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I. Introduction.1 

Service franchising is an increasingly prevalent franchise model and a significant 
driver of the franchise industry’s continued growth. Broadly speaking, a service franchisor 
licenses its franchisees to provide services to customers using the franchisor’s 
trademarks and uniform business system. The United States alone has almost 290,000 
service franchise establishments in the following sectors:2  
 

• Business service franchises related to insurance, printing, data-processing, tax 

preparation, office administration, professional training, equipment leasing, and 

more. An estimated 108,037 franchise establishments existed in business 

services in 2018, accounting for an estimated 9 percent of all franchise 

establishments.3 

  

• Commercial and residential service franchises related to cleaning, repairs, 

plumbing, facilities support, maintenance and landscaping, contracting, 

remediation, construction services, and similar industries. An estimated 66,966 

franchise establishments existed in commercial and residential services in 

2018, accounting for an estimated 14 percent of all franchise establishments.4 

 

• Personal and consumer service franchises related to education, health care, 

entertainment and recreation, personal and laundry services, veterinary 

services, loan brokerage, credit intermediation and related activities, personal 

transportation, and more. An estimated 113,536 franchise establishments 

existed in personal and consumer services in 2018, accounting for an 

estimated 15 percent of all franchise establishments. Researchers estimated 

that personal and consumer service franchising would have the strongest 

establishment growth among all franchise sectors in 2018.5  

The franchisee territory is the bedrock of most service franchise systems, as well 
as a common source of disputes. In simple terms, a franchisee’s territory is a geographic 
area defined in the franchise agreement, often described by zip codes, where the 
franchisee has the right and license to operate its franchised business of servicing 
customers. For example, a franchise agreement may provide that “Franchisor grants 
Franchisee the right and license to conduct the Franchised Business identified by the 
Trademarks for the territory consisting of the zip codes set forth in Appendix A.” A service 
franchisor may grant an exclusive territory giving a franchisee the right to service all 
customers located in the territory, subject to certain conditions. To illustrate, a franchise 
agreement may state that “Franchisor will not grant a franchise for the operation of 

                                                 
1 The authors recognize and thank Lauren Linderman, Kate Middleton, and Nick Rotchadl of Faegre Baker 
Daniels LLP for their contributions to researching and writing this paper.  
2 IHS Markit Economics, Franchise Business Economic Outlook for 2018 (Jan. 2018), available at 
https://franchiseeconomy.com/files/Franchise_Business_Outlook_Jan_ 2018.pdf.  
3 Id.  
4 Id.  
5 Id. 
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another franchised business within the Territory.” Other franchisors may grant non-
exclusive territories. In both cases, a service franchisor often contractually restricts the 
franchisee from servicing customers outside its territory.  
 

Customer relationships are also at the heart of service franchising. Although the 
franchisee often maintains an office location for managing service to customers in its 
territory, a service franchisee often does not need to operate and staff a traditional 
storefront location for customers.6 Instead, the service franchisee’s employees travel to 
customer locations in the territory to provide services. Customer service is contractual, 
ongoing, and stems from the customer’s geographic location.  
 

The role of territories and the nature of customer relationships in service 
franchising leads to unique challenges. As a supplement to the presentation at the May 
5-7, 2019 IFA Legal Symposium, this paper aims to provide additional background on 
service franchises and lessons from case law and practical experience that franchisors 
and franchisees can use to address challenges related to national accounts, potential 
disputes in servicing customers, territory transfers, and customer relationships and 
transitions.  
 

II. National Account Programs. 

A national account program7 is a unique feature of servicing franchising. A national 
account program helps service franchise systems obtain and serve business customers 
with demands across multiple territories and numerous franchisees. These customers are 
commonly described as “national accounts” because they are large commercial 
enterprises with a nationwide presence. They expect a consistent and seamless 
experience everywhere they receive service and no matter which franchisee provides it. 
With a national account program, a service franchisor and its franchisees position 
themselves to benefit from meeting these significant customer demands. These programs 
are often important for service franchise systems in which franchisees visit customer 
locations rather than operate traditional storefronts.  

 
Here, we give an overview of national account program structures, discuss the 

benefits of national account programs, and derive lessons for service franchise systems 
from several court decisions on key issues for national account programs.  

 
A. Structure of National Account Programs. 

Each franchisor tailors its approach to its industry and unique franchise system, 
but national account programs have some operational similarities regardless of the 
franchise system. The franchisor’s role is usually to market to potential national accounts, 
negotiate the national account contract with the customer, own the national account 

                                                 
6 Some service franchisees in business services, such as tax preparation, still operate a traditional 
storefront.  
7 Franchise systems may use the terms “commercial accounts,” “key accounts,” “national accounts,” or 
“multi-territory accounts” to refer to a program for serving customers with needs across multiple territories 
and franchisees. For this paper, we refer to all such programs as “national account programs.” 
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customer relationship, and act as the primary point of contact for the national account’s 
management team. Once business with a national account begins, the franchisor’s role 
is often limited to routing information, communications, service contracts, and complaints 
to its franchisees. Some, not all, franchisors also bill national account customers. 
Meanwhile, the franchisee’s role is usually to provide the service to the national account, 
manage day-to-day contact with the national account customer’s location in the territory, 
and promptly respond to and resolve any customer complaints or questions.  

 
Significant differences exist in how franchisors document national account 

programs in their franchise agreements, national account contracts, franchise disclosure 
documents, operations manuals, and more. As other commentators have discussed, 
franchisors may take a detailed approach that attempts to near-exhaustively document 
the rights and obligations related to national accounts.8 While this approach may help 
limit disputes in the franchise system, it gives less flexibility to change the national account 
program in response to customer demands or a changing marketplace. Alternatively, 
franchisors may take a broad approach that outlines the national account program, but 
leaves the details to non-contractual documents. As expected, this approach may give 
flexibility to change the national account program while potentially increasing the risk of 
franchisor-franchisee disputes.9  
 

B. Benefits of National Account Programs. 

Before addressing some problems that may arise in national account programs, it 
is important to remember the fundamental business reasons behind these programs. Both 
franchisees and service franchisors can reap significant benefits from a well-run national 
account program. The entire franchise system benefits from significant additional sales 
and revenue, increased cash flow stability from established customers, and the positive 
brand image that flows from doing business with well-known companies. Franchisees, 
specifically, have opportunities to obtain additional customers, increase sales, avoid 
customer acquisition costs, and offload the time and expense of handling some customer 
communications and billing. A national accounts program also allows each franchisee to 
service customers who they would not otherwise service. Meanwhile, for franchisors, a 
national account program builds goodwill toward the brand from significant customers and 
can help drive growth of the franchise system. It also helps the brand compete against 
non-franchised businesses by giving the customer a single point-of-contact for sales, 
contract negotiations, billing, and other important communications.  

 
Of course, customers may also benefit from a franchise system’s national account 

program. From a day-to-day perspective, the customer may receive better service from 
an independent business owner invested in his or her employees providing high-level 
work. Moreover, when day-to-day issues inevitably arise, a franchisee has the freedom, 
experience, and skill to promptly address the issue for the customer.  

                                                 
8 Readers interested in more detail on creating and documenting a national accounts program should see 
Michaele (Shelley) Weatherbie and Gerald Wells, National Customer Account Management Issues, 32nd 
Annual Forum on Franchising (2009).  
9 See id.  
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 National account programs are not without drawbacks. Disputes may arise on 
many fronts, including how the franchisor allocates national accounts, competition 
between franchisees or with the franchisor for national accounts, the franchisor’s 
perceived responsibility to obtain national accounts, ownership of national account 
customer relationships, and more. Court decisions about national account programs 
teach two important lessons. First, franchisors who directly service national accounts 
inside franchisee territories ideally will have compelling business reasons that such 
service benefits the franchise system and will have documented their right to directly 
serve national accounts. Second, a service franchisor’s obligation, if any, to seek or 
provide national accounts to franchisees is ordinarily limited by the terms of the franchise 
agreement.10  
 

C. Lessons from Disputes Related to National Account Programs. 

 

1. Lesson One: Approach Franchisor Direct Service to National 

Accounts with Caution, Sound Business Justifications, and Proper 

Documentation.  

A dispute may arise when a franchisee learns that national accounts in its territory 
are serviced directly by its franchisor. A franchisee may allege the franchisor violated the 
covenant of good faith in the franchise agreement by not acting in good faith in 
determining that the franchisee would not service certain national accounts in its 
territory.11 A franchisee may also allege that the franchisor tortiously interfered in the 
franchisee’s business relationships by usurping national accounts from the franchisee. 
Finally, a franchisee may allege that the franchisor breached the franchise agreement by 
encroaching upon the franchisee’s territory.12 In advance of directly servicing national 
accounts, it is important for a franchisor to develop and document its justifiable business 
reasons and contractual right to directly service national accounts.  
 

