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he franchise agreement governs the relationship

between a franchisor and its franchisees not only dur-

ing the franchise relationship but also thereafter. A key
focus in drafting such an agreement, therefore, should be who
takes what at the end of the franchise relationship. Because
the franchisor provides primarily nonmonetary consideration,
the particular question that arises is what, if any, of that con-
sideration the franchisee may retain when the franchise rela-
tionship terminates.

The most fundamental consideration exchanged in a franchise
relationship is the trademark license that a franchisor grants its
franchisee,' and therefore most franchise agreements are devoted
primarily to that license. When the franchise agreement comes
to an end, it is usually fairly clear that the franchisor retains the
rights in the trademarks and that the franchisee relinquishes any
right to use those marks.? In addition, however, franchisors pro-
vide a host of other things of value, tangible and intangible, to
their franchisees. Some are related to the franchise trademarks
(such as goodwill, domain names, and telephone listings), while
others are not (such as trade secrets, confidential information,
equipment, and intranet access). Even the most carefully crafted
and detailed franchise agreement may not clearly address the
rights of the respective parties with respect to such assets. For
example, what aspects of the operations manual constitute trade
secrets and confidential information such that a franchisor right-
fully can prevent a former franchisee from using them? What
happens if the franchisee has improved on those trade secrets?
What can a franchisor do to stop a third party (such as a close
friend or relative of a former franchisee) from using confiden-
tial information it has received from a former franchisee? Who
owns the local goodwill associated with a particular franchised
location, and who is entitled to payment for it when a franchise
agreement terminates? All of these issues can cause serious
problems in any franchise termination, no matter how cordial, if
not addressed in advance. This article will address those issues
in a pragmatic way to assist the parties in dealing with them (or
at least anticipating them) before they arise.

Sources of Law

The parties to a franchise agreement have a variety of rights aris-
ing from diverse sources of law. The most obvious and familiar
source is the franchise agreement itself, which, in the absence
of statutory restrictions, governs nearly every aspect of the
parties’ relationship.® Various state franchise relationship laws
may affect what rights the parties have in intellectual property
and materials exchanged during the relationship. Some states

Clay A. Tillack is a partner and Mark E. Ashton is an associate in the
Chicago office of Schiff Hardin LLP.

have laws requiring the franchisor
to buy back equipment and inven-
tory, and all states have statutes or
common law governing trade secrets
and confidential information. State
statutes grant varying rights to fran-
chisees and franchisors, so choice
of law often becomes important.
For instance, some states (Hawaii,
Illinois,” and Washington®) require
franchisors to pay their former fran-
chisees for local goodwill generated
during the life of the relationship in
certain circumstances, and others
(Delaware, Indiana, Minnesota, Mis-
sissippi, Missouri, Nebraska, New
Jersey, and Virginia)’ include loss of
goodwill as compensable damages
for wrongful termination.

Federal law may also come into
play. The Lanham Act, of course,
governs the trademarks at the heart
of the franchise relationship and
allows the licensing that makes a
franchise agreement possible.® In
the past, federal legislation has been
proposed that would require a franchisor to repurchase good-
will.” And franchisors must comply with the Federal Trade
Commission’s (FTC’s) franchise disclosure rule.!® If a franchi-
sor regularly fails to disclose a material obligation of its franchi-
sees with regard to materials provided during the relationship,
the FTC could choose to initiate an enforcement action against
that franchisor.

Finally, the common law may be the most important source
of law impacting the parties’ rights in materials exchanged
during the relationship. Any dispute is likely to boil down to
a basic question of property law: in the absence of a specific
agreement, who owns which rights in the materials exchanged?
Specific categories of state common law, especially those relat-
ing to trade secrets, will govern many of the more contentious
areas, such as whether the franchisee may continue to use the
scheme of business operation adopted by the franchise system.

