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I.  Introduction1 
 
Even after conducting a careful analysis of a prospective franchisee’s 

financial condition and operational experience during the pre-sale phase of a 
franchise relationship, a franchisor may later find itself in the unenviable position 
of determining how best to work with a failing or failed franchisee.  This paper 
proposes several strategies for working with struggling franchisees.  Sections I 
through IV discuss the common signs of trouble – warning signs that should 
prompt a franchisor to develop an action plan, which is the focus of Sections V 
and VI of this paper.  Section VII provides a detailed analysis of various work out 
options, which could include a franchisee exiting the franchise system or a 
restructuring of obligations to preserve the franchisee’s business operations. 

 
As discussed in the Sections that follow, there is no one best strategy for 

assisting a struggling franchisee, but at the outset, every franchisor faces the 
same difficult questions:  Should I provide assistance to a struggling franchisee?  
What form of assistance might be most valuable to the franchisee and the 
franchise system?  When should I intervene?  Behind all of these questions is the 
fundamental understanding that weak franchisees are a drain on a franchise 
system, and  that failed franchisees or—worse yet—a series of failed franchisees 
can potentially have dire effects on a brand.2  As a result, franchisors and their 
advisors must develop reporting systems that enable them to gather data that 
allows them to analyze a franchisee’s current condition and its expected future 
performance.  Armed with this data, franchisors can begin the challenging task of 
answering the difficult questions surrounding franchisor assistance. 

 
II. Knowing the Warning Signs 

With the incredible diversity of franchise systems across dozens of 
industries, franchisors are advised to analyze franchisee performance in light of 
the unique characteristics that compose their systems.  Very often, however, a 
franchisor can break down its analysis of franchisee performance into three 
broad, interrelated categories. 

A. Operational 

Unit inspections can provide franchisors with a wealth of information about 
a franchisee.  For example, disgruntled employees working out of uniform in a 

                                                                                                                                            
1Sections I, II, III, and IV of this paper were co-authored by John E. Berg and Ryan R. Palmer, who 

wish to acknowledge the assistance of their colleagues W. Barry Blum and Rachel Broten. 
 
2.  Michael Grynbaum, Restaurant Chains Close as Diners Reduce Spending, N.Y. TIMES, July 30, 

2008, available at http://www.nytimes.com/2008/07/30/business/30restaurant.html.  Undifferentiated 
restaurant chains like Bennigan’s have been forced to close locations because of their failure to establish 
brand loyalty with customers and the struggling economy. 
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dirty kitchen, more often than not indicates trouble.3  Repeated complaints from 
customers about the quality of the product or service offered by the unit also 
suggest a weak franchisee.  Landlord complaints about occupancy and lease 
compliance issues, employee complaints regarding wage and hour issues, and 
abnormally high employee or management turnover can also signal issues with 
the quality, and ultimately the viability, of the franchisee that owns the unit. 

B. Relational 

Evaluating the quality and strength of a franchisee’s relationships with the 
franchisor and its key suppliers is another important aspect of evaluating the 
health of a franchisee.  For example, a franchisee on COD status with its 
suppliers or one that is the subject of collection actions is likely a franchisee in 
trouble.  Consider whether the inability of a franchisee to obtain permanent 
financing from an existing lender says something about the franchisee rather 
than the lender.  High turnover of the franchisee’s trusted professionals, such as  
lawyers or accountants, may  be indicative of greater problems ahead.  Clearly, 
default letters from lenders, landlords and suppliers identify troubled 
relationships. 

C. Financial 

Financial issues are often clear indicators of trouble ahead.  A franchisee 
that fails to pay royalties or advertising fees should clearly trigger attention from 
the franchisor.  But franchisors should also analyze a franchisee’s accounts 
payable to determine whether they’re consistent with those of comparable 
franchised units and should consider conducting public records searches to 
uncover any state or federal liens for unpaid taxes or similar obligations.  
Franchisors should also evaluate a franchisee’s monthly and annual financial 
statements to analyze debt service and lease obligations and review capital 
expenditures with respect to development schedules in multi-unit transactions 
and refurbishment schedules in maturing and mature franchise relationships. 

III. Methods for Identifying the Warning Signs 

Knowing the warning signs of a troubled franchisee is worthless if a 
franchise system has failed to develop and implement effective reporting and 
compliance procedures.  These procedures act as conduits for gathering critical 
data about a franchisee’s current and projected future performance, and as a 
result, can provide the franchisor with notice of any potential issues that lie 
ahead. 

Franchise agreements should contain provisions that require the 
franchisee to provide the franchisor with monthly or weekly reports of revenues 

                                                                                                                                            
3.  See Louise Kramer, For a Franchise, Success Is in the Hiring, N.Y. TIMES, Jan. 6. 2008, 

available at http://www.nytimes.com/2008/01/06/jobs/06homefront.html?_r=1&scp=10&sq=franchise&st=cse. 
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and store performance, as well as with monthly and annual financial statements 
that consist of unit-level and consolidated profit and loss statements along with a 
current balance sheet and information about current debt service.  Agreements 
should also require that the franchisee provide the franchisor with monthly 
summaries of customer complaints and copies of all significant correspondence 
from landlords and lenders.  Ideally, financing and lease documents will be 
structured to require the landlord or lender to provide the franchisor with direct 
notice of any defaults, but getting landlord and lenders to agree to these cross-
notice provisions is often a challenge.  You may wish to provide incentives for 
cross-notice provisions, such as franchisor opportunities to cure, franchisor re-
entry agreements or agreements to remain open and remarket the franchise in 
the event of failure. 