Interim Health Care of Northern Illinois, Inc. v. Interim Health Care, Inc. illustrates 
how a service franchisor might have the right to service national account customers even 
absent national account language in the franchise agreement. The plaintiff franchisee 
entered a license agreement to provide temporary medical services in homes under the 

                                                 
10 There are several other important legal issues with national accounts, especially around antitrust laws. 
The scope of this paper does not cover antitrust issues, but there are excellent papers on the topic. See, 
e.g., Quentin R. Wittrock & Jeremy L. Johnson, Can Franchisors Control Franchisee Prices, Franchise Law 
Journal (Spring 2009); Richard A. Duncan & Alison K. Guernsey, Waiting for the Other Shoe to Drop: Will 
State Courts Follow Leegin?, Franchise Law Journal (Winter 2008).  
11 Good faith and fair dealing claims must show that the applicable state law has a covenant of good faith 
implied into the franchise agreement. Some states do not.  
12 Franchisees may also allege that the service franchisor who directly services national accounts is 
engaged in the same line of business as its franchisees. In some jurisdictions and specific contexts, a 
franchisor’s involvement in the same line of business as its franchisees may, arguably, expose a service 
franchisor to allegations that it is an employer of its franchisees.  Dynamex Operations W. v. Superior Court, 
4 Cal. 5th 903, 957-61 (2018) (adopting the “ABC test” for part of the California Industrial Welfare 

Commission's definition of “employ” and explaining that one prong of the ABC test considers whether 
the alleged employer is in the same course of business as the alleged employee).     
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Interim Health brand.13 The franchisee filed a lawsuit alleging, among other things, that 
Interim-National breached the franchise agreement by encroaching on her allegedly 
exclusive territory through directly servicing national account customers.14 For the 
encroachment claim, the Seventh Circuit held that Interim-National had not encroached 
on the franchisee’s territory because nothing in the franchise agreement prohibited the 
franchisor from providing services to national accounts in her territory.15 The franchisee 
relied primarily upon language in the franchise agreement that “Company agrees that . . 
. neither it nor any person or firm authorized or licensed by it shall establish an office for 
the purposes heretofore described, within the foregoing area.”16 The Court found that, 
while perhaps the franchisor could not establish an office of a certain type in the territory, 
it could offer services to national accounts in the territory.17  

 
A service franchisor may also explicitly address its contractual right to service 

national accounts in the franchise agreement. In Franklin Tractor Sales v. New Holland 
North. America, plaintiff Franklin Tractor Sales (“Franklin Tractor”) distributed construction 
equipment for defendant New Holland North America, Inc. (“New Holland”).18 Franklin 
Tractor had sold equipment to customer NationsRent for several years. Eventually, New 
Holland announced a national account program where it would sell equipment directly to 
certain customers, including NationsRent. Franklin Tractor was initially still receiving 
revenue for delivering equipment to NationsRent, but fifteen months into the new 
program, New Holland decided that a single company would perform all delivery of 
equipment to national accounts. New Holland’s goal was to standardize the delivery 
process for all national accounts, which effectively cut-out Franklin Tractor from any 
revenue from NationsRent.19 
 

Franklin Tractor sued New Holland for tortious interference in its business 
relationship with NationsRent. Crucially, the parties’ dealership agreement provided that 
“[New Holland] may make sales . . . to others without liability to the Dealer,” that “New 
Holland reserves the right to sell . . . directly to end users,” and provided for “direct sales” 
from New Holland.20 New Holland moved for summary judgment arguing that its 
interference was privileged under Ohio law and the court agreed. The district court was 
primarily persuaded by New Holland’s business reasons—acting in response to 
NationRent’s interest in direct sales and to protect its position with NationsRent.21 On 
appeal, the Sixth Circuit affirmed summary judgment to New Holland on a different basis. 
It found that New Holland’s conduct was privileged because the dealership agreement 
expressly allowed New Holland to sell directly to NationsRent.22 Additionally, the 

                                                 
13 Interim Health Care of N. Ill., Inc. v. Interim Health Care, Inc., 225 F.3d 876 (7th Cir. 2000).  
14 Id. at 879.  
15 Id. at 883.  
16 Id. at 880. 
17 Id.  
18 106 Fed. Appx. 342, 343 (6th Cir. Aug. 5, 2004).  
19 Id.  
20 Id. 
21 Id. at 345. 
22 Id. at 346. 
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dealership agreement did not place any sort of reasonableness limitation on New 
Holland’s right to sell directly to NationsRent.23 
 

Franchisees will likely have more success against service franchisors who cannot 
identify persuasive contractual language or business reasons for direct service to national 
accounts. In Toledo Mack Sales & Service, Inc. v. Mack Trucks, Inc., plaintiff Toledo Mack 
Sales & Service Inc. (“Toledo”) was a distributor of defendant Mack Trucks, Inc. (“Mack 
Trucks”).24 Toledo alleged that Mack Trucks tortiously interfered with Toledo’s attempt to 
sell equipment to national accounts and usurped those sales.25 On summary judgment, 
Mack Trucks did not argue it had a contractual right to directly service national accounts 
or that its conduct was justified. Rather, it claimed that Toledo had no evidence of 
interference with a customer relationship. Evidence showed, however, that Mack Trucks 
offered special deals and low prices to national accounts that were unavailable to Toledo, 
as well as tried to prevent sales by Toledo when Toledo submitted requests for sales 
assistance.26 Evidence also showed that specific prospective customers walked away 
from negotiations with Toledo due to the higher prices it had to charge.27 The court denied 
summary judgment because there were disputed facts about whether national accounts 
would have bought from Toledo absent the interference by Mack Trucks.28 
 

Finally, one decision illustrates how a franchisor could directly service national 
accounts but not prohibit franchisees from doing the same. In Sensormatic Electronics 
Corp. v. First Nat’l Bank of Pennsylvania, the plaintiff franchisor Sensormatic Electronics 
Corporation (“Sensormatic”) entered a franchise agreement with defendant franchisee 
covering Pennsylvania and Delaware.29 The franchise agreement gave Sensormatic, as 
franchisor, the right to perform services to national accounts in the franchisee’s territory.30 
Sensormatic also claimed it could affirmatively exclude its franchisee from servicing 
national accounts in the territory “to avoid channel conflicts.”31 It based the latter right on 
franchise agreement language requiring the franchisee to “distribute Equipment in 
accordance with the marketing policies and programs established from time to time by 
the Franchisor in its sole discretion.”32 While the court upheld Sensormatic’s right to 
service national accounts in the franchisee’s territory,33 the court found that the franchisee 
had a contractual right to service national accounts and Sensormatic unreasonably 
exercised its contractual discretion in prohibiting that service.34  
 

                                                 
23 Id. at 347.  
24 2005 WL 724117, at *1 (E.D. Penn. Mar. 29, 2005), as amended 2006 WL 2385519 (E.D. Penn. Aug. 
16, 2006). 
25 Id. at *1, 11. 
26 Id.  
27 Id.  
28 Id. at *12. 
29424 F. Supp. 842, 843 (W.D. Penn. 2006). 
30 Id. at 846-847.  
31 Id. at 848.  
32 Id. (emphasis added.) 
33 Id. at 847. 
34 Id. at 848-49. 
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These cases demonstrate that, before granting itself the right to service national 
account customers, a service franchisor should develop and document compelling 
business reasons to service national accounts. Compelling business reasons may 
include, for example, building the brand’s reputation, servicing national account 
customers with business in primarily corporate-owned territories, or, as in Franklin 
Tractor, when certain customers demand direct service. Franchisors should also review 
their franchise agreement language to determine if there is an explicit right to service 
national accounts in a franchisee’s territory, or at least an absence of contrary language. 
No matter the theory of liability (encroachment, good faith and fair dealing, tortious 
interference, etc.), national accounts disputes generally turn on the business reasons for 
the service franchisor to directly service national accounts and what the franchise 
agreement says, if anything, about the franchisor’s right to operate inside the franchisee’s 
territory. Franchisees understandably have significant concerns if their service franchisor 
takes a cavalier approach to direct service under a national account program, versus 
those who can explain the business justification and contractual basis.  
 

2. Lesson Two: The Service Franchisor’s Obligation to Seek or 

Provide National Accounts for its Franchisees has Limitations.  

A second scenario in which disputes arise is when the service franchisor has, or 
is perceived to have, an obligation to seek or provide national accounts for its franchisees. 
Franchisees typically file these claims as simple breach of contract claims or with 
allegations that the franchisor misrepresented its national account program. As expected, 
the franchise agreement language is vital to how these disputes play-out in courts.  
 