Clay A.Tillack

Mark E. Ashton

Equipment and Inventory

Many franchise agreements require that the franchisee pur-
chase certain approved equipment and an initial (and continu-
ing) amount of inventory. What happens to that equipment and
any unsold inventory when the franchise agreement terminates
or fails to renew? The default rule for items actually sold to a
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franchisee is, naturally, that the franchisee can keep those items
after termination. However, when a franchisee is also a distribu-
tor of goods, or even when the franchise agreement requires the
franchisee to purchase certain equipment to operate the busi-
ness, state statutory laws may require the franchisor to repur-
chase equipment and inventory if the franchisor unilaterally
ends the relationship.

Return, and perhaps repurchase, of tangible things should
be addressed in every franchise agreement. Franchisees must
fully understand what equipment they must pay for in addition
to their franchise fees and whether or not they can expect to be
reimbursed, in full or in part, for their outlay upon termination
or nonrenewal of the franchise agreement. From the franchisor’s
perspective, a provision requiring the franchisee to return con-
fidential information is critically important, and a repurchase
provision may be an effective way to help ensure that franchi-
sees do return such tangible information of value (like computer
equipment) and fully de-identify the franchise location.

The generally applicable franchise laws of Arkansas, Califor-
nia, Connecticut, Hawaii, Michigan, Washington, and Wiscon-
sin all impose repurchase obligations on franchisors in different
circumstances. The following table summarizes franchisor

repurchase obligations under those state laws.

All of these state statutes reflect a public policy of protect-
ing franchisees from the risk of making a large investment in
goods or equipment required by the franchise system and, indi-
rectly, from the risk of arbitrary termination. However, as dis-
cussed briefly above, a wise franchisor may use a contractual
repurchase regime to help protect its valuable trademarks and
confidential information. Such repurchase provisions serve to
secure the return of confidential information and trademarked
items at the franchised site and hamper the former franchisee’s
ability to continue using trade secrets. In addition, a franchi-
sor may choose to compensate its franchisees for the present
value of the inventory and equipment they hold to help ease
a potentially troublesome transition (although such a program
itself may lead to disputes, including disputes over the value of
items to be returned).

In the right circumstances, a well-designed repurchase pro-
vision in the franchise agreement also may be a good supple-
ment to a covenant not to compete.'' For example, a franchisor
that provides, or uses a particular third party to provide, infor-
mation systems to its franchisees may find this technique use-
ful. It would be much more difficult for a former franchisee to

Repurchase
if tgll'lllninated Repurchase
required for | What must be repurchased?
for good .
o nonrenewal?
cause?
Inventory, supplies, equipment, and furnishings purchased .
. ventory, SUppiIes, equip ’ £5 purcha Franchisee’s net cost
Arkansas No No from the franchisor or its approved sources, not including -
. . less depreciation
personalized items that have no value to the franchisor
“[R]esalable current inventory meeting the franchisor’s present “[T]he lower of the fair
. - standards that is required by the franchise agreement or wholesale market value
California No Yes . . . . . .
commercial practice and held for use or sale in the franchised or the price paid by the
business” franchisee”
Inventory, supplies, equipment, and furnishings purchased by .
. " ’ J . “[F d bl
Connecticut® | Yes No the franchisee from the franchisor or its approved sources, not [Flair an .rez’i’sona ¢
. . . . . compensation
including personalized items that have no value to the franchisor
“II li i furnishi h .
[[nventory, supplies, equlpment anq urnishings purc as.ed . Fair market value
from the franchisor or a supplier designated by the franchisor,
- . C . . . less removal costs
Hawaii Yes Yes not including “personalized materials which have no value to the
., . o . and amounts due the
franchisor”; also includes goodwill if the franchisor takes over .
. franchisor
the location
Inventory, supplies, equipment, fixtures, and furnishings, not
RO No Yes includi‘ng :[p]ergonali‘z‘ed materials which have no value to the Fair market value
franchisor” and items “not reasonably required in the conduct of
the franchise business”
“[Inventory, supplies, equipment, and furnishings purchased from
the franchisor, and good will, exclusive of personalized materials
which have no value to the franchisor, and inventory, supplies, .
. G . i I Fair market value less
Washington® | No Yes equipment and furnishings not reasonably required in the [course] .
. . o . . money owed franchisor
of the franchise business,” with no goodwill payment made if
franchisee is given one year’s notice and “franchisor agrees in
writing not to enforce a covenant” not to compete
. o All trademarked inventories sold by the granter to the dealer for | Fair wholesale market
Wisconsin Yes No .
resale under the dealership agreement value

