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I. INTRODUCTION TC "INTRODUCTION" \f C \l "1" 
It occurs from time to time that a franchisee or several franchisees within a franchise system encounter financial difficulties.  This paper explores ways to recognize such problems, methods to analyze those problems and alternative approaches to solve them if possible.  If bankruptcy occurs, this paper also provides analysis and commentary on that situation. 

One of the best methods to avoid franchisee financial problems is to attempt to require that the franchisee is sufficiently capitalized before the franchise agreement is signed.  Careful analysis of the franchisee’s financial capability during review of the prospective franchisee’s application should be given priority.  Additionally, Item 7 of the Uniform Franchise Offering Circular
 (“UFOC”) should be reviewed each year to ensure that a sufficient amount of additional funds are available to handle operational costs prior to the point in time when the unit reaches a break even cash flow. 
II. WORK OUT STRATEGIES AND ISSUES TC "WORK OUT STRATEGIES AND ISSUES" \f C \l "1" 
A. Seeing It Coming TC "Seeing It Coming" \f C \l "2" 
There are often more options relative to evaluating the situation and to providing quicker prevention or remedial action if the problem can be identified earlier rather than later.  Some indicators or red flags should alert both the franchisor and the franchisee that the future circumstance may worsen.  Some of these indicators are:

1. The franchisee is becoming isolated from the system.
2. The unit is not being properly maintained, updated or even cleaned.
3. There are problems and complaints from vendors, other franchisees and from customers.
4. There are lease defaults.
5. The franchisee is unable to refinance balloon debt or construction to permanent financing in the event the premises are franchisee owned.
6. Royalty and other fees due to the franchisor or to advertising co-ops are late or unpaid.
7. The franchisee is unable to pay operating expenses including those payments due to key suppliers.
8. The franchisee is frequently restructuring financing/refinancing or there are frequent capital infusions to cover operating losses.
9. The franchisee has significantly larger accounts payable than other franchisees in the system.
10. The franchisee has been placed on C.O.D. by suppliers.
11. The presence of frequent litigation involving the franchisee such as collection actions.
12. There are wage and hour issues or other problems regarding payment of employees.
13. There are tax liens or deficits particularly regarding fiduciary tax obligations such as sales tax and withholdings from wages.
14. A high turnover in management sometimes indicates financial difficulties.
15. Frequent turnover of accounting firms or the absence of outside accounting assistance.
B. Franchisee Financial Problems May Be More Solvable Than Others TC "Franchisee Financial Problems May Be More Solvable Than Others" \f C \l "2" 
The franchisor should implement a careful watch of franchisee financial reports particularly in the first two years of operation.  Often operational failures can be caught early and can be rectified with additional training.  In order to maintain a personal stake in the game, the franchise agreement should require that the individual owners of the franchisee personally guarantee the franchisee’s obligations.

In comparison with other defaults by franchisees, financial problems may be easier to solve than other types of problems.  For example, unit closures, failure to maintain confidentiality of proprietary information, franchise agreement in-term competition, refusals to meet standards and operational requirements and other problems indicating a difficult or rebellious franchisee may not be able to be solved and may require termination of the franchise agreement.  In contrast, a franchisee with money problems may be receptive to assistance from the franchisor and may be willing to cooperate with a work out solution.

C. The Franchisor Must Evaluate The Circumstance TC "The Franchisor Must Evaluate The Circumstance" \f C \l "2" 
If the indicators and preliminary analysis show that a franchisee has a financial problem, the franchisor must carefully evaluate the situation to best determine an appropriate course of action.  The history of the particular unit should be reviewed.  Of the problems that have been identified, are they relatively new or have they been repetitive and chronic?  Are there personal problems that the franchisee is dealing with that might be causing the difficulties?  Does the franchisee have a physical health problem?  What is the prognosis?  Is the physical problem one that may be short lived or one that will deteriorate?  Is the franchisee dealing with family problems?  If so, are they of a nature that may improve after a short period or will the family problems probably continue to interfere with the operation of the unit?  Mental health issues may also cause the franchisee to be either temporarily or permanently unable to operate the unit.

The franchisor should review the inspection reports for the unit and interview the appropriate operations staff to ascertain their impressions of the situation.  It is possible that if operations are weak remedial training may cure the problem.  The franchisor should also evaluate whether the unit’s image is current and whether remodeling or renovation could solve the problem.

An anecdote from experience is illustrative of operational problems causing financial difficulty.  A take and bake pizza franchisee began not to pay royalties and complained of lackluster revenues.  Upon inspection, the franchisor discovered that the franchisee was slicing too many tomatoes and storing them in the refrigerator for later use.  The system distinguished itself on the use of fresh toppings.  After too long a stay in the refrigerator, the tomatoes lost firmness and disappointed consumers.  Additionally, the franchisee was not spending enough time at the unit.  He placed his teenage daughter in-charge after school and on weekends.  She invited her friends to the unit to listen to their favorite popular music at the preferred teenage volume.  Further, although the location was a non-smoking restaurant, the teenagers did smoke there.  Consumers, therefore, encountered a less than inviting welcome at the unit.  This situation also demonstrates the need for quick solutions to such problems.  If all of the potential customers in this marketplace had already experienced this disappointing product and service, it will be difficult to persuade them to return.

The franchisor should also consider whether there may be outside causes of the financial difficulty.  For example, has street or other construction negatively impacted the unit’s business?  If this is a restaurant franchise, has there been a food poisoning problem in the unit, in the system, in the industry?  Are there other force majeure type causes that may be the root of the difficulties?

The franchisor must also evaluate the system as a whole.  Are other franchisees having similar problems?  Is competition causing a negative impact on the system?  Does the system need to change in some manner to make it more contemporary or competitive?  A franchisee advisory board or other similar type of organization is recommended as a method to help keep the franchisor informed about such problems and to act as a control against isolation of the franchisor.

The franchisor should engage the franchisee in dialogue about the causes of the problems.  The franchisee should try to frankly explain what the causes are and what the franchisee thinks is the possibility of resolution. 

Another anecdote from experience helps to describe a system-wide problem.  At one time a certain steak restaurant had been very successful and had several hundred units across the U.S.  However, the interior décor using linoleum floors and paper place mats on the plastic topped tables became outdated.  Additionally, the dining tastes of America had, at that time, turned away from steak.  The combination began to damage the system.  The franchisor did nothing and went into bankruptcy.  The system was purchased by a third party out of bankruptcy but the system problems were left largely unresolved.  Rather than address the problems, the new owner who was more focused on other business endeavors, negotiated royalty decreases in exchange for reduced services and support from the franchisor.  Finally when only 11 franchisees remained, most of whom were not paying royalties, the franchisor sought a way to totally free itself from the franchise agreements.  Upon the bankruptcy of this owner, the system was cut adrift and it is unknown whether any units are still operating under the old marks.

1. What Is The Prognosis Relative To Saving The Situation

Taking all of the foregoing analysis together, the franchisor and franchisee must objectively conclude whether the situation might be saved.  In large part, this conclusion will be impacted by the evaluation or whether the causations are long or short term in nature.  Additionally, the evaluation of whether the location of the unit is one that should be saved for the system, either as a result of market penetration and/or dominance, as well as for gross revenue and royalty stream should be determined.  It may be that for one or more reasons, the unit must be closed voluntarily or if necessary terminated by the franchisor.  Termination will be further examined below.  If the situation could be saved as a result of certain actions, then the franchisor and franchisee must evaluate whether any of these solutions can be accomplished.

2. What Solutions Might Be Applied

One frequently applied solution to the problem, particularly if the location is one that the franchisor wants to keep in the system, is for the franchisor to purchase the unit.  However, the franchisor must have the capability to handle this, not only in terms of any payments to be made, but also in terms of staffing to handle on-going operations.  The franchisor must also consider what precedents this might set for the system as a whole.  There are related issues regarding whether or not the assets are free and clear and whether the landlord has consented to a transfer of the lease.

The remaining alternatives, short of termination, generally fall into a broad category often called a “Work out”.  One such alternative is for the franchisor to take over operations of the unit for a short time.  This might be appropriate if, for example, the franchisee encountered a short term physical health problem.  The franchisor might also consider a longer term management agreement with the franchisee.  This may be appropriate if the circumstances indicate something other than a short term problem, but the situation indicates that the unit should be kept open and the franchisor does not want to purchase it.  The landlord’s consent to a transfer of the lease is also an issue in this circumstance.

If the franchisor purchases the unit, if it takes over operation for a short or long period or even if it does not do any of the foregoing, the solution could ultimately be a sale of the unit to a third party.  The franchisor could assist the franchisee to find a buyer if the franchisee maintains operations or if the franchisor takes over operations.  If the franchisor purchased the unit to keep it in the system, it could then re-sell it to alleviate the problems of longer term operations.

A work out might also involve less complete actions.  The franchisor might decide to provide the unit with a temporary reduction or forgiveness of royalties or it may even decide to loan money to the franchisee.  Although each of these actions has ramifications relative to anti-discrimination statutes, disclosure and to other contractual and system wide considerations that will be discussed below, they may provide a short term leg-up to the franchisee that could solve the problem without the complexities of a take-over or a sale.

D. What Are The Benefits Of A Work Out
A successful work out saves the unit and its associated profits for the franchisee and its royalties for the franchisor.  All parties avoid the negative emotions, both individual and perhaps system-wide, and the expenses that would be involved in a contested or enforced termination.  Additionally, the unit’s presence will be maintained in the marketplace.

E. What Are The Risks Of A Work Out
One significant gamble inherent in a work out attempt is that if it is unsuccessful the attendant postponement of formal termination of the franchise and ancillary agreements risks that those agreements may be perpetuated by the automatic stay if the situation ends up in bankruptcy.  Regardless of whether bankruptcy results, if the work out is not successful, the time, energy and monies expended by the parties to accomplish the work out may be lost.  The argument may also be made that the failure by the franchisor to enforce certain contract clauses, royalty collection or continued operations for example, during the period of the work out amount to waivers by the franchisor and that, consequently, the ability to enforce those clauses has been lost.  Taking over the franchisee’s operations exposes the franchisor to additional risks of liability for the operations directly or through vicarious liability.

1. Waiver

If the work out involves forbearance of termination, forgiveness of royalties or other monies due or the failure to enforce any other franchise agreement clause, it is possible that if the franchisor then attempts to enforce those same provisions at a future time the franchisee will claim that the franchisor has waived its right to so enforce.  The franchise agreement should contain an anti-waiver clause that clarifies that the franchisor does not waive its rights to enforce the terms of the agreement as a result of such activities.  As discussed below, the work out agreement should also contain an acknowledgement by the franchisee that any forbearance by the franchisor as a result of the work out does not constitute a waiver of future enforcement rights.

2. Vicarious Liability

The presence of an independent contractors’ clause in the franchise agreement is helpful in defeating claims of vicarious liability by the franchisor as a result of the day-to-day operations of the franchise unit.  A sign in the premises highlighting the independent ownership and operation of the business also helps.  Usually the courts have not imposed vicarious liability if the franchisor, in the normal situation, is not involved in controlling the activity that causes injury.  A franchisor of Bickford’s restaurants was granted a motion for summary judgment in a case involving the murder of a waitress by a patron.  The court stated that there was no evidence that the franchisor “[m]anaged the restaurant or exerted pervasive control over its day-to-day operations or employees . . . .”
   However, if in the course of a work out scenario the franchisor becomes more involved in the day-to-day operations of the unit, the franchisor increases the risk of vicarious liability.  Some courts have looked at whether the franchisor is obligated to pay the franchisee’s debts
 as an indicator of “control” one of the key elements in evaluating vicarious liability.  If the franchisor becomes involved, short of actually taking over the unit, in hiring and firing decisions and/or employee supervision, then the clear boundary between merely dictating the outcome of the goods and/or services and actually controlling the activity that causes damage to a third party will be blurred.

The assistance or forbearance provided to the financially troubled franchisee may be argued to have created a standard or precedent that other franchisees can depend upon.  These theories could be based on state anti-discrimination statutes and on implied covenants of good faith and fair dealing arising from the franchise agreements.

3. Anti-discrimination Statutes

Hawaii, Illinois, Indiana, Minnesota, Washington, and Wisconsin
 have passed laws that prohibit discrimination by the franchisor between similarly situated franchisees.  Hawaii’s statute states that it prohibits discrimination between franchisees “[i]n charges offered or made for royalties, goods, services, equipment, rentals, advertising services, or in any business dealing . . . .”  Most of these laws do, however, permit the franchisor to treat franchisees differently if the franchisor can identify a legitimate business reason that distinguishes one franchisee from another.  Among some of the expressed legitimate bases are that the franchises were granted at different times or that the treatments relate to franchisees with insufficient capital, training or business experience.  Each state statute should be carefully reviewed, however, to identify a legitimate permission for the actions taken.

4. Implied Covenant Of Good Faith And Fair Dealing

Most courts recognize an implied covenant of good faith and fair dealing in all contracts.
  In some cases, franchisees have argued that the franchisor did not provide them with the same concessions or assistance that it did to other troubled franchisees and that, therefore, the franchisor has breached the implied contractual covenant of good faith and fair dealing.  In a Federal District Court case in Maryland in 1997
 a franchisee encountered a significant down-turn in revenues as a result of the deterioration of the neighborhood.  Crime was rising, the restaurant had been robbed and the franchisee had limited business hours.  In the suit the franchisee alleged that McDonalds, the franchisor, had breached the implied contractual covenant of good faith and fair dealing because it had not helped the franchisee to sell the units as it had for other franchisees.  The court stated, “[t]he integration clause, precludes this Court from considering extrinsic evidence disclosing what assistance McDonald's may have rendered to some other franchisee under different circumstances.”  The court also found that the contract did not create an obligation for the franchisor to assist this franchisee to sell its units.

As in the Payne v. McDonalds case describe above, most courts have been reluctant to change the express terms of the agreement by application of the implied covenant of good faith and fair dealing.  This outcome was also upheld in a Quizno’s case where the court found that placement of units close together did not breach the covenant because the contract did not provide for a protected territory.
  This outcome may not hold if the franchisor is found to have conducted predatory or overreaching types of behavior.
  In the referenced case the franchisor was found to have breached the covenant as a result of saturating the market with company units, and thereby decreasing franchisee revenues, despite a company policy to the contrary.  The general weakness of claims of violation of the implied contractual covenant of good faith and fair dealing not withstanding, the franchisor should weigh disparate actions in the light of possible litigation including charges of breach of the implied covenant and the attendant cost thereof.

Additionally, if the franchisor acquires some of the franchisee’s assets, it may subject the franchisor to liability for payment of the franchisee’s unpaid taxes.  If the transfer of assets renders the transferor insolvent or if the transfer is deemed to be a fraudulent one to avoid taxes, then the unpaid taxes may be collected from the transferee.  Additionally, this liability may include previous years.
  This is pursuant to 26 U.S.C.A. § 6901.  It should be noted that the transfer need not be a formal transfer of title in order to expose the franchisor to liability for collection.  The transfer can be merely an indirect or constructive transfer.

If the franchisor takes over the franchisee’s lease, the franchisor may become liable for the costs relative to environmental clean-up of the leasehold location.
  The franchisor will probably be responsible going forward for all payments arising from the lease.  It is also possible that an assignment of the lease may trigger increases in rent and other charges under the lease.

It should also be considered that if the work out involves loans from third party creditors that the franchise agreement itself may become subject to a security interest.  Additionally, the third party loans may contain provisions that would supersede franchise agreement or collateral lease assignment provisions and, as a result, the franchisor could lose control of the lease.

If the work out involves loans from the franchisor or other financial assistance from the franchisor, there may be disclosure requirements in Item 10 of the UFOC.  The revised Federal Trade Commission Rule on Franchising
 and the current UFOC Guidelines
 should be reviewed regarding the necessity of disclosure relative to financial assistance by the franchisor to the franchisee either directly or indirectly.  The UFOC Guidelines except from disclosure, payments due to the franchisor, on an open account, payable within 90 days.  However, guarantees by the franchisor of loans to the franchisee from third parties would technically be covered by the requirements.  Leases from the franchisor and other installment contracts would also be included.  The Item 7 Guidelines state, “[d]isclose the terms and conditions of each financing arrangement that the franchisor, its agent or affiliates offers directly or indirectly to the franchisee”  (Emphasis added).  This guideline and the sample answer clearly contemplate an offering of financing on a regular basis as part of the normal offer to franchise.  It is not clear whether such isolated assistance, that will not be offered on a system wide basis and that may never occur again need be disclosed.  The analysis indicates that if the assistance to the franchisee is a one time occurrence and there is no pattern of providing financial assistance to similarly troubled franchisees on an ongoing basis disclosure should not be required.

F. Benefits Of Termination TC "What Are The Benefits Of Termination" \f C \l "2" 
There are some benefits to termination of the franchise agreement that should be weighed against other alternative solutions such as a work out.  Termination eliminates any long term involvement by the franchisor.  Expenditures of time and money by the franchisor during the work out are avoided.  Unlike a work out attempt that does not provide a known result, a termination delivers a more certain resolution unless it prompts litigation.  Finally, a termination would, if accomplished soon enough, keep the franchise agreement out of bankruptcy proceedings.

G. Risks Of Termination TC "What Are The Risks Of Termination" \f C \l "2" 
Particularly in the instance of a unilateral termination by the franchisor, the franchisor in cooperation with counsel must be cautious to meet the termination requirements regarding notice and cure periods required by the franchise agreement and applicable state relationship statutes governing the relationship of the parties.

Under the Petroleum Marketing Practices Act
 that regulates termination of petroleum distributors and dealers and pursuant to various special industry laws in most states
 that regulate termination of such businesses as motor vehicle, petroleum, beverage, and farm equipment, the franchisor in these industries must review the applicable laws prior to a termination relative to “good cause” and notice.