Auto-Chlor System of Minnesota v. JohnsonDiversey, illustrates how a franchisor 
may not have any obligation to seek or obtain national accounts where there is an 
absence of national account language in the franchise agreement.35 Plaintiffs were eight 
commercial dishwashing dealers who signed dealer contacts in the 1970s and 1980s with 
exclusive territories to use the Auto-Chlor system’s trademarks and products. The dealer 
contracts did not include any language referencing the licensor’s obligation to obtain 
national accounts. Still, during the next two decades, the plaintiffs received several 
representations about how developments in the Auto-Chlor system would push the 
system toward obtaining national or “chain” accounts.36  

 
The plaintiffs eventually sued the owner of the Auto-Chlor system and related 

companies for breach of the implied covenant of good faith and fair dealing. Plaintiffs 
alleged that the defendants failed in their obligation to develop national and chain 
accounts. In rejecting this claim, the court found persuasive that the dealer contracts did 
not have any terms requiring defendants to develop national or chain accounts.37 To the 
contrary, if anything, the dealer contracts obligated plaintiffs to develop business in their 
territories. Under the applicable Tennessee law, the court would not alter or modify 

                                                 
35 328 F. Supp. 2d 980 (D. Minn. 2004). 
36 Id. at 990-992, 999, 1023.  
37 Id. at 999. 
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contractual obligations to impose additional obligations on defendants. The court 
accordingly granted summary judgment to defendants on the national account claim.38 

 
Leonetti Furniture Manufacturing Co. v. Sealy, Inc., shows that a franchisor’s 

unsuccessful efforts to seek national accounts should not give rise to a breach of contract 
claim, given appropriate franchise agreement language.39 In Leonetti, the manufacturer 
Ohio Mattress Company (“Ohio”) and the plaintiff distributer entered a license agreement 
for the plaintiff to sell Sealy-branded sleeper-sofas. The license agreement required Ohio 
to “seek to cultivate the patronage of National Accounts.” Ohio allegedly made 
representations to the plaintiff that Ohio was “very near” to obtaining Sears as a mattress 
customer for the national account program, which made it “extremely likely” that Ohio 
would also obtain Sears as a sleeper-sofa customer.40 Ohio did not ultimately obtain the 
Sears national account for sleeper-sofas; rather, it contracted for the supply of mattresses 
to regular Sears stores and the supply of sleeper sofas to new Sears “Home Life Stores.”  

 
The plaintiff sued Ohio alleging that it breached the covenant of good faith by failing 

to obtain the Sears national account for sleeper-sofas. Yet, the evidence showed that 
Ohio had discussed a “full-blown assault” on Sears for Sealy-branded sofa sleepers, 
which the plaintiff described as “dazzling.”41 Under these circumstances, the court found 
that Ohio sufficiently sought to cultivate the patronage of national accounts because it 
obtained Sears as a customer for mattresses and Sears “Home Life Stores” as a customer 
for sleeper-sofas.42 Although not expressly addressed by the court, the franchise 
agreement’s language that the franchisor must merely “seek to cultivate” national 
accounts suggests that mere effort alone is sufficient. On a preliminary injunction motion, 
the court found that Ohio likely did not breach the covenant of good faith.43 
 

Finally, Interim Health demonstrates that a franchisor’s discretion in providing 
national accounts to a franchisee is an opening for successful franchisee claims. The 
license agreement in Interim-Health provided that Interim-National “agrees to . . . furnish 
national account leads.”44 The license agreement was vague about which leads Interim-
National could withhold, if any, and on what basis. The plaintiff franchisee claimed Interim-
National breached the duty of good faith and fair dealing by usurping national account 
leads for itself. The court seized upon Interim-National’s admissions that it had discretion 
to furnish account leads under the franchise agreement’s language and had decided to 
not furnish some national account leads to the franchisee due to underperformance.  

 

                                                 
38 Id. The court also analyzed a promissory estoppel claim alleging that plaintiffs relied to their detriment on 
defendants’ promises to expand Auto-Chlor’s profile with national accounts. Id. at 1021. The court rejected 
the promissory estoppel claim because the so-called “promises” were unenforceably vague and plaintiffs 
did not show justifiable reliance upon those promises. Id. at 1022.  
39 1990 U.S. Dist. LEXIS 20994 (D. Or. Aug. 30, 1990). 
40 Id. at *36 
41 Id. at *8 
42 Id.  
43 Id. at *36 
44 225 F.3d 876, 883. 
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Applying Illinois law, the court held that duty of good faith governed Interim-
National’s discretion, whereby it was “not permitted to withhold national account leads for 
improper motives, or in a manner inconsistent with the reasonable expectation of the 
parties.”45 The court found that the franchise agreement did not allow Interim-National to 
condition furnishing account leads on performance; rather, it implicitly required Interim-
National to assist the plaintiff with performance issues. Yet, the franchisor had withheld 
national accounts based on the franchisee’s performance and the evidence suggested 
Interim-National may have possessed an improper motive to take over the territory with 
a corporate presence.  Therefore, the Seventh Circuit held that Interim-National may have 
violated the covenant by failing to furnish national accounts leads to the franchisee.46 

 
To summarize, the franchise agreement’s language is vital to the franchisor’s 

obligation to seek or provide national accounts to its franchisees. The court in Auto-Chlor 
did not impose any burden on the franchisor to seek or obtain national accounts where 
no such language existed in the agreement, while the courts in Leonetti and Interim Health 
did so to varying degrees. In Leonetti, the franchise agreement language, “seek to 
cultivate the patronage of National Accounts,” was more favorable to a franchisor 
because it did not require the franchisor to successfully obtain national accounts or 
provide national accounts to the franchisee. The result in Leonetti makes practical 
business sense because reasons outside of the franchisor’s control may cause the 
national account to go elsewhere. But once the franchisor has retained a national 
account, as in Interim Health, the franchisor’s decision to send that account to itself for 
direct service or another franchisee will understandably be closely scrutinized by the 
franchisee under any potentially applicable franchise agreement language.  

 
III. Potential Conflicts in Franchisee Service of Customers.  

Another issue unique to service franchising is the possibility of a dispute when 
more than one franchisee could potentially serve the same customer in a territory. This 
typically happens in three situations. First, when a new customer is located in the 
nonexclusive territory of two or more franchisees. Next, when a new customer is located 
in an unassigned territory where no franchisee has the contractual right to provide service, 
but there are two or more nearby franchisees who would provide service if allowed to do 
so. Finally, where one franchisee encroaches on a neighboring franchisee’s territory by 
serving customers in the adjacent territory. These situations all create legal risk and 
uncertainty on who should service the customer account.  

 
A. Lessons Regarding Conflicts in Franchisee Service of Customers. 

 

1. Lesson One: Act Consistently When Referring or Assigning Customer 

Accounts to Eligible Franchisees. 

A best practice is for a franchisor to assign or refer the new customer account 
consistent with its historical practices, in good faith, and without preferential treatment 

                                                 
45 Id. at 884.  
46 Id.  
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between similarly situated franchisees. By doing so, the assignment or referral of 
accounts is more likely defensible when disagreements arise, regardless of the 
franchisor’s method for account referral or assignment. In contrast, arbitrary or 
inconsistent practices for assigning or referring accounts to franchisees may open a 
franchisor to liability for discrimination or violation of the covenant of good faith and fair 
dealing, among other context-specific claims.  

 
Several states have laws or regulations that protect similarly situated franchisees 

from disparate, discriminatory treatment by a franchisor.47 In those states, a franchisee 
may assert a claim for discrimination by alleging a franchisor’s treatment is arbitrary or 
disparate as compared to similarly-situated franchisees. Accordingly, if two or more 
similarly situated franchisees are capable of providing service to an account, a franchisor 
risks litigation if its assignment of the account to one franchisee over another is 
inconsistent with its historical practices or suggests the preferential treatment of one 
franchisee over another.  

 
Some states also recognize a claim for violation of the covenant of good faith and 

fair dealing in franchise relationships. What constitutes a violation of the implied covenant 
of good faith and fair dealing varies from state to state, but in general a claim for violation 
of the implied covenant may arise when a franchisor’s conduct prevents a franchisee from 
realizing the benefits of the parties’ bargain. In this context, a franchisee could potentially 
assert a claim for a violation of the implied covenant of good faith and fair dealing arising 
from a franchisor’s arbitrary or inconsistent assignment of accounts because the 
franchisor’s conduct arguably deprives the franchisee of benefits of the franchise 
agreement, e.g. revenue and market exposure in a given territory.  

 
To manage their risk, franchise systems handle the referral or assignment of 

customer accounts differently. In some franchise systems, franchisees receive initial 
customer business from the franchisor upon signing the franchise agreement, but the 
franchisee has no right to additional business in or outside its territory. Others may 
establish, in the franchise agreement or otherwise, objective criteria for assigning or 
referring customer accounts. While the specific methodology will vary, the key is that the 
franchisor can explain to its franchisees or a court how the methodology is consistent, in 
good faith, and without preferential treatment between similarly situated franchisees.  
 

2. Lesson Two: Franchisors and Franchisees Should Reduce Agreements 

Concerning Service in Unassigned Territories to Writing. 