Franchisors should also consider personal guaranties from the 
franchisee’s owners, and not only because of the financial security that can come 
from a guaranty.  The contingent financial obligation evidenced by the guaranty 
agreement provides the individual guarantors with additional incentive to operate 
a profitable unit consistent with established system standards, and with these 
personal financial obligations on the line, a guarantor may be more likely to notify 
the franchisor of struggles that could ultimately lead to the franchisee’s demise.  
In this way, a guaranty can serve as an additional conduit for gathering 
information about a franchisee’s operational, relational, and financial situation.  
Of course, franchisors can also structure the guaranty instrument itself to provide 
direct reporting requirements, such as ones that require the guarantors to provide 
annual personal financial statements and federal income tax returns upon 
request. 

As discussed below, the detailed financial information collected through 
reporting requirements in personal guaranties and through similar requirements 
in the franchisee’s franchise agreement allows a franchisor to properly assess 
the franchisee’s present situation and, with some level of certainty, project its 
future performance.  Collecting this financial data also allows the franchisor to 
assume a “voice of reason” role and to conduct a thorough, objective analysis of 
the present situation and the future opportunities and risks without injecting 
excessive emotion into the conversations.  The franchisor has likely seen similar 
situations before and can lend its experience and confidence to the franchisee. 

In addition to requiring to the reporting of monthly and annual financial 
performance data, a franchisor should actively inspect the condition of its 
franchised units and develop a quality assurance program that identifies areas of 
improvements for franchisees.  Very often, low quality assurance scores are 
indicators of neglect and may point to larger problems ahead.   

By focusing on the three elements of franchisee performance – 
operational, relational, and financial – a franchisor is more likely to develop a 
complete understanding of a franchisee’s existence and be better able to develop 



4 
 

an assistance program best-suited to improve the health of the franchisee and 
the system as a whole. 

IV. When Should a Franchisor Provide Assistance? 

Once a franchisor knows that a franchisee is in trouble, the franchisor is 
forced to answer a difficult question: Now what?  Sometimes the answer is to 
provide assistance.  Other times, however, the answer may be to end the 
franchise relationship and close the unit.  Whether to offer work out options or 
terminate the franchise relationship should be a data-driven decision based on 
the franchisee’s current and projected cash flow.  If the franchisor hasn’t already 
collected the necessary data, now is the time, and if it’s not already clear from 
the franchisee’s file, the franchisor should also determine whether the franchisee 
has personally guarantied any debt or lease obligations and attempt to determine 
whether landlords or lenders will be cooperative in any potential work out 
scenario. 

A. The Self and System Evaluation 

When a franchisor analyzes a franchisee ’s projected future performance, it 
should approach the process as expansively as possible by including an analysis 
of not only the franchisee’s performance, but also the franchisor’s performance 
and that of the system as a whole.  By addressing system issues, such as high 
supply costs, an outdated financial model, overly burdensome brand and image 
or remodeling requirements, and uncompetitive product offerings4, a franchisor 
may be able to stave off future franchisee distress while at the same time 
addressing issues plaguing current franchisees.  

As part of its system analysis, franchisors may need to consider injecting 
flexibility balanced with consistency to assist franchisees in unique or highly-
regulated venues.  In the case of a restaurant system, gaming and arcade 
equipment may be welcome and appropriate in certain venues, but inappropriate 
(or illegal) in others.5  Likewise, local regulations and ordinances could make a 
liquor license cost prohibitive in some locations, while in others the cost may be 
relatively insignificant in light of the amount that liquor sales contribute to a 
franchisee’s revenues.  Whatever the situation, a franchisor may find value in 
avoiding dogmatic doctrines and including pragmatism and flexibility as part of its 
standard operating system.   

                                                                                                                                            
4.  See Andrew Martin, At McDonald’s, the Happiest Meal is Hot Profits, N.Y. Times, Jan. 11, 2009, 

available at http://www.nytimes.com/2009/01/11/business/11burger.html.  McDonalds took aim at the 
specialty coffee marketplace in 2007 with the introduction of McCafe lattes, cappuccinos, and iced coffees.  
It also increased the quality of its drip coffee by buying higher quality beans.  McDonald’s share price rose 
6% in 2008, causing the company to be only one of two in the Dow Jones industrial average whose share 
price rose in 2008. 

5.  Id. McDonalds has also installed gaming equipment and stationary bikes with television screens 
in many restaurant play areas to appeal to both children who love video games and their parents. 
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As might be expected, conducting the inward-looking portion of this 
analysis is sometimes a challenge for a franchisor, but it’s a necessary step in 
deriving a set of data-driven options to improve the health of its franchisees and 
ultimately the franchise system and the franchisor.  As with any self-analysis, 
franchisors risk conducting a myopic evaluation of their system without engaging 
the assistance of experienced outside counsel or consultants.  A third-party has 
the unique advantage of being able to conduct an objective analysis without 
being confined by the internal political boundaries of the franchisor and without 
personalizing any shortcomings or opportunities for the system. 

B. The Franchisee Evaluation 

Of course, the other part of the franchisor’s analysis should focus on 
determining whether the issues faced by the franchisee are unique to that 
particular operator.  These issues could be related to the selection of an 
unqualified franchisee, a bad location for the franchised unit, or overly 
burdensome financing or lease obligations.  A franchisor’s review of the 
operational, relational, and financial data about the franchisee should help 
determine whether the identified problems are new or chronic or whether there 
are special circumstances faced by the franchisee that explain, mitigate, or even 
excuse the identified performance issues.  For instance, special circumstances 
could arise when a franchisee’s key employee is facing medical issues, road 
construction near the franchised location is altering traffic patterns, or local 
methods of advertising and promotion are ineffective or counterproductive in a 
particular market area. 