To that end, several states have passed laws that specifically regulate franchise termination.
  In summary these statutes require good cause for termination, define good cause, require a specified notice and opportunity to cure defaults before termination and also usually describe certain types of defaults such as abandonment of operations that do not require an opportunity to cure.  Each applicable state statute should be reviewed as part of drafting the work out agreement and/or long before actual termination is instituted.

A significant case involved the application of the Connecticut franchise relationship statute.  In that instance an insurance agent was found to have a franchise that was wrongfully terminated because the insurance agency did not establish good cause for the termination.

The franchisor must also evaluate the termination as governed by any applicable state statutes regarding anti-discrimination between franchisees.  The franchisor must consider the effect on the system as a result of loss of the unit in the marketplace.  Termination will trigger certain disclosure obligations in Item 20 for the next year.

Finally, a unilateral termination by the franchisor may result in a contested litigation or arbitration proceeding.  If the dispute process is invoked, the franchisor and franchisee could each expend significant sums in attorneys’ fees.  Each party could also suffer the soft costs of lost time and emotional drain associated with litigation.  There also could be an associated negative effect on the entire franchise system.  This could be more likely if there are some system-wide problems that are causing, or contributing to, the difficulties encountered by the terminated franchisee.  Litigation may constitute a material event and require amendment to the franchise disclosure document.  In registration states, this may involve an interruption of franchise sales pending acceptance of the amendment of the registration.  Even in the FTC states, such a material event should, as a cautionary practice, involve re-disclosure of pending sales and therefore a delay in closing of those sales.

III. MUTUALLY AGREED UPON TERMINATION TC "A MUTUALLY AGREED UPON TERMINATION" \f C \l "1" 
As an alternative to a work out or a unilateral termination by the franchisor, a mutually agreed upon termination of the franchise agreement along with the concurrent closing of the business should be considered.  This alternative should also be considered after a failed work out of whatever nature.  It may even be appropriate to consider including an agreed to mutual termination, under certain circumstances, as a part of the work out agreement.

A. The Benefits Of A Mutually Agreed Upon Termination TC "What Are The Benefits Of A Mutually Agreed Upon Termination" \f C \l "2" 
A mutually agreed upon termination far outweighs a unilateral termination by the franchisor.  In this event, the result is certain without possible litigation.  There will not be any requirements to follow statutory or contractual provisions regarding cure periods or notice periods.  The timing of the settlement may avoid the automatic stay under bankruptcy laws.  The legal expenses and the other negative aspects associated with a contested termination would be avoided.  The parties also have a wide range of options that are available as part of a mutually agreed upon termination exit strategy including the following:

1.
The franchisor may be able to retain the location.
2.
The franchisee may receive some concession on monies owed as forgiveness, a note or both.

3.
Issues relative to de-identification such as telephone numbers, trademarked signs and inventory, and advertising can be dealt with cooperatively.

4.
Although there may be some disclosure required relative to settlement, settlement and a mutual termination may avoid material event disclosure that could be associated with a litigated, unilateral termination.

5.
There can be a mutual release of all claims.

IV. MEDIATION AND OMBUDSMEN TC "MEDIATION AND OMBUDSMEN" \f C \l "1" 
Although there are differences of opinion regarding the appropriate role of mediation, in the context of an existing or imminent litigation or arbitration, relative to a contested unilateral termination, for example, it definitely should be considered as a tool to fashion a work out or a mutually agreed upon termination.  This tool should be considered even if, in relation to either course of action, the parties are more or less in agreement.  If there is no agreement relative to a work out or mutual termination, one day or even one half day of mediation could help to move the parties toward compromise.  If agreement exists, mediation can help to underline risks, provide the franchisee with a sense of fairness and an opportunity to be heard that can help the work out to be successful.  In general, mediation can enable the parties to better educate each other about their respective needs and limitations.  Recalcitrant participants may become better able to view entrenched positions on both sides with new perspective.  A mediation that fails to produce a work out agreement may result in a mutual termination agreement.  It is recommended that each side should pay one half of the expenses of the mediation so that each side will have some commitment to the process.  Mediation clauses can be part of the franchise agreement and/or the work out agreement or a situation can be mutually submitted to mediation.  It is recommended that the mediator have familiarity with franchising.

Mediation can be a very powerful tool in resolving disputes.  An anecdote from experience helps to highlight this fact.  As a mediator, the following circumstance was encountered.  A court ordered mediation involved an accountant suing to recover unpaid fees from a client.  The client challenged that the fees were exorbitant and that the accountant had performed malpractice.  At the beginning of the mediation the accountant announced that he was there only because of the court order, that the process was ridiculous, that he would not accept a settlement and that the mediation should be wrapped-up as soon as possible because he had other important things to do before he needed to catch his plane leaving at 5 p.m.  In caucus, a meeting between the mediator and one side or another, the mediator discovered that the accountant had been personally insulted because his client had filed a complaint with the governing state board of accountants for an alleged ethics violation arising from the alleged malpractice.  In subsequent caucus with the client, it developed that as part of a settlement they would be willing to withdraw this complaint.  This concession moved the mediation forward and, although he did have to reschedule his flight, the accountant and the client settled the dispute by the end of the mediation.

It should be noted that mediation in and of itself does not create any disclosure trigger.  Some of the results may, however, require differing disclosures.
A variant on the mediation alternative is the use of an ombudsman.  An ombudsman is often involved earlier in the process than a pure mediator.  Many larger franchise systems have full time ombudsmen on staff.  Ombudsmen can also be independent contractors that are usually hired by the franchisor.  It is important that the franchisee perceives that the ombudsman is independent and fair even if that person is a franchisor employee.  This will be enhanced if all communications from the ombudsman be provided equally to both sides.

An ombudsman could become involved in the circumstance of a financially troubled franchisee early in the process.  Even at the time of fact gathering as to the root causes of the problems, an ombudsman could provide analysis and suggestions.  This role could continue through a mediation.  However, for mediation to have its best chance an independent mediator should probably be engaged.  The ombudsman could, however, participate in the mediation.
V.
Forbearance/Work Out Agreements

A. 
Introduction
Forbearance or work out agreements can be invaluable tools for resolution of franchisee defaults while providing a franchisor with additional protection in the event of further financial decline by the franchisee.  A franchisor can gain valuable rights via a forbearance/work out agreement which, in the event of a further financial deterioration of the franchisee, can: (i) significantly enhance the monetary recovery to a franchisor, (ii) hasten termination rights; and (iii) make de-identification a faster and less costly experience.  From the franchisee’s perspective, a forbearance/work out agreement provides a restructuring opportunity with a significant creditor without the expense, delay or business consequences associated with a bankruptcy filing. In an appropriate environment, the forbearance/work out agreement is a “win-win” opportunity for franchisee and franchisor.

Forbearance/work out agreements should be memorialized in writing.  Among other things, these agreements usually modify certain provisions of the parties’ franchise agreement.  Moreover, forbearance/work out agreements often contain terms or collateral agreements, such as, a security interest or mortgage.  


B.
Common Provisions and Issues


1.
Reaffirmation of Agreement and Acknowledgement of Obligations 
Forbearance/work out agreements generally begin with recitals of the underlying agreements between the parties and reaffirmation of the franchise agreement and related agreements by the franchisee.  These recitals also include the acknowledgement of obligations by the franchisee to franchisor under the parties’ initial agreements.  

The operative portion of the forbearance/work out agreement should also include provisions similar to the following:

Unless specifically set forth herein, nothing contained herein shall be deemed to modify nullify, discharge, or extinguish: (a) the contractual relationship between the Parties as it existed before the date hereof under the Franchise Agreement or Guaranty; or (b) the obligations of Franchisee or Guarantor under the Franchise Agreement or Guaranty.


Except as may be specifically set forth herein, the terms, conditions and obligations of the Parties under the Franchise Agreement, Guaranty and any written amendments thereto: (a) have not been modified by this Agreement; (b) remain unchanged; (c) are hereby ratified and affirmed in their entirety; and (d) are legally valid, binding and enforceable in accordance with their respective terms.  If there is any conflict between any of the terms and provisions of this Agreement and the Franchise Agreement or Guaranty, the terms and provisions of this Agreement shall take precedence, control and govern.

Franchisee and Guarantor acknowledge their absolute, joint and several liabilities to Franchisor for the entire Indebtedness.  The Parties have agreed to compromise the payment of the Indebtedness pursuant to the terms of this Agreement.  It is understood that any and all other sums owed to Franchisor by Franchisee and/or Guarantor which are or may become due under the Franchise Agreement and/or Guaranty are unaffected by the compromise set forth herein.


2.
Acknowledgement of Defaults by the Franchisee
A basic provision in forbearance/work out agreements is an acknowledgement by the franchisee (and any guarantor) of all monetary and non-monetary defaults as well as an acknowledgement by each of a valid liability to franchisor for the outstanding royalties or other indebtedness.  The franchisee and guarantor are also often called upon to acknowledge the lack of any defense or setoff to the existing defaults and further acknowledge the lack of any claims of any nature by franchisee and/or guarantor against the franchisor. 


3.
Acknowledgement of Franchisor’s Remedies
In drafting this provision franchisors are wise to include: (a) an acknowledgement by the franchisee of existing monetary and non-monetary defaults, (b) acknowledgement by the franchisee that it has received proper notice of the existing defaults from the franchisor; (c) an acknowledgement by the franchisee that it has not cured any of the existing defaults within the time provided under the franchise agreement, if any; and (d) a representation by the franchisee that it does not have any defenses to the existing defaults.  Thereafter, the forbearance/work out agreement should include an acknowledgement by the franchisee that the franchisor is rightfully entitled to terminate the franchise agreement and then include a non-exhaustive list of the remedies which the franchisor is entitled to exercise (i.e. termination, collection action, repossession of any collateral granted to the franchisor under the franchise agreement and compelled de-identification).


4.
Agreed Repayment Terms  

With respect to monetary defaults, the forbearance/work out agreement will generally include a compromise by the franchisor of the time within which the outstanding indebtedness may be paid and/or a forgiveness or waiver of the arrears.  (The waiver of a portion of the existing indebtedness is usually tied to certain performance benchmarks such as the franchisee remaining a franchisee in good standing for a certain period).

In setting forth the repayment terms, the forbearance/work out agreement may attach and include by reference a formal promissory note or simply contain the repayment terms in the body of the forbearance/work out agreement.  It is important to include the amount of the outstanding indebtedness as of a certain date which the franchisee agrees to pay; the rate of interest being charged on the indebtedness; the payment terms (e.g. monthly and/or balloon payment);  the time, place and manner of payment; any prepayment provisions/rights; the applicability of any late fee; and an acknowledgement that payment of the existing indebtedness does not relieve the franchisee of its obligations to pay going forward obligations to the franchisor or to otherwise perform under the franchise agreement.


5.
Agreed Terms of Cure of Non-Monetary Defaults
As with monetary defaults, the forbearance/work out agreement should include the terms of cure of any non-monetary defaults.  Examples of non monetary defaults which are often resolved via forbearance/work out agreements are insurance, quality, construction/punch list and performance related defaults.


6.
Forbearance from Exercise of Franchisor Remedies
As part of a forbearance/work out agreement, franchisors are often paid on account of “antecedent debts” and/or obtain a security interest in collateral which was not provided under the parties’ initial franchise agreement.  In order to mitigate exposure to attack of these transfers as preferential payments or fraudulent conveyances, astute franchisor counsel will specifically detail the consideration which the franchisor is providing to the franchisee/transferee as part of the forbearance/work out agreement.  See Anand v. Nat'l Republic Bank of Chicago, 239 B.R. 511, 517-518 (N.D. Ill. 1999) (holding that debtor received reasonably equivalent value when bank agreed to forbear on pursuing remedies for default, waived past-due principal payment, and extended maturity date of notes in return for debtor’s assignment of interest in real property as collateral to secure loans); In re Ward, 36 B.R. 794, 799 (D.S.D. 1984) (creditors voluntary forbearance from pursuing remedies was reasonably equivalent value in exchange for debtor’s mortgage to secure antecedent debt).  See also Cuevas v. Hudson United Bank, 2002 WL 31412465 (S.D.N.Y. 2002) (district court affirming bankruptcy court issuance of summary judgment in favor of bank finding that debtor’s grant to creditor of security interest in debtor’ s inventory as part of a forbearance and new loan agreement was not a voidable preference or a fraudulent transfer).
Such franchisor consideration is often found in the agreement by the franchisor to forbear from terminating the franchise agreement because of the acknowledged uncured defaults by the franchisee and the agreement by the franchisee to forbear from enforcing other remedies available to it as a result of the franchisee’s default.  After the default and remedy wavier acknowledgements are set forth in the forbearance/work out agreement, a provision such as the following may be used to reflect forbearance by the franchisor from the exercise of its remedies:
Franchisor agrees to refrain and forbear from exercising its “Franchisor Remedies” on account of the existing franchisee defaults for such period of time that: (a) Franchisee has not committed an Event of Default under this Agreement; (b) Franchisee has not committed an event of default under the terms of the Franchise Agreement; or (c) Franchisee and/or Guarantor have not committed an event of default under the terms any other agreement to which Franchisor and Franchisee and/or Guarantor are parties.  Upon the occurrence of any of the foregoing events of default by Franchisee and/or Guarantor, Franchisor’s agreement to refrain and forbear from exercising its Franchisor Remedies on account of the existing franchisee defaults shall terminate automatically without the requirement of notice from Franchisor.

Nothing contained herein shall be deemed a waiver of any of Franchisor’s rights under the Franchise Agreement in the event of a default by Franchisee under the Franchise Agreement, other than the existing franchisee defaults.  This Agreement does not affect or limit in any way future default notices, if any, from Franchisor or any of its affiliates regarding the Franchise Agreement.  

7.
Security for Performance and Repayment
One of the most critical concessions which franchisors can obtain from franchisees as part of forbearance/work out agreements is the extension by the franchisee of new or enhanced security for payment and performance.  Some of the common forms of security obtained by the franchisors include:


a.
Security Interest in Personal Property
Simultaneous with the execution of the forbearance/workout agreement, the franchisee may be asked to convey to franchisor a security agreement granting franchisor a lien and security interest in certain collateral.  Such collateral may include, accounts receivable, deposit accounts, ff & e and many other forms of personalty.  The security agreement may secure payment and performance of: (a) the obligations of franchisee under the forbearance/workout agreement; (b) the future obligations to franchisor under the franchise agreement; and (c) the obligations of franchisee under all other agreements between franchisor and franchisee.   It is important for franchisors to appropriately record UCC-1’s and perfect its interest in the collateral.


b.
Confessions of Judgment
The franchisee and guarantor may also be required to execute confessed judgments establishing and acknowledging their liability to franchisor.  It is important to work with local counsel when utilizing confessions of judgment as the availability and implementation vary greatly among jurisdictions.  

The confessed judgments are commonly held by franchisor in escrow and are not filed nor executed upon unless an event of default has occurred under the agreement which has not been cured within the applicable time period.  In the event that the franchisee and/or guarantor satisfy all of their obligations under the forbearance/work out agreement when they are due, the franchisor will cause the original confessed judgments to be delivered to the franchisee and guarantor.

In the event that the franchisee and/or guarantor fail to make any of the payments or perform as required, the franchisor may notify the franchisee or guarantor setting forth the breach and, in the event that the franchisee or guarantor do not cure the breach within any cure period, the franchisor would be entitled to complete the amount due on the confessed judgment and file it with a court of competent jurisdiction.  The confessed judgment can contain a blank for the amount owed which the franchisee and guarantor unconditionally and irrevocably agree may be filled in by franchisor or its counsel in accordance with the terms of the forbearance/work out agreement.     




c.
Additional Guarantors


Obtaining additional guarantors for the franchisee’s obligations is a frequent demand of franchisors when asked to forbear.




d.
Mortgage
The franchisor may be able to negotiate the conveyance of a mortgage on real property by the franchisee or a guarantor.  The mortgage may be used to secure payment and performance of the obligations of the guarantor under the forbearance/work out agreement; the obligations of either party under the franchise agreement or guarantee; and/or the obligations of either party under either agreement between themselves and the franchisor.  Again, the use of local counsel is important in terms of drafting and perfecting a mortgage lien.




e.
Acknowledgement of Non-Discharge
While not providing additional security per se, in cases of individual franchisees or guarantors, franchisors are wise to explore any basis for an acknowledgement by the individual debtors that the nature of their debt to the franchisor is such that would be non dischargeable in any  subsequent bankruptcy filing.  Examples of this situation may involve the submission of fraudulent/false financial statements by the individual guarantor or franchisee to franchisor or the improper disposition of franchisor collateral by the individual.


8.
Release of all Claims by the Franchisee
Simultaneous with the execution of the forbearance/work out agreement, franchisors universally require the franchisee and guarantors to deliver a release in favor of the franchisor and the franchisor’s directors, officers, employees, agents, parent company, subsidiaries, affiliates, attorneys and other persons.

9.
Modifying Terms in the Franchise Agreement
Franchisors can use the forbearance/work out agreement as an opportunity to restructure terms of the franchise agreement which may be unfavorable to the franchisor.  For example, franchisors will often request the shortening of notice and cure periods in the franchise agreement.  Other modifications requested by franchisors may include: (i) withdrawal of monetary incentives; (ii) withdrawal of inventory discounts; (iii) mutually agreed upon non-renewal of license at conclusion of term; (iv) no opportunity for additional units; (v) “opening up” of exclusive territory; and (vi) elimination of other “privileges” provided for under franchise agreement.

