Volume 7 - Issue 7

July 2015

The Franchise Valuations
Reporter
Featured Expert:
Tom Pitegoff

What Is an Exclusive Territory?
Disclosure Under FTC Rule Seems Counter-Intuitive
As Tom Pitegoff observes in a recent blog post, the meaning of "exclusive"
under the Federal Trade Commission's trade regulation rule on franchising
(the FTC Rule) isn't the same as the plain-language meaning of the term.
The full text of Tom's post may be found here.
Pitegoff builds his case by starting off with a review of what is required to be
disclosed in Item 12 of the Franchise Disclosure Document (FDD) which
deals with the extent of a franchisee's territorial rights. If the territory is not
exclusive, the FTC Rule requires that Item 12 contain this statement:
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You will not receive an exclusive territory. You may face competition
from other franchisees, from outlets that we own, or from other
channels of distribution or competitive brands that we control.
A franchisor that offers an "exclusive territory" may not establish either a
company-owned or franchised outlet within the defined geographic area.
"Distinct Islands"
But there are exceptions to exclusivity. Pitegoff notes that "the definition
became complicated on October 16, 2012, when the FTC Staff issued FAQ
37, modifying the definition of an exclusive territory. FAQ 37 addresses the
case in which the franchisor reserves the right to open franchised or
company outlets in 'non-traditional venues' like airports, arenas, hospitals,
hotels, malls, military installations, national parks, schools, stadiums and
theme parks." When retaining the right to open outlets in such nontraditional venues, the franchisor is prohibited from claiming that the
territory offered is exclusive.
Pitegoff argues that practically speaking, even though these non-traditional
outlets are located physically within the franchisee's territory, they function
as "distinct islands" and do not actually compete with the franchisee for
customers. "An airport, hospital, hotel, military installation, park, school,
stadium or theme park is distinct from the surrounding geographic area. The
people in those venues are there for a reason. They are a captive market for
the outlets in those venues." Likewise, a person living outside of the theme
park or airport "does not enter that venue in order to shop or eat at a
particular franchised store or restaurant."
On the other hand, the FTC does allow franchisors to claim the territory is
"exclusive" when it reserves the right to offer sales through the Internet or
mail order, which the FTC considers to be "alternative channels of
distribution." As many franchisees with so-called "exclusive" territories have
learned, Internet and mail order sales actually do draw sales from customers
within the franchisee's geographic territory.
Pitegoff concludes, "It's probably too late, but it might have been better to
define a non-traditional venue as one that constitutes a captive geographic
market that does not compete with the market in the surrounding areas.
This would have allowed franchisors to disclose that the territory granted is
exclusive notwithstanding a reservation of rights in non-traditional venues."
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The case arose when a group of shareholders hired a new accounting firm,
Grant Thornton LLP, who discovered what appeared to be negligent work by
the former accounting firm. [footnote case and Christopher Munroe] The
shareholders brought an action for professional negligence and, to support
their argument, engaged a Grant Thornton partner to prepare an expert
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The high court ruled that factors that could be sufficient for exclusion include
evidence of the expert's direct financial interest in the outcome or a familial
relationship with a party. Otherwise, as the Justice noted, "this threshold
requirement is not particularly onerous and it will likely be quite rare that a
proposed expert's evidence would be ruled inadmissible for failing to meet
it."
He went on to say:
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Damages: Consequential vs. Direct
Two Important Cases Reach Opposite Results
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(1) Atlantech Inc. v. American Penel Corp., 743 F.3d 287 (1st Cir. 2014).
This case held that evidence of lost profits that a dealer provided at trial in a
breach of contract action constituted consequential rather than direct
damages.
(2) KSW Mechanical Services v. Johnson Controls, Inc., 2014 WL 50129
(E.D.N.Y. 2014) holding that although lost profits damages are normally
consequential damages, they can be considered direct damages when only
an award of damages equal to lost profits will put the nonbreaching party in
the same position that he or she would have occupied had the contract been
performed.