C. Developing a Financial Model 

Using the data and its analysis of the franchise system and the franchisee, 
the franchisor should next develop a financial model that shows worst, expected, 
and best case scenarios over a 3-year period.  This analysis should include 
necessary capital expenditures, possible rent reductions, possible debt service 
adjustments, and possible franchise fee abatements or reductions. The best case 
scenarios should show a franchisee that’s enticing to lenders and related third 
parties, and the worst case scenario should be merely survivable by the 
franchisee.  At this point, it’s clear that there are problems associated with the 
franchisee’s units, and crafting realistic, not miraculous, financial models is 
advisable. 

Franchisors with a large number of troubled franchisees may consider 
partnering with a financial services firm familiar with the franchisor’s business 
model.  For example, in 2003 Burger King hired Trinity Capital to work with 
Burger King franchisees, their creditors, and Burger King Corporation to develop 
financial models and recapitalization plans that attempted to satisfy the 
objectives of each of the stakeholders.  The plan allowed for Trinity to negotiate 
pre-defined terms with key creditors in the Burger King system and was intended 
to allow franchisees to focus on delivering excellent customer service while still 
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being able to meet their financial obligations.  The relationship with Trinity was 
seen by Burger King as a way to accelerate the work-out process, and it was a 
plan endorsed by the system’s national franchisee association.6 

Large or small, a franchisor should be prepared to commit significant 
internal resources to the evaluation of an existing franchise relationship.7  If the 
relationship between the franchisor and the franchisee is particularly strained, or 
if a franchisor doesn’t have the in-house resources to devote to a full operational, 
relational, and financial analysis of a franchisee’s situation, outside counsel or 
consultants are often worth the relatively modest investment.  The time and 
money required of the franchisor to assist a struggling franchisee should be 
quantified as part of the franchisor’s investment in the franchisee, and in the end, 
the franchisor must be certain that its overall investment can be justified in light of 
the circumstances. 

 D. A Summary of Possible Solutions 
 

A franchisor’s response to a troubled franchisee could range from doing 
nothing to terminating the franchise relationship. Alternatively, the franchisor 
could propose one of several options in the work out category of solutions.  If the 
franchisor sees the franchisee as salvageable, its first step will be to develop an 
action plan, as discussed in Section V below.  The action plan will include an end 
goal and may include intermediate steps such as relocation of one or more 
franchised units, the entering into of a management agreement or a co-marketing 
agreement, a franchisor-assisted sale of certain units to a third party, or the 
conversion of certain units to company-owned units.  The action plan may also 
include financial assistance such as franchisor-financing or an abatement of 
franchise fees.8 As part of evaluating its options and designing an effective action 
plan, the franchisor should consider three categories of potential outcomes: 
preferred, acceptable, and unacceptable.  The franchisor can then focus on the 
proposals most likely to achieve the preferred or acceptable results and quickly 
discontinue work on options that would likely result in an outcome that the 
franchisor considers unacceptable.  As a franchisor structures its various options, 
it should consult with experienced legal counsel to ensure that its proposed 
programs comply with applicable franchise laws and regulations.9 

                                                                                                                                            
6 BK to Help Struggling Franchisees, QSR Magazine, Feb. 3, 2003, available at 

http://www.qsrmagazine.com/articles/news/story.phtml?id=4030.   
 
7.  See Michael Seid, Communication is King; Trying times call for standard solutions, Franchise 

Times, Feb. 2009, at 60. 74.  Franchisors need to understand the current risks and opportunities facing 
franchisees in order to stimulate internal growth. 

8  See Section VII.B., infra, more an in-depth discussion of each of these work-out options. 
 

9  While engaged in a work-out or related program with a franchisee, a franchisor is typically 
providing that particular franchisee with special treatment.  It may, for instance, be deferring royalty due 
dates, it may take a promissory note from the franchisee, or it may allow the franchisee to operate its unit 
under a co-marketing or management agreement.  This unique treatment of the franchisee forces 
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 V.  An Action Plan Is Necessary for an Effective Solution 
 
 An “action plan” is a series of actions, tasks or steps designed to achieve 
an objective or goal.  Typically it is a document used to guide the implementation 
of business process improvements. It may consist of task assignments, 
milestones, timelines, resource allocations, data collection methodology and 
evaluation criteria. 
 
 Possible solutions can be implemented through an action plan which 
monitors compliance and performance. Whether the franchisee is committed to 
stay in the system or leave, an action plan is advisable, because it defines the 
goals, measures progress towards those goals, and sets deadlines essential to 
achieving the goals on time. 
 

A. Should the Franchisee Exit the System or Improve Performance? 
 
As a successful  franchise manager subject to malapropisms once said, 

“When you come to a fork in the road, take it.”10  What he meant was selecting 
either road was better than complacency. This is probably good advice when it 
comes to dealing with a franchisee in distress.  

 
The situation may be obvious that an exit strategy is needed. The action 

plan in that case would be a series of steps which would be taken by the 
franchisee, if agreed upon, and the franchisor, hopefully without resistance from 
the franchisee, to have an orderly and amicable agreement to transition from the 
system. Most cases are not so obvious. These less obvious instances will require 
benchmarking in order to assess whether the milestones are being met. 