Allowing a franchisee to service an unassigned territory can be beneficial for 
franchisors and franchisees alike. For a franchisor, it can provide a low-risk opportunity 
to test the viability of a new market without investing its own substantial resources. And, 
it increases brand recognition of a franchise business that previously had no (or little) 
presence in the unassigned territory. For a franchisee, servicing an unassigned territory 
provides an opportunity to expand its customer base and increase revenue without 
purchasing an additional territory.  

                                                 
47 See, e.g., Minn. Admin. R. 2860.4400(B).  
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But service in unassigned territories also carries substantial risks for franchisors 

and franchisees. Service in such territories often manifests from a handshake or verbal 
agreement between a franchisor and franchisee and is arguably not governed by the 
terms of a franchise agreement. Even if certain aspects of a franchisee’s service in an 
unassigned territory is governed by the franchise agreement, the terms governing 
expansion into an unassigned territory are limited.  

 
Accordingly, servicing unassigned territories may result in a disagreement 

between the franchisor and franchisee. For example, should the revenue generated by 
the unassigned territory be included in the valuation of the franchise business when the 
franchisee wants to sell or transfer its franchise? Can a franchisor enforce post-
termination restrictive covenants against a franchisee that continues to operate in 
unassigned territories when service in those territories was not governed by any written 
agreement? Has the parties’ course of dealing expanded the franchisee’s territory to 
include the unassigned territory? Franchisees and franchisors can protect their interests 
in unassigned territories by reducing any agreement concerning those territories to 
writing.  

 

a. Post-Termination Restrictive Covenants May be Unenforceable in 

Unassigned Territories. 

Without a written agreement, a franchise agreement may be inapplicable to a 
franchisee’s operations in an unassigned territory, increasing the likelihood that a 
franchisor will be unable enforce post-termination or expiration non-compete and non-
solicitation obligations.  

 
In Window Gang Ventures, Corp. v. Salinas, defendant Gabriel Salinas 

(“Franchisee”) executed a franchise agreement (“Franchise Agreement”) with Plaintiff 
Window Gang Ventures (“Franchisor”) to sell window cleaning services under the Window 
Gang brand in Wilmington, North Carolina (“Operating Territory”).48 The Franchise 
Agreement precluded Franchisee from “soliciting customers and/or advertising outside 
the defined Operating Territory.” The Franchise Agreement also contained a post-
expiration and termination non-compete that precluded Franchisee from competing with 
Franchisor for a period of 2 years within a 50-mile radius of the Operating Territory.  
 

During the course of the relationship, Franchisee expanded his Window Gang 
services into nine unassigned territories (“Unassigned Territories”). Franchisor verbally 
approved Franchisee’s operation in those territories, and Franchisee paid a franchise fee 
and made royalty payments on the Unassigned Territories. But Franchisor and 
Franchisee never entered a written agreement concerning the Unassigned Territories.  
 

Years later, the Franchise Agreement expired and the parties failed to reach a 
renewal agreement. Franchisee began operating his former Window Gang locations, 
including the locations in the Unassigned Territories, under the name Window Ninja. In 

                                                 
48 No. 18 CVS 107, 2018 WL 1046613 (Sup. Ct. N.C. Feb. 21, 2018), 
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connection with the rebranding of its former Window Gang locations, Franchisee sent e-
mails to his former customers stating that Window Ninja was the same business, with the 
same staff, management, and leadership, but with an improved name and logo; he also 
continued to use the phone numbers affiliated with his Window Gang franchises and 
routed calls to Window Ninja through the Window Gang numbers. As a result, Window 
Gang’s customers expressed confusion about its affiliation with Window Ninja.  
 

Franchisor moved for a preliminary injunction seeking, among other things, to 
enjoin Franchisee from (1) using Window Gang’s marks, proprietary information, and 
telephone numbers; (2) operating a competing business in any of Franchisee’s former 
territories; and (3) soliciting Window Gang’s customers. The court enforced the Franchise 
Agreement’s post-expiration terms as to the Operating Territory and enjoined Franchisee 
from using Window Gang marks, proprietary information, and telephone numbers at any 
Window Ninja location. The Court found that the Unassigned Territories were not subject 
to the Franchise Agreement, including its restrictive covenants, however, because neither 
the Franchise Agreement nor any other agreement governed Franchisee’s operation in 
those territories. 
 

The parties’ failure to execute a written agreement regarding Franchisee’s service 
in the Unassigned Territories prevented the Franchisor from enforcing the post-expiration 
terms of the Franchise Agreement. As a result, Franchisor was denied the full benefit of 
its years of investment and increased brand recognition in those territories, and likely 
struggled to assign those territories due to Franchisee’s continued service in those 
markets.  
 

b. Service of an Unassigned Territory May Preclude a Franchisee from 

Realizing a Return on the Investment into the Territory. 

Failing to secure written agreements regarding the service of unassigned territories 
carries substantial risks for franchisees, as well. For example, a franchisee that services 
an unassigned territory may not be entitled to compensation for the “sweat equity” and 
financial investment dedicated to the unassigned territory if the franchisor later revokes 
permission to service the territory. And, a new franchisee assigned the territory may 
struggle to grow a successful business if it has to compete with the former franchisee that 
serviced the unassigned territory.  
 

In VenVest Ballard, Inc. v. Clockwork, Inc., Clockwork, Inc. (“Clockwork”) sold 
VenVest Ballard, Inc. (“VenVest”) exclusive rights to provide HVAC services to customers 
in certain territories, including Southern California (the “Territory”).49 In addition to the 
exclusive territories, the franchise agreement also granted VenVest the right to “accept 
orders from customers located outside the Territory only if no other franchisee using the 
Licensed Marks has been given that other territory.”  
 

VenVest’s Territory bordered several unassigned territories including Temecula, 
California. VenVest made a significant investment in marketing its services within 

                                                 
49 No. ED CV 14-00195-MWF (Ex), 2015 WL 12745801 (C.D. Cal. Feb. 11, 2015). 
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Temecula and secured a number of customers there. The Temecula territory eventually 
accounted for a large portion of VenVest’s revenue in Southern California. Taking note of 
VenVest’s significant investment into the Temecula territory, Clockwork warned VenVest 
that investing in the territory was risky because VenVest could sell the rights to Temecula 
at any time.  
 

And, Clockwork did eventually sell the rights to the Temecula territory to an existing 
franchisee (“Temecula Franchisee”) and notified VenVest of the sale. VenVest objected 
to the sale because Clockwork had failed to offer it the first right of refusal for the 
Temecula territory, and notified Clockwork it was rescinding the franchise agreement 
because Clockwork allegedly failed to provide it with a franchise disclosure document in 
violation of California law.  

 
Clockwork and VenVest negotiated a resolution pursuant to which Clockwork 

agreed to purchase VenVest’s franchises. The parties entered into a letter of intent 
(“LOI”), which allowed Clockwork time to conduct due diligence and make a final purchase 
offer. Clockwork’s subsequent valuation of VenVest excluded the value of the Temecula 
territory because it was not included in VenVests’s exclusive territory under the franchise 
agreement and therefore its revenue should not be included in its purchase evaluation. 
Given that Temecula accounted for a significant portion of VenVest’s business, it declined 
the offer and protracted litigation ensued.  
 

Meanwhile, the Temecula Franchisee struggled to gain traction with any customers 
due to VenVest’s continued service of the territory. Though the Temecula Franchisee 
complained to Clockwork about VenVest’s ongoing marketing and sales activity within its 
exclusive territory, Clockwork was unable to offer it a timely resolution. VenVest’s activity 
in the Temecula territory prevented the new franchisee from realizing adequate sales, 
causing it to close the business and rescind its franchise agreement. Clockwork brought 
separate litigation against the franchisee for breach of contract, among other things.  
 

Though it is unclear how this case ultimately resolved, it is apparent that everyone 
involved was harmed by allowing a franchisee to informally service an unassigned 
territory. Most, if not all, of the resulting conflict could have been avoided by executing a 
written agreement that governed VenVest’s service, and investment, in the Temecula 
territory.  

 
c. A Written Agreement Alone Does Not Eliminate Litigation Risk from 

Franchisee Service to Unassigned Territories.  

While providing service to unassigned territories can be beneficial to franchisors 
and franchisees under certain circumstances, it undoubtedly increases the risk of litigation 
even when there is some writing governing service in unassigned territories. In ASI Sign 
Systems, Inc. v. Architectural Systems, Inc., defendant-franchisee Architectural Systems, 
Inc. (“Architectural”) executed two franchise agreements (“Franchise Agreements”) with 
ASI Sign Systems, Inc. (“ASI”) to sell and install architectural sign products.50 Pursuant 

                                                 
50 No. 98 Civ. 4823 (SAS), 1999 WL 553825 (S.D.N.Y. Jul. 29, 1999), 
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to the Franchise Agreements, Architectural received exclusive territories in Alabama and 
Georgia and was precluded from operating outside of those territories without ASI’s prior 
written approval.  
 