10.
Waiver of the Automatic Stay


a.
Introduction
As part of a forbearance/work out agreement, franchisors routinely demand a provision which provides for a waiver of the automatic stay in light of a subsequent bankruptcy filing by the franchisee.  Such a waiver is designed to save the franchisor time and money of seeking stay relief in the bankruptcy court and also to eliminate the risk of denial of a stay relief application by the bankruptcy court.  

It should be noted that stay waivers contained in initial loan documents or agreements are generally unenforceable.  In re Shady Grove Tech Center Associates Ltd. Partnership, 216 B.R. 386 (Bankr. D. Md. 1998), opinion supplemented, 227 B.R. 422 (Bankr. D. Md. 1998); In re Sky Group Int’l, Inc., 108 B.R. 86 (Bankr. W.D. Pa. 1989); In re Jenkins Court Assocs. Ltd. P'ship, 181 B.R. 33 (Bankr. E.D. Pa. 1995); Farm Credit of Cent. Florida ACA v. Polk, 160 B.R. 870 (M.D. Fla. 1993).  In contrast, pre petition stay waivers contained in a forbearance agreement, settlement agreement or a restructuring agreement are generally enforceable.  In re Citadel Properties, Inc., 86 B.R. 275 (Bankr. M.D. Fla. 1988);  In re Sanpo Land Indus. (Hawaii), Inc., 41 B.R. 358 (Bankr. D. Haw. 1984); In re Stanton, 121 B.R. 438 (Bankr. S.D.N.Y. 1990); In re Cheeks, 167 B.R. 817 (Bankr. D.S.C. 1994); In re McBride Estates Ltd., 154 B.R. 339, 341 (Bankr. N.D. Fla. 1993); In re Excelsior Henderson Motorcycle Mfg. Co., Inc., 273 B.R. 920, 924 (Bankr. S.D. Fla. 2002).
Some courts find that a stay waiver contained in a work out agreement is per se enforceable and that a debtor’s opposition to the stay relief motion in the face of a waiver constitutes bad faith.  See In re Cheeks, 167 B.R. at 819; In re McBride, 154 B.R. at 343.  Other courts consider the stay waiver a “primary factor” in determining to modify the stay.  See Daniel B. Bogart, Games Lawyers Play: Waivers of the Automatic Stay in Bankruptcy and the Single Asset Loan Workout, 43 UCLA L. Rev. 1117 (1996).  See also In re: Shady Grove Tech Center Assocs. Ltd. P’ship, 216 B.R. at 390-94.

The forbearance agreement should reflect consideration being given by the franchisor to the franchisee in exchange for the stay waiver.  See In re Powers, 170 B.R. 480, 484 (Bankr. D. Mass. 1994).  In addition, the stay waiver should be reflected in clear and conspicuous language in the forbearance/work out agreement.  See In re Darrell Creek Assocs., L.P., 187 B.R. 908, 913 (Bankr. D.S.C. 1995) (involving debtor who understood waiver and was represented by counsel during negotiations); In re Psychotherapy & Counseling Ctr., Inc., 195 B.R. 522, 535 (Bankr. D.C. 1996) (refusing to uphold waiver because of lack of specificity and language); In re Riley, 188 B.R. 191, 192-93 (Bankr. D.S.C. 1995) (finding waiver not enforced where debtor was unsophisticated and waiver was ambiguous).




b.
Sample Provisions


A waiver of the benefits of the automatic stay by a franchisee in a forbearance/work out agreement can resemble the following:

Franchisor and Franchisee/Guarantor acknowledge that they have sought to negotiate different issues in connection with this Forbearance Agreement.  The terms of this Forbearance Agreement reflect the agreed upon manner and time frame under which the Franchisee will have an opportunity to operate as a Franchisee in order to repay the indebtedness to the Franchisor, although the Franchisor sought a different manner and shorter time frame.  Therefore, since it has been provided with more time than might otherwise be available in the absence of this Forbearance Agreement, and since Franchisor has agreed to forbear from exercising the “Franchisor Remedies” as provided for herein, the Franchisee and Guarantor hereby agree that in the event a bankruptcy petition is filed by or against the Franchisee or Guarantor,  then the Franchisee and Guarantor each consent to relief of the automatic stay provisions §362 of the Bankruptcy Code in favor of Franchisor, and provided the existence of an Event of Default hereunder, the Franchisor shall be entitled to such relief to permit the Franchisor to foreclose on any and all collateral and to exercise any other right or remedy it may have against the Franchisee or Guarantor.  Franchisee and Guarantor acknowledge that this provision is of significant importance to the Franchisor, given that the Franchisor has waived certain rights as part of the negotiations which provided the Franchisee and Guarantor with additional opportunities.



c.
Franchisee Responses
Franchisees can respond to the request for a stay waiver with bankruptcy related concessions of their own.  For example, franchisees can request that the pre petition stay waiver shall not go into effect if the franchisee is current with its obligations to the franchisor at the time of the bankruptcy filing.  Moreover, the franchisee can request that the franchisor concede that it is under secured with respect to the collateral held by the franchisor, which could have negative implications to the franchisor in a cash collateral context.  Moreover, a franchisee could request that the franchisor concede that any collateral held by the franchisor is not subject to future decline in value, arguably eliminating or reducing the debtor franchisee’s obligation to make adequate protection payments to the franchisor post petition.

11.
Waiver of Jury Trial
Franchisors will often demand the franchisee and its guarantors waive the right to any jury trial in any action, proceeding or counterclaim brought by either franchisor or franchisee or guarantor against the other.  It is wise that such a waiver be displayed prominently in the forbearance/work out agreement and be initialed in the body of the document by the waiving parties.


12.
Miscellaneous Provisions

Forbearance/work out agreements can additionally contain a variety of miscellaneous provisions such as: (a) an acknowledgement that the work out is not a waiver of the franchisor’s rights; (b) acknowledgement of adequate consideration by the franchisee; (c) cross defaults among the franchise agreement and the forbearance agreement; (d) in an individual case, an acknowledgement that the nature of the obligations owed to the franchisor would make them non-dischargeable in any future bankruptcy proceeding; (e) alternate dispute resolution; (f) non-exclusive jurisdiction agreements; (f) allocation of legal fees and costs in the event of future enforcement; and (g) confidentiality covenants.
VI.
PRE BANKRUPTCY ISSUES AND STRATEGIES FOR FRANCHISEES


A.  
 Identify the Problems  

Step one is to identify the problems and determine if they are curable.  By nature, bankruptcy will address liabilities and, in many instances, result in a restructuring of equity.  Bankruptcy generally does not improve sales or increase revenue.  
Franchisees must initially identify the problems or issues which are causing financial distress.  While chapter 11 bankruptcy proceedings can be useful tools to restructure the financial affairs of the franchisee, the bankruptcy reorganization process must be accompanied by a business solution in order to be successful. 

If the franchisee determines that it has fundamental business problems with no viable business solution such that it does not predict the ability to operate profitably, the franchisee must consider the appropriate remedy.  Under these circumstances, the franchisee has several practical remedies:


(i)
abandonment of collateral to the secured lender and surrender of licenses and leases; 



(ii)
state court dissolution;



(iii)
state court assignment for the benefit of creditors;



(iv)
chapter 7 liquidation; or



(v)
a liquidating chapter 11 case.
If the franchisee’s business problem emanates from a two party dispute or if the franchisee has a small number of creditors, a forbearance/work out agreement or other out of court compromise may be beneficial.  Alternatively, if the franchisee has numerous creditors and wide ranging business issues which can be resolved or may be uniquely addressed by the fling of a chapter 11 bankruptcy proceeding, (i.e. the rejection of unprofitable leases and/or executory contracts), a reorganization under the Bankruptcy Code may be appropriate.  The balance of this section will address issues facing franchisees considering chapter 11.  


B.
Develop an Exit Strategy
Bankruptcy cases generally do not improve with age.  In the ordinary chapter 11 bankruptcy proceeding, the longer the debtor remains in chapter 11, the less likely the debtor is to emerge as an operating entity (absent an asset sale).  Reasons for this anecdotal conclusion are the significant administrative costs which debtors accrue during the chapter 11 process such as bankruptcy attorneys and related professionals including financial advisors, accountants, appraisers, etc.  Moreover, if a committee is formed in a chapter 11 case, the debtor (bankruptcy estate) bears the cost of the professionals retained by the committee.
  In addition to these costs, and the cash needs of debtors outlined in the following section, the administrative toll on management of debtors-in-possession should not be discounted.

If possible, debtors are wise to develop an exit strategy before entering the bankruptcy realm.  (Sometimes an emergency filing is necessary due to litigation or other emergent circumstances, preventing the development of an exit strategy prior to filing.  For franchisees, such emergent circumstances would include notice of termination of franchise agreement or lease of non residential real property; motion for the appointment of a receiver; a pending replevin of personal property; or a foreclosure action).

C.
Cash Needs of a Potential Debtor

1.
Retainers for Professionals
At a minimum, debtors in chapter 11 cases require the services of attorneys and accountants.  Many debtors also require the services of consultants, investment bankers, appraisers, auctioneers, brokers and other professionals.  Due to the nature of debtor representation, most well qualified professionals require payment of retainers prior to commencing the engagement.  The amount of the retainer is not only a function of the anticipated work over a given time period but also the debtor’s anticipated cash flow, unencumbered assets and ability to obtain carveouts from secured creditors.

2.
Cash Collateral and Financing
The Bankruptcy Code provides that a debtor’s use of “cash collateral” may be prohibited or conditioned so as to provide necessary protection to secured creditors.  11 U.S.C. §363(a).     Absent consent of the secured creditor, the debtor must anticipate proceeding with an application to use cash collateral over the secured creditor’s objection.  In either event, the debtor will have to prepare a detailed budget that anticipates realistic cash receipts and disbursements.  Most secured creditors will scrutinize the budget and will not consent to expenditures that they deem not to be necessary, or could otherwise impact their collateral.  The same issue holds true for debtor-in-possession financing orders per §364(c) or (d).  Realistic budgets are key and usually the order authorizing continued use of cash collateral, or financing, is contingent upon the debtor meeting its budgetary expectations within certain acceptable ranges.


3.
Pre-Petition Payroll
Maintaining continuity of operations, and employee morale is usually essential to a reorganization effort.  Barring extraordinary circumstances, most Bankruptcy Courts will entertain an application to pay the pre-petition payroll under a “necessity of payment” doctrine.  The debtor must anticipate the need for cash to pay both the pre-petition payroll, and the payroll that accrues from the date of the filing.


4.
Pre-Petition "Critical" Vendors
Depending on the debtor’s business, some pre-petition vendors/creditors, simply must be paid because they provide a critical product or service that cannot be obtained elsewhere.  Often those vendors will not provide the debtor with product or service unless its pre-petition obligation is paid.  If the court does authorize payment of these critical vendors, see In re K-Mart Corp., 359 f.3d 866 (7th Cir. 2004); In re CoServ, LLC., 273 E.R. 487 (Bankr. N.D.TX 2002), this cash expenditure must be accounted for.  

5.
C.O.D. [Cash on Delivery]
In many circumstances, the pre-petition debtor’s financial situation has deteriorated to the point where most of the debtor’s vendors have put the debtor on C.O.D already.  However, in certain circumstances, that is not the case.  It is a rare debtor who gets supplies and services on open credit after a chapter 11 is filed.  This will exacerbate the debtor’s need for cash and should be anticipated as part of the pre-petition planning.


6.
Reclamations
The   Bankruptcy Abuse Prevention and Consumer Protection Act of 2005 ("BAPCPA") amendments to   reclamation rights of vendors strengthened these rights significantly.  For a business that is inventory intensive, these reclamation rights by statute now create potentially huge administrative claims in the bankruptcy process.  First, there is the new §503(b)(9) which automatically gives to any vendor an administrative claim for the value of any goods received by the debtor within 20 days before the date of the commencement of the case.  Second, amendment to §546(c) enhanced the reclamation rights period to 45 days.  The potential for large administrative claims that will have to be addressed as part of the plan, or perhaps pursuant to a motion to compel payment of an administrative claim by a reclamation vendor could be significant.


7.
Utility Deposits
BAPCPA also strengthened the rights of utilities to receive “assurance of payment” for post petition utility services.  The new §366(c), which defines “assurance of payment”, now   specifically excludes the availability of an administrative expense priority, or other non-cash assurances of payment, that as a form of adequate assurance of payment.  As a result, a debtor may have to raise “cash” or “cash equivalent” for its utility deposits under §366. 



8.
Warehouse Liens
BAPCPA also made certain amendments to protect warehouses for their liens for storage, transportation and other costs (see §546(i)).  These warehousemen liens can no longer be avoided as statutory liens pursuant to §545.  If a debtor going into a chapter 11 proceeding has significant pre-petition warehouse expenses and transportation costs, this factor also needs to be considered.



9.
Cure Costs
If the debtor franchisee decides to assume an executory contract or unexpired lease, the debtor is required to cure the outstanding monetary default upon assumption or shortly thereafter.  See 11 U.S.C. §365.  Assumption costs can be one of the most significant cash obligations of a debtor franchisee and, accordingly, must be taken into account.


10.
United States Trustee Fees
These are set forth in 28 U.S.C. §1930.  Depending on the nature of the debtor’s business and the extent of the disbursements, these fees may or may not be significant.  Nonetheless, these should be brought to the attention of the debtor pre-petition, so that they can plan accordingly.


D.
Bankruptcy Imposed Deadlines
A chapter 11 filing imposes a number of deadlines and restrictions upon franchisees.  A failure to anticipate and strategize all these obligations and deadlines can negatively impact a debtor’s reorganization efforts.  The debtor is required to file a list of names, addresses and claims of creditors holding 20 largest unsecured claims, excluding insiders, with its bankruptcy petition in a voluntary case and within 2 days after the entry of order for relief in an involuntary case.  Within 15 days of the order for relief, the debtor is required to file schedules of assets, liabilities, current income and expenditures, executory contracts and unexpired leases, statement of financial affairs, and a list of equity security holders of each class showing number and kinds of interests and last known address or place of business of each holder.  Within 15 days of the order for relief, the debtor is also required to file its Initial Operating Report.  Within 20 days of the end of each month, the debtor shall file its Monthly Operating Report.

The Bankruptcy Code is rife with additional deadlines for debtors: 

1.
Unexpired Leases of Non-Residential Real Property
Section 365(d)(4) has changed the deadline for assumption or rejection of unexpired leases of non-residential real property.  Pre BAPCPA, bankruptcy courts routinely found “cause” to extend the time period to assume or reject these commercial leases for significant periods of time, sometimes for years.  Landlords were held captive, with their properties at the mercy of changing market conditions.  The landlord lobby was obviously effective in addressing that.  Now, a lease must be assumed or rejected within 120 days after the filing, with one 90 day potential extension of that time period for “cause”.  Any extensions beyond 210 days from the date of the chapter 11 filing may only be made with the landlord’s consent.
2.
Exclusivity
Section 1121(d) of the Bankruptcy Code, which addresses the exclusivity period to file a plan has been changed.  Under previous law, the court could extend or reduce the 120 day period upon a showing of good cause. This exclusivity period was routinely extended, thus limiting the remedies available to creditors and other parties in interest, and giving the debtor the upper hand.  11 U.S.C. §1121(d) now states that the exclusivity period for the debtor cannot be extended beyond 18 months from the date of filing.  On the 18th month anniversary date, creditors and parties in interest are now free to propose their own plan.

E.
Additional Pre-Bankruptcy Concerns


1.
 Avoid Incurable Pre Petition Defaults
As discussed in detail in the following section, certain incurable pre petition defaults by a franchisee under a franchise agreement may preclude the debtor from assuming or assuming and assigning the franchise agreement post petition.  This could have disastrous economic consequences for a franchisee who values its franchise agreement.  



2.
Avoid Effective Termination of Franchise Agreement, Real Property             Lease or Other Critical Executory Contracts
Again as discussed in detail in the following section, if a franchise agreement, lease of non-residential real property or other critical executory contract is effectively terminated pre petition, the same may not become property of the bankruptcy estate.  As a result, the debtor would not enjoy the protection of the automatic stay with respect to the lease or executory contract and would be barred from assuming or assuming and assigning the same.

VII.
BANKRUPTCY ISSUES AND STRATEGIES
A.
Determining if the Franchise Agreement is Property of the Bankruptcy Estate

1. Introduction
Of crucial importance to both franchisor and franchisee is whether the franchise agreement will be considered property of the bankruptcy estate upon a bankruptcy filing by franchisee.  If the franchise agreement is property of the estate, the franchisor is barred by the automatic stay from, among other things, terminating the franchise agreement and compelling the franchisee to discontinue the use of the franchisor’s marks.  Moreover, if the franchise agreement is deemed to be property of the estate, the franchisee may attempt to assume the agreement or assume and assign it to a third party.  The franchisee may continue to use the franchisor’s marks and operate within the franchise system post petition pending assumption or rejection of the franchise agreement.  
2. Property of the Estate
Property of the bankruptcy estate is defined in 11 U.S.C. §541(a).  Such property includes “all legal or equitable interests of the debtor in property as of the commencement of the case.”  11 U.S.C. §541(a)(1).  The legislative history to §541 indicates property of the estate is to be interpreted quite broadly:  “It includes all kinds of property, including tangible and intangible property [and] causes of action…”  H.R.Rep. No. 595, 95th Cong., 1st Sess.  367-68 (1977), reprinted in 1978 U.S.C.C.A.N. at 5963, 6323 (1978).