 
Where an exit strategy is agreed upon, the action plan should at a 

minimum have the following aspects, and probably in the following priority: 

                                                                                                                                            
franchisors to consider the impact of the implied covenant of good faith and fair dealing, anti-
discrimination laws, the concept of vicarious liability, and various waiver doctrines.  The franchisor should 
make clear the rights and duties of each party in both the franchise and work-out agreement. When dealing 
with issues that may be ambiguous in an agreement or that are not explicitly addressed, the franchisor 
should act in good faith and in a reasonable manner so as to “do nothing destructive of the other party’s 
right to enjoy the fruits of the contract.” Conoco Inc. v. Inman Oil Co., Inc., 774 F.2d 895, 908 (8th Cir. 
1985).  Typically, a franchisor’s action to simply ensure the “uniformity and standardization of products 
and services” is not enough to cause vicarious liability. Little v. Howard Johnson, 455 N.W.2d 390, 394 
(Mich. Ct. App. 1990).  However, a franchisor may be held vicariously liable for the acts of its franchisees 
if the franchisor exercises substantial control over the day-to-day operations of the franchisee and the 
specific action at issue in the case. Hong Wu v. Dunkin’ Donuts Inc., 105 F.Supp.2d 83, 87 (E.D.N.Y. 
2000). 
 

10 A quote from Lawrence Peter (“Yogi”) Berra, the successful manager of  two competing franchise 
systems. Mr. Berra was manager of the American League baseball New York Yankees franchise in 1964 
(and again in 1984 and 1985) as well as for the National League baseball  New York Mets franchise, 1972 
through 1975. His malapropisms have become idiomatic in the management of underperformers.  
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1. The expectation of time frame for the exit. 
 
2. Milestones along the time continuum to determine whether the exit 

strategy is on track. 
 

3. The expectation of what a “successful” exit would be from both sides. 
 

4. Resources that need to be allocated to make the exit successful. 
 

5. A “safety” or forbearance agreement with a release acknowledging that 
despite all efforts, the exit strategy may not meet expectations and the 
plan may fail.11 

 
Where the decision is to engage in an action plan to improve performance, 

the action plan has very different priorities and different terms: 
 
1. What investment should be undertaken by the franchisee? 

 
2. What investment should be undertaken by the franchisor? 

 
3. Signing a “lifeline” agreement to allow extension of support for a given 

time, with given milestones, for the purpose of meeting a certain level 
of performance. 

 
4. An agreement to recover any debt forgiveness or deferral by 

franchisor. 
 

5. A limited or comprehensive release or disclaimer of liability in 
exchange for the investments by both parties.  

 
6. Establishment of a desirable level of performance using various 

metrics. 
 

7. Establishment of objective criteria to determine the transition to 
desirable performance. 

 
8. A deadline for determining whether the plan is working. 

 
9. An agreement for expedited dispute resolution. 
 

                                                                                                                                            
11 Mr. Berra once quipped “It ain’t over till its over” when his Mets were 9 1/2 games out of first 

place. His team ultimately won the National League East against the Chicago Cubs on the last day of the 
1973 season.  Dogged determination may prevent the end of your dispute unless the parties execute a 
release to eliminate or at least limit the issues.  In the alternative, the franchisor should require a disclaimer 
or waiver of claims for the precise issues to be compromised. 



9 
 

 
B. Sharing Best Practices to Enhance Performance 
 

 What are the best practices in your system and industry? How will these 
best practices be collected and shared?  Will the parties feel safe collecting and 
sharing the information, particularly between and among underperforming 
franchisees? 
 
 Each franchisee is quite capable of performing their own SWOT analysis 
to evaluate Strengths, Weaknesses, Opportunities and Threats. The franchisee 
can perform this at its micro-level to determine for the best practices of its 
competitors. The franchisor can do the same to determine how its competitors 
compete and what seems to work for them. The parties then must share their 
information to help identify what changes they could implement and measure 
performance enhancement. But the franchisor can do more. 
 

The franchisor can collect and share the best practices of its best 
performing franchisees. The best practices have traditionally been disseminated 
through revisions to the Operations Manual, by bulletin or through the intranet. 
Better still are personal presentations, webinars, training programs and peer 
councils.  For ailing franchisees, the educators of these best practices probably 
will be an established team with credibility because of their experience and 
success. The franchisor can encourage and reward franchisees to share these 
best practices among themselves. The best practices of franchisees are tools 
which underperforming franchisees need to adopt, refine and improve to 
maximize opportunities. 
 

C. Setting Expectations 
 
 Setting reasonable expectations is a function of communications and 
persuasion.12 The parties are already disappointed at the level of revenues and 
profitability, but the true question is what should be reasonably expected.  
Various tools exist to help you agree on expectations. 
 
 You first have at your disposal internal data regarding peer performance 
which can and should be shared. This data can be sliced so as to focus on 
performance issues rather than simply cost and profit structures. For example, 
instead of looking just at EBITDA (earnings before interest, taxes, depreciation 
and amortization), consider looking at EBITDAR (earnings before interest, taxes, 
depreciation, amortization and rent). EBITDAR allows you to compare the 
operating efficiencies of franchise operator eliminating rent from the equation. 
Using the EBITDAR of the best franchisees demonstrates what is possible and 

                                                                                                                                            
12 Mr. Berra once observed about  baseball that “Ninety percent of this game is half mental.” 
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can help set expectations about what is reasonable given differing cost 
structures.13  
 

Competitor performance should also be available for comparison, either 
from trade publications or from employees or franchisees which have experience 
or communications with the competitors.  Although much of the information is 
anecdotal and may be suspect or stale, competitive information needs to be 
considered within the mix of information to set expectations. It may be that the 
comparison between your system and competitors may not cast your system in 
the best light, however, competitor information is often unreliable, and if it is 
accurate, you may need your entire system of franchisees to know if you are to 
increase your competitiveness.   
 