After executing the agreements, one of Architectural’s sales associates relocated 
to Knoxville, Tennessee. At that time, Tennessee was an unassigned territory and ASI 
agreed in writing to allow Architectural’s employee to operate a sales office out of her 
Knoxville home. ASI formally recognized the Knoxville office by, among other things, 
listing the office on its website, in its marketing material, and in its corporate material, and 
gave Architectural a written option to purchase the Knoxville territory. In its offer letter, 
ASI reserved the right to withdraw its recognition of the office if Architectural did not 
exercise the purchase option.  
 

Architectural did not exercise the option, but ASI continued to allow it to operate 
the Knoxville office for more than six years. Around that time, ASI began marketing the 
Tennessee territory to existing and new franchisees. It directed Architectural to close the 
Knoxville office, but renewed its offer for Architectural to purchase the Knoxville territory 
rights. For several months ASI and Architectural negotiated the sale of the Tennessee 
territory, but never came to an agreement.  
 

About two years after renewing its purchase offer to Architectural, ASI entered into 
a franchise agreement with Nashville Sign Systems, Inc., and granted it an exclusive 
territory in Tennessee. It again demanded that Architectural close the Knoxville office, but 
Architectural refused. ASI sued to enjoin Architectural from continued operation.  
 

Architectural argued, among other things, that ASI should be equitably estopped 
from enjoining its operations in Knoxville because ASI granted Architectural the right to 
operate in Knoxville through the parties’ course of dealing, and Architectural reasonably 
relied on ASI’s representations that it had the right to service the Knoxville area. The court 
disagreed and granted the injunction because ASI had extended a written purchase offer 
to Architectural on multiple occasions in which it offered Architectural the option to 
purchase the Knoxville territory and reserved its right to withdraw Architectural’s 
permission to operate in Knoxville.  
 
 Here, ASI created a written record of at least some of the terms governing 
Architectural’s operation in Knoxville. It provided Architectural the right to purchase the 
territory and reserved its right to revoke Architectural’s permission to operate in the 
Knoxville. By all accounts, ASI attempted to advise Architectural that absent an 
agreement to purchase the Knoxville territory rights, it may have to cease operations in 
Knoxville at any time.  
 

But ASI also chose to formally recognize the Knoxville office on its website and in 
marketing materials. And, it allowed Architectural to establish itself in the Knoxville 
territory over the course of more than eight years. Here the court enforced the terms of 
the franchise agreement and enjoined Architectural’s Knoxville operations. Yet, a different 
court could very well have not enjoined Architectural upon finding that Architectural 
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reasonably relied on the parties’ eight-year long course of dealing in lieu of ASI’s limited 
correspondence.  

 
At the end of the day, permitting service in unassigned territories can be extremely 

beneficial to franchisors and franchisee alike. It provides a franchisor the opportunity to 
test the viability of expanding into an open territory while increasing brand recognition, 
and it allows a franchisee the opportunity to increase its client base and footprint without 
purchasing additional franchise rights. But, it inevitably creates an increased risk for 
litigation because the terms are rarely memorialized in a comprehensive written 
agreement and a franchisee may never fully realize the benefit of its investments into the 
unassigned territory when it is later assigned to a new franchisee.  

 
3. Lesson Three: Franchisors and Franchisees Have Opportunities to Reach 

Practical Solutions to Franchisee Encroachment.  

In most service franchise systems, the franchise agreement prohibits the 
franchisee from servicing customers outside of the franchisee’s defined territory, unless 
specifically approved by the franchisor. Unfortunately, a franchisee may occasionally 
breach this restriction by servicing a customer in another franchisee’s protected territory. 
This unlawful encroachment creates unhealthy friction between neighboring franchisees 
who should instead work together to build the brand in their larger region. It also its puts 
the franchisor in a difficult situation between two franchisees both seeking to serve the 
same customer.  

 
While the franchisor should reserve its legal rights to default and terminate the 

offending franchisee for its encroachment into another’s territory, a practical solution may 
offer the best outcome. As a general matter, the franchisor often reserves its rights in 
writing and then works with the two franchisees to resolve the encroachment. Each 
situation is unique to the franchisees and territories involved, the scope of the 
encroachment, and the nature of the business. But resolution often involves the 
encroaching franchisee (1) paying the revenue obtained from servicing the customer to 
the non-encroaching franchisee, (2) transferring the customer to the non-encroaching 
franchisee, (3) purchasing additional zip codes from the non-encroaching franchisee in a 
partial or full territory transfer, or (4) agreeing to some combination of all three of these 
solutions. The non-encroaching franchisee and its franchisor will want to promptly 
address franchisee encroachment before it becomes so prevalent and profitable that the 
encroaching franchisee sees litigation, rather than mutual resolution, as a viable 
alternative.  

 
 
 

 
IV. Territory Transfers. 

Issues frequently arise in service franchising in connection with territory transfers. 
A franchisee’s ability to transfer its territory—and a franchisor’s corresponding right to 
ensure only qualified franchisees enter the franchise system—is typically governed both 
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by the transfer provisions of a franchise agreement and by state franchise relationship 
laws, which may set forth certain limitations on a franchisor’s right to withhold consent to 
a proposed territory transfer. This section summarizes background on transfer provisions 
in franchise agreements and transfer obligations under state franchise laws,51 and elicits 
lessons for service franchise systems from several court decisions regarding territory 
transfers. 
 

A. Transfer Provisions in Franchise Agreements. 

Franchise agreements should include provisions governing a franchisee’s right 
and ability to transfer its territory. Such provisions often set forth certain conditions for the 
franchisor’s approval of any transfer, including, for example, that: 

 

• The current franchisee is not in default of any provision of the franchise 

agreement; 

 

• The proposed transferee executes the franchisor’s then-current standard form 

franchise agreement; 

 

• The franchisor has the opportunity to review the transfer documents; 

 

• The franchisor receives a transfer payment; 

 

• The proposed transferee successfully completes the franchisor’s standard 

training requirements; 

 

• The existing franchisee executes a release;  

 

• The franchisor has a right of first refusal on the proposed transfer; and 

 

• The franchisor has the right to consent to the proposed transfer. 

This latter condition—the franchisor’s right to consent to the proposed transfer—is 
intended to address the sometimes-competing interests between the franchisee’s desire 
to sell its business to the highest bidder and the franchisor’s desire to have franchisees 
who best represent the brand and the franchise system. Such provisions often set forth 
standards for when a franchisor can withhold its consent to a transfer, ranging from 
complete and total discretion—i.e., the right to withhold consent for any reason (or no 
reason)—to a requirement that the franchisor not “unreasonably” withhold consent. 
Likewise, the franchise agreement may set forth an exhaustive or non-exhaustive list of 
factors a franchisor may consider in deciding whether to consent to a transfer, such as 

                                                 
51 A detailed analysis of transfer rights and obligations under state franchise laws is beyond the scope of 
this paper, but there are several excellent papers on the topic. See, e.g., Phyllis Alden Truby & David A. 
Beyer, Fundamentals 201: Transfers and Assignments in Franchising, 37th ABA Forum on Franchising 
(Oct. 15-17, 2014); Terrence M. Dunn, The Franchisor’s Control Over the Transfer of a Franchise, 27 
FRANCHISE L.J. 233 (2008). 
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the character, financial ability, and business experience of the proposed transferee. In 
such a case, the franchisor may be limited by the terms of the franchise agreement in 
exercising its right to consent to a proposed transfer.  

 
B. State Franchise Relationship Laws on Territory Transfers. 

Many states have franchise relationship laws that may supplement or supersede 
any contractual transfer provisions set forth in a franchise agreement. These state laws 
often set certain limitations on a franchisor’s right to withhold its consent to a proposed 
transfer. For example, several states specify standards that a franchisor must meet when 
declining a proposed transfer, including: 

 

• Prohibiting a franchisor from withholding its consent to a transfer “except for 

good cause”52; 

 

• Prohibiting a franchisor from “unreasonably” withholding consent to a 

transfer53;  

 

• Requiring that any refusal to consent to a transfer not be “arbitrary or 

capricious”54; or 

 

• Requiring that any refusal to consent to a transfer be accompanied by a written 

notice setting forth “material reasons relating to the character, financial ability 

or business experience of the proposed transferee” as grounds for rejecting the 

proposed transferee.55 

In addition, some state statutes may invalidate transfer provisions contained in franchise 
agreements unless they meet certain criteria. For example, in Michigan, a franchise 
agreement’s transfer provision is deemed “void and unenforceable” if it permits a 
franchisor to withhold its consent “except for good cause.”56  
 

C. Lessons from Litigation on Transfers in the Service-Franchising Context. 

Unsurprisingly, when a franchisor withholds consent to a proposed territory 
transfer, the disappointed franchisee or proposed transferee may claim that the franchisor 
abused its power under the terms of the franchise agreement, under the relevant state 
franchise relationship law, or based on some other legal or equitable theory. Cases 