Courts have consistently held that contract rights are property of the estate, and that therefore those rights are protected by the automatic stay.  Pester  Refining Co. v. Ins. Co. of N. Am. (In re Pester Refining), 58 B.R. 189, 192 (Bankr. S.D. Iowa 1985) (“[c]ontractual rights constitute intangible property which is included within the definition of property of the estate”); Wegner Farms Co. v. Merchants Bonding Co. (In re Wegner Farms Co.), 49 B.R. 440, 442 (Bankr. N.D. Iowa 1985) (same); Varisco v. Oroweat Food Co. (In re Varisco), 16 B.R. 634, 637 (Bankr. M.D. Fla.1981) (same); In re Cardinal Industries, Inc., 116 B.R. 964, 971 (Bankr. S.D. Ohio 1990).


3.
Effect of Pre Petition Termination
While §541(a)(1) of the Bankruptcy Code contains a broad definition of the property of the estate, the creation of property cannot be expanded where none existed under state law.  Drewes v. Vote (In re Vote), 276 F.3d 1024 (8th Cir. 2002) TA \l "In re Vote, 276 F.3d 1022 (8th Cir. 2002)" \s "In re Vote, 276 F.3d 1022 (8th Cir. 2002)" \c 1 ;  TA \l "Zakroff v. Bohnstedt, 60 B.R. 301, 304 (Bankr.D.Md.1986)" \s "Zakroff v. Bohnstedt, 60 B.R. 301, 304 (Bankr.D.Md.1986)" \c 1 Zakroff v. Bohnstedt (In re Reid), 60 B.R. 301, 304 (Bankr. D. Md.1986) TA \s "Zakroff v. Bohnstedt, 60 B.R. 301, 304 (Bankr.D.Md.1986)" ; California Bd. of Equalization v. MGM Liquor Warehouse, 52 B.R. 77, 80 (Bankr. D. Minn.1985) TA \l "California Board of Equalization v. MGM Liquor Warehouse, 52 B.R. 77, 80 (Bankr.D.Minn.1985)" \s "California Board of Equalization v. MGM Liquor Warehouse, 52 B.R. 77, 80 (Bankr.D.Minn.1985)" \c 1 .  Property interests are created and defined by state law and there is no reason why such interest should be analyzed differently simply because the debtor is involved in a bankruptcy proceeding.  See, Universal Seismic Assocs. v. Harris County (In re Universal Seismic Assocs., Inc.), 288 F.3d 205 (5th Cir. 2002) TA \l "In re Universal Seismic Associates, Inc., 288 F.3d 205 (5th Cir. 2002)" \s "In re Universal Seismic Associates, Inc., 288 F.3d 205 (5th Cir. 2002)" \c 1 ; In re O’Dowd, 233 F.3d 197 (3d Cir. 2000).
 TA \l "In re O’Dowd, 233 F.3d 197 (3rd Cir. 2000)." \s "In re O’Dowd, 233 F.3d 197 (3rd Cir. 2000)." \c 1   
The filing of a bankruptcy petition does not reinstate contracts which have been terminated pre-petition or restore contract rights which the debtor has lost pre-petition.  See Moody v. Amoco Oil Co., 734 F. 2d. 1200, 1213 (7th Cir.), cert denied, 469 U.S. 982 (1984); (Section 541(a) provides that a debtor’s estate consists of “all legal or equitable interests of the debtor in property as of the commencement of the case.  Thus, whatever rights a Debtor has in property at the commencement of the case continue in bankruptcy – no more, no less”).  See also In re R.E.B.& B., Inc., 200 B.R. 262 (Bankr. M.D. Fla. 1996) (since underlying agreement provided that telephone number and listing were property of franchisor, and debtor/franchisee was no longer operating as franchisee, franchisor did not violate automatic stay by transferring telephone number and listing to a different location); Days Inn v. Gainesville P-H Properties, Inc. (In re Gainsville P-H Properties, Inc.), 77 B.R. 285, 295 (Bankr. M.D. Fla. 1987) (“[t]ermination of agreements prior to bankruptcy prevent such agreements from being property of the estate”)
; Baskin-Robbins, Inc. v. Neiberg (In re Neiberg), 161 B.R. 606 (Bankr. W.D. Pa. 1993); Midas Int'l Corp. v. M&E Enterprises, Inc. (In re M&E Enterprises, Inc.), 23 B.R. 820 (Bankr. S.D. Fla. 1992); In re Roswog, 48 B.R. 689 (Bankr. M.D. Pa. 1985).
If termination action has reached final fruition before the bankruptcy filing, the contract right no longer exists and, consequently, does not become property of the bankruptcy estate.  In re Metro Air Northeast, Inc., 131 B.R. 555, 556 (Bankr. W.D.N.Y. 1991) (real estate lease); In re Access Equipment, Inc., 62 B.R. 642, 644 (Bankr. D. Mass. 1986) (equipment lease); In re Air Nat’l Aircraft Sales and Service, Inc., 53 B.R. 310, 315-16 (Bankr. E.D.N.Y. 1985) (aircraft lease).


B. 
The Automatic Stay

1. 
Effects of the Automatic Stay 

The automatic stay is one of the chief benefits conferred upon debtors by the Bankruptcy Code and a formidable obstacle to creditors.  Upon the filing of a bankruptcy petition, the automatic stay immediately arises by operation of law.  11 U.S.C. §362(a).  The automatic stay is intended to stop all collection efforts against the debtor and its assets, including the ability of a franchisor to terminate a franchise agreement post petition.  The purpose of the automatic stay is to give the debtor a “breathing spell” from pre petition collection activity in order to attempt to reorganize.



2. 
Obtaining Relief from the Automatic Stay
"The fact that the automatic stay suspends termination of [a] License Agreement does not prevent termination indefinitely."   In re Tudor Motor Lodge Associates, Ltd. P'ship, 102 B.R. 936, 951 (Bankr. D.N.J. 1989).  An interested party may be granted relief from the automatic stay by (a) establishing "cause", or (b) establishing that the debtor does not have equity in the subject property and that property is not necessary to an effective reorganization. 11 U.S.C. §363(d)(1)(2).



a.
"Cause" for Stay Relief in Franchise Settings
"Cause" sufficient to modify the automatic stay is not defined in the Bankruptcy Code or detailed in applicable legislative history.  In re M.J.& K. Co., Inc., 161 B.R. 586, 590 (Bankr. S.D.N.Y. 1993).  Thus, what constitutes "cause" for stay relief purposes ". . . is an intentionally broad and flexible concept which must, of necessity, be determined on a case by case analysis."  Matter of Holly's Inc., 140 B.R. 643, 687 (Bankr. W.D. Mich. 1992).

The moving party has the burden to make an initial showing of "cause" for relief from the stay.  See, In re Sonnax Industries, Inc., 907 F.2d 1280, 1285 (2nd  Cir. 1990).  "Once cause is shown to exist, the debtor must prove that it is entitled to the protections afforded by the stay."  In re M.J.& K. Co., Inc., 161 B.R. at 590.
  Only where the movant fails to make an initial showing of cause, however, may the court deny relief without requiring any showing from the debtor that it is entitled to continued protection of the automatic stay.  Id.  See also, 2 L. King, Collier on Bankruptcy ¶362.10 (15th ed. 1992) (moving party required to make a showing of cause under §362(d)(1), then burden of proof, i.e. risk of nonpersuasion, shifts to party opposing motion).  Bankruptcy courts and commentators have stated that:



The sole duty of the Bankruptcy Court, however, in a Section 362 proceeding is to pass upon the debtor's proposed form of adequate protection.  The responsibility of proposing a method of protection is reserved exclusively for the debtor.  If a debtor asserts certain means of adequate protection and fails to support these means with competent evidence, the Bankruptcy Court may permissibly lift the stay without further explanation of any viable alternatives.

In re Tudor Motor Lodge Associates, Ltd. P’ship, 102 B.R. at 954.





i.
Non Payment of Post Petition Royalties
A debtor's failure to make payments on post-petition monetary obligations has long been determined to satisfy the "for cause" standard under §362(d)(1). See Fed. Nat'l Mortgage Ass'n v. Skipworth (In re Skipworth), 69 B.R. 526 (Bankr. E.  D. Pa. 1987).  See also In re Ocaisio, 97 B.R. 825, 826 (Bankr. E.D. Pa. 1989) (the party moving for relief from the stay satisfies initial burden of production by introducing evidence of debtor's continued failure to tender periodic payments on debt; burden then shifts to debtor to prove that adequate protection exists); In re Hinchliff, 164 B.R. 45, 48-49 (Bankr. E.D. Pa. 1994) (mortgagee met its initial burden of producing evidence that "cause" existed for lifting stay by introducing evidence of chapter 11 debtors' failure to make post-petition installment payments on mortgage debt; burden then shifted to debtors to establish that creditor was adequately protected). 

In the case of In re B-K of Kansas, Inc., 69 B.R. 812 (Bankr. D. Kan. 1987), the bankruptcy court analyzed, among other things, the adequate protection issue under 11 U.S.C. §362(d)(1) in the context of a franchise agreement between the debtor and Burger King Corporation.  The B-K court granted the franchisor relief from the automatic stay "for cause, including a lack of adequate protection" by finding, among other things, that the debtor was not paying its post-petition monetary obligations under the franchise agreement:

First, Burger King Corporation is not adequately protected in this case.  The debtors have continued to use the trademarks and service marks without paying Burger King Corporation.  The arrearages on royalties and advertising are accumulating at an enormous rate.

In re B-K of Kansas, Inc., 69 B.R. at 815.




ii.
Lack of Insurance
Lack of insurance coverage as required by the parties' agreement is also grounds for stay relief under 11 U.S.C. §362.  See In re Herrin, 325 B.R. 774, 778 (Bankr. N.D. In. 2005).  Courts have found that failure to maintain insurance on property is tantamount to a threat of decline in value of the property and thus does not provide the creditor with adequate protection and entitles such creditor to relief from the stay.  See In re Jones, 189 B.R. 13, 15 (Bankr. E.D. Okla. 1995) citing In re Elmira Litho, Inc., 174 B.R. 892, 902 (Bankr. S.D.N.Y. 1995).  See also In re Pittman, 7 B.R. 760 (Bankr. S.D.N.Y. 1980) (stay relief may be granted where failure to obtain fire insurance presents a threat of destruction of collateral); Fishman v. Epps, 1980 WL 20451 (Bankr. S.D.N.Y. 1980) (relief from stay granted where debtor may not have paid premiums on insurance to adequately cover the properties); In re Barnes, 125 B.R. 484 (Bankr. E.D. Mich. 1991) (creditor granted stay relief to repossess inadequately insured vehicle); In re Ausherman, 34 B.R. 393 (Bankr. N.D. Ill. 1983) (debtor is not entitled to automatic stay protection as to uninsured secured real estate).





iii.
Post Petition Quality Defaults
Perhaps the most harmful and continuing injury inflicted upon some franchisors is a debtor's post petition operation of the franchise in a substandard fashion.  Not only does this constitute a material breach of most franchise agreements, it also causes harm to franchisors and their other franchisees by diminishing the regard for the franchise.

On the issue of quality, perhaps the seminal stay relief case is In re Tudor Motor Lodge Associates, Limited Partnership, 102 B.R. 936 (Bankr. D.N.J. 1989).  In Tudor, the debtor owned a 120 unit hotel located in New Jersey. Id. at 938. Pursuant to a licensing agreement with Days Inns of America Franchising Inc. ("DIAF"), the debtor was granted a non-exclusive license to operate a Days Inns franchise hotel using the DIAF franchise system and deriving the benefits thereof.  Id.  

The license agreement required the debtor to complete construction obligations in accordance with a "punch-list summary".  Id. at 939.  The debtor breached the license agreement pre-petition by failing to complete its construction obligations. Id. at 941.  As a result, DIAF noticed a pre-petition default.  Id.  The debtor was also in default of its pre-petition monetary obligations to DIAF and had failed, pre-petition, a DIAF quality assurance inspection.  Id. at 944-945.  

The debtor filed a chapter 11 proceeding and DIAF filed a motion for relief from the automatic stay.  In granting DIAF's motion for relief from the automatic stay, the Tudor court recognized the intrinsic value of a franchisor's trademark, service marks and reputation to the general public. Id. at 954, citing In re B-K of Kansas, Inc., 69 B.R. at 815 ("furthermore, the property in this case, the use of trademarks and service marks, is of such a type that money may never adequately protect the movant.  The movant's reputation to the general public is at stake").

The Tudor court concluded that the franchisor's method of protecting its reputation through quality inspections was fair and reasonable.  It relied on In re Gainesville P-H Properties, Inc., 77 B.R. 285, 289 (Bankr. M.D. Fla. 1987) which discussed the relationship between DIAF's quality assurance system and its trade/service marks.

The Tudor court accepted DIAF's testimony that it would continue to suffer harm in the form of an adverse impact on the good will of its marks as a result of the debtor's failure to meet the signage requirement.  Id. at 955.  Moreover, the Tudor court noted that the debtor's quality assurance score dropped significantly post-petition and that its post-petition score was just one point above a failing grade and contained a number of item warnings.  Id. at 955-956.  

Although a Tudor representative testified that the debtor had come current on all its post-petition monetary obligations, the court granted the franchisor stay relief based upon the failure of the debtor to provide sufficient adequate protection to the franchisor on the issue of construction obligations or quality compliance assurances:


Based upon the record before this court, the court grants DIAF's motion for relief from the automatic stay on the grounds that the debtor has failed to meet it burden of proving adequate protection.  See 11 U.S.C. §362(g)…[T]he debtor has not met its signage obligations or performed the construction work it agreed to do initially to bring the premises into compliance with DIAF's standards…[T]hese defaults constitute material breaches of the License Agreement…[They] diminish the value of DIAF's marks and entitlements, adversely impact patron identification with the system's standardized services and consistent quality, reflect negatively on DIAF's other Franchisees, and affect DIAF's royalties from the debtor.  In addition, the forgoing would tend to render suspect any claim by the debtor that it could in fact "promptly cure" its defaults within the meaning of 11 U.S.C. §365.  In this regard the court notes that "the property in this case, the use of trademarks and service marks, is of such a type that money may never adequately protect the movant.  The movant's reputation to the general public is at stake."  B-K of Kansas, 69 B.R. at 815.  The court cannot on this record justify subjecting DIAF to additional harm during an indefinite period of time while the debtor determines whether to assume the agreement at stake.

Id. at 956-957.  




b.
Stay Relief Under 11 U.S.C. §362(d)(2) Because a Franchise Agreement Cannot be Assumed or Assigned

In many bankruptcy cases, franchisors argue that they are entitled to stay relief in order to proceed to terminate a franchise agreement because the debtor cannot assume or assume and assign the franchise agreement to a third party.  See In re Commonwealth Mortgage Co., 149 B.R. 4, 7 (Bankr. D. Mass. 1992) (relief from the automatic stay appropriate where contract not assumable or assignable by the debtor); United States v. Tech DYN Sys. Corp., 235 B.R. 857, 864 (Bankr. E.D. Va. 1999) (modifying automatic stay to allow termination of contract because applicable non-bankruptcy law prohibited assignment of the contract and therefore assumption of contract was prohibited by debtor-in-possession).

Under Section 365(c) of the Bankruptcy Code an executory contract that cannot be assigned under applicable non-bankruptcy law may not be assumed and assigned by a trustee or a debtor-in-possession without permission of the contracting party.  Lawrence P. King, et al., 3 Collier on Bankruptcy ¶365.06[1] (15th ed. 1997).  
“Some courts have narrowed the scope of this statute by limiting its application to personal service contracts only.”  Bankruptcy Issues In Franchising, International Franchise Association 39th Annual Legal Symposium, D14 (May 2006) citing Secretary of Army v. Terrace Apartments, Ltd., 107 B.R. 382 (Bankr. N.D. Ga. 1989); In re Compass Van & Storage Corp., 65 B.R. 1007 (Bankr. E.D.N.Y. 1986).  In contrast, other courts hold that §365(c) applies to all contracts that are unassignable under non-bankruptcy law.  Id. citing In re West Electronics, Inc., 852 F.2d 79 (3d Cir. 1988); In re Pioneer Ford Sales, Inc.,  729 F.2d 27 (1st Cir. 1984); In re Braniff Airways, Inc., 700 F.2d 935 (5th Cir.), reh’g denied, 705 F.2d 450 (5th cir 1983); In re James Cable Partners, L.P., 27 F.3d 534 (11th Cir. 1994).





i.
Personal Contracts and Intellectual Property Licenses
Generally, a party may not assign to another a contract that is personal to that party.  See In re Catapult Entm't, Inc., 165 F.3d 747 (9th Cir. 1999), cert dismissed, 528 U.S. 924 (1999).  "Whether the personality of one or both of the parties is material depends on the intention of the parties, as shown by the language which they have used, and upon the nature of the contract."  In re Magness, 972 F.2d 689, 696 (6th Cir. 1992).  Accord Warnock Auto. Groups, Inc. v. General Motors Corp.(In re Headquarters Dodge, Inc.), 13 F.3d 674, 683-684 (3d Cir 1993).  State law will be used to determine if the franchise agreement is personal.  Id. 

As pertains to intellectual property licenses, it is well settled that "a non-exclusive licensee has only a personal and not a property interest in the [intellectual property]," which "cannot be assigned unless the [intellectual property] owner authorizes the assignment ...."  In re Golden Books Family Entm't, Inc., 269 B.R. 300, 309 (Bankr. D. Del. 2001) quoting In re Patient Educ. Media, 210 B.R. 237, 242-3 (Bankr. S.D.N.Y. 1997). 