  Average return on capital in the same or similar industry is another data 
point which needs to be considered. If the entire industry is suffering, then capital 
returns in the industry may be used to influence and set expectations. When the 
return on capital data is not available in the industry, enough industry data such 
as stock movements and price changes of competitors, gross revenue or prices 
of commodities used in the industry may help. Accounting firms are particularly 
useful in economically gathering this type of information from industry sources 
and probably can provide it as a service to their franchise clients.     
 
 The goal of the information exchange is to establish a reasonable range of 
expectations and to possibly define a “win” for the action plan. A win may be an 
incremental increase in profitability which gives the franchisee an enhanced 
opportunity to successfully exit, or a win can be a wholesale turnaround of the 
business. Defining a “win” may be difficult but will help focus the parties’ efforts 
towards a reasonable outcome. 
 

D. Incremental Investment for Incremental Performance 
 

What efforts will give the biggest bang for the buck? Can you support this 
conclusion with hard data, and how long will it take to provide such returns? 
What are the noncash investments of effort that will yield returns? Will the 
franchisor partner with the franchisee in these investments?  The franchisor may 
want to compile a list of 10 to 20 suggestions, with supporting data as talking 
points anytime the conversation needs to talk about enhancing performance. 
How will the ailing franchisee meet and exceed the competition without 
increasing its investment?14 It is useful to have several ideas which require less 
money and more sweat equity. 
                                                                                                                                            

13 Another benefit of information exchanges to calibrate expectations is to establish reasonableness 
before the parties may be committed to dispute resolution activities. This will be one of the last windows 
into the relative efforts and the reasonableness of the parties, and will be seen as an opportunity to assess 
the intent of the parties.  

 
14 Mr. Berra recognized business becoming increasingly competitive when he said, “The future ain’t 

what it used to be.” 
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Using a fast food franchise model as an example, incremental increases in 

revenues and enhanced returns on investment can be demonstrated by 
remodeling, adding a drive through business, leveraging the real estate by 
emphasizing other day parts, or by adding an additional concept which does not 
conflict with the core business.  For the distressed franchisee, any one of these 
suggestions may be exactly what is needed, but the franchisee cannot obtain the 
capital. This is where the franchisor can build the business case to the lender or 
investor for the capital because the franchisor has the statistics to support these 
suggestions. 

 
In the meanwhile, the franchisee is suffering because of lack of capital. 

What noncash investments can be made to improve profitability? The franchisor 
can make the case with collected statistics that the higher the operating 
standards, the stronger the profitability. Can you measure and demonstrate how 
more involvement in the community enhances success? Can you measure and 
demonstrate how improving speed of service or suggestive selling at the counter 
increases the average check?  Although in most systems these issues are as 
basic as blocking and tackling on the football field, emphasizing improvements in 
these areas and demonstrating their value gives the parties the jump start and 
optimism to know improvements are related to investment efforts. 

 
VI. Benchmarking Plan Performance 
 

Merely establishing target metrics is insufficient to help struggling 
performers. The key is to implement productivity programs to the targets using 
the best practices to encourage superior performance. Benchmarking is the 
process of first measuring the important parameters of performance, measuring 
compliance with the best practices and then measuring the resulting 
performance.15  

 
For the struggling franchisee, the strategic drivers of improved 

performance need to be identified in the Plan, and the relationship between the 
drivers and the likelihood of success of the Plan needs to be articulated and 
reinforced. These critical success factors need to be measured, first at baseline 
before the Plan is implemented, and then during implementation. By 
benchmarking only the critical drivers, the parties can sharpen their focus on the 
critical elements needed for success and devote their efforts to the most 
important aspects of operations. The benchmarking also provides feedback for 
the efficacy of the Plan and allows fine tuning of the Plan. Finally, benchmarking 
validates the Plan and allows its efficacy to be optimized. 

 

                                                                                                                                            
15 Detailed benchmarking examples can be found in Chase, C. Leff, T. and Toop, S., “Benchmarking 

Performance & Sharing Best Practices Within and Across Multiple Brands”, IFA Legal Symposium, May 
2007. 



12 
 

A. Establishing Milestones and Targets 
 

The need for aiming for targets and timing was succinctly expressed by 
Mr. Berra, “If you don’t know where you are going, you will wind up somewhere 
else.”  The question basically asks where do we want to be and when. For the 
distressed franchisee, performing at an average level within the system may be a 
challenge. Customers may need to be educated about the enhanced and 
improved operation. The staff may need retraining and reeducation. Cosmetic or 
capital improvements may need to be implemented before significant 
improvements may be realized. The franchisee may not have enough time, for 
lack of money, to reach profitability if profitability is the sole target. 
 

The milestones and targets need to be incremental and reasonable in 
order that small steps and improvements can be observed, appreciated, and 
reinforced.  These small wins create the optimism necessary to climb the higher 
hills and support reinvestment of time and effort in the Plan. Nevertheless, these 
small wins require deadlines in order to evaluate their effectiveness. Time is 
money and needs to be budgeted. The timing may be important to the 
seasonali ty of the business, advertising campaigns or the momentum of the 
system.  Deadlines prevent procrastination and procrastination costs money.  
The tasks to be taken under the action plan need to be calendared and the 
calendar should be reasonable but slightly aggressive to allow for false starts and 
events outside of everyone’s control.  
 

B. Deciding on Metrics 
 

What are the critical changes that need to be made for success and how 
should they be measured?  Your system is probably tracking key statistics but 
now we need to look at the sensitivity of these key statistics to incremental 
changes in operations. Demonstrating through metrics that small operational 
changes result in measurable results is the key to reinforcing the best practices. 
 