*See page 127 for chart endnotes
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continue using proprietary data and software after termination
if it is obligated to sell its computer workstations back to the
franchisor. And, if need be, repurchasing computer equipment
allows a franchisor to perform forensic analysis on the equip-
ment if the franchisor suspects that the franchisee may have
copied or exported confidential information. The same advan-
tages hold true for less high-tech equipment that may be sold
to a franchisee: depending on the franchise, much of the value
of the system may be in the business methods and equipment
used to execute it. Depriving an ex-franchisee of these materials
will help ensure that it cannot compete with its former franchise
system using the system’s own crown jewels. A franchisor, how-
ever, must be willing to repurchase such items when the time
comes and accept the difficulties that may arise simply from
offering a repurchase program.

Trademarks

A franchise system’s trademarks typically are the most impor-
tant part of the franchise relationship. Therefore, the parties’
rights in the marks must be well-established. The default rule
is, naturally, that once the franchise terminates, the license to
use the trademarks terminates.'? If a licenser loses control of its
trademarks, it faces the possibility that consumers will associ-
ate the shortcomings of its licensees with the marks, and the
resulting irreparable harm should virtually always support a
preliminary injunction.'® It is hard to conceive of a situation in
which a franchisee’s monetary loss due to losing a trademark
license would outweigh the harm to a franchisor caused by loss
of control over its own marks.

Although the law in this area is helpful, franchisors nonethe-
less always should include provisions in the franchise agreement
prohibiting the use of marks after termination. These provisions
serve to put the franchisee on notice that the franchise is an
ongoing relationship in which trademark usage is authorized in
exchange for return performance during the term of the agree-
ment, not an absolute right to operate a business under a par-
ticular system using a set of trademarks. Some commonly used
provisions also may provide a practical way for a franchisor to
engage in self-help against a holdover franchisee in certain cir-
cumstances, such as a provision allowing the franchisor itself to
have signs removed.

Confidential Information and Trade Secrets
A franchisee’s desire to continue using confidential informa-
tion and trade secrets can be a very contentious issue that may
mar an otherwise amicable franchise expiration or nonrenew-
al. Many franchisors legitimately are concerned that they will
teach a franchisee how to run a business, or at least how to
run their particular system, and the franchisee will then exit the
system and use the franchisor’s intellectual capital in competi-
tion with the system. Franchisees, on the other hand, may be
startled to learn that their former franchisor seriously expects
them to unlearn what they have learned and consciously choose
to use a less effective system, even if they have made their own
improvements to the system over time. Drafters of franchise
agreements should anticipate these competing concerns.
Franchisors may require the destruction or return of

enumerated categories of information, coupled with a rea-
sonable geographic radius noncompete (in those jurisdictions
where noncompetes are allowed), to prevent franchisees from
using any residual trade secrets in competition with other fran-
chisees in the area. This would allow the terminated franchisee
to operate a new business that is not in direct competition with
the franchise system without getting into definitional quicksand
of what constitutes the franchisor’s trade secrets.

Franchisors often are tempted to define their trade secrets in
the franchise agreement as very broad, nonspecific categories
of information. It usually is preferable, whenever possible, to
be more specific.!* Where a secret is truly valuable to the fran-
chise system, a franchisor should try to identify it with enough
specificity in the franchise agreement to prevent terminated
franchisees from using it, without implicating the franchisee’s
concerns about ill-defined trade secrets, and without worry
about disclosing the trade secret. In the event of litigation, the
franchisor will need to identify its trade secrets with specifici-
ty."> Doing so in the franchise agreement, to the extent possible
(without disclosing the secret), will help avoid conflict in the
future and, in the event of litigation, will help satisfy the court
that the items claimed as trade secrets so qualify.