Some franchisors contend that franchise agreements containing trademark licenses are personal and therefore cannot be assigned without the franchisor’s consent.  The following cases lend strong support to their assertion.  Verson Corp. v. Verson Int’l Group PLC, 1994 WL 6867 at *5 (N.D. Ill. Jan 10, 1994) (non-exclusive licensees of patents and trademarks are generally not permitted to assign their rights to third parties unless the license agreement permits assignment); see also 4 J. Thomas McCarthy, McCarthy on Trademarks and Unfair Competition §25:33 (4th ed. 2001) (general rule is that licensed marks, as well as non-exclusive patents and copyrights, are personal and cannot be assigned unless the license permits assignment); Dennison Mattress Factory v. Spring-Air Co., 308 F.2d 403, 409 (5th Cir. 1962) (license acquires only right to a limited use of the mark; licensor retains control, right and title to the trademark); Tap Publications, Inc. v. Chinese Yellow Pages (New York) Inc., 925 F. Supp. 212, 218 (S.D.N.Y. 1996) (license to use trademark is personal and not assignable without licensor’s consent because licensor has a duty to control the quality of goods sold under its mark).  See also N.C.P. Mktg. Group, Inc. v. Blanks (In re N.C.P. Mktg. Group, Inc.), 337 B.R. 230, 236 (D. Nev. 2005) (trademark licensor sought to compel rejection of a trademark licensed to the debtor and court concluded that, because trademarks are personal and un-assignable without the consent of the licensor, the trademark at issue would be unassumable under section 365(c)(1) as part of the debtor’s bankruptcy estate without the licensor’s consent).



ii. 
The Lanham Act's Application to Licensing Contracts
“Applicable law” under Section 365(c) includes “intellectual property law governing the assignment of licenses”.  In re Travelot Co., 286 B.R. 447, 454 (Bankr. S.D. Ga. 2002) (citing Catapult Entm't, 165 F.3d at 750 and In re Golden Books Family Entm't, Inc., 269 B.R. at 308-10).  

The Lanham Trademark Act, (the “Lanham Act”), protects owners of trademarks registered in the Patent and Trademark Office.  15 U.S.C. §§ 1072, 1111; Travelot, 286 B.R. at 455
.  A  trademark is “any word, name, symbol, or device, or any combination thereof…used by a person…to identify and distinguish his or her goods, including a unique product, from those manufactured or sold by others and to indicate the source of the goods, even if that source is unknown.”  15 U.S.C. § 1127.

Among other things, the Lanham Act prohibits the unauthorized use or transfer of a federally registered trademark.  See 15 U.S.C. §§ 1114, 1116 and 1125.  Consequently, the Lanham Act is often cited by franchisors as a basis for an argument against assumption or assignment.





iii.
Anti Assignment Bars Assumption as Well as Assignment
Given that non-bankruptcy law prohibits the assignment of personal licenses and non-exclusive intellectual property licenses and certain other types of agreements, certain bankruptcy courts and appellate courts, refuse to allow debtors-in-possession to assume and assign such licenses.  "[P]revailing case law holds that nonexclusive intellectual property licenses do not give rise to ownership rights and cannot, as a matter of law, be assigned without the consent of the licensor."  Golden Books Family Entm't, 269 B.R. at 310.  See also In re Catapult Entm't, 165 F.3d  at 750 (holding that nonexclusive licenses do not give rise to ownership rights and are not assignable over the objection of the licensor); In re Patient Educ. Media, 210 B.R. at 240 ("the nonexclusive license does not transfer any rights of ownership; ownership remains in the licensor... Accordingly, the nonexclusive license is personal to the transferee, and the licensee cannot assign it to a third party without the consent of the [licensor]" (internal citation omitted)); In re Access Beyond Technologies, Inc., 237 B.R. 32, 44 (Bankr. D. Del. 1999) (holding inter alia  that a non-exclusive license is not assignable).  
Indeed, the plain language of 11 U.S.C. §365(c)(1) requires application of a "hypothetical test," under which a debtor-in-possession may not even assume an executory contract over objection if applicable law bars the assignment of the contract, even if the debtor-in-possession does not intend to assign the contract to any other party.  In re Catapult Entm't, Inc., 165 F.3d at 750.  Accord In re James Cable Partners, 27 F.3d 534 (11th Cir. 1994); RCI Tech. Corp. v. Sunterra Corp. 361 F.3d 257, 262-71 (4th Cir. 2004) (debtor precluded from assuming licensing agreement for software as copyright law excused the non-debtor party from accepting performance from a hypothetical third party; even where the debtor did not intend to assign the contract to a third party); In re West Electronics Inc., 852 F.2d 79 (3d Cir. 1988)
.  See also In re: Manon Place Dev. Assocs., L.P., 144 B.R. 679, 686 (Bankr. D.N.J. 1992).  

Because a debtor may be barred, as a matter of law, from either (a) assuming and assigning the franchise agreement, or (b) assuming the franchise agreement, franchisors may seek stay relief under 11 U.S.C. § 362(d)(1) or (2).   See In re Commonwealth Mortgage Co., 149 B.R. at 7 (Bankr. D. Mass. 1992); United States v. TechDyn Sys. Corp., 235 B.R. 857, 864 (Bankr. E.D. Va. 1999) 


C. 
Assumption or Rejection of Franchise Agreements



1. 
Introduction
The Bankruptcy Code provides that, subject to court approval, a debtor may assume or reject any executory contract or unexpired lease to which it is a party.  11 U.S.C. § 365(a).  The bankruptcy court uses a business judgment standard to determine whether to approve rejection, assumption or assignment.  In re G.I. Indus., 204 F.3d 1276 (9th Cir. 2000); In re Klein Sleep Prods., 78 F.3d 18 (2d Cir. 1996); Richmond Leasing Co. v. Capital Bank. N.A., 762 F.2d 1303 (5th Cir. 1985).

 

2. 
Franchise Agreements Are Executory Contracts 
A contract is executory if the parties’ obligations under the contract “are so far unperformed that the failure of either to complete performance would constitute a material breach excusing the performance of the other.”  In re Pacific Express, Inc., 780 F.2d 1482, 1487 (9th Cir. 1986) (citing Countryman, Executory Contracts in Bankruptcy: Part I, 57 Min. L. Rud. 439, 460) (1973)).  Unless previously terminated, most franchise or license agreements will be considered executory contracts because of the ongoing material obligations of the franchisor and franchisee there under.  See e.g., In re Roving Corp., 6 B.R. 661 (Bankr. W.D. Tenn. 1980) (Burger King franchise agreement is executory contract); In re Gunter Hotel Assoc., 96 B.R. 696 (Bankr. W.D. Tex. 1988) (Radisson Hotel license is executory contract).
Until a debtor-in-possession is authorized by a bankruptcy court to reject an executory contract, that contract remains effective and enforceable between the parties.  In re Computerized Steel Fabricators, Inc., 40 B.R. 344 (Bankr. S.D.N.Y. 1984); In re Tirenational Corp., 47 B.R. 647, 651 (Bankr. N.D. Oh. 1985); Central Control Alarm Corp. v. Black (In re Central Alarm, Inc.), 22 B.R. 561 (Bankr. E.D. Wisc. 1982).  Therefore, the debtor-in-possession, to expect continued performance by the non-debtor party, must perform itself on a post-petition basis, or face the consequences spelled out in the contract for non-performance.  Where a debtor-in-possession materially breaches an agreement, an aggrieved party may exercise a right to terminate by seeking stay relief under 11 U.S.C. §362(d)(1).
       

3. 
Time Periods for Assuming or Rejecting Executory Contracts
Bankruptcy Code Section 365(d)(2) provides, in relevant part, as follows:

In a case under Chapter 9, 11, 12, or 13 of this title, the trustee may assume or reject an executory contract. . . of the debtor at any time before the confirmation of the plan, but the court, on request of any party to such contract or lease, may order the trustee to determine within a specified period of time whether to assume or reject such contract or lease.

11 U.S.C. §365(d)(2).
The bankruptcy court has discretion to determine what constitutes a reasonable time to assume or reject an executory contract in light of the broad purposes of the Bankruptcy Code.  See In re Enron Corp., 279 B.R. 695, 702 (S.D.N.Y. 2002); In re Teligent, Inc., 268 B.R. 723, 738 (S.D.N.Y. 2001);  In re Rebel Rents, Inc., 291 B.R. 520, 530 (C.D. Ca. 2003).  While it is the policy of the Bankruptcy Code to grant the debtor breathing space upon the filing of a bankruptcy petition, “the breathing space afforded to the debtor for the assumption or rejection of executory contracts is not without limits.”  In re Enron Corp., 279 B.R. at 702.

In exercising their discretion to compel a debtor to assume or reject an executory contract, courts have considered certain relevant factors which may include the damage that the non-debtor will suffer that surpasses the compensation available under the Bankruptcy Code; the importance of the contract to the business and reorganization of the debtor; the sufficiency of the time the debtor had to evaluate its financial situation and the potential value of its assets; and whether exclusivity has been terminated.  See In re Teligent, Inc., 268 B.R. at 738; Theatre Holding Corp. v. Mauro, 681 F.2d 102, 105-6 (2d Cir. 1982).

Where a debtor has had more than enough time to formulate a plan, the court should order that the debtor file a motion to assume or reject the leases pursuant to 11 U.S.C. § 365(d)(2).  See In re Rebel Rents, Inc., 291 B.R. at 531 (where the period of exclusivity had expired, the court issued an order compelling the debtor to assume or reject the lease within 30 days);  In re Adelphia Communications Corp., 291 B.R. 283, 300 (S.D.N.Y. 2003) (upon weighing the equities and deciding they favored the debtor in the short term and the other party to the executory contract in the long term, the court ordered that the debtor assume or reject the executory contract within 90 days);  In re Taber Farm Assocs., 115 B.R. 455 (S.D.N.Y. 1990) (holding that debtor had to assume or reject contract within 120 days from date bankruptcy petition was filed).


4.
The Debtor’s Obligations Under the Franchise Agreement Pending Assumption or Rejection
Pending assumption or rejection, the contract remains binding on the non-debtor party and the debtor-in-possession may obtain an injunction requiring the non-debtor party to perform.  See In re Whitcomb & Keller Morg. Co., Inc., 715 F.2d 375, 378 (7th Cir. 1983) (requiring non-debtor to provide computer services post-petition); In re Ike Kemper & Bros., Inc., 4 B.R. 31, 32 (Bankr. E.D. Ark. 1980) (entered temporary order requiring non-debtor to provide previously ordered shoes on cash on delivery basis); In re Chick Smith Ford, Inc., 46 B.R. 515, 519 (Bankr. M.D. Fla. 1985) (holding that debtor was entitled to compel manufacturer, Ford Motor Company, to provide it with automobiles post-petition).  The debtor may also seek damages against the non-debtor party for termination of an executory contract even if the debtor later rejects the executory contract.  See In re Feyline Presents, Inc., 81 B.R. 623, 626 (Bankr. D. Colo. 1988) (“[i]n the Court’s view, an executory contract under chapter 11 is not enforceable against the debtor party, but is enforceable against the non-debtor party prior to the debtor’s assumption or rejection of the contract.  It is the clear policy of the Bankruptcy Code that a debtor is to have “breathing space” following a filing of a petition, continuing to a confirmation of the plan, in which to choose to assume or reject an executory contract.”)


5.
Rejection of Franchise Agreements 

The debtor or trustee is empowered to reject a franchise agreement as an executory contract under 11 U.S.C. §365.  Rejection requires a formal act by the debtor and court approval.  In re Family Snacks,  257 B.R. 884, 905 (8th Cir. 2001).  The rejection is treated as a breach of the executory contract under 11 U.S.C. §365(f).  The breach entitles the rejected party to a pre petition claim against the estate for the rejection/breach.  Ramada Franchise Systems, Inc. v. Bhagat,  1993 WL 408001,  at *3 (4th Cir. 1993).

6.
Assumption of Franchise Agreements


A bankruptcy court order is required for a debtor to assume an executory contract.  11 U.S.C. §365(a).  The legislative history indicates that in permitting assumption, bankruptcy courts must protect the non-debtor's bargain, including nonmonetary considerations, under all contracts.  H.R. Rep. No. 595, 95th Cong. 1st. Sess. 348 (1977), reprinted in 1978 U.S. Code Cong. Ad. News 5963, 6034-6305. See also In re Ionosphere Clubs, Inc., 85 F.3d 992 (2d Cir. 1996) (Congress’ intent in imposing cure and adequate assurance conditions on ability of bankrupt debtor to assume executory contract was to ensure that contracting parties receive full benefit of the bargain if they are forced to continue performance).

While §105 (a) of the Bankruptcy Code is a useful tool for debtors, courts may not utilize this statute to create or rewrite contract terms.  See Southern Ry. v. Johnson Bronze Co., 758 F.2d 137, 141 (3d Cir. 1985) (Section 105(a) does not authorize bankruptcy courts to create rights not otherwise available under applicable law); In re Enterpriser Lighting Inc., 1994 WL 774636 (Bankr. E.D.Va. Jan. 21, 1994) (“[w]hile the equitable powers of this Court and the authority granted it by §105 of the Bankruptcy Code are necessarily broad, these powers have not been interpreted to go so far as to allow the Court to rewrite contracts or create new contractual rights between the Debtor and a third party.  This Court does not interpret the Bankruptcy Code as in any way enlarging the rights of the debtor in a contract merely as a result of the filing of a petition under the Bankruptcy Code.”); In re Heaven Sent Ltd. v. Commercial Union Insurance Co., 37 B.R. 597, 598 (Bankr. E.D. Pa. 1984) (the Court may not enlarge the rights of the debtor under a contract).  Simply put, Section 105(a) of the Codes is not a “roving commission” to do equity
 and the subject executory contract must be assumed or rejected in whole and unaltered.

Generally, a debtor-in-possession has no greater rights under a contract than the debtor had pre-petition.  See e.g., In re Herbert, 806 F.2d at 892-5.  A debtor may not disregard provisions of a contract that it cannot satisfy or prefers not to satisfy.  See United States Dep’t of Air Force v. Carolina Parachute Corp., 907 F.2d 1469, 1472 (4th Cir. 1990) (“When a debtor-in- possession assumes an executory contract, it takes the ‘contracts cum onere, that is, subject to existing burdens.”); In re Chicago  Rock Island and Pacific R. Co., 860 F.2d 267, 272 (7th Cir. 1988); In re Gardinier, Inc., 831 F.2d 974, 975 (11th Cir. 1987), cert. denied, 488 U.S. 853 (1988); Richmond Leasing Co. v. Capital Bank, N.A., 762 F.2d 1303, 1311 (5th Cir. 1985).

A basic bankruptcy tenet is that an executory contract must be assumed or rejected in whole and may not be modified by an assumption order.  See In re Meadows, 39 B.R. 538 (Bankr. W.D. Ky.1984) (a bankruptcy trustee cannot accept part of an unseverable executory contract and reject that portion of no benefit to the estate); In re Multech Corp., 47 B.R. 747 (Bankr. N.D. Iowa 1985) (cost of assumption of an executory contract is nothing short of complete mutuality and requires performance in full just as if bankruptcy had not intervened); In re Shelter Dev. Group, Inc., 50 B.R. 588 (Bankr. S.D. Fla. 1985) (debtor may not reject undesirable aspects of transaction while maintaining and continuing to claim benefits of that transaction); In re Café Partners/Washington 1983, 90 B.R. 1 (Bankr. D. Colo. 1988) (debtor who assumes contract or unexpired lease must assume all of the benefits and burdens thereof); In re Case, 91 B.R. 102 (Bankr. D. Colo. 1988) (debtor cannot partially reject executory contract).
                 

a.
Assumption Where There is no Default by Franchisee
As stated earlier, assumption of a “performing” executory contract is subject to the debtor’s business judgment.  Where there are no defaults under the executory contract, no cure amounts due, no pecuniary losses, and the debtor demonstrated adequate assurance of future performance, assumption of the executory contract was found in the best interests of the estate.  See In re OCA, Inc., 2007 WL 274981, at *5 (Bankr. E.D. La. Jan. 26, 2007) (slip copy).  See also In re Nat'l Health & Safety Corp., 1999 WL 703208, at *3 (Bankr. E.D. Pa. 1999).
                 

b.    
Assumption Where Franchisee is in Default Under                                                 Franchise Agreement   
Where there has been a default in an executory contract, a debtor must clear three (3) specific hurdles as a condition of assumption:  cure of defaults or provision of adequate assurance of prompt cure, compensation or adequate assurance of prompt compensation for pecuniary loss, and provision of adequate assurance of future performance.  See 11 U.S.C. §365(b)(1).
Each requirement must be complied with before assumption can be approved.   See In re Rachels Indus., Inc., 109 B.R. 797, 802 (W.D. Tenn. 1990).  The party seeking to assume the executory contract bears the burden of proof that the contract is one subject to assumption and that all of the requirements for assumption have been met.  Id.  





c.
Cure, or Adequate Assurance of Prompt Cure, of Default



i.
Monetary Defaults
A cure period, which extends years beyond the remaining term of the franchise agreement, is not “prompt” within the meaning of the statute.  See In re Uniq Shoes Corp., 316 B.R. 748, 752 (Bankr. S.D. Fla. 2004) (“[t]he Court cannot conclude, under the facts of this case, that a forty-eight (48) month time period to pay-off the Cure Amount constitutes a ‘prompt’ cure when approximately sixty (60) months remain on the [lease]”); In re Valley View Shopping Center, L.P., 260 B.R. 10, 26 (Bankr. D. Kan. 2001) (“[d]ebtor's proposal to pay the balance over two years is reasonable in light of the fact that the Lease has approximately 22 years remaining in its term”); In re R/P Int'l Technologies, Inc.,  57 B.R. 869, 873 (Bankr. S.D. Ohio 1985) (finding no prompt cure when “the proposed payment period for the cure is virtually co-extensive with the claimed remaining life of the lease”).

ii.
Non-monetary Defaults
The requirement that all existing breaches must be cured and all provisions of the contract assumed applies both to monetary and nonmonetary obligations.  In re Carterhouse, Inc., 94 B.R. 271, 273 (Bankr. D. Conn. 1988).  A plain reading of Section 365 of the Bankruptcy Code indicates that Congress intended that non-monetary, as well as, monetary breaches be curable.  Certain non-monetary defaults, such as the commencement of a case under the Bankruptcy Code, don't need to be cured.  See In re Yardley, 77 B.R. 643, 645 (Bankr. M.D. Tenn. 1987).



iii.
Incurable Defaults
With certain exceptions
, a contract may not be assumed if there are “incurable” breaches.   See e.g., In re Herbert, 806 F. 2d at 892-895 (9th Cir. 1986) (Ninth Circuit held that where debtor-franchisee failed to continuously operate franchise, default justified termination under relevant law and was incurable; thus, debtor could not assume franchise agreement); Good Hope Reineries v. Benavides, 602 F.2d 998, 1003 (1st Cir.), cert. denied, 444 U.S. 992 (1979) (“[t]o assume an executory contract the trustee obtains only such contractual rights as the debtor had and assumes all burdens to which the debtor was subject . . . If the debtor has committed, or the trustee commits, an incurable breach, the trustee has no continuing rights under the contract.”); Lee West Enterprises, Inc., 179 B.R. 204, 206-9 (Bankr. C.D. Cal. 1995);  In re Deppe, 110 B.R. 898, 903-4 (Bankr. D. Minn. 1990); In re Toyota of Yonkers, 135 B.R. 471, 477 (Bankr. S.D.N.Y. 1992); see also In re Carterhouse, Inc., 94 B.R. at 273.