To the extent possible, the franchisee should be able to see and measure 
incremental progress. Computer programs can visually display progress through 
graphs and dashboards and can help accelerate progress. Performance will be 
sharpened if the key metrics are few in number, and are accepted by all parties 
as valid. 
 

The best metrics are those which the best franchise operators in your 
system use. For restaurants, gross sales, cost of goods, labor, speed of service, 
average check, number of daily checks, customer feedback and inspections are 
all important, but the distressed franchisee needs to identify and focus on 
improving the critical aspects of the operation. Issues like speed of service are 
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not regularly measured, but may have profound effects on customer 
perceptions.16 The goal is to identify which great practices cause great results. 
 

For other service businesses, the tracking leads, referrals and customer 
experiences may be the key to driving future sales and profitability. These drivers 
can be compared to gross sales comparisons and profitability, and the results 
can be compared to the action plan targets. The art of the action plan is to 
identify the key statistics and how they are related to the profitability drivers of the 
business. Distressed franchisees need customized solutions to their unique 
challenges. 
 

C. Third Party Consultants 
 

Every business can benefit from coaching.17 Franchisors coach their 
franchisees and lead them to the path of success, but the underperforming 
franchisees may need more focus or expertise than the franchisor has resources 
available. Outside consultants can be engaged, at the franchisor’s or franchisee’s 
expense, to provide credible feedback and advice to the underperforming 
franchisee. 

 
Consultants can provide that necessary sounding board to allow the 

franchisee to vent and examine its assessments and cure to its problem. A third 
party prospective can tactfully provide necessary advice to both franchisor and 
franchisee to advance their mutual interests. 
 

Consultants function best where the assessment  and solutions are beyond 
the basic skill set and staffing of the franchisor. If one of the solutions in the 
system is crew training in the field, the franchisor is unlikely to have staffing 
necessary to perform multiple trainings simultaneously where and when needed. 
Outside consultants can fill that gap and suggest alternative ways of distance 
training to reduce or eliminate on-site remedial training. 
 

Similarly, financial problems of the franchisees may be structural and 
experienced professionals may need to be engaged in order to suggest 
solutions. Financial analysis and alternative business plans may need to be 
constructed and considered by all parties at the table, including vendors, 
landlords, employees and the franchisor. No substitute for experience exists 
when addressing these sensitive topics and the franchisor rarely has 
professionals on staff available to address these challenges on a timely basis. 
The only alternative is to outsource the professional advice. 
 

Restructuring professionals have been engaged by franchise systems at 
the franchisor’s expense, or at the shared expense of franchisor and franchisee, 
                                                                                                                                            

16 Mr. Berra was once asked to join his friend at their usual restaurant. Mr. Berra declined, “Nobody 
goes there anymore. It’s too crowded.”  

17 “You can observe a lot by watching.”-Yogi Berra. 
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to suggest restructuring alternatives to make the franchisee, and the system as a 
whole, more competitive. The advantage of having a system wide consultant is to 
reduce the learning curve of the consultant, which can first hand learn the best 
practices, have readily available access to the metrics, and the confidence of the 
system to make the difficult recommendations. For franchisors which cannot 
afford to subsidize the cost of system wide professionals, the franchisor should 
assemble a list of competent professionals, such as accountants, lawyers, 
restructuring and marketing professionals, and make the list available to the 
franchisees as possible resources. These professionals should be screened to 
ensure that they have no agenda contrary to the best interests of the system and 
be told that they are being introduced by the franchisor as a resource to their 
franchisees. Where the franchisee’s interests are entirely aligned with the 
franchisor, the franchisor may suggest that its own outside professionals be 
engaged to address third party issues. Where the franchisor’s professionals are 
engaged, however, the parties must identify conflicts of interest which may not be 
waived and must otherwise agree to waive all other conflicts in writing.  
 
VII. Work Outs 
 

If the franchisee does not successfully respond to the action plan and the 
franchisee’s failure appears likely, a work out strategy may be the best course of 
conduct to resolve the situation.  Indeed, with the declining availability of bank 
financing in Chapter 11 cases, out-of-court work outs are an emerging trend that 
creditors should consider. 

 
In a “work out” situation the franchisor and franchisee work together 

outside of the franchise agreement.  As used herein, a “work out” is a consensual  
out-of-court plan between a franchisor and its franchisee, and perhaps other 
creditors of the franchisee, to fix or mitigate the franchisee’s failing franchise 
business.  It could include a plan where the franchisee exits the franchise system 
in any number of ways, or it could include restructuring the franchisee’s franchise 
relationship on a temporary or permanent basis.     

 
A. The Advantages and Disadvantages of a Work Out 
 
As a general proposition, a work out can benefit both the franchisor and 

franchisee.  Such is not always the case however, and before pursuing a work 
out strategy, the individual circumstances of each situation should be evaluated 
in terms of its potential benefits and risks.   

 
The advantages of a work out may include: 
 
 1. saving the unit and making it operate successfully, thereby 

generating continued  royalties for the franchisor and profits for 
the franchisee; 
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 2. maintaining the integrity of the local market which may have a 
pre-existing advertising arrangement or expansion plan; 

 
 3. less time consuming and usually less expensive than Chapter 

11; 
 
 4.  less interruption in the conduct of the franchisee’s business; 
 
 5. avoid triggering default clauses in leases and security 

agreements; 
 

 6. maintaining customer goodwill and confidence; and 
 
 7. preserving positive franchisee morale. 
 