There are two prominent definitions of trade secrets. The
Uniform Trade Secrets Act, which has been adopted by forty-
five states, the District of Columbia, and the U.S. Virgin Islands,
defines a trade secret as

information, including a formula, pattern, compilation, pro-
gram, device, method, technique, or process, that: (i) derives
independent economic value, actual or potential, from not being
generally known to, and not being readily ascertainable by prop-
er means by, other persons who can obtain economic value from
its disclosure or use, and (ii) is the subject of efforts that are
reasonable under the circumstances to maintain its secrecy.'®

The other influential standard comes from the Restatement
of Torts, which identifies six factors that courts may consider
to determine if a given piece of information constitutes a trade
secret:

(1) the extent to which the information is known outside the
business; (2) the extent to which it is known by the employees
and others involved in the business; (3) the extent of measures
taken to guard the secrecy of the information; (4) the value
of the information to the business and to competitors; (5) the
amount of effort or money expended in developing the informa-
tion; (6) the ease or difficulty with which the information could
be properly acquired or duplicated by others."”

To satisfy either standard, a franchisor must be prepared to
prove that the information truly is secret and actually provides
a competitive advantage. Laundry lists of broad categories of
information in the franchise agreement or operations manual
may serve only to make courts suspect that the franchisor is
consciously overreaching, does not really know what its trade
secrets are, or does not in fact have any trade secrets.'®

One primary advantage of asserting trade secret protection
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instead of (or in addition to) contractual confidentiality obliga-
tions is that the presence of trade secrets will support enforce-
ment of a noncompete agreement.'” In addition, because
information loses its status as a trade secret if disclosed,® a
franchisee’s retention of trade secrets after termination will
make it much easier to obtain an injunction against their use.?!
In a typical franchise system, many different types of confi-
dential information may be eligible for trade secret protection.
The franchise operations manual may constitute a trade secret,
or at least contain trade secrets.?? In a closely related vein, the
franchise’s business systems, formats, or methods may be trade
secrets.”® Other types of information may be trade secrets as
well: business plans, strategic information, product informa-
tion, recipes, formulas, customer and supplier information, new
product development plans, proprietary computer technology,
and so on.?* Without careful controls and support from the fran-
chise agreement, franchisors run the risk of losing trade secret
protection in these materials when they deliver them to the fran-
chisees. And, of course, franchisors should be especially careful
about disclosing trade secrets before they are formally made
part of the system, such as at a franchisee convention. Without
the appropriate mechanisms to prevent disclosure, trade secrets
will not remain protected for long.

In addition, some information might not be a trade secret
but may still need to be kept confidential. Contact informa-
tion for suppliers, customers, and prospective franchisees often
can fall into this category if it is culled from publicly available
databases.? In the absence of an agreement, franchisees may
be free to do whatever they please with this information. If a
franchisor would rather that certain data not be disclosed to
the public and competitors, it is better to subject it to a nondis-
closure agreement than to hope that a court will agree that it
constitutes a trade secret.

A related topic, and one that has received some attention,
is the possibility of obtaining business method patent protec-
tion for franchise business processes.?® Ever since the Federal
Circuit’s famous decision in State Street Bank & Trust Co. v.
Signature Finance Group, Inc., business methods and software
plainly are eligible for patent protection.?” From the franchi-
sor’s perspective, the most obvious downside to patent pro-
tection is that the methods would have to be fully disclosed?
and would be protected for only twenty years from the date
of filing,? whereas trade secret protection lasts as long as the
information is kept secret.*

There are some more subtle problems as well. A franchisee
or a competitor could patent an improvement to the system.
Such a blocking patent would make it more difficult to continue
refining and developing the franchise system. This problem
could be at least partially handled by requiring the franchisee to
assign any improvements to the franchisor, a technique that is
commonly used in patent licensing arrangements.

