continued with
United States v. Whiting Pools® and Raleigh v. Illinois Depart-
ment of Revenue.® These cases laid down the rule that, except
where the Bankruptcy Code specifically alters rights under
state law or non-bankruptcy federal law, the rights of the
debtor and other parties in a bankruptcy proceeding are not
different from their rights outside of bankruptcy.” This has
been sometimes referred to as the happenstance of bank-
ruptcy rule: “to prevent a party from receiving a windfall
merely by reason of the happenstance of bankruptcy.”®

The happenstance of bankruptcy rule has been applied in
a number of contexts. In Peterson v. McGladrey,’ a chapter 7
trustee in a suit against an accounting firm that had audited
the pre-bankruptcy debtor argued that his standing as a bank-
ruptcy trustee should free him from having to overcome the
defendant’s in pari delicto defense that was otherwise avail-
able under state law. Rejecting the trustee’s argument, the
Seventh Circuit held that the trustee succeeded to the claim
as it existed under state law—no more, no less."

The Supreme Court affirmed the happenstance rule when
it overruled what had been a long-established practice in most
circuits of not allowing unsecured creditors to include in their
bankruptcy claims legal fees incurred in the bankruptcy case."
Simply, if the claimant has a contractual right to include legal
fees in its claim that is enforceable under state law, the right
should continue in the bankruptcy of the claimant’s debtor.
Otherwise, those creditors who did not negotiate for the right
to charge legal fees to the debtor will enjoy, compared to what
would happen outside of bankruptcy, a relative greater recov-
ery than those creditors who did secure the right.

The “happenstance of bankruptcy” rule not only prevents
debtors and trustees from expanding estates beyond state law
limits, but also prevents creditors from encroaching on rights
that would be available to a debtor outside of bankruptcy. In
Patterson v. Schumate," the Supreme Court considered the right
of an individual debtor to funds held in a qualified pension plan.
In turning back an effort by a trustee to seize the plan assets for
the benefit of the debtor’s creditors, the Court held that by filing
for bankruptcy the debtor’s rights to the funds were not dimin-
ished from what they were outside of bankruptcy.

The Bankruptcy Code does include exceptions to the “hap-
penstance of bankruptcy” rule. Of particular importance to
franchisers, Section 365(a), as seen in the automobile manu-
facturer bankruptcies,"® permits a franchisor, even one that
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will continue its business post-bankruptcy, to “reject” a fran-
chise agreement and thereby free itself of obligations under
the agreement. By rejection, the franchisor effectively ends a
franchise that under state law it could not terminate except
for cause.! Rejection leaves the franchisee with only a pre-
bankruptcy unsecured claim for its damages.'

Section 365 and the Happenstance of
Bankruptcy Rule

Section 365 might seem to be one of the Bankruptcy Code’s
sections that grants debtors and trustees rights that do not
exist under state law. Under Section 365(a), a contract may
be assumed and assigned without the non-debtor party’s con-
sent regardless of whether the contract’s terms prohibit
assignment. Section 365(b)(1) permits assignment even where
the debtor has defaulted under the contract as long as the
debtor can cure the default. Under Section 365(b)(2), a con-
tract can be assumed and assigned—even if by its terms it
terminated or could be terminated upon the bankruptcy or
insolvency of the debtor. These sorts of bankruptcy termina-
tion provisions are referred to as ipso facto clauses.

On closer inspection, however, these subsections of Sec-
tion 365 actually implement the policy of the happenstance
rule by effectively nullifying state law rights to terminate or
modify a contract solely because the other party to the con-
tract has entered bankruptcy, or has committed a breach of
the contract that can be wholly rectified. The overarching
policy of these provisions and the case decisions discussed
above is therefore not so much maintaining non-bankruptcy
law rights and entitlements, but preserving the pre-bankruptcy
debtor and the legal relationships it has with other parties.
As is clear from the court rulings, however, to preserve does
not mean to enhance.'

Section 365’s broad general rule, i.e., that contracts can be
assumed and assigned by a debtor or trustee notwithstand-
ing a contractual provision that would prevent either, makes
perfect sense where the contracts principally involves fungible
goods or services. In such a case, the assignment of the debt-
or’s contractual rights and duties to another party equally
capable of performing those duties does not prejudice the
non-debtor party to the contract. For example, a contract
might provide for the debtor to sell a fixed quantity of a fun-
gible good, such as coal, to the non-debtor party for a fixed
price. There is no policy reason why the debtor should not be
able to assign the contract to another party that could sup-
ply the same quantity and quality of coal at the same price.
Presumably the debtor (and thus its creditors) would receive
as consideration for the assignment the spread between the
then market price of coal and the price the non-debtor party
is obligated to pay. In fact, to allow the non-debtor party to
escape the contract (as it might want to do if the market price
for coal has fallen) solely because its contracting partner has
filed for bankruptcy would, by allowing it a windfall, violate
the happenstance rule."”