                                                 
52 Haw. Rev. Stat. § 482E-6(2)(I); see also Mich. Comp. Laws § 445.1527(g). Some statutes even go so 
far as to delineate the circumstances that constitute “good cause” to decline a transfer, such as when the 
proposed transferee does not meet the franchisor’s then-current “reasonable qualifications or standards,” 
fails to meet the franchisor’s lawful “instruction and training obligations,” or refuses to “sign the current form 
of franchise agreement.” Haw. Rev. Stat. § 482E-6(2)(I)(i)-(iv); see also Mich. Comp. Laws § 445.1527(g)(i)-
(iv). 
53 Minn. Stat. § 80C.14(5); see also Wash. Rev. Code § 19.100.030 (“[Franchisor’s] right to approve or 
disapprove the sale shall be exercised in a reasonable manner.”). 
54 Iowa Code § 523.H.5(1). 
55 Neb. Rev. Stat. § 87-405; N.J. Rev. Stat. Ann. § 56:10-6; see also Ark. Code § 4-72-205(b)(1).  
56 Mich. Comp. Laws § 445.1527(g). 
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raising these issues in the service-franchising context offer valuable lessons to 
franchisors, franchisees, and proposed transferees alike when dealing with proposed 
territory transfers. First, franchisors and franchisees should consider any franchisee 
defaults under the franchise agreement at the time of a proposed transfer that could give 
the franchisor the right to withhold consent to any proposed transfer. Second, 
disappointed franchisees and proposed transferees should be aware that a franchisor’s 
right to consent to a proposed transfer limits its potential liability under a theory of tortious 
interference. Third, franchisors should look to the franchise agreement’s non-compete 
and confidentiality obligations as a possible avenue for relief against an unauthorized 
transfer. 

 
1. Lesson One: Existing Franchisee’s Default May Be Sufficient for 

Franchisor to Withhold Consent to Transfer Under Contractual or 

Statutory Standards.  

When facing a proposed territory transfer, all affected parties should know whether 
the existing franchisee is in compliance with the franchise agreement and consider the 
potential impact of any material defaults. This lesson is especially pronounced in the case 
of Kumon North America, Inc. v. Timban.57 

 
In Kumon, the franchisee Demetrio Timban (“Timban”) entered into a franchise 

agreement with Kumon North America (“Kumon”) to operate a Kumon Math & Reading 
Center, which offered instructional services in “The Kumon Method.” After many 
successful years, Timban fell into default by failing to pay royalties as required by the 
franchise agreement. Eventually, Kumon advised Timban that it intended to terminate the 
franchise agreement, but agreed to delay termination so Timban could sell and transfer 
his franchise. Pursuant to the parties’ agreement, Kumon had the right to consent to the 
proposed purchaser “for any reason whatsoever” in its “discretion.”58 If Timban failed to 
procure an acceptable purchaser by a specified date, then the franchise agreement would 
terminate. 

 
Timban began searching for a buyer and identified an individual interested in 

purchasing the franchise, but Kumon rejected the proposed transferee. Timban thereafter 
identified another set of potential buyers, none of which Kumon approved. Eventually, 
Kumon advised Timban that it was terminating the franchise agreement. Timban brought 
myriad claims relating to Kumon’s termination of the franchise agreement and, relevant 
here, its refusal to consent to the proposed transfer.  

 
Timban claimed, among other things, that Kumon violated the New Jersey 

Franchise Practices Act (“NJFPA”)59 by failing to approve the transfer of his franchise. As 
noted above, the NJFPA requires a franchisor to set forth, in writing, material reasons for 
rejecting a proposed transferee. Nevertheless, the court found Timban’s failure to 
substantially comply with the franchise agreement to be a complete defense to his claims 

                                                 
57 2014 WL 2812122 (D.N.J. June 23, 2014). 
58 Id. at *2, 7. 
59 N.J Stat. Ann. § 56:10-6. 
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under the statute.60 Indeed, the NJFPA expressly provides that “[i]t shall be a defense for 
a franchisor, to any action brought under this act by a franchisee, if it be shown that said 
franchisee has failed to substantially comply with requirements imposed by the franchise 
and other agreements ancillary or collateral thereto.”61 Because Timban was in default 
for failing to timely pay royalties, the court found that “Kumon was under no obligation to 
approve any transfer.”62  

 
Kumon offers important lessons for franchisors, franchisees, and proposed 

transferees. For franchisors, the case highlights the importance of documenting and 
enforcing any defaults in the franchise agreement throughout the parties’ relationship and 
especially leading up to termination or transfer. By doing so, the franchisor preserves a 
strong defense to a franchisee’s statutory claim, in instances where a franchisee’s failure 
“to substantially comply with requirements imposed by the franchise [agreement]” is a 
complete defense to any action alleging a violation of the state relationship law.63 Even 
without this statutory safety net, a franchisee’s default may give rise to a right to terminate 
the franchise agreement, and with it the franchisee’s right to sell and transfer its franchise, 
as was the case in Kumon. 

 
For existing franchisees contemplating a possible territory transfer, Kumon should 

reinforce the need to cure and avoid any defaults in the franchise agreement, lest they be 
used as a reason to withhold consent to any transfer. Likewise, proposed transferees 
should examine any potential defaults as part of their due diligence and require that such 
defaults be cured before moving forward with the transaction.  

 
2. Lesson Two: A Franchisor’s Right to Consent to a Territory Transfer May 

Immunize it from Liability for Tortious Interference in the Purchase 

Agreement.  

As an alternative to a cause of action for breach of the franchise agreement or 
violation of a state franchise relationship law, existing franchisees or proposed 
transferees sometimes resort to tort liability to challenge a franchisor’s decision to 
withhold consent to a transfer. This occurred in Kumon, discussed above, as well as in 
Home Repair, Inc. v. Paul W. Davis Systems, Inc.64 Again, courts’ resolutions of such 
claims offer valuable lessons not only to franchisors and franchisees, but also to 
prospective purchasers. 

                                                 
60 Kumon, 2014 WL 2812122, at *6 (citing N.J. Stat. Ann. § 56:10-9). 
61 N.J. Stat. Ann. § 56:10-9. 
62 Id. 
63 N.J. Stat. Ann. § 56:10-9; see also Neb. Rev. Stat. § 87-408 (same); Mich. Comp. Laws § 455.1527(g) 
(providing that “[t]he failure of the franchisee . . . to cure any default in the franchise agreement existing at 
the time of the proposed transfer” constitutes “good cause” to “refuse to permit a transfer of ownership of a 
franchise”); Zaro Licensing, Inc. v. Cinmar, Inc., 779 F. Supp. 276, 286 (S.D.N.Y. 1991) (dismissing NJFPA 
claim where franchisees failed to allege or present evidence that they were in compliance with the franchise 
agreements and, in fact, were in default for failing to make royalty payments); Coast Auto. Grp., Ltd. v. VW 
Credit, Inc., 119 Fed. Appx. 419, 423 (3d Cir. 2005) (“[Section] 56:10-9 allows a franchisee’s substantial 
noncompliance to serve as a complete defense to any action brought under the NJFPA.”); Franchise Mgmt. 
Unlimited, Inc. v. America’s Favorite Chicken, 561 N.W.2d 123, 127 (Mich. Ct. App. 1997). 
64 1998 WL 721099 (N.D. Ill. Oct. 9, 1998). 
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In Home Repair, Paul W. Davis System Inc. (“Paul Davis”), a franchisor of a 

general contracting and cleaning business, was sued for tortious interference by a 
disappointed transferee for disapproving its purchase of another franchisee’s territory. 
The plaintiff, Home Repair, Inc. (“Home Repair”), which had territory in central Arkansas, 
entered into a letter of intent with Paul Davis Systems of Northern Illinois (“PDNI”) to 
purchase PDNI’s franchises and several territories in the greater Chicago metropolitan 
area. The franchise agreements provided that a franchisee may not sell or transfer its 
franchise without Paul Davis’s prior written consent, and Paul Davis refused to consent 
to the transaction between Home Repair and PDNI.  

 
The court dismissed Home Repair’s tortious interference claim on the pleadings, 

reasoning that because Paul Davis “maintained the right to approve or disapprove the 
sale of PDNI’s franchises,” as a matter of law, it could not be liable for tortious interference 
with the proposed sale to Home Repair.65 In short, “Paul Davis was the source of the 
business relationship allegedly interfered with and, therefore, cannot be liable for tortious 
interference with the proposed Home Repair/PDNI sale.”66 This result holds true even in 
the face of allegations that the franchisor acted intentionally and with actual malice in 
withholding consent to the transfer.67  

 
The court’s rejection of the proposed transferee’s tortious interference claim “as a 

matter of law” is consistent with the vast majority of courts to consider the issue both in 
the service-franchise context and more broadly.68 Accordingly, where a franchisor retains 
the right to consent to a proposed transfer under the franchise agreement, a tortious 
interference claim is unlikely to aid disappointed franchisees and proposed transferees. 