Subsequent to the Bankruptcy Reform Act of 1994
, courts continued to hold that the existence of an incurable default under a lease or an executory contract is a bar to assumption of said lease or executory contract due to the movant’s inability to satisfy the specific statutory requirement of 11 U.S.C. §365(b)(1)(A).  See e.g., In re Claremont Acquisition Corp., 113 F.3d 1029 (9th Cir. 1997); In re New Breed Realty Enterprises, Inc., 278 B.R. 314, 320 (Bankr. E.D.N.Y. 2002) (chapter 11 debtor was foreclosed from assuming executory contract for purchase of shares of a corporation, where debtor's failure to close sale on or before time of essence closing date and 60 day statutory grace period, constituted non-monetary default that could not be cured).  These courts hold that 11 U.S.C. §365(b)(2)(D) does not excuse the debtor from curing non monetary defaults, even if they are incurable.  Id.
  See also, In re Liljeberg Enterprises, Inc., 304 F.3d 410, 444-446 (5th Cir. 2002) (Fifth Circuit Court of Appeals reversed district court and found that debtor was barred from assuming pharmacy agreement pursuant 11 U.S.C. §365(b)(1)(A) due to incurable default in that agreement resulting from a default in a collateral agreement).
The Ninth Circuit’s holding in Claremont Acquisition Corp. is particularly instructive.  In that case, the debtors, (collectively, “Worthington”), were parties to franchise agreements with General Motors Corporation (“GM”).  In re Claremont Acquisition Corp., 113 F. 3d at 1030-31.  On or about November 7, 1994, Worthington ceased operating their automobile dealerships.  Id. at 1032.  The bankruptcy cases were not filed until November 20, 1994.  Id. at 1033.  The GM Dealer Agreements allowed GM to terminate the franchise for failure to operate the business for seven consecutive business days.  Id.  The Ninth Circuit held that:  “Debtors’ failure to operate the dealership for two weeks preceding the bankruptcy filing constituted a nonmonetary default.  Moreover, this default is a “historical fact” and, by definition, cannot be cured.” Id. (citations omitted).

  In summarizing this issue on appeal, the court in Claremont Acquisition Corp. stated:

In general, a debtor must cure all defaults, both monetary and nonmonetary, prior to the assumption and assignment of an executory contract.  11 U.S.C. §365(b)(1).  However, §365(b)(2) sets forth an exclusive list of the monetary and nonmonetary breaches that a debtor need not cure before assuming and assigning a contract.  11 U.S.C. §365(b)(2)(A)-(D). 

Id.
The court construed the language of §365(b)(2)(D) in favor of the position of GM and noted that  “. . . the limited legislative history of §365(b)(2)(D) supports GM’s construction of the section and suggests that Congress intended only to relieve debtors of the obligation to pay penalties.”  Id.

In rendering its decision the Ninth Circuit ruled: “Under the interpretation we adopt today, the §365(b)(2)(D) exception does not apply to Debtors’ default.  Debtors’ failure to operate the franchises for seven consecutive days is not a default of a contractual provision relating to the satisfaction of a penalty rate or the payment of a penalty.  Accordingly, Debtors’ obligation to cure their default is not excused.  Because Debtors are unable to now cure their default, the GM Dealer Agreements may not be assumed and assigned.”  Id. at 1034-1035.

d.
Compensation for Adequate Assurance of Prompt Compensation for Actual Pecuniary Loss to Franchisor Resulting From Default
In order to satisfy the second pre-condition of assumption, debtors must compensate franchisors for “actual pecuniary loss” resulting from the defaults of those franchise agreements which the debtor seeks to assume.  

In addition to unpaid royalties, franchisors are often entitled to repayment of all of their costs and expenses, including reasonable attorneys’ fees, plus interest.  In re Entertainment, Inc., 223 B.R. 141 (Bankr. N.D. Ill 1998).  The non-debtor party to a lease or executory contract is entitled to attorneys' fees, as part of the compensation for pecuniary loss, where the lease or executory contract provides for such remedies. Id.  See also In re Westview 74th Street Drug Corp., 59 B.R. 747 (Bankr. S.D.N.Y. 1986).  

In order to recover fees, the non-debtor party to the executory contract or lease must demonstrate that the executory contract or lease contains a contractual provision allocating the right to collect fees, the provision is lawful, and that the losses are for actual pecuniary losses resulting from defaults under the executory contract or lease – i.e. the attorneys’ actions were taken primarily to collect sums due under the executory contract or lease or to enforce an obligation of the debtor party to the executory contract or lease.  In re Entertainment, Inc., 223 B.R. at 141; In re Shangra –La, Inc., 167 F.3d 843 (4th Cir. 1999).  In addition, attorneys’ fees incurred to protect the lessor's interest in the context of an assumption motion are compensable.  See LJC Corp. v. Boyle, 768 F.2d 1489, 1494-6 (D.C. Cir. 1985); Andrew v. KMR Corp., 17 B.R. 438, 439 (9th Cir. 1982); In re BAB Enterprises, Inc., 100 B.R. 982 (Bankr. W.D. Tenn. 1989); In re Westview 74th Street Drug Corp., 59 B.R. at 752-4; In re Ribs of Greenwich Village, Inc., 57 B.R. 319, 321 (Bankr. S.D.N.Y. 1986).   

In addition, as part of its pecuniary loss, franchisors are entitled to the payment of interest.  See In re Entertainment, Inc., 223 B.R. at 150-52.  




e.
Adequate Assurance of Future Performance Under Contract
The final prong of 11 U.S.C. §365(b)(1) requires debtors to provide adequate assurance of future performance under the franchise agreement.  A debtors failure to meet its burden on adequate assurance is grounds for denial of the motion.   See In re Ok Kwi Lynn Candles, Inc., 75 B.R. 97, 102 (Bankr. N.D. Ohio 1987) (denying assumption because of lack of adequate assurances).  
Section 365(f)(2) of the Bankruptcy Code provides:

(1) The trustee may assign an executory contract or unexpired        lease of the debtor only if –

   (A) the trustee assumes such contract or lease in accordance           with the provisions of this section; and

(B)  adequate assurance of future performance by the        assignee of such contract or lease is provided, whether        or not there has been a default in such contract or lease.

11 U.S.C. § 365(f)(2) (emphasis added).
“The term “adequate assurance of future performance” is not defined in the Bankruptcy Code.”  See Cinicola v.  Scharffenberger, 248 F.3d 110, 120 n. 10 (3d Cir. 2001).  The court quoted the definition developed by the Fifth Circuit:

[A]dequate assurance of future performance” are not words of art; the legislative history of the [Bankruptcy] Code shows that they were intended to be given a practical, pragmatic construction.  The phrase first appears in the legislation proposed by the Commission on Bankruptcy Laws…

The Commission Report explains the language “adequate assurance of future performance” as follows:

The language “is adopted from Uniform Commercial Code § 2-609(1).”  What constitutes … “adequate assurance of future performance” must be determined by consideration of the facts of the proposed assumption…Section 2-609 of the Uniform Commercial Code, from which the bankruptcy statute borrows its critical language, provides that “when reasonable grounds for insecurity arise with respect to the performance of either party, the other may in writing demand adequate assurance of future performance…”  The Commentaries to the Code not that “ ‘adequate’ assurance is to be ‘defined by commercial rather than legal standards.’”  Official Comment 3 to Uniform Commercial Code § 2-609 (1972 Ed.)  What constitutes “adequate assurance” is to be determined by factual conditions; the seller must exercise good faith and observe commercial standards; his satisfaction must be based upon reason and must not be arbitrary and capricious.

Id. (internal citations omitted)  See also, In re Carlisle Homes, Inc., 103 B.R. 524, 538 (Bankr. D.N.J. 1988) The required solution will fall considerable short of an absolute guarantee of performance.  In re Luce Industries, Inc., 8 B.R. 100, 107 (Bankr. S.D.N.Y. 1980)
In re Alipat, Inc., 36 B.R. 274, 276 (Bankr. E.D. Mo. 1984), suggests courts may look for guidance to the requirements for adequate assurance as provided in 11 U.S.C. §365(b) dealing specifically with assumption of shopping center leases.

[A] possible definition [of the term “adequate assurance of future performance”] may have been suggested by Congress in Subparagraph (b) of Section 365, as follows:  if there has been a default in an executory contract or unexpired lease, the trustee may not assume such contract or lease unless he or she cures the default, compensates the other party and provides adequate assurance of future performance, as set out at 11 U.S.C. § 365(b)…[T]hese assurances may be considered by the Court as an indication of the Congressional intent which was the basis for the requirement of adequate assurance as a condition of assignment.

Id.

Section 365(b)(3) of the Bankruptcy Code provides in relevant part:

[A]dequate assurance of future performance of a lease of real property in a shopping center includes adequate assurance –

   (A) of the source of rent and other consideration due under such lease, and in the case of an assignment, that the financial condition and operating performance of the proposed assignee and its guarantors, if any, shall be similar to the financial condition and operating performance of the debtor and its guarantors, if any, as of the time the debtor became the lessee under the lease.

11 U.S.C. § 365(b)(3).

In evaluating adequate assurance outside the context of shopping center leases, courts look primarily to the assignee’s ability to “satisfy the financial obligation of the lease.”  In re Alipat, Inc. 36 B.R. at 277 quoting In re Brentano’s, 27 B.R. 90 (Bankr. S.D.N.Y. 1983).  Alipat court further noted that courts consider the proposed assignee’s recent business history to determine if adequate assurance has been provided.  Id. citing In re Pioneer Ford Sales, Inc., 26 B.R. 116 (Bankr. D.R.I. 1983)  Pioneer Ford Sales involved approval of the assignment of a Ford franchise.  Id.  After reviewing the case record the Alipat court concluded that adequate assurance of future performance had been provided through:  issuance of an irrevocable letter of credit in favor of the lessor for the amount of lease payments remaining under the original lease (however the court noted that provision of a letter of credit by the assignee is not a mandatory requirement), inclusion of personal guarantees on behalf of the assignee for the remainder of the lease term and upon exercise of renewal options, experience of the assignee in operation of a similar business and provision of oral insurances from other professional persons promising to assist with additional working capital if necessary.  Id. at 278.

While there is no formal requirement of personal guarantees outside the shopping center lease context, the presence of personal guarantees is a factor that weighs in favor of a finding of adequate assurance of future performance.



7.   
Effect of Assumption
If the court approves the debtor’s request for authority to assume a franchise agreement, the amount due to the franchisor pursuant to 11 U.S.C. § 365(b) becomes an administrative expense.  See NLRB v. Bildisco & Bildisco, 465 U.S. 513, 531-32 (1984) (“[s]hould the debtor-in-possession elect to assume the executory contract, . . . the expenses and liabilities incurred may be treated as administrative expenses, which are afforded the highest priority on the debtor's estate”); In re Norwegian Health Spa, Inc. 79 B.R. 507 (Bankr. N.D. Ga. 1987) citing In re Multech Corp., 47 B.R. 747 (Bankr. N.D. Iowa 1985) (holding that a landlord under a lease which had been assumed and subsequently breached by a Chapter 11 debtor was entitled to administrative expense priority for the full amount of the claims under the lease). 



8.
Assignment of Franchise Agreements
The debtor or the bankruptcy trustee may assume and assign the lease pursuant to the requirements set forth in Section 365(f) of the Bankruptcy Code.

        


a.
Statutory Requirements
The Bankruptcy Code provides that:

The trustee may assign an executory contract or unexpired lease of the debtor only if – 

i) the trustee assumes such contract or lease in accordance with the provisions of this section; and 

ii)
adequate assurance of future performance by the assignee of such contract or lease is provided, whether or not there has been a default in such contract or lease.  

11 U.S.C. §365(f)(2).


D.
Post Petition Infringement


1.
Introduction
It is not uncommon for a recalcitrant franchisee to continue to utilize a franchisor’s marks while in bankruptcy, subsequent to a pre petition termination of the franchise agreement by the franchisor.  In these instances, franchisors can avail themselves of injunctive remedies.  



2.
Procedure
Federal Bankruptcy Rule 7065 makes Rule 65 of the Federal Rules of Civil Procedure, relating to injunctions, applicable in adversary proceedings.  A movant for a preliminary injunction must demonstrate (1) a reasonable probability of success on the merits and (2) irreparable injury if the preliminary injunction is not granted.  The court may also consider (3) the harm that issuance of a preliminary injunction will cause to other parties and (4) whether the public interest would be served by issuing of a preliminary injunction.  Hunt v. Commodity Futures Trading Comm'n, 93 B.R. 484, 492 (N.D. Tx. 1988); Canal Authority v. Callaway, 489 F.2d 567 (5th Cir. 1974);  see also Pedi-Care, Inc. v. Pedi-A-Care Nursing, Inc., 656 F. Supp. 449, 452-3 (D.N.J. 1987); Opticians Ass'n of America v. Indep. Opticians of America, 920 F.2d 187 (3d Cir. 1990).

A temporary restraining order is entered upon a summary showing of the plaintiff's need to prevent irreparable injury pending notice, a hearing and the court's determination of the movant's application for a preliminary injunction.  See 13 James Wm. Moore et al., Moore’s Federal Practice ¶65.05 (3d ed. 2006).  When there has been a hearing on an application for a temporary restraining order, and the defendant has been given an opportunity to be heard, the court may treat the application as one for a preliminary injunction to which the time restrictions of Fed. R. Civ. P. 65(b) do not apply.  Delaware Valley Transplant Program v. Coye, 678 F. Supp. 479 (D.N.J. 1988).



3.
Likelihood of Success on the Merits

In order to succeed on a statutory or common law trademark infringement claim a plaintiff must show that: 

(1)
the symbols or names are valid and legally protectable; 



(2)
that they are owned by the plaintiff; and 


(3)
that the defendant's use of the plaintiff's marks is likely to create confusion.
Opticians Ass'n of America, 920 F.2d at 192; Pedi-Care, Inc., 636 F. Supp. at 453. 
15 U.S.C. §1115(a) provides that a mark registered on the principal register and owned by a party to an action "shall be prima facie evidence of the validity of the registered mark and of the registration of the mark, of the registrant's ownership of the mark, and of the registrant's exclusive right to use the registered mark in commerce..." (emphasis added).  Franchisors should have no difficulty providing evidence of ownership in valid and legally protectable trademarks -- satisfying the first two elements of a trademark infringement claim.
The final element of an infringement action is, the likelihood
 of confusion.  Usually the debtor/franchisee continues to utilize the marks post petition leaving little doubt on the issue of confusion.    When the defendant is using the plaintiff's exact trademark, the "likelihood of confusion is inevitable…."  Opticians Ass'n of America, 920 F.2d at 195.  See also  J. McCarthy, Trademarks and Unfair Competition 2d §23:3 (1984) ("Cases where a defendant uses an identical mark on competitive goods hardly ever find their way into the appellate reports.  Such cases are 'open and shut' and do not involve protracted litigation to determine liability for trademark infringement.").  The "[c]ontinued trademark use by one whose trademark license had been canceled satisfies the likelihood of confusion test and constitutes trademark infringement." Gainesville P‑H Properties, Inc., 77 B.R. at 294, citing, Burger King Corp. v. Mason, 710 F.2d 1480, 1492 (11th Cir. 1983); Ramada Inns, Inv. v. Gadsden Motel Co., 804 F.2d 1562 (11th Cir. 1986); Holiday Inns, Inc. v. C.H. Alberding, 683 F.2d 931 (5th Cir. 1982); Holiday Inns, Inc. v. Airport Holiday Corp., 493 F.Supp. 1025 (N.D. Tex. 1980).
Where the franchisor is, at least, likely to succeed on the merits of establishing the debtor's infringement, an appropriate remedy is an injunction.  See Gainesville P-H Properties, Inc., 77 B.R. at 294 ("under the Lanham Act, remedies for trademark infringement include but are not limited to injunctive relief").  See also 15 U.S.C. §1117.