The disadvantages of pursuing a work out strategy, on the other hand, 

may include: 
 
 1. prolonging the inevitable failure of the unit, resulting in wasted 

time and expense; 
 
 2. remaining exposed to the automatic stay should the franchisee 

file or threaten to file for bankruptcy protection; 
 
 3. difficulty of procuring acceptance from third party creditors – 

acceptance thresholds; 
 
 4. no centralization of litigation in bankruptcy court; 
 
 5. no ability to stay court proceeding which may be initiated post 

work out agreement; 
 
 6. no ability to reject leases or other burdensome contracts; 
 
 7. no ability to sell/transfer assets free and clear of liens or 

encumbrances absent agreement of all lien holders; 
 
 8. if the work out includes franchisor operation of the unit, 

exposure to vicarious liability claims; 
 
 9. if the work out includes special treatment to the franchisee (e.g., 

royalty deferral, promissory note, management agreement., 
etc.), exposure to implied covenant of good faith and fair 
dealing, or anti-discrimination laws. 
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 10. if the work out includes forbearance, exposure to waiver 
arguments. 

 
B. Forbearance 

 
The most common type of work out is the forbearance agreement.  Under 

a forbearance agreement, the franchisor agrees to forbear from exercising 
remedies that would otherwise be available to it under the franchise agreement 
or at law.  Unlike the exit strategy work out, in a forbearance situation the parties 
work together to save the franchise relationship.  In the typical forbearance 
situation, the distressed franchisee’s accumulated debt is restructured in some 
fashion, such as in the form of a note or settlement agreement, thus allowing the 
franchisee to remain in business and pay down his debt over time. 

 
To induce the franchisor’s forbearance, the franchisor typically requires 

the franchisee to provide some form of enhanced security or enforcement 
mechanisms such as a security interest in personal property, mortgage, 
confession of judgment provision, and/or a guaranty from an additional 
guarantor.  Other provisions in the forbearance agreement that the franchisor 
may require include: (1) the release of all claims by the franchisee against the 
franchisor, (2) an acknowledgement that the work out is not a waiver of any other 
rights the franchisor may have, (3) disclaimers of any promises or reliance upon 
anything contained outside of the forbearance agreement, and (4) that the 
franchisee will pay the franchisor’s collection fees if enforcement of the 
forbearance agreement becomes necessary.  The franchisor may also require 
modifications to the franchise agreement such as shortened notice and cure 
periods, as well as a cross default provision between the franchise and the 
forbearance agreements.18 

 
Where a franchisor has a continuing concern that the distressed 

franchisee will file for bankruptcy protection, the franchisor may have further 
requirements.  For example, while it is common sense that an agreement of this 
type be in writing, a prudent franchisor will be particularly careful to fully 
document in the writing the consideration being given by the franchisor (i.e., its 
forbearance) so as to ward off any subsequent claim of preferential transfers.  
Moreover, if the debt arises from an underreporting situation or other matter 
involving the franchisee’s failure to deal honestly with the franchisor or 
customers, the franchisor may require that the franchisee, in the agreement, 
expressly acknowledge his conduct and that the debt is non dischargeable in any 
subsequent  bankruptcy proceeding.  Finally, the franchisor may require a 
provision which provides for a waiver of the automatic stay (or an agreement not 
to contest the franchisor’s request for relief from stay) in the event of any 
subsequent ly filed bankruptcy.  Pre-petition stay waivers contained in a 
                                                                                                                                            

18 For a more detailed discussion of the forbearance work out, see Elmore, V., Eliades, D., “The 
Financially Distressed Franchisee – Advanced Strategies for Franchisors and Franchisees”, ABA 30th 
Annual Forum of Franchising, Oct. 2007. 
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forbearance agreement, settlement agreement or 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).19 
  

C. Exit Strategies 
 

Where rehabilitation of the failing franchisee is not economically feasible, 
the best work out may be an agreed upon exit strategy for the franchisee.  The 
ideal exit strategy in a work out context would allow the franchisee to exit  from 
the franchise system as whole as possible, possibly with his investment intact, 
and the franchisor to be made whole on fees owed and retain the unit.  More 
often, however, exit strategies are about finding the best way to mitigate the 
parties’ losses.  For example, where the unit is a good location, a franchisor may 
be willing to make concessions on some of the franchisee’s defaults if resolution 
includes keeping the unit in the franchise system, thereby preserving for the 
franchisor a future royalty stream from the unit.   

 
 1. Mutual Termination 
 
As any franchisor attorney tasked with terminating a non cooperative 

franchisee can tell you, enforcing a franchise termination can be time consuming 
and expensive.  The franchisor will likely incur significant attorney fees and costs, 
as well as damages and harm flowing from the continued operation of the 
unauthorized location. The terminated franchisee faces mounting debt, 
injunctions, judgments and foreclosures.  Where the franchise relationship 
cannot be saved, mutual termination is almost always preferable to unilateral 
termination.   

 
By working together to terminate the franchise relationship, both the 

franchisor and franchisee can benefit.  For example, in consideration for the 
franchisee’s prompt cooperation with post termination issues such as de-
identification, return of proprietary materials, trademark issues, telephone 
numbers, etc., the franchisor may agree to restructure and/or forgive certain debt 
owed by the franchisee.  Or, by way of further example, if the franchisor wants to 
retain the franchise location and the franchisee wants to get out of his building 
lease, the franchisee and franchisor – working together - may be better able to 
persuade/motivate the landlord to allow an assignment of the lease to a new 
franchisee.  Lastly, and perhaps most significant, termination by agreement can 
avoid costly litigation and unnecessary bankruptcies. 