The astute reader already will have noted that improve-
ments to a franchise system could be patented whether or not
the underlying system is patented. Even if the components of a
system constitute a trade secret and franchisees have confiden-
tiality obligations, it is conceivable that an enterprising fran-
chisee could obtain patents that are carefully drafted to teach

the improvement without exposing the underlying trade secret
to the public domain. Although we have been unable to locate
any cases involving such a fact situation, it is probably worth
restricting such patents or requiring that franchisees assign
them back to the franchisor.

The strongest reasons that a franchisor might have for con-
sidering whether to patent some of its business methods are that
a patent strengthens the case for an injunction and could lead
to enhanced damages for willful infringement if a franchisee
continues using the method after termination.’! Although courts
will no longer automatically issue a permanent injunction after
a finding of infringement,* the damage to the franchise system
from ex-franchisees’ continued use of a patented business sys-
tem should strongly support a preliminary or permanent injunc-
tion.>* Some courts may be suspicious of trade secret claims™
but might find a franchisee’s patent infringement a more con-
crete basis for an injunction.

Operations Manual and Other Written Materials

In addition to protecting the trade secrets, confidential infor-
mation, and business methods embodied in the various mate-
rials provided to franchisees, franchisors should be aware of
how the copyright law may protect those materials themselves.
Although copyright protection will not keep former franchisees
from using what they have learned from an operations manual,
it at least will provide a recourse if former franchisees make
or distribute copies of the manual. This, coupled with a con-
tractual obligation to return or destroy the operations manual,
training and marketing materials, and other similar items, effec-
tively may prevent franchisees from using the franchise system’s
methods after termination.

Copyright protection subsists “in original works of author-
ship fixed in any tangible medium of expression.”** Copyright
protection extends only to the work itself and does not protect
ideas, procedures, or the like communicated through such a
work.*¢ Copyright initially vests in the author of the work. How-
ever, if a work is made for hire, that is, by an employee, copy-
right will vest in the employer.’” Also, a commissioned work
may be made subject to a written agreement stating that the
work is made for hire.*® In such an event, the copyright will vest
in the commissioning party. The copyright holder must distrib-
ute the work with the proper notice (e.g., “©2008, ABA Forum
on Franchising”).?’ Registration of a copyright is not necessary
to enjoin infringement, but it is a necessary prerequisite to a
suit for infringement.** The Copyright Act allows for statutory
damages between $750 and $30,000 for all infringements of a
work and for enhanced statutory damages of up to $150,000 in
case of willful infringement,* which can be a major advantage
and bargaining lever for a franchisor trying to keep the operat-
ing manual and other published materials from getting outside
of the franchise system.

Once a party lawfully owns a copy of a work, that party
may freely “sell or otherwise dispose of the possession of that
copy.”? This prohibition on control over “downstream” use
of the copyright work is known as the “first sale doctrine.”®
However, the first sale doctrine is not a serious obstacle to
preventing a former franchisee from transferring copyrighted
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franchise materials to others because the franchise agreement
may require the franchisee to destroy the materials. Further, the
franchisor may grant the franchisee a license to use a copy of
the operations manual during the term of the agreement with-
out actually selling a copy to the franchisee. If a third party
purchases or receives the copyrighted materials knowing that
such a transfer is a breach of the franchisee’s contract, it might
be possible to maintain an action against the third party for
aiding, abetting, or procuring the franchisee’s breach.* Every
franchise agreement should at least require the franchisee to
return or destroy all materials provided to the franchisee during
the relationship. In the absence of such contractual provisions,
franchisees are free to do whatever they please with copyrighted
franchise materials upon termination.