4.
Irreparable Harm
In S&R Corp. v. Jiffy Lube Intern, Inc., 968 F.2d 371, 378 (3d Cir. 1992), the Third Circuit Court of Appeals concluded that "trademark infringement amounts to irreparable injury as a matter of law."  The S&R court found that since the movant had established that it was likely to succeed on its infringement claim, irreparable harm existed.  Id.  
In addition, where a plaintiff "loses control" of its trademark via infringement by the defendant, the "potential for damage [to the plaintiff's] reputation constitutes irreparable injury for the purpose of granting a preliminary injunction in a trademark case."  Opticians Ass'n of America, 920 F.2d at 196.  See also Fotomat Corp. v. Photo Drive - Thru, Inc., 425 F. Supp. 693, 711 (D.N.J. 1977) ("[p]laintiff's lack of ability to control the nature and quality of services provided under an infringing service mark, even if the defendant matches the high quality of plaintiff's services, constitutes irreparable injury.")
The Gainesville court chimed in with a similar per se finding of irreparable injury:



Deliberate unauthorized use of a registered trademark or trade name is sufficient to establish the requisite injury to the trademark owner so as to establish a right of recovery.  The injury is to the trademark owner's interest in having exclusive control over the symbols of its own reputation.  Mishawaka Rubber Co. & Wollen Mfg. Co. v. S.S. Kresge Co., 316 U.S. 203, 205, 62 S.Ct. 1022, 1024, 86 L.Ed. 1382 (1942); Carling Brewing Co. v. Philip Morris, Inc., 277 F.Supp. 326, 335-6 (N.D.Ga. 1967) (citing Yale Electric Corp. v. Robertson, 26 F.2d 972, 974 (2nd Cir. 1928)).  Falsely suggesting affiliation with the trademark owner in a manner likely to cause confusion as to source of sponsorship and unauthorized use of a trademark which has the effect of misleading the public to believe that the user is sponsored or approved by the registrant constitutes infringement.  Lanham Act (32(1)(a); Burger King Corp. v. Mason, 710 F.2d 1480, 1492 (11th Cir. 1983); Professional Golfers Ass'n of America v. Bankers Life & Cas. Co., 514 F.2d 665, 670 (5th Cir. 1975).
Gainesville Properties, Inc., 77 B.R. at 294.


5.
Relative Harm
 In deciding whether injunctive relief is appropriate, courts may conduct a balancing analysis to determine whether the issuance of an injunction would "harm the infringer more than a denial would harm the mark's owner."  Opticians Ass'n of America, 920 F.2d at 197.  
When the franchise agreement  was properly terminated pre petition, a bankruptcy court may not "resurrect" the agreement.  Emplexx Software Corp. v. AGI Software, Inc. (In re AGI Software, Inc.), 199 B.R. 850, 860 (Bankr. D.N.J. 1995); Gainesville Properties, Inc., 77 B.R. at 295-296.  After termination, the agreement simply is not a part of the debtor's bankruptcy estate. Id. at 296.  Prohibiting the debtor from using the franchisor’s marks will cause no harm to debtor -- as the debtor no longer has an interest in the marks.  


6. 
Public Interest
In a trademark case, public interest "is most often a synonym for the right of the public not to be deceived or confused."  Opticians Ass'n of America, 920 F.2d at 197 (citations omitted).  See also Bill Blass, Ltd. v. SAZ Corp., 751 F.2d 152, 156 (3d Cir. 1984) (there is a public interest in the protection of the trademark and to avoid confusion in the public).  This was summed up by the Gainsville court as follows: 


The licensor of a registered trademark or trade name has not only a right, but a duty to the public to monitor the quality presented to the public under its licensed mark. . . .   Deliberate unauthorized use of a registered trademark or trade name is sufficient to establish the requisite injury to the trademark owner so as to establish a right of recovery.   The injury is to the trademark owner's interest in having exclusive control over the symbols of its own reputation. . . .  Falsely suggesting affiliation with the trademark owner in a manner likely to cause confusion as to source of sponsorship and unauthorized use of a trademark which has the effect of misleading the public to believe that the user is sponsored or approved by the registrant constitutes infringement. . . . [citations omitted].
Gainesville Properties, Inc., 77 B.R. at 294.

E.
Franchisor Claims

1.
General 

The validity and amount of a creditor’s claim are presumptively established via its proof of claim.  In a bankruptcy case, “[a] proof of claim executed and filed in accordance with these rules shall constitute prima facie evidence of the validity and amount of the claim.”  Fed. R. Bankr. P. 3001(f).  See also In re BRI Corp., 88 B.R. 71 (Bankr. E.D.Pa. 1988); In re Bates, 81 B.R. 63  (Bankr. D. Or. 1987); In re Ousley, 92 B.R. 278 (Bankr. S.D. Ohio 1988);  In re Hudson Oil Co., 91 B.R. 932 (Bankr. D. Kan. 1988); In re VTN, Inc., 69 B.R. 1005 (S.D. Fla. 1987) -- (all interpreting 11 U.S.C. §502(a) as providing that a proof of claim constitutes prima facie evidence of the validity and amount of the claim).  

An objector to a claim bears the burden of producing evidence sufficient to negate the claim’s prima facie validity.  See In re Allegheny International, Inc., 954 F.2d 167, 173 (3d Cir. 1992); In re Wells, 51 B.R. 563, 566 (D. Colo. 1985).  Once met, the burden of production shifts to the claimant, who must prove the validity and amount of the claim by a preponderance of the evidence.  In re Frederes, 98 B.R. 165, 167 (Bankr. W.D.N.Y. 1989), citing In re Equip. Serv., Ltd., 36 B.R. 241, 243 (D. Ala. 1983).  However, “[t]he burden of production shifts only when the objectant has produced facts sufficient to demonstrate that an actual dispute exists; a mere denial of the claim's validity or amount will not suffice.”  Id. (emphasis added).  

2.
Secured claims
A discussion of the rights and benefits afforded to holders of perfected secured claims is beyond the scope of this discussion.  However, the rights of secured creditors to adequate protection as a condition of the use of cash collateral and the ability to recoup post petition interest and contractual fees in over secured situations are but a few of the enhanced rights enjoyed by such creditors in bankruptcy cases. 

3.
Unsecured claims



a.
Liquidated Damages 

Bankruptcy courts will generally enforce liquidated damage provisions pursuant to applicable state law.  See In re United Merchants & Mfrs., Inc. 674 F.2d 134 (2nd Cir. 1982).  See also Ramada Franchise Sys., Inc. v. Hanna Hotel Enters., LLC, 147 F. Supp. 2d 840 (N.D. Ohio, 2001).  The courts have also routinely allowed liquidated damage claims that are calculated on a room based multiplier.  See Days Inns Worldwide, Inc. v. Mandir, Inc., 393 F. Supp. 2d 1240 (W.D. Okla. 2005) (applying New York law and upholding liquidated damages per agreement); Days Inns of America v. P & N Enterprises, Inc., 164 F. Supp. 2d 255, 260 (D. Conn. 2001).
F.
Confirmation Issues

1.
Disclosure statement



a.
Information Required
The Bankruptcy Code seeks to guarantee a minimum amount of information to creditors.  Century Glove, Inc. v. First American Bank of New York, 860 F.2d 94 (3d Cir. 1988).  A disclosure statement must contain “information of a kind, and in sufficient detail . . . that would enable a hypothetical reasonable investor typical of holders of claims or interests of the relevant class to make an informed judgment about the plan . . .”  11 U.S.C. § 1125(a)(1).

Acceptance or rejection of a plan may not be solicited unless the disclosure statement contains such “adequate information.”  11 U.S.C. § 1125(b).  A disclosure statement does not meet the “adequate information” standard of § 1125 if it fails to contain simple and clear language delineating the consequences of the proposed plan.  In re Copy Crafters Quickprint, Inc., 92 B.R. 973 (Bankr. N.D.N.Y. 1988).

In evaluating the adequacy of disclosure, courts consider whether the disclosure statement contains information such as: (1) the events leading to the petition filing; (2) a description of the available assets and their value; (3) the anticipated future of the company; (4) the source of information provided in the disclosure statement (5) the present condition of the debtor; (6) the accounting method utilized to produce financial information and the name of the accountants responsible for such information; (7) the collectibility of accounts receivable, if applicable; (8) financial information, data, valuations, or projections relevant to the creditors’ decision to accept or reject the proposed plan; (9) the actual or projected realizable value from recovery of preferential or otherwise voidable transfers; and (10) litigation likely to arise in non-bankruptcy context.  See e.g., In re U.S. Brass Corp., 194 B.R. 420, 424-25 (Bankr. E.D. Tex. 1996).



b.
Defective Disclosure Statement

It is well established that a court may refuse to approve a disclosure statement if the proposed plan of reorganization which it describes is not confirmable.  See In re Market Square Inn, Inc., 163 B.R. 64 (Bankr. W.D. Pa. 1994) (where it is clear that a proposed plan is not capable of confirmation, it is appropriate to refuse to approve the disclosure statement); In re Batten, 141 B.R. 899, 909 (Bankr. W.D. La. 1992) (the bankruptcy court's equitable powers cannot be used to override the bankruptcy code and allow an inherently defective plan to proceed to confirmation); In re Century Inv. Fund, VIII, Ltd. P'ship, 114 B.R. 1003, 1005 (Bankr. E.D. Wis. 1990) (if a plan is non-confirmable on its face as a matter of law, the bankruptcy court should not approve the disclosure statement); In re Atlanta West VI, 91 B.R. 620, 622 (Bankr. N.D. Ga. 1988) (it is a wasteful and fruitless exercise to send a disclosure statement to creditors and solicit votes on a proposed plan that is unconfirmable as on its face).  

In In re Eastern Maine Electric Co-Op, Inc., 125 B.R. 329, 333 (Bankr. D. Me. 1991), the court found that the first stage in an analysis of the adequacy of a disclosure statement is a determination of whether the plan propounded thereby is “so fatally flawed that confirmation is ‘impossible.’”  If a plan displays “fatal facial deficiencies or the stark absence of good faith,” the disclosure statement must be disapproved.  Id.  Otherwise, “undertaking the burden and expense of plan distribution and vote solicitation [would be] unwise and inappropriate.”  Id.  See also In re Bjolmes Realty Trust, 134 B.R. 1000, 1002 (Bankr. D. Mass. 1991); In re Cardinal Congregate I, 121 B.R. 760, 764 (Bankr. S.D. Ohio 1990); In re Dakota Rail, Inc., 104 B.R. 138, 143 (Bankr. D. Minn. 1989) (allowing a facially non-confirmable plan to accompany a disclosure statement is both inadequate disclosure and a misrepresentation); In re Monroe Well Service, Inc., 80 B.R. 324 (Bankr. E.D. Pa. 1987).  

2.
Confirmation
The standards governing confirmation of a plan of reorganization are set forth in 11 U.S.C. §1129.  The proponent of a Chapter 11 plan bears the burden of proving that the plan satisfies each of the thirteen (13) statutory requirements set forth in § 1129(a).  See In re Kemp, 134 B.R. 413 (Bankr. E.D. Cal. 1991); In re Revco D.S., Inc., 131 B.R. 615, 620 (Bankr. N.D. Ohio 1990); In re Rusty Jones, Inc., 110 B.R. 362, 373 (Bankr. N.D. Ill. 1990); In re Texaco, Inc., 84 B.R. 889, 891 (Bankr. S.D. N.Y. 1988).  Some of the key statutory elements include:



a.
Feasibility
Section 1129(a)(11) of the Bankruptcy Code requires as a condition of confirmation that the proposed plan be feasible.  See 11 U.S.C. § 1129(a)(11) (“[c]onfirmation of the Plan is not likely to be followed by the liquidation, or the need for further financial reorganization, of the Debtors or any successor to the Debtors under the Plan, unless such liquidation or reorganization is proposed in the Plan.”)
The feasibility test contemplates “the probability of actual performance of the provisions of the plan.”  In re Clarkson, 767 F.2d 417, 420 (8th Cir. 1985) (quoting In re Bergman, 585 F.2d 1171 (2d Cir. 1978)).  Sincerity, honesty, and willingness are not sufficient to render the Plan feasible; nor are visionary promises.  Id.  The test is whether “the things which are to be done after confirmation can be done as a practical matter under the facts.”  Id.
A determination of feasibility requires an examination of, inter alia, “[a]dequacy of the capital structure; the business’s earning power; economic conditions; management’s ability; the probability of the present management’s continuation; and any other factors related to the successful performance of the Plan.”  In re Polytherm Indus., Inc., 33 B.R. 823, 831 (W.D. Wis. 1983) (citing In re Landmark at Plaza Park, Ltd., 7 B.R. 653 (Bankr. D.N.J. 1980)).




b.
Adequate Means of Implementation
Section 1123(a)(5) of the Code requires that there be adequate means for plan implementation.  This means that the debtor must offer more than speculation about the source of funding for the plan.  See, In re Stuart Motel, Inc., 8 B.R. 48, 50 (Bankr. S.D. Fla. 1980),  In re Walker, 165 B.R. 994, 1003 (E.D. Pa. 1994).



c.
Best Interests of Creditors
The "best interests" requirements of § 1129(a)(7) mandate that each claimant either accept the plan or receive or retain property having a present value, as of the effective date, not less than the amount such claimant would receive or retain if the debtor were liquidated under chapter 7.  11 U.S.C. § 1129(a)(7). "The best interests test focuses on individual creditors rather than classes of claims"  In re Drexel Burnham Lambert Group, Inc., 138 B.R. 723, 761 (Bankr. S.D.N.Y. 1992).  
The test is not whether unsecured creditors are better off under the plan or how the plan affects creditors in general, but whether the dissenting creditor will receive not less then the amount that would be received under liquidation.  Id.  The test requires a comparison between the distribution contemplated by the plan, and that which would be made in a chapter 7 liquidation, a "liquidation analysis."  Id.

Section 1129(a)(7) of the Bankruptcy Code provides that with respect to each class under a plan, creditors must receive or retain under the plan property of a value, as of the effective date, that is not less than the amount they would receive or retain if the debtor is liquidated under Chapter 7.  11 U.S.C. § 1129(a)(7).  The debtor bears the burden of demonstrating, based on evidence, and not assumptions, that the plan is in the best interest of all creditors.  In re MCorp Financial, Inc., 137 B.R. 219, 228 (Bankr. S.D. Tex. 1991) (citing In re Gilchrist Co., 410 F. Supp 1070 (E.D. Pa. 1976)).  The proposed plan may not be confirmed “where the evidence is not sufficient on which to base an independent factual determination that the proposed plan is in the best interests of creditors . . . .” Id.



d.
Absolute Priority Rule
Section 1129(b)(2)(B)(ii) provides the basis for the absolute priority rule.  Bank Of America Nat'l Trust and Savings Assoc. v. 203 North LaSalle P'ship.,  526 U.S. 434, 442 (1999).  In short, dissenting class of unsecured creditors must be satisfied in full before any junior class may retain any property under a plan of reorganization.  Norwest Bank Worthington v. Ahlers, 485 U.S. 197, 201 (1988).  Under In re Yasparro, 100 B.R. 91, 95-96 (Bankr. M.D. Fla. 1989) the absolute priority rule precludes the principals from retaining any interest in property unless creditor claims are paid in full. 
A debtor may seek to invoke the so called “new value” exception to the absolute priority rule.  The “new value” requirement requires a former equity holder to offer value under a plan that is (i) new; (ii) substantial; (iii) in money or money’s worth; (iv) necessary for the reorganization; and (v) reasonably equivalent to the value retained.  Beal Bank, S.S.B. v. Way Apartments D.T. (In re Way Apartments D.T.), 201 B.R. 444 (N.D. Tex. 1996).  The money or money’s worth requirements demands a capital contribution that (i) is property of a kind freely traded in the economy; and (ii) must be a present contribution on the effective date.  See In re Yasparro, 100 B.R.  at 96-97.  
If the principals seek to retain their equity interest without offering, soliciting or otherwise extending an opportunity to anyone else to either compete for this equity interest or propose a competing plan, same may be barred.   This exclusive opportunity to retain equity is contrary to the view espoused by the United States Supreme Court in 203 North LaSalle Street Partnership, 526 U.S. at 458.  Under that case, “plans providing junior interest holders with exclusive opportunities free from competition and without benefit of market valuation fall within the prohibition of § 1129(b)(2)(B)(ii)11.  Id.
VIII.  CONCLUSION
A financially troubled franchisee can present a challenge to the franchisor and to the system.  Close cooperation between the franchisor and the financially troubled franchisee can help to identify the problems early and to indicate whether solutions of one type or another are indicated.  If the situation indicates that a solution may be available, the menu of possible fixes runs the gamut from additional and remedial training to financial assistance from the franchisor and to a work out agreement.  If bankruptcy of the franchisee occurs, some of the suggestions set forth above may help the franchisor and the system to make the best of that difficult situation.

� Item 7 of the Uniform Franchise Offering Circular, Bus. Franchise Guide (CCH) ¶5759 (May 2007)


� Brun v. Caruso, 2004 Mass. Super. LEXIS 547 (Mass. Super. Ct. Nov. 5, 2004).


� See e.g. Schlotzky’s, Inc. v. Hyde, 538 S.E. 2d 561 (Ga. App. 2000) (the “law ... is well settled .... In order to impose liability on the franchisor for the obligations of the franchisee, it must be shown that: (1) the franchisor has, by some act or conduct, obligated itself to pay the debts of the franchisee; or (2) the franchisee is not a franchisee in fact, but a mere agent or alter ego’ of the franchisor.”)