Not all contracts, however, deal with fungible goods or
services. The broad rights of assignment under Section 365(a)
and (b) give way where the debtor’s obligations under the

contract are in some way unique or personal. Under Section
365(c)(1), a debtor or trustee may not, over the objection of
the non-debtor party, assign a contract if “applicable law”
would excuse the non-debtor party from accepting perfor-
mance from, or rendering performance to, any party other
than the debtor. Applicable law, as used in Section 365(c),
means state law and non-bankruptcy federal law.'

Before discussing how Section 365(c)(1) works and whether
it permits the assignment of contracts that could not be
assigned outside of bankruptcy, it is worthwhile to consider
whether it is even needed. In the absence of Section 365(c)
(1), under Section 365(f)(2) a debtor would still have to dem-
onstrate “adequate assurance” that the proposed assignee of
a contract will not default under the contract. In other words,
that the proposed assignee could perform under the contract
in the same manner as the debtor was bound to perform. If
the contract were a franchise agreement that had very par-
ticular operating standards, the court would have to find
adequate assurance that the assignee could satisfy those stan-
dards. In making that determination, the court must consider
the contract in its entirety as it is written.'” A bankruptcy
court cannot relieve the assignee of certain contractual duties
or modify those duties.

There are several reasons why a court should not be in the
business of adjudging whether a proposed assignee could
perform what might be numerous and technical requirements
of the contract. First, the court could be wrong in its deter-
mination that the assignee can perform under the contract.
An erroneous determination would saddle the other party to
the contract with a non-performing partner it did not select
and burden it with the cost and delay of terminating that
partner. Second, bankruptcy courts are busy, and the time it
would take to assess a proposed assignee’s ability to perform
under numerous operating requirements is time not spent on
all the other matters that come before a bankruptcy court.
By including Section 365(c)(1) in the Bankruptcy Code, Con-
gress required only that courts determine generally whether
a contract is one that under state law the non-debtor party
cannot be compelled to accept performance from an assignee
of the debtor. If it is, the statute provides that the contract
cannot be assigned over the objection of the non-debtor party.

Personal Service Contracts

Determining whether a particular contract falls under Sec-
tion 365(c)(1) may not always be as easy as the above example
concerning coal suggests. In making the determination, a
court is to be guided by applicable law, an expression that
means the law that would govern enforcement of the contract
outside of bankruptcy.?' In most cases, applicable law means
state law, although non-bankruptcy federal laws, such as those
governing trademarks, might also apply.”

But applicable law cannot mean any state law that con-
cerns the assignment of contracts. Many states would
presumably permit the enforcement of general assignment
prohibitions and of ipso facto clauses that allow for the ter-
mination of a contract merely because one of the parties has
filed for bankruptcy. Broadly read, Section 365(c)(1) would
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allow the enforcement of such a clause, but that would ren-
der Section 365(b) (which allows for the assignment of
contracts notwithstanding the presence of an ipso facto
clause) meaningless. This potential conflict between the two
subsections of Section 365 is avoided by courts reading Sec-
tion 365(c)(1) as applying only to those laws that excuse a
party from accepting performance from an assignee for a rea-
son other than an ipso facto right of termination. > The types
of contracts that might contain enforceable rights to refuse
consent to an assignment are very broadly referred to as per-
sonal services contracts. These could be contracts for true
personal services, such as a performance by a particular opera
singer; a business arrangement akin to a franchise, where one
party is relying on a particular attribute, i.e., skill, location,
access to financing, of the other party; or a trademark license
arrangement, where the licensor is relying on the particular
identity and reputation of the licensee.*

Of course, it is not always easy to say which contract involves
personal services and which does not—most cases are not as
easy as the contract hiring Lady Gaga to sing at your daugh-
ter’s wedding. This is especially true with business arrangements
involving the sale of branded goods, such as automobiles, or
that combine the sale of a branded product with a particular
type and quality of service, such as a restaurant.

When a debtor or trustee seeks to assign a contract (such
as a franchise agreement) that may involve personal services,
the non-debtor party must object to the assignment and spec-
ify the applicable non-bankruptcy law that would excuse such
party from accepting performance from the proposed assignee.
In cases involving an attempt to assign a franchise or distri-
bution agreement, the applicable law will likely be a state
franchise act or some act applicable to particular products,
such as motor vehicles. Once the court determines that the
cited state law does in deed govern contracts for personal ser-
vices (as opposed to a general law that might allow for the
enforcement of ipso facto clauses), and that the contract at
hand involves the types or services regulated by the state law,
the court is bound to apply any provision in the state law that
restricts the right to assign the contract.