Goodwill

Who owns the goodwill in a franchised location: the fran-
chisor, the franchisee, or some combination of the two? This
question exposes much of the fundamental nature of a fran-
chise relationship. On the one hand, the franchisor has pro-
vided the trademarks that the location’s customers recognize.
On the other hand, the franchisee’s efforts hopefully have
improved the brand’s goodwill and may even have developed
goodwill that is unique to that specific location. The usual
rule is that because the franchisor owns the trademarks, any
enhancements in goodwill inure to the franchisor’s benefit.*
This rule is usually reinforced by franchise agreement provi-
sions to the same effect. However, this is not an absolute, or
even universally recognized, rule. Some courts have drawn a
line between the goodwill that attaches to the franchise system
and the goodwill that attaches to a particular location.*

Although goodwill will inure to the benefit of the trademark
owner, if a franchise location really has become a part of the
community, losing the franchise can cause very real monetary
damage to the franchisee’s business. As outlined above, some
states require the franchisor to pay the franchisee for the dimi-
nution in the value of the franchise due to loss of the trademark
license.*” Some franchisors require the franchisee to make a
payment on termination reflecting a purchase of the local good-
will from the franchisor. The reality is that both parties contrib-
ute in some fashion to the creation of local goodwill, and both
have different interests in it.

As an example of the difficulty in determining the parties’
interests in local goodwill, courts have leaned both ways when
deciding whether the establishment of local goodwill supports
or erodes a noncompete agreement. The franchisor’s contribu-
tion to local goodwill may support enforcement of a noncom-
pete.®® If an ex-franchisee continues to operate a store under
a different name in the terminated location, many consumers
will understand that it is essentially the same store. Accord-
ingly, the ex-franchisee would be free riding on the franchise
system’s goodwill. However, the franchisee’s contribution
may militate against enforcing a noncompete.* If a franchi-
see is not allowed to continue to operate its business in the
same location, it loses its investment in improving goodwill at
that location.

Given the mixed judicial messages on goodwill, the parties

to the franchise agreement should be sure to identify and plan
for it in the agreement. By deciding in advance who (if anyone
at all) should pay for local goodwill at termination, a poten-
tially messy problem may be avoided entirely. Of course, any
relevant state statutes must be considered because some states
will require a goodwill repurchase regardless of the parties’
contractual decision.

Domain Names and Telephone Numbers

Internet domain names and telephone numbers are not provided
by the franchisor to the franchisee, but they become associated
with the franchise system as a whole while a franchise agree-
ment is still in effect. In this way, they are closely related to
local goodwill. A franchisee may have registered the domain
name or phone number, but customers will associate it with
both the specific location and the entire franchise system.

Courts typically will enforce a franchise agreement provision
requiring franchisees to cease using or transfer to the franchisor
specific phone listings and phone numbers.*® Many franchisors
may be concerned about potential for confusion if the listing
simply changes names, particularly if the business is the type
that involves frequent repeat business from the same local cus-
tomers, such as a pizza delivery chain. On the franchisee side,
a particular phone number may be extremely important to con-
tinuing the business after termination of the franchise relation-
ship. Nonetheless, courts often will enjoin a former franchisee
from continuing to use the same phone number after termina-
tion and will even require transfer of the numbers if there is a
clear contractual obligation and the facts support it.’!

A well-drafted franchise agreement also should address
what is to be done with any domain names that the franchisee
may register during the life of the relationship. Naturally, if the
franchisee uses the name of the franchise system in its domain
name, the franchisor will have a claim for trademark infringe-
ment against the franchisee for continuing to use that domain
name after termination. Except in cases of criticism or parody,
where the First Amendment comes into play, unlicensed use of
a trademark in a domain name appears to have become essen-
tially per se trademark infringement.>? One notable exception is
where the domain name registrant is a distributor of the trade-
mark owner’s goods and incorporates the trademark in a domain
name to make a bona fide offering of the trademarked goods.™
The best, and most common, way to avoid domain name prob-
lems is simply to forbid franchisees from using licensed marks
in their own domain names. A profusion of different websites
with similar addresses, all pointing to different franchise loca-
tions, is not generally a desirable feature of a franchise system.
By keeping a central and unified Web presence, the franchisor
can avoid difficulties with domain names registered by termi-
nated franchisees.

