CURRENT DAMAGES ISSUES IN
FRANCHISE DISPUTES:

LosT FUTURE ROYALTIES AND THE

VALUE OF A TERMINATED FRANCHISE

BACKGROUND:

FRANCHISING IN THE
ECONOMY

Franchise businesses are everywhere and
generate a substantial number of dis-
putes where damages are claimed. Prac-
titioners in the area should have a
general understanding of the nature of
the beast.

Franchising encompasses a vari-
ety of business arrangements that gener-
ally fall within two categories: product
and trade name franchises and business
format franchises. Product and trade
name franchises include arrangements in
which franchisees are granted the right
to distribute manufacturers’ products
within a specified territory or at a specific
location, generally with the use of the
manufacturer's identifying name or
trademark. Business format franchises
generally have three elements: a trade-
mark, a fee and a business plan.

Although the explosive growth
of franchising is a relatively recent devel-
opment, it has existed in various forms
since 1851. One of the first was when
Isaac Singer accepted fees from inde-
pendent salesmen to acquire territorial
rights to sell his sewing machines. The
franchising concept gained broader
recognition with its incorporation in the
marketing techniques of General Motors
after 1898 and its eventual use through-
out the automobile and gasoline indus-
tries by the 1930s. Business format
franchising has dominated the field since
the 1960s with McDonald’s being the
most recognizable franchisor of that
type.

According to the International
Franchise Association, the 788,285 fran-
chise businesses operating in 2007 em-
ployed an estimated 7.7 million workers;
i.e,, about the same number of people as
all manufacturers of durable goods, such
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as computers, cars, trucks, planes, com-
munications equipment, primary metals,
wood products, and instruments com-
bined.! It is estimated that franchising
accounts for more than 40 percent of all
retail sales in the U.S. with one out of
every 12 retail establishments being part
of a franchise network.?

And franchising has expanded
throughout the world with India and
China the new frontiers for franchise ex-
pansion since 2000. Approximately 260
U.S. companies operated 17,000 fran-
chise outlets outside the United States in
the late 1970s. By the 1980s the number
of foreign units had doubled to more
than 34,000 and by 2004, the number of
U.S.-based franchisors having operations
outside the United States doubled to
about 500.2

A CONTENTIOUS
FRANCHISOR CLAIM:
LOST FUTURE ROYALTIES

The Sealy Case

Courts regularly award lost past royal-
ties to franchisors for any period that a
franchisee operates under a franchisor's
marks.! This is deemed necessary to
deter other franchisees from unautho-
rized use of the franchisor’s marks after
termination and the continued use of
marks, after notice, is considered willful
and deliberate which generally justifies
the award of lost profits.

However, whether or not a fran-
chisor is entitled to damages for future
royalties is another matter. In Postal In-
stant Press, Inc. v. Sealy,® a 1996 decision,
the California Court of Appeal was con-
fronted with “a case of first impression
not only in California but the entire na-
tion ... whether a franchisee’s failure to
timely pay some past royalty fees entitles
a franchisor to both terminate the fran-
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chise agreement and receive an award of
... 'future lost royalties’.”

The court held that lost future
royalties were not a proper element of
contract damages in the particular case,
offering three separate theories for its de-
cision: (1) the franchisor’s termination of
the franchise agreement, and not the
franchisee’s non-payment of past due
royalties, was the “proximate cause” of
the franchisor’s lost future royalties — as
a matter of law; (2) regardless of the
proximate cause “it is inappropriate to
award lost future profits where it would
result in damages which are unreason-
able, unconscionable and oppressive”;
and (3) the calculation of future royalties
was too “speculative” to be allowed as
contract damages.

Subsequent Cases
Many other courts have reached the
same conclusion as Sealy. In Burger King
v. Hinton,® a federal court, applying
Florida law, concluded that a fran-
chisee’s failure to pay past due royalty
and rent payments did not proximately
cause the franchisor’s loss of future prof-
its. As in Sealy, the court found it was the
franchisor’s act of terminating the fran-
chise agreements that was the cause.