 
3. Lesson Three: Non-Compete Provisions May Protect Against Territory 

Transfers Where the Franchisee Does Not Seek Consent. 

Issues regarding territory transfers are not limited to instances to where a 
franchisor withholds consent to a franchisee’s proposed transfer. Indeed, it is not 
uncommon for a franchisee to effectuate a transfer of the franchise or its assets without 
seeking or obtaining the franchisor’s consent—such as when a franchisee forms a 
competing business and transfers customers or other franchise assets to the competing 
entity. In such cases, a franchisor may bring claims for, among other things, breach of the 
franchise agreement’s non-compete or confidentiality provisions.  

 

                                                 
65 Id. at *5. 
66 Id. 
67 Id.at *14 
68 See, e.g., Phyllis Alden Truby and David A. Beyer, Fundamentals 201: Transfers and Assignments in 
Franchising, 37th Annual Forum on Franchising (2014) at 20-25, available at 
https://www.americanbar.org/content/dam/aba/administrative/franchising/materials2014/w14.pdf 
(discussing cases and concluding that the “vast majority of frustrated franchisees and prospective 
transferees will find themselves faced with the reality that challenges to franchisor disapprovals of transfers 
on tortious interference grounds will generally fail”).  
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One noteworthy case involving a transfer as a non-compete violation is HR Block 
Tax Servs. v. Sheets, 2006 U.S. Dist. LEXIS 8473 (E.D. Ky. 2006). There, franchisee 
Letha Sheets operated an H&R Block franchise until the franchise agreement terminated. 
Immediately upon termination, Sheets Bookkeeping, Inc. (“SBI”), with which Letha Sheets 
was affiliated, began operating a tax preparation service from the same location. On top 
of this, SBI had the same phone number and used the franchise’s confidential client files 
to obtain contact information to solicit the continued business of the franchise’s 
customers.  

 
On the franchisor’s motion for a preliminary injunction, the court found that Letha 

Sheets had effectively transferred the franchise’s assets to SBI.69 Moreover, even though 
the transferee—SBI—was not a party to the franchise agreement, the court nevertheless 
found that SBI could be bound by the agreement’s non-competition and non-solicitation 
covenants under a theory of successor liability. After finding the non-compete reasonable 
in geographic scope and duration, the court entered a preliminary injunction enjoining 
Letha Sheets and SBI from competing with H&R Block, soliciting its customers, or using 
its confidential customer information.  

 
Sheets highlights how non-compete provisions may apply in the transfer context. 

While Sheets went to litigation, a franchisor ordinarily can and should proactively alert its 
franchisees before litigation that an unauthorized transfer constitutes a violation of the 
non-compete and confidentiality obligations. When franchisors discover a competing 
enterprise in a territory, they should be attuned to the possibility that a franchisee 
improperly transferred assets to the competing enterprise. If such a transfer has occurred, 
the franchisor likely can rely on the franchise agreement’s non-compete provision to 
obtain relief. Conversely, franchisees should expect that courts will usually examine 
business structures to determine whether a party bound by a non-compete agreement is 
affiliated or involved with a competing business and may extend the non-compete 
obligations to that business..  

 
The non-compete and confidentiality violations are not always as blatant as in 

Sheets. In some situations, a franchise owner may have legitimate business reasons to 
transfer his or her franchise from one business entity to another business entity,70 both 
controlled by the same individuals. In those situations, the franchisee and franchisor 
ideally will work together to transfer the franchise in accordance with the transfer 
requirements and without an unnecessary non-compete dispute.  
 

V. Customer Service Transitions and Ownership of Customer 

Relationships. 

                                                 
69 The court observed that “H&R Block’s most valuable asset is its clients, which includes goodwill and 
client trust. Loss of client trust or loss of clients to a competitor equates amounts (sic) to a loss or transfer 
of assets.” Sheets, 2006 U.S. Dist. LEXIS 8437, at *16-17; see also id. at *26-27. 
70 For example, a multi-unit franchisee may want to transfer one franchise agreement to a different business 
entity under its control as part of restructuring the corporate organization of its operations. In that situation, 
the franchisor and franchisee should document compliance with the transfer provisions contained in the 
franchise agreement.  
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Customer relationships are among the most valuable assets in service 
franchising.71 Customers who receive services such as cleaning, insurance, tax 
preparation, maintenance, landscaping, education, professional training, health care, 
transportation, and a wide variety of other personal and consumer services are likely 
repeat customers who deal with the same person associated with the brand over several 
months or even years. These customers may develop a close connection with the service 
franchisor’s brand given this ongoing and significant contact with the brand for prolonged 
periods. The predictable revenue stream from these consistent customer relationships is 
obviously beneficial to the franchisee and franchisor. To protect these customer 
relationships as their own, service franchisors often take steps to protect customer lists 
and information as trade secrets and confidential information, including by categorizing 
the information as such in the franchise agreement.  
 

The most precarious situation for the customer relationship, and a frequent 
challenge in service franchising, is the transition of customer service when a franchisee 
exits the franchise system. At the very least, the franchisor, exiting franchisee, and a new 
franchisee must delicately synchronize their efforts to transition customer service. This 
coordinated effort usually follows the franchisee selling a territory or voluntarily electing 
to not renew a franchise agreement. A more difficult situation occurs if the franchisor must 
arrange for a transition of customer service because the franchisee abandons the 
franchised business without warning, likely due to financial difficulties. In the worst-case 
scenario, the franchise relationship terminates in a contentious manner, costly litigation 
ensues about who owns the customer relationships and information, and customer 
service degrades as a result.  
 

A. Lesson One: The Franchise Agreement is the Starting Point for Customer 
Transitions and Ownership of Customer Relationships. 
 
Franchisors and franchisees often document customer transition procedures for a 

franchisee exit in the franchise agreement. For the franchisor, the franchise agreement 
ideally will require the franchisee to return all customer information and lists to the 
franchisor upon termination or expiration. The franchisor may also want a cooperation 
clause, pursuant to which the franchisee, upon termination or expiration, must reasonably 
cooperate with the franchisor and any new franchisee to ensure the seamless transfer of 
customer service and customer information, including by issuing a joint communication 
to customers to assure the customers that they will continue to enjoy uninterrupted 
service. Finally, to address situations where a franchisee suddenly shuts down and 
abandons a territory, the franchise agreement may also provide step-in rights or an option 
to take over customer agreements. Such rights allow the franchisor or its designee, 
usually a neighboring franchisee, to temporarily service customers until a new franchisee 
acquires the territory. While it depends on each franchise system’s needs, this 

                                                 
71 See Milgrim on Trade Secrets § 1.09 (2019) (“It is beyond dispute that frequently the single most valuable 
asset of an enterprise is the relationship it has developed with its customers.”).  
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combination of provisions may be sufficient to address most non-contentious franchisee 
exits from the franchise system.72 

 
For a contentious termination, the franchise agreement is also the starting point to 

determine if the franchisor or franchisee owns the customer relationships and information 
upon termination. The franchise agreement gives the franchisor negotiation leverage and 
a potential breach of contract claim for violation of confidentiality, non-solicitation, and 
non-competition provisions. If either party claims that the other misappropriated customer 
information as trade secrets, the franchise agreement is also persuasive, but not 
dispositive, evidence as to whether the customer information satisfies the definitional 
elements of a trade secret: secrecy, economic value, and safeguarded from disclosure.73 
A franchisor has a greater likelihood of protecting its customer relationships and 
information if the franchise agreement provides and the franchisee expressly 
acknowledges that:  

 

• Customer lists and information are trade secrets and confidential information 

owned by the franchisor;74  

• Customer lists and information have been developed by the franchisor and are 

provided to the franchisee as part of the licensed franchised system;  

• Customer lists and information will provide the franchisee with a competitive 

advantage;  

• Customer lists and information are not generally known in the industry and 

that to develop the information would be expensive, time-consuming, and 

challenging;  

• The franchisee must take steps to preserve the confidentiality of customer lists 

and information, including by requiring that members of the franchisee’s staff 

with access to customer lists or information sign a confidentiality agreement;  

                                                 
72 Franchisors and franchisees may also enter a mutual termination agreement with provisions documenting 
that the franchisee will return customer information and cooperate in transitioning customers.  
73 Generally, although the precise definition and court interpretations vary by jurisdiction, these three items 
are elements of a “trade secret” under the Federal Defend Trade Secrets Act and state implementations of 
the Uniform Trade Secrets Act. This paper does not provide an exhaustive legal analysis on protecting 
customer lists and information as trade secrets. Several other publications more thoroughly address this 
topic. See, e.g., Scott McIntosh & Natalma McKnew, A New World for Trade Secrets in Franchising: New 
Options and Strategies Under the Federal Defend Trade Secrets Act¸40th ABA Forum on Franchising 
(2017); Natalma M. McKnew & Emily I. Bridges, I've Got a Secret and I'm Willing to Use It: Franchisors, 
Franchisees, and Trade Secrets, 36 Franchise L.J. 561 (2016-2017); Michael J. Lockerby, James P. 
Mittenthal, & Heather Carson Perkins, Protection of Franchise System Trade Secrets and Confidential 
Information, and Enforcement of Non-Disclosure Agreements, in the Digital Age, 35th Annual Forum on 
Franchising (2012); Robert L. Ebe & Howard E. Bundy, Ownership, Protection and Use of Customer Data 
– Yours, Mine or Ours, 30th Annual Forum on Franchising (2007).  
74 In some industries involving licensed professionals, state law may require that the entity claiming 
ownership of the customer relationship have the necessary licenses to provide services to the customer. 
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• The franchisee must not disclose or use customer lists and information except 

in operation of the franchised business during the term of the franchise 

agreement;  

• Upon termination or expiration of the franchise agreement, the franchisee must 

transfer customer accounts and information back to the franchisor; and  

• Upon termination or expiration of the franchise agreement, the franchisee is 

prohibited from soliciting or servicing the franchisor’s customers.  