� See e.g. Viches v. MLT, Inc., 127 F.Supp. 2d 828 (E.D. Mich. 2000) (whether a principal-agent relationship exists will be determined by whether the franchisor controlled the day-to-day operations of the franchisee.  Acts taken to impose uniform standards for a franchise system do not create an agency relationship.)


� Hawaii Rev. Stat., Tit. 26, ch. 482E, §482E-6(2)(H), reproduced at 1 Bus. Franchise Guide (CCH) ¶4110.01; 815 Ill. Rev. Stat. 705/18, reproduced in 1 Bus. Franchise Guide (CCH) ¶3130.18; Ind. Code, Tit. 23, Art. 2, ch. 2.7, §2(5), reproduced at 1 Bus. Franchise Guide (CCH) ¶4140.02; Mich. Compiled Laws, 1979, ch. 445, §445.1527(e), reproduced at 1 Bus. Franchise Guide (CCH) ¶4220.01; Minn. Rules, 1983, Dept. of Commerce, ch. 2860, §2860.4400.B, reproduced at 1 Bus. Franchise Guide (CCH) ¶4470.01; 1987 Rev. Code of Wash., Tit. 19, ch. 19.100, §19.100.180(2)(c), reproduced at 1 Bus. Franchise Guide (CCH) 4470.01; Wis. Stat., 1987-88, ch. 135, §§ 135.03, 135.04, reproduced at 1 Bus. Franchise Guide (CCH) 4490.04, 4490.05.


� Restatement (2nd) of Contracts §205 (1979).


� Payne v. McDonald’s Corp., 957 F. Supp. 749 (D. Md. 1997) reproduced in Bus. Franchise Guide (CCH) ¶11,140 (D. Md. Feb. 13, 1997). 


� C.K.H., LLC v. Quizno’s Master, LLC, Bus. Franchise Guide (CCH  ¶ 13,027 (D. Colo. March 24, 2005).


� See generally, Photovest Corp. v. Fotomat Corp., 606 F.2d 704 (7th Cir. 1979), cert. denied, 445 U.S. 917 (1980).


� First Nat’l. Bank of Chicago v. Comm’r., 255 F.2d 759, 762-63 (7th Cir. 1958) aff’g. 27 T.C. 479 (1957).


� Hatch v. Morosco Holding Co., 50 F.2d 138, 139 (2nd Cir. 1931), cert denied, 284 U.S. 668 (1931).


� Comprehensive Environmental Response, Compensation and Liability Act (“CERCLA”), 42 U.S.C.A. ¶9601 et. seq.


� See 16 CFR Part 436


� Item 10 of the Uniform Franchise Offering Circular, Bus. Franchise Guide (CCH) ¶5762 (May 2007)


� 15 U.S.C.A. §§ 2801-2806.


� See e.g. Maryland (gasohol and gasoline, beer, motor vehicles, farm, industrial or construction equipment) Bus. Franchise Guide (CCH) ¶ 4205.


�27 Ark. Code Ann. Tit. 4, Ch. 72, §§ 4-72-201 to 4-72-210, reproduced at 1 Bus. Franchise Guide (CCH),¶4040; 1979); Cal. Bus. & Prof. Code §§ 20000-20043, reproduced at 1 Bus. Franchise Guide (CCH) ¶4050; Conn. Gen. Stat. Ann. §§ 42-133e to 42-133h, reproduced at 1 Bus. Franchise Guide (CCH) ¶4070; Del. Code Ann. Tit. 6, §§ 2551-2556, reproduced at 1 Bus. Franchise Guide (CCH) ¶4080; D.C. Code §§ 29-1201-08; Hawaii Rev. Stat. Tit. 26, §§ 482E-1 to 482E-12, reproduced at 1 Bus. Franchise Guide (CCH) ¶4110; Ill. Ann. Rev. Stat. Ch. 121 , §§ 704.3 to 704.4, at 1 Bus. Franchise Guide (CCH) ¶4130; Mich. Stat. Ann. §445.1527(27), reproduced at 1 Bus. Franchise Guide (CCH) ¶4220; Minn. Stat. Ann. §80C.14, reproduced at 1 Bus. Franchise Guide (CCH) ¶4230; Miss. Code Ann. §75-24-53, reproduced at 1 Bus. Franchise Guide (CCH) ¶4240; Mo. Ann. Stat. §§ 407.400 to 407.420, reproduced at 1 Bus. Franchise Guide (CCH) ¶4250; Neb. Rev. Stat. §§ 87-401 to 87-410, reproduced at 1 Bus. Franchise Guide (CCH) ¶4270; N.J. Stat. Ann. §§ 56:10-1 to 56:10-15, reproduced at 1 Bus. Franchise Guide (CCH) ¶4300; P.R. Laws Ann., Tit. 10, Ch. 14, §§ 278-278d, reproduced at 1 Bus. Franchise Guide (CCH) ¶4250; S.D. Codified Laws §37-5A-51, reproduced at 1 Bus. Franchise Guide (CCH) ¶4410; Va. Code §§ 13.1-557 to 13.1-574, reproduced at 1 Bus. Franchise Guide (CCH) ¶4460; V.I. Code Ann., Tit. 12A, ch.2, subch. III, §§ 130-39, 1 Bus. Franchise Guide (CCH) ¶4530; Wash. Rev. Code Ann. §§ 19.100.180, reproduced at 1 Bus. Franchise Guide (CCH) ¶4470; Wis. Stat. Ann. §§ 135.01-135.07, reproduced at 1 Bus. Franchise Guide (CCH) ¶4490.


� Charts v. Nationwide Mutual Insurance Co., 300 B.R. 552, Bus. Franchise Guide (CCH) ¶ 12,987 (D. Conn. Dec. 9, 2004).


� In Shady Grove, the bankruptcy court enforced the pre petition stay waiver due to the presence of these facts: (1) the lender granted substantial concessions and incurred risks as part of the workout agreement and in exchange for the waiver; (2) there was material, significant, and substantial consideration given by the lender for the waiver provision in the context of a restructuring agreement (including a reduced interest rate, an advance of new money, an extension of the maturity date of the loan, and capitalized interest payments); (3) the debtor and its counsel acknowledged that the waiver was voluntarily given after negotiations; (4) the rights of the third  parties were not materially affected by the waiver because there was no equity in the property and the case was essentially a two-party dispute between the debtor-borrower’s equity  holders and lenders; (5) there had been no substantial change in circumstances and the property was not and never would be necessary to any type of plan of reorganization because there was no “reasonable prospect of a [successful] reorganization within a reasonable time” period; and (6) the waiver was negotiated between financially sophisticated parties and experienced counsel.





�Similar provisions referenced in cases include:





In the event that a proceeding under any bankruptcy or insolvency law is commenced by or against Sky Group and an order for relief is entered as a result of such petition, Sky Group hereby consents to relief from the automatic stay imposed by 11 U.S.C. §362 to allow Lender…to exercise its rights and remedies hereunder with respect to the Debtor’s property.  In re Sky Group Int’l, Inc., 108 B.R. 86, 88 (Bankr. W.D. Pa. 1989).





“In the event that Borrower is the subject of any insolvency, bankruptcy, receivership, dissolution, reorganization or similar proceeding, federal or state, voluntary, under any present or future law or act, Lender is entitled to the automatic and absolute lifting of any automatic stay as to the enforcement of its remedies under the Loan Documents against the Security, including specifically, but not limited to the stay imposed by Section 362 of the United States Federal Bankruptcy Code, as amended; Borrower hereby consents to the immediate lifting of any such automatic stay, and will not contest any motion to Lender to lift such stay; Borrowing Parties expressly acknowledge that (a) there is no equity in the Security after consideration of the amounts owed Lender and (b) the Security is not now, and will never by necessary to any plan of reorganization of any type.”  In re Hudson Manor Partners, Ltd., 1991 WL 472592, at *2 (Bankr. N.D. Ga. Dec. 31, 1991).





In the event the Borrower files for protection under the Federal Bankruptcy Code or any other similar federal or state law providing for protection from creditors, then the Debtor unconditionally and irrevocably agrees that (i) the lender shall immediately be entitled to relief from the stay so as to take possession, collect rents, foreclose its mortgage, or otherwise exercise its rights and remedies with respect to the Project without any delay whatsoever; (ii) the fair market value of the Project is substantially less than the balance outstanding under the Loan Documents and so no chance of a successful reorganization of the Borrower exists; and (iii) any bankruptcy or similar proceeding in which the Borrower rejects or otherwise fails to honor the foregoing agreements shall per se be deemed to have been commenced in bad faith so as to frustrate the exercise of the Lender’s rights and remedies with respect to the Project.  In re Jenkins Court Assoc. Ltd. P’ship, 181 B.R. 33, 35 (Bankr. E.D. Pa. 1995)





� Unless the debtor reaches an agreement with the holder of a professional administrative claim, the debtor must pay these professionals in full upon the confirmation of a plan of reorganization.


� � TA \l "11 U.S.C. § 541(a)(1)" \s "11 U.S.C. § 541(a)(1)" \c 2 �A debtor’s interest in property is determined in accordance with state law.  Butner v. United States, 440 U.S. 48 (1979)� TA \l "Butner v. United States, 440 U.S. 48 (1979)" \s "Butner v. United States, 440 U.S. 48 (1979)" \c 1 �.  In other words, whether property belongs to the debtor, and therefore the bankruptcy estate, is determined by state law.  United States v. Lawrence, 189 F.3d 838 (9th Cir. 1999)� TA \l "United States v. Lawrence, 189 F.3d 838 (9th Cir. 1999)" \s "United States v. Lawrence, 189 F.3d 838 (9th Cir. 1999)" \c 1 �; In re Rickel Home Centers, Inc.,  209 F.3d 291 (3rd Cir.) cert. denied 121 S. Ct. 175, 531 U.S. 873, 148 L.Ed. 2d 120 (2000)� TA \l "In Re Rickel Home Centers, Inc.,  209 F.3d 291 (3rd) Cert. Denied 121 S. Ct. 175, 531 U.S. 873, 148 L.Ed. 2d 120 (2000)" \s "In Re Rickel Home Centers, Inc.,  209 F.3d 291 (3rd) Cert. Denied 121 S. Ct. 175, 531 U.S. 873, 148 L.Ed. 2d 120 (2000)" \c 1 �� TA \s "In Re Rickel Home Centers, Inc.,  209 F.3d 291 (3rd) Cert. Denied 121 S. Ct. 175, 531 U.S. 873, 148 L.Ed. 2d 120 (2000)" �; In re Krueger, 192 F. 3d 733 (7th Cir. 1999)� TA \l "In Re Krueger, 192 F. 3d 733 (7th Cir. 1999)" \s "In Re Krueger, 192 F. 3d 733 (7th Cir. 1999)" \c 1 �. 





�In Gainesville, 77 B.R. 285 (Bankr. M.D. Fla. 1987) the franchisor filed an adversary proceeding against the debtor for relief from the automatic stay and an injunction prohibiting the debtor, a former hotel franchisee, from operating any hotel facilities under the franchisor’s marks, trade name or logos.  The debtor/franchisee responded to the adversary proceeding by seeking to "reinstate" the franchise agreements which had been terminated pre-petition and thereafter assume the "reinstated" agreements under 11 U.S.C. §365.  Id. at 287.  The Gainesville court found that the subject franchise agreements were terminated on the date that the franchisor gave notice of termination, so that the debtor's interest in the agreements did not become part of the debtor's bankruptcy estate.  Id. at 295-296.





� "The burden of proof on a motion to lift or modify the automatic stay is a shifting one.  Section 362(d)(1) requires an initial showing of cause by the movant, while Section 362(g) places the burden of proof on the debtor for all issues other than 'the debtor's equity in property.'"  In re Sonnax Indus., Inc., 907 F.2d at 1285 (quoting, 11 U.S.C. § 362(g)(1)).  


� Some courts have held that particular agreements are not personal and are therefore subject to assumption and assignment.  See In re Sunrise Restaurants, Inc., 135 B.R. 149 (Bankr. N.D. Fla. 1991) (involving a Burger King franchise agreement).


� In the Travelot case, CNN sought to prevent the debtor from assuming its contract, arguing that Section 365(c)(1) and the Lanham Act precluded such assumption.  The Court found that the Lanham Act constituted “applicable law” and that such statute provided a federal trademark registrant with protection against the unauthorized assignment of a trademark license.  Id. at 455.  Specifically, the Court stated that “[i]f the [CNN Contract] provided for [the debtor] to be a recipient of a trademark license, then applicable trademark law precludes assignment of that trademark.”  Id.


�In West Electronics, the debtor contracted with the United States of America to supply missal components.  Post petition, the United States moved for stay relief in order to terminate the contract.  The motion was denied by the Bankruptcy Court and the District Court affirmed the Bankruptcy Court’s decision.  The Third Circuit Court of Appeals, however, reversed, and held that the Untied States should have been granted stay relief to terminate the contract.  The Third Circuit held that:





Thus, if non bankruptcy law provides that the government would not have to consent to an assignment of the West contract with third party, i.e., someone “other than the debtor or debtor-in-possession,” then West, as the debtor-in-possession, cannot assume the contract.  This provision limiting assumption of contract is applicable to any contract subject to a legal prohibition against assignment.





In re West Electronics 852 F.2d at 83 (citations omitted).  (The Third Circuit concluded that applicable non bankruptcy law, required the consent of the United States to assignment of the contract.  Id. The court then concluded that “[i]t therefore necessarily follows that under 11 U.S.C. §365(c)(1) West, as debtor-in-possession, cannot assume this contract.”  Id.











� United States v. Sutton, 786 F.2d 1305, 1308 (5th Cir. 1986) (“[Section 105(a)] does not authorize the bankruptcy courts to create substantive rights that are otherwise unavailable under applicable law, or constitute a roving commission to do equity.”); In re Saxman, 325 F.3d 1168, 1174 (9th Cir. 2003) (“a court may exercise its equitable power only as a means to fulfill some specific Code purpose, and may not act as a “roving commission to do equity.”); In re Dairy Mart Convenience Stores, Inc., 351 F.3d 86, 91 (2d. Cir. 2003) (“Section 105(a) limits the bankruptcy court’s powers, which ‘must and can only be exercised within the confines of the Bankruptcy Code.’”  It does not “constitute a roving commission to do equity”); In re Armstrong World Industries, Inc., 320 B.R. 523, 540 n. 31 (Bankr. D. Del. 2005) citing In re Combustion Engineering, Inc., 391 F.3d 190 (3d. Cir. 2004) (the Bankruptcy Court’s power under Section 105(a) is not unfettered, and is not without limitation, cautioning that Courts “do not constitute a roving commission to do equity”).


� This statute provides that a debtor is not required to cure a default that is ”. . . a breach in a provision relating to the satisfaction of any provision (other than a penalty or a penalty provision) relating from a default arising from any failure to perform non monetary obligations under an unexpired lease of real property, if it is impossible for the trustee to cure such default by performing non monetary acts at and after the time of assumption, except that if such default arises from a failure to operate in accordance with a nonresidential real property lease, then such default shall be cured by performance at and after the time of assumption in accordance with such lease, and procured any losses resulting from such default shall be compensated in accordance . . .” with the statute.


� The Bankruptcy Reform Act of 1994 added 11 U.S.C. §365(b)(2)(D).


� At least one court has taken an opposite position.  Eagle Ins. Co. v. Bankvest Capital Corp.(In re Bankvest Capital Corp.), 360 F.3d 291 (1st Cir.), cert. denied, 124 S.Ct. 2874 (2004).  However, the validity of this position is questionable as Congress has seemingly codified the statutory interpretation set forth in the line of cases of Claremont Acquisition Corp. via the 2005 BAPCPA amendments to §§365(b)(1)(A) and (B)(2)(D).


     BAPCPA amended Section 365(b) to adopt the rationale of Bankvest but only in situations involving leases of real property.  Section 365(b)(1)(A) now provides that the trustee need not cure a default that is a breach “relating to a default arising from any failure to perform non monetary obligations under an unexpired lease of real property, if it is impossible for the trustee to cure such default by performing non monetary acts at and after the time for assumption.”  If the non monetary breach is failure to operate in accordance with a lease of nonresidential real property, the default is cured by operating after assumption in accordance with the lease and by compensating the landlord for any pecuniary losses.


     This amendment was accompanied by an amendment to Section 365(b)(2)(D), which now provides that Section 365(b)(1) does not apply to “the satisfaction of any penalty rate or penalty provision relating to a default arising from any failure by the debtor to perform non monetary obligations under the executory contract or unexpired lease.  These two amendments, taken together, appear to codify Claremont in assumption situations not involving leases of real property.


� The statutory construction of the court in Claremont Acquisition Corp. was agreed with by the bankruptcy court in In re Vatanza, 1998 WL 808629 at *21, n. 44 (Bankr. E.D. Pa. 1998).


    �	Opticians Ass'n of America is instructive.  In that case, the Third Circuit Court of Appeals reversed the district court and directed that a preliminary injunction be issued prohibiting the defendant from using the plaintiff's trademarks in any manner pending further proceedings.  Id. at 197.  The court found that the plaintiff had demonstrated likely success on the merits since the plaintiff proved that it owned the trademarks in dispute, the trademarks were legally valid, and the defendant's use of the trademarks was likely to create confusion.  Id. at 191-195.  Second, both the potential damage to the plaintiff's reputation from the defendant's use of the trademarks and the potential confusion created by the defendant's use of the trademarks demonstrated irreparable injury to the plaintiff.  Id. at 195-197.  A balancing of the respective equities favored neither party, and the public had a sufficient interest in the right not to be confused or deceived with regard to the trademarks.  Id. at 197-198.  


    �	"Proof of actual confusion is not necessary; likelihood is all that need be shown."  Opticians Ass'n of America, 920 F.2d at 195.
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