A Colorado court also found
Sealy “persuasive”’ and it was followed
and quoted extensively with approval in
Kissinger, Inc. v. Singh,® where the court
said it had not found any case that
reached a contrary result. Also, it has
been held that a franchisor cannot collect
future royalties and other fees from a
franchisee that closed because the oper-
ation was unprofitable.®

In still another case, a fran-
chisor’s claims for lost future royalties
were denied because the franchisor
failed to submit any evidence as to its op-
Continued on next page
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erating expenses. Under the law of sev-
eral states, future royalties, like all future
damages, are subject to the evidentiary
rule of reasonable certainty, and courts
have ruled that a claim for lost future
royalties was akin to a claim for lost prof-
its.10

Similarly, a federal district court
found that a franchisor of child learning
centers failed to provide sufficient evi-
dence to enable the court to make a fair
and reasonable estimate of the amount of
lost future royalties it was entitled to
from a franchisee’s abandonment'! (see
below). In denying summary judgment,
the court noted that the franchisor calcu-
lated its lost future royalties by simply
averaging the gross revenues for the
franchise collected over the three years
before its closure, without providing any
of the underlying data, such as annual or
quarterly revenue figures, past royalties
collected, or other supporting documen-
tation. The franchisor also failed to pro-
vide an estimate of the costs of other
losses that it avoided by not having to
perform the terminated agreement.

Another court seemed to leave
open the possibility of a mitigation de-
fense against a claim for lost profits
based upon the lack of profitability, not-
ing that the very viability of the fran-
chisee was questionable because of its
persistent operating losses.!2

In a Connecticut case, a claim for
lost future franchise royalties equal to
7 1/2 percent of gross sales was rejected
with the court finding, “The plaintiff
failed to prove damages other than spec-
ulative amounts. No expert testimony
was offered to prove the damages. Ex-
pert testimony is needed where the issue
sought to be proven is beyond the ken of
the average juror.”!3

But not all the case law in the
area is the same in either result or reason-
ing. For example, the disparity is glar-
ingly shown by two decisions involving
the same franchisor, Medicine Shoppe.
In Medicine Shoppe International v. Turner
Investments,* the Court of Appeals for
the 8th Circuit upheld an arbitrator’s
award of future continuing license fees
for the remainder of the agreement’s 20-
year term (and attorneys’ fees and costs);
while in Medicine Shoppe International v.
TLC Pharmacy Inc.,'* a federal district
court held sua sponte (in the case of a pro
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se franchisee) that lost future royalties
were not recoverable,

The most recent decision on this
issue came in April 2011, when the
Fourth Circuit, in Meineke Car Care vs.
RLB Holdings,'* overturned a district
court’s grant of summary judgment, dis-
missing a franchisor’s damages claim for
lost future royalties. The district court
had held that because lost future royal-
ties were not expressly addressed, they
could not have been part of the contract.
But the appellate court did not specifi-
cally rule that lost future royalties were
allowed —it merely said that they are not
automatically precluded as a matter of
North Carolina law when the issue is not
specifically addressed in the franchise
agreement. Thus, the court held that
there was an outstanding fact issue and
the case was not appropriate for sum-
mary judgment. Yet, the opinion con-
ceded that to become a provision of the
contract it would have to have been
within the contemplation of both sides.

In that light, one must ask
whether such a contract provision (i.e.,
whether or not damages claims should
lie for lost future royalties) can be
“within the contemplation of the agree-
ment” if the agreement is silent on the
matter. Will any franchisee say it was
within its contemplation?

Termination vs. Abandonment

But there is another wrinkle: several
cases have made the distinction between
“termination” and “abandonment” in
deciding whether a franchisor is entitled
to future royalties—with an abandoning
franchisee being liable while a termi-
nated franchisee is not.'” This distinction
was applied in two Florida cases.

In Burger King Corp. v. Barnes's it
was held that the franchisor was entitled
to $247,870 in future royalties for the re-
maining 210 months of the franchise
agreement and that the franchisor was
under no obligation to mitigate the dam-
ages by re-franchising. A similar result
was obtained in Lady of America v.
Arcese," an unreported case, in which the
court awarded 10 years’ future royalties
to the franchisor when a franchisee aban-
doned its franchise; and found that the
franchisor spent considerable sums on
advertising and, therefore, met its obli-
gation to mitigate damages, even though
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it did not find another franchisee for the
abandoned territory.