As an illustration, suppose that a debtor that operated a
restaurant franchise sought to sell its business and to assign its
franchise agreement to a new operator that has no restaurant
experience. Suppose also that under the franchise agreement
the franchisor could reasonably refuse consent to an assign-
ment, and that case law in the applicable state holds that a
franchisor acts reasonably when it refuses consent to an assign-
ment to an inexperienced operator. Finally, suppose that the
proposed new operator, albeit inexperienced, has ample
resources and demonstrates a genuine desire to succeed.

Would a court following the “happenstance of bankruptcy”
rule allow assignment of the contract over the objection of the
franchisor? The answer should be no because state law would
allow the franchisor to refuse consent to the assignment. This
should be the outcome no matter how much “adequate assur-
ance” of the proposed assignee’s ability or willingness to
perform is offered to the franchisor, and no matter how much
the assignment will benefit the debtor and its creditors. If the

outcome were otherwise, the debtor would have achieved some-
thing it could not have achieved outside of bankruptcy—the
assignment of its franchise to an inexperienced operator. More
fundamentally, it would have converted a contract right with
limited assignment rights to one with potentially broad assign-
ment rights and thus enhanced the monetary value of the
contract. Although that may sound great for the debtor and
its creditors, it is not what the franchisor bargained for. The
preservation of those rights take precedence over a general goal
of enhancing creditor recoveries.

Not every case will be as easy. The franchisor’s basis for
refusing consent might be untested under applicable state law.
In that case, the bankruptcy court may have to determine the
lawfulness of the franchisor’s action. The court’s determina-
tion, however, will be guided by the factors that a state court,
applying state law, would apply.

Many states have laws that govern specific types of fran-
chise/distribution relationships, such as the laws for automobile
dealerships. Often, a state administrative agency is charged
with administering the law and adjudicating disputes arising

Section 365 might seem to be one of
the Bankruptcy Code’s sections that
grants debtors and trustees rights that
do not exist under state law.

under the law. Is there a procedural component to the happen-
stance of bankruptcy rule that would require bankruptcy courts
to abstain from hearing contract assignment and termination
disputes that, outside of bankruptcy, would be heard in the
first instance by an administrative agency? Although no appel-
late court has squarely addressed the issue, a bankruptcy court
should abstain from deciding state law issues where there exists
a state agency with the specific authority and specialized expe-
rience to deal with the issue.”

Although franchise agreements are now generally regarded
as no more assignable in bankruptcy than they would be out-
side of bankruptcy, there are reasons why a franchisee facing
termination might file for bankruptcy. The filing will trigger
an automatic stay, which will give the franchisee some breath-
ing room to organize its defense to the franchisor’s action or
even provide momentary leverage for a settlement. The auto-
matic stay will stop actions by creditors, allowing the
franchisee to devote its full efforts to preserving its franchise.
A bankruptcy filing might even make it possible for a fran-
chisee to raise the money needed to either defend a termination
proceeding or to cure the alleged defects in its franchise.

One thing that a bankruptcy filing should not do is change
the rules on whether the franchise can be assigned to a new
operator. Whatever statutes, regulations, and contracts that
applied on the moment before the bankruptcy case was filed
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should still apply. Moreover, the bankruptcy court should
defer to whatever non-bankruptcy administrative or judicial
procedure might exist that in the absence of bankruptcy would
govern the resolution of disputes between the franchisor and
the franchisee.?® Of course, this does not mean that the fran-
chisor will necessarily succeed in blocking an assignment of
the franchise agreement. As Binford discusses in his article,
assignment might well be permitted under applicable non-
bankruptcy law.?’

The period of 2008-2010 saw a number of automobile
dealership bankruptcies.”® Most ended in liquidation, but a
few ended in sales of the entire business, including the fran-
chise agreement, to new operators. Although these cases
yielded no written opinions, in each case involving a sale of
the dealership the franchisor’s contractual right to consent
(as that consent right might be limited by state law) to the
new operator was respected.?” Typical of these cases is Bill
Heard Enterprises,* which involved several automobile deal-
erships. In its order authorizing the sale of the dealerships,
the court directed General Motors to “determine whether the
Stalking Horse [selected purchaser] is qualified to own and
operate the dealerships included in the Offered Property and
Offered Assets. Such approval by GM shall not be unreason-
ably withheld under any applicable law.”!

The happenstance of bankruptcy rule, as it applies to the
assignment of franchise or dealer agreements, has become
well ingrained. At this point, in my view, it is unlikely that a
court would allow an assignment of such an agreement over
the franchisor’s objection unless it found a state or non-bank-
ruptcy federal law basis to do so.
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