 
  

                                                                                                                                            
19 Id. 
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2. Assignment and Assumption 
 
In some work out situations, usually where the franchisor is the principal 

creditor, the failed franchisee can successfully exit the franchise system by 
assigning his franchise business to another franchisee, or perhaps the franchisor.  
This has the desirable effect of providing a quick, if not seamless, transfer of the 
franchise business to a new franchise operator who, in consideration for 
receiving the assets of the business, assumes some or all of its debts and 
liabilities.  The failed franchisee seeking to get on with his life, must abandon his 
original investment but benefits by getting out from under his debt and liabilities.  
The franchisor benefits by keeping the unit within the franchise system, perhaps 
with continuous operation.  Further, where the franchisor itself takes the 
assignment of the franchise business, it can stabilize the business and then 
remarket it to a new franchisee, hopefully for a profit.  If, instead of the franchisor, 
another franchisee takes the assignment of the business, he would have to 
assume the failed franchisee’s debt owed to the franchisor in order to be 
recognized as the new franchisee.  Under this scenario, the franchisor does not 
have to take on the risk of turning the location profitable, and still maintains a 
means of collecting the debt owed it from the failed franchisee. 

 
Where third party creditors who maintain an interest in one or more assets 

of the franchise business are involved (e.g., a landlord and/or bank), these 
creditors must of course be included in and assent to the assignment plan.  
Accordingly, the more third party creditors there are, the more cumbersome and 
difficult it is to achieve this form of work out.   

 
The prudent franchisor may, at the front end of the franchise relationship, 

require that it be given an assignment option in connection with the franchisee’s 
relationship with certain creditors of the franchisee’s new franchise business.  For 
example, the franchisor may require that the lease between the franchisee and 
his landlord contain a conditional assignment option allowing the franchisor, in 
the event of the franchisee’s default under the lease or franchise agreement, to 
assume the lease as lessee and re-assign it to a new franchise operator.  This 
arrangement allows the lease location to remain in the franchise system, and 
gives the failed franchisee a way out of an unwanted continuing liability.  The 
landlord may view this arrangement as beneficial because the franchisor, by 
requiring the assignment option, is indicating a long term commitment to the 
location. 

 
 3. Controlled Sales 
 
As an alternative to holding the franchise in default and proceeding with 

termination, this type of work out agreement provides the franchisee an 
opportunity to market and sell his franchise business for its fair market value.  By 
allowing the franchisee time to market the unit, the franchisee’s chance of 
procuring the best possible price is increased.  In addition to assisting the 
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franchisee to realize maximum value for his investment, this may be the most 
promising means for the franchisor to collect the monies owed it from the 
defaulted franchisee.  Further, if the franchisor wants to keep the unit in its 
franchise system, this type of work out greatly increases the probability that the 
unit will not be lost.     

 
This type of work out is not without its risks and is not appropriate in all 

situations.  For example, if the unit is operating at a substantial loss and the 
franchisee cannot afford to continue to operate the unit, giving the franchisee 
time to try to find a buyer may only worsen the situation for all parties.  The 
franchisor can control this risk to some degree by setting sale parameters which 
should include a reasonable time limitation to achieve the sale, and a price 
threshold (i.e., a designated amount that if matched or exceeded by a bona fide 
offer would require the franchisee to accept the offer).    

 
The controlled sale work out is not limited to situations where the 

franchisee’s defaults are monetary in nature.  Indeed, a controlled sale may be 
the best exit strategy in other types of default situations where the unit is not 
necessarily operating at a loss – such as where the franchisee must leave the 
franchise system because of under reporting or certain customer service issues.  
In these situations, the franchisor’s need to get the franchisee out of the system 
is satisfied, while at the same time the franchisee is given the opportunity to 
achieve the best price possible for his franchise business.  
 
 D. Collective Creditor Compromise (Composition Agreement) 
 

As an alternative to bankruptcy, the collective creditor compromise plan, 
or composition agreement, can be less time consuming and usually less 
expensive.  Under a composition agreement, a debtor agrees to pay creditors a 
percentage of their claims in exchange for the rescinding of those claims.  The 
distribution percentage payable to creditors depends upon the value of the 
debtor’s assets, what the debtor is able to pay, and what the creditors are able to 
negotiate in the bargaining proceedings.  Under this type of work out, usually 
virtually all of the known creditors must participate in the agreement before it can 
be used effectively.  While creditors usually receive less than the full amount of 
the debt owed by the franchisee, it is often more than what they would have 
received in a bankruptcy context. 

 
While the composition agreement has many potential advantages over 

proceeding in a Chapter 11 bankruptcy, it can be difficult to achieve.  The 
composition agreement requires a high acceptance threshold amongst the 
franchisee’s creditors, and is vulnerable to holdouts by difficult/unreasonable 
creditors. 
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VIII. Conclusion 
 

In the difficult economic times which we currently live, it is as important as 
ever for franchisors to protect their systems by monitoring and, where possible, 
assisting their financially distressed franchisees.  Knowing what the warning 
signs are, and keeping a vigilant eye out for problems can increase the chances 
of keeping a franchisee out of financial trouble.  After identifying the distressed 
franchisee, a franchisor can then make an intelligent determination on how best 
to respond.  Formulating an action plan and benchmarking performance is a 
good recipe to avoiding franchisee failure.  When the action plan does not bring 
the desired change, implementing the proper work out strategy can save the 
failing franchisee, or at least mitigate the losses the parties will incur. As always, 
the best plan is the plan the parties make for themselves.   
 
 