Liquidated Damages vs.

Lost Future Royalties

And a final aspect to confuse the situa-
tion: in Radisson Hotels v. Majestic Tow-
ers,®® a hotel franchisee was terminated
for failure to pay royalties. The fran-
chisor brought suit seeking the recovery
of (1) past due fees, (2) liquidated dam-
ages, and (3) attorneys’ fees. The court
granted “summary adjudication on the
issue of past due fees and liquidated
damages.” There was no claim for lost
future royalties, and the issue was not
adjudicated by the coutrt.

But the franchise agreement’s
liquidated damages clause calculated the
franchisor’s right of recovery as two
times the royalties paid during the prior
year. And in court the franchisor alleged
that it took them, on average, two years
to find a replacement franchisee. Because
of that reference, it has been argued by
many in the franchise bar that, since one
segment of the decision strongly dis-
agreed with Sealy, claims for future lost
royalties will now be more readily enter-
tained.!

Those making the argument rely
on the language in Radisson that, “this
Court believes that the Sealy decision is
mistaken ... In this Court’s view, the
Sealy court’s holding that a franchisor
has no remedy but to sue the franchisee
over and over again as lost royalties ac-
crue is simply untenable.”2 Radisson was
decided by a federal district court that
noted that it was only bound by deci-
sions of California’s highest court—and
that the Sealy court was merely an inter-
mediate appellate court.

However, this author believes
the criticism of Sealy in Radisson is clearly
dicta, and, in fact, it is merely footnote
dicta, because, as noted, there was not
even a claim in the case for lost future
royalties. Accordingly, in this writer’s
opinion, the essence of the decision sim-
ply upheld a specifically negotiated lig-
uidated damages clause that happened
to base its calculation on prior royalties.

The recent case of Days Inn
Worldwide wvs. Investment Properlies of
Brooklyn® again raised the issue of hotel
franchisors’ rights to lost future royalties
Continued on next page
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- in that case in the context of a default
judgment. In Days Inn the franchisee de-
faulted three years into a 15-year term
(by selling the property) after failing
quality inspections and not paying roy-
alties for the last several months of oper-
ation.

The franchisor sued, won a de-
fault (when the defendant failed to ap-
pear) and then claimed the remaining
twelve years of royalties, discounted to
present value, as damages. The judge
disagreed, specifically referencing other
case law holding that hotel franchisors
were only allowed to collect an amount
equal to the royalties forsaken during the
period it would take them to re-franchise
the area and that those cases generally
provided franchisors with damages
equal to only two years of royalties.

A CONTENTIOUS
FRANCHISEE ISSUE:
WHAT IS THE VALUE OF A
WRONGFULLY TERMINATED
FRANCHISE?
“Wrongful termination” claims are a
term of art in franchise law.** They refer
to causes of action alleging the breach of
specific relationship/termination laws
which may apply to franchises, dealer-
ships and distributorships. In many
states there are also special industry laws
and other statutes that give protection
against termination to specific types of
dealers. To succeed in a claim for wrong-
ful termination a plaintiff must allege
and prove that: (1) the requisite relation-
ship was terminated (2) without good
cause (3) in violation of statute (4) caus-
ing damages. In this context “good
cause” is also a term of art and generally
has nothing to do with the concept of
“good faith” from the franchisor’s point
of view.
Relationship/termination
statutes generally provide protections
against wrongful termination which
override the terms of the franchise or dis-
tributorship agreement. For example, re-
gardless of the language in the
agreement, in South Dakota franchisors
cannot terminate or fail to renew dealers
in motor vehicles, motorcycles or snow-
mobiles unless the franchisor can prove
there will be a replacement franchisee es-
tablished in the community.® In some
states “substantial changes in the com-
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petitive circumstances” can be cause for
a constructive (and wrongful) termina-
tion. Leading examples of such statutes
can be found in New Jersey and Wiscon-
sin.

When a perceived wrongful ter-
mination situation arises, the franchisee
may seek an injunction to prevent the
termination or bring suit for damages.
There are several measures of damages
which may be employed in these circum-
stances, some determined by statute and
others by court decisions. One substan-
tial issue is how to value a wrongfully
terminated franchise.