If a franchisee creates its own website or other Internet ser-
vice using a domain name not containing the licensed marks,
there is no case for trademark infringement. It might be possible
for a franchisor to proceed against a terminated franchisee under
state unfair competition laws based on the theory that people
associate the domain name with the franchise system due to its
use during the term of the franchise agreement. As with domain
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names containing system trademarks, it is probably better to
agree to maintain a unified, central Web presence and forbid
franchisees from using even their own domain names. If the
franchisor takes its Web presence seriously, makes it an inte-
gral part of its marketing strategy, and above all provides useful
content for increasing local sales, franchisees may be perfectly
happy with such an arrangement.

Third-Party Uses of Franchise Property

Terminated franchisees may attempt to circumvent their con-
tractual obligations, including noncompetes and restrictions
on use of franchise business methods and trade secrets, by
having closely related people set up new businesses in compe-
tition with the franchise system. Although former franchisees
may be prohibited from competing or using confidential infor-
mation under the express terms of the franchise agreement,
their spouses, relatives, and close friends may not be. The
franchisor would be harder put to sue such parties because
they are not parties to the franchise agreement. This same dif-
ficulty arises with any of the types of materials that a franchi-
sor provides its franchisees.

A former franchisee’s use of a third-party facade may occur
after an injunction has already issued. In that case, it is fairly
simple to enforce the injunction against the third party. As the
Supreme Court has emphatically stated, “defendants may not
nullify a decree by carrying out prohibited acts through aid-
ers and abettors.””* Under the federal rules, an injunction is
binding “upon the parties to the action, their officers, agents,
servants, employees, and attorneys, and upon those persons
in active concert or participation with them who receive
actual notice of the order.”” Once an injunction is place, it
will be too late for the former franchisee to attempt to evade
its post-termination obligations through the instrument of a
third party.

However, a contempt order against an aider or abettor will
often not be quick or direct enough where a terminated fran-
chisee already has plans in place to continue business through,
or share confidential information with, a closely related third
party. To get a contempt order, the franchisor would have to
file suit against the former franchisee (which may not be fea-
sible if the parties have already settled or amicably allowed the
franchise agreement to expire), obtain an injunction, provide
notice of the injunction to the third party, and then petition the
court for contempt sanctions if the third party continues its
course of conduct.

When the third party becomes involved near the time of
termination, a more effective method may be to sue the third
party directly under a theory of aiding or contributing to the
former franchisee’s breach of its post-termination obligations.
A recent article has identified three key factors in succeeding
with such a claim in the context of a noncompete agreement:
(1) proving a direct breach by the ex-franchisee, (2) establish-
ing that the third party acted in concert with the ex-franchisee
in breaching the agreement, and (3) showing a close or famil-
ial relationship between the ex-franchisee and the third par-
ty.¢ The same factors should apply regardless of whether the
third party helps the ex-franchisee breach a noncompete or

some other substantive provision of the franchise agreement.
Courts are often willing to entertain such suits either under a
theory of procuring or assisting in the breach®’ or by imposing
successor liability on the ex-franchisee’s related party.>®

Conclusion

Although the key element of a franchise relationship is the license
to use the franchise trademarks, the franchisor provides many
other valuable things to the franchisee important for the success-
ful operation of a business as part of the franchise system. Any-
thing that the franchisor gives the franchisee is a potential subject
of dispute upon termination or expiration of the agreement. The
parties should carefully consider what their respective rights in
these items and information should be, with particular attention
given to intangibles such as local goodwill. Particularly in fran-
chise systems that use noncompete agreements, franchisors must
determine in advance what a franchisee can carry into a continu-
ing business after termination. Most fundamentally, the parties to
a franchise agreement should use care in laying out in advance
what their relative rights and interests are with respect to every
item of value that will be exchanged during the relationship.
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