Valuations: Less Theory and Fewer Models
A Call For More Common Sense in Business Valuations
Pablo Fernandez is a professor in the department of financial management at
the University of Navarra- IESE Business School in Spain (ranked No. 5 in
the world for full-time MBAs by The Economist). A widely published author,
his recent paper, "CAPM: An Absurd Model," created a stir in the business
valuation community.
Recently Fernandez was interviewed by Michael Crain, a valuation
practitioner who is in the AICPA Business Valuation Hall of Fame, on behalf
of Business Valuation Update. To all those who are fiercely wedded to
formulae and databases in valuation calculations the interesting part of the
interview is:
Crain: You've done a lot of empirical research collecting data using
surveys rather than large-scale databases used by many finance
professors. What motivated you in this methodological direction?
Fernandez: I also use some databases. But I started primarily with the
CAPM, which, when I was studying, it was the bible. It was "the"
model- the main author won the Nobel prize in economics. And, for the
first few years that I was teaching, I taught it in the same way I
learned it. But then I started doing some consulting, and I realized that
the model and the beta calculation was far removed from what I was
taught when I was doing my Ph.D. So I started to review the model
and its assumptions. What I realized was that the CAPM is
perhaps very good, but it has nothing to do with the real world
and with our markets.

Valuations: Healthcare Services
Duff & Phelps Notes Best and Worst Performing Sectors
As reported by the Business Valuation Wire, the S&P Healthcare Services
Index decreased by 2.0% in the second quarter, underperforming the S&P
500 (a 0.1% increase over the same period), according to the June 2015
Healthcare Sector Update from Duff & Phelps. The best performing sectors
were emergency services (up 18.8%) and special managed care (up 17.4%).
The worst performing sectors were diagnostic imaging (down 23.1%) and
healthcare REITs (down 8.6%).
The current median LTM revenue and LTM EBITDA multiples for the
healthcare services industry overall are 1.76x and 13.1x, respectively. The
sectors with the highest valuation multiples include: HCIT (3.7x LTM
revenue, 19.5x LTM EBITDA), healthcare REITs (12.0x LTM revenue, 17.4x
LTM EBITDA), consumer-directed health and wellness (3.4x LTM revenue,
20.8x LTM EBITDA), and other services (2.0x LTM revenue, 27.2x LTM

EBITDA).

Cybersecurity: Data Breach Study Released
Costs Continue To Rise
IBM and Ponemon Institute released their 2015 Cost of Data Breach Study:
Global Analysis. It showed that the average total cost of a data breach for
the 350 companies participating in this research increased from 3.52 to
$3.79 million and the average cost paid for each lost or stolen record
containing sensitive and confidential information increased from $145 in
2014 to $154 in 2015.
Key findings:
Data breaches cost the most in the US and Germany and the least in
Brazil and India. The average per capita cost of data breach is $217 in the
US and $211 in Germany. The lowest cost is in Brazil ($78) and India ($56).
The cost of data breaches varies by industry. The average global cost of
a data breach per lost or stolen record is $154. However, if a healthcare
organization has a breach, the average cost could be as high as $363 and in
education the average cost could be as high as $300. The lowest cost per
lost or stolen record is in transportation ($121) and public sector ($68). The
retail industry's
average cost increased dramatically from $105 last year to $165 in this
year's study.
Hackers and criminal insiders cause the most data breaches. Fortyseven percent of all breaches in this year's study were caused by malicious
or criminal attacks. The average cost per
record to resolve such an attack is $170. In contrast, system glitches cost
$142 per record and human error or negligence is $134 per record.
Malicious or criminal attacks vary significantly by country. Fifty-seven
percent of all breaches in the Arabian Cluster and 55 percent of all breaches
in France are due to hackers and
criminal insiders. Only 32 percent of all data breaches occurring in India are
due to malicious attacks and in Brazil it is 30 percent. However, India and
Brazil have the most data breaches due
to system glitches. Breaches due to human error are highest in Canada.
Board involvement and the purchase of insurance can reduce the
cost of a data breach. For the first time, the study looked at the positive
consequences that can result when boards of directors take a more active
role when an organization had a data breach. Board involvement reduces the
cost by $5.50 per record. Insurance protection reduces the cost by $4.40 per
record.
Business continuity management plays an important role in reducing
the cost of a data breach. The research reveals that having business
continuity management involved in the
remediation of the breach can reduce the cost by an average of $7.10 per
compromised record.
Other Findings:





The loss of customers increases the cost of data breach.
Notification costs remain low, but costs associated with lost
business steadily increase.
Certain countries are more likely to have a data breach.



Time to identify and contain a data breach affects the cost.