The two general damages theo-
ries usually claimed in these cases are for
lost profits and/or loss of business value.
Although in theory the value of a busi-
ness may be considered the same as the
present discounted value of its future
lost profits, it does not always work out
that way in court.

In one relevant case, Baur
Truck,® a manufacturer licensed a second
distributor in the plaintiff's territory and
the “change in competitive circum-
stances” in the nature of encroachment
was deemed a wrongful termination
under Wisconsin law. In another, Cooper
v. Amana¥ (“Cooper 1“), the manufac-
turer decided to sell directly to retailers
in the existing distributor’s territory and
then refused to renew the distributor-
ship. This was held to be a wrongful ter-
mination under New Jersey law.

In Baur the court found the
proper method for measuring the dam-
ages was the discounted cash flow
(“DCF”) method, with projections of lost
profits and terminal value based on the
two years of operation before the wrong-
ful termination. On the other hand, in
Cooper the court found that the years be-
fore the termination could not be used to
measure damages for lost profits. In both
cases the distributor’s sales and profits
were going up before the wrongful acts
began and dropped precipitously after-
wards.

In Cooper I the Third Circuit
stated that a franchise may be valued as
either the present value of lost future
earnings or the present market value of
the lost business. But on the second ap-
peal, in Cooper I11,% the court changed di-
rection and expressed a strong
preference, if not an outright require-
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ment, for the use of market value (i.e.,
value based on the hypothetical willing
buyer/willing seller). The Cooper I court
rejected the franchisee’s arguments that
the value should be based upon the pres-
ent value of the lost future earnings ex-
pected if: (1) the franchise remained in
the hands of the present franchisee; or (2)
the franchise was taken over by the fran-
chisor (as actually occurred).

Rather, according to the Cooper I1
court (which seemingly ignored the
“wrongful” aspect of the termination),
the expropriation of the franchise by the
franchisor as part of national consolida-
tion was a termination “in good faith and
for a bona fide reason” and thus required
use of the hypothetical willing
buyer/willing seller formula. The result
at the second damages trial was a finding
that a willing buyer would not be willing
to pay anything for a terminated fran-
chise and no damages were awarded
while almost $10 million was awarded at
the first trial.

DAMAGES COMPUTATIONS
Generally, in calculating lost future roy-
alties or lost business value for franchise
disputes the methodology is not unique.
DCF is the most frequently used method
because “comparable” data is generally
hard to obtain and book value rarely
takes account of self-created intangibles
which often make up 70-80 percent of the
value of franchise companies.??

However, there are many dam-
ages and valuation aspects unique to
franchises, distributorships and dealer-
ships. For example, (1) the asset is a mere
contract right, not outright ownership;
(2) a management analysis must take
into account two levels of management —
both at the franchisor and franchisee
level; and (3) regulation. There is a Fed-
eral Trade Commission Rule and 14
states that require the registration of
franchise offerings. Second only to the
securities industry, franchising is subject
to incredible regulation at state, federal,
and international levels — most requiring
documentation in the form of a prospec-
tus providing specific information, and
many requiring registration complete
with merit reviews of the offerings.

For these reasons, damages
practitioners must carefully review the
Continued on next page
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Franchise Disclosure Document (FDD)
(generally mandated under the Federal
Trade Commission rule) to analyze inter
alia: (1) the risk of termination and/or
non-renewal (which will surely affect the
assumed term and terminal value as-
pects of the DCF method); (2) Covenants
Not To Compete which are generally
present from the purchase of the busi-
ness in franchising (as opposed to com-
mencing with the sale of a business as is
common outside of franchising); and (3)
Rights of First Refusal and/or Approval
of subsequent operators which are al-
most always present in franchise agree-
ments and generally result in some
discount (though a difficult one to quan-
tify). %

Moreover, in determining the
appropriate discount rate to use in a
franchise-related DCF computation,
there are several layers of interested par-
ties and the weighted cost of capital of
the franchisor is rarely the same as that
of a franchisee. Therefore, damages opin-
ions in the franchise context are gener-
ally required to give substantial
explanations and support for a chosen
rate.

CONCLUSION

Franchise businesses are ubiquitous and
professionals should be aware of their
unique issues and the elements that set
them apart from a normal business dam-
ages report or valuation.
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