 

B. Lesson Two: Courts are Likely to Enforce Otherwise Reasonable Non-

Compete Agreements Against Former Franchisees Where the Customer 

Relationships Belong to the Franchisor. 

Disputes over customer relationships in service franchising often arise when the 
franchisor seeks to enforce non-competition obligations on a terminated franchisee’s 
attempt to service former customers. In these disputes, courts often enforce a non-
compete agreement upon finding that the franchise agreement provisions discussed 
above show that the franchisor owns the customer relationships and information.75  
 

Franchisors may still be able to show ownership of the customer relationships and 
enforce a non-compete even if the franchise agreement language is not ideal. For 
example, in Sylvan Learning Inc. v. Gulf Coast Education,76 franchisor Sylvan Learning 
sought a preliminary injunction to enforce a non-compete agreement against its former 
franchisee, who began operating an independent, competing learning center following 
termination of the parties’ agreement. The non-compete agreement provided for a two-
year post-termination twenty-mile area restriction on owning or operating any educational 
business offering individualized diagnostic tests or academic or prescriptive educational 
programs designed to be taught, supervised, or administered by trained instructors. After 
finding the non-compete agreement reasonable in both duration and geographic scope, 
the court considered whether the restraint protected Sylvan’s business interests.77 
According to the court, the post-termination non-compete was justified to protect Sylvan’s 
goodwill and customer relationships. Without enforcement of the non-compete, the former 

                                                 
75 See, e.g., Am. Express Fin. Advisors, Inc. v. Yantis, 358 F. Supp. 2d 818 (N.D. Iowa 2005) (granting 
preliminary injunction to franchisor where franchise agreement identified client information as confidential, 
required franchisee to return client information upon termination, and prohibited franchisee from soliciting 
its former clients after termination); Jackson Hewitt, Inc. v. Childress, Civil Action No. 06-CV-909 (DMC), 
2008 U.S. Dist. LEXIS 4640, at *4-5 (D.N.J. Jan. 15, 2008) (granting summary judgment to enforce non-
compete on franchisee where the franchisee agreed in the franchise agreement that customer lists were 
the franchisor’s “trade secrets, confidential and proprietary information”); NaturaLawn of Am., Inc. v. West 
Group, LLC, 484 F. Supp. 2d 392 (D. Md. 2007) (enjoining franchisee from competing where the franchise 
agreement required the franchisee to return all customer lists and expressly designated such customer lists 
as the franchisor’s property); Brenco Enters., Inc. v. Takeout Taxi Franchising Sys., Inc., No. 177164, 2003 
WL 21659422 (Va. Cir. Ct. May 2, 2003) (finding that the franchise agreement gave ownership of customer 
databases to the franchisor because it required the franchisee to cease using and return customer data).  
76 2010 WL 3943643 (M.D. Ala. Oct. 6, 2010). 
77 See id.at *4-5. 
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franchisee could continue to use Sylvan’s goodwill, method of operation, and client list to 
operate an independent learning center. This potential diversion of Sylvan’s business 
risked harm to the national Sylvan franchise network as a whole, justifying enforcement 
of the non-compete agreement.78 

 
Importantly, the court in Sylvan held that the “customer relationships belonged to 

Sylvan, not to [the franchisee].”79 The court did not base this conclusion on any language 
in the parties’ agreement. Rather, the court analogized the relationship between a 
franchisee and customers of the franchise to that between an employee and the 
customers of the employer.80 In the latter case, courts find post-employment restraints 
justified if designed to protect the former employer’s goodwill and clients. The court found 
that the same concerns that justified enforcing a non-compete in the employment context 
applied in the franchise context “because of the threat to the Sylvan franchise network 
posed by [a former franchisee’s] operation of an independent learning center built upon 
the Sylvan method and Sylvan’s goodwill, while continuing to service Sylvan’s former 
clients.”81 

 
Sylvan is a noteworthy case for franchisors given the court’s recognition that 

customer relationships belong to the franchisor even without reference to contractual 
language. As was the case in Sylvan, however, franchisors should endeavor to build a 
robust factual record supporting their ownership of customer relationships, including by 
establishing, for example, that the franchisor’s brand is “synonymous” with its service 
offerings in the applicable territory and that the former franchisee is utilizing the 
franchisor’s method and goodwill to divert and service customers. By contrast, 
franchisees should look to establish a countervailing ownership interest in the customer 
relationships, as discussed in the next section. 
 

C. Lesson Three: Courts May Not Enforce Otherwise Reasonable Non-

Compete Agreements Where the Franchisee Proves it Established 

Customer Relationships Independent of its Operations Under the 

Franchisor’s Name and Mark. 

Courts will not always hold that the franchisor owns the customer relationships.82 
Franchisees have occasionally found success arguing that they own the customer 
relationship or information due to their own efforts in establishing those relationships,83 
although courts do not always accept the position from franchisees.84  

                                                 
78 Id. at *5-6. 
79 Id. at *6. 
80 See id. at *5. 
81 Id.  
82 See generally Robert L. Ebe & Howard E. Bundy, Ownership, Protection and Use of Customer Data – 
Yours, Mine or Ours, 30th Annual Forum on Franchising (2007). 
83 See, e.g., Scott v. Snelling & Snelling, Inc., 732 F. Supp. 1034, 1036 (N.D. Cal. 1990) (Franchisor did not 
own the customer lists as trade secrets because the franchisee demonstrated that it “developed the 
customer lists through their own efforts, personal knowledge and business contacts”).  
84 See, e.g., McCart v. H&R Block, Inc., 470 N.E.2d 756 (Ind. Ct. App. 1984) (rejecting the franchisee’s 
argument that she owned the customers she gained while operating under the franchisor’s trademarks 
because the brand name had been responsible for attracting the customers).  
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The specific facts and circumstances are vital to each dispute over customer 

relationships. For example, in Novus Franchising, Inc. v. Brockbank,85 the court declined 
to issue an injunction based, in part, on its finding that the customer relationships 
belonged to the franchisee. There, franchisor Novus, a national windshield repair 
company that franchises its proprietary Novus® System to franchisees who operate 
automobile glass repair and replacement businesses, terminated franchisee Gary 
Brockbank’s (“Brockbank”) franchise agreement in May 2016. Novus claimed that 
following the termination, Brockbank established a competing business and continued 
using the Novus name, prompting Novus to seek a preliminary injunction. In opposing the 
preliminary injunction motion, Brockbank put forth evidence regarding his long history in 
the glass replacement business prior to acquiring his Novus franchise.  

 
The court found that Novus failed to demonstrate that it sought to protect legitimate 

business interests in attempting to enforce the non-compete agreement. Novus claimed, 
among other reasons, that it had a legitimate interest in having a two-year window of 
opportunity to locate new franchisees for the territory and to give them time to build a 
relationship with customers, unhindered by Brockbank’s former customer relationships 
that were established under the Novus name.86 Although it was “undoubtedly true that 
[Brockbank] established some relationships with customers under the Novus name,” the 
court nevertheless sided with Brockbank on this issue, citing his long history in operating 
as a glass repair and replacement business prior to entering into a franchise relationship 
under the Novus name.87 In such circumstances, the franchisee “already established 
customer relationships independent of his operations under [the franchisor’s] name and 
mark” and, accordingly, those customer relationships were not “owned” by the 
franchisor.88 For this reason and others, the court denied Novus’s request for a 
preliminary injunction.  

 
In disputes regarding ownership of customer relationships, franchisors and 

franchisees should note Novus Franchising. Franchisees may rely on this case for the 
principle that customer relationships are not, as a matter of law, always owned by the 
franchisor. But franchisors may argue that Novus Franchising is limited to its unique set 
of facts, where the franchisee operated a similar business years prior to becoming a 
franchisee.89 Even so, franchisors should consider ways to protect their ownership of 
customer relationships, especially with franchisees who have operated in the same or 
similar space prior to acquiring their franchise, by including specific terms in the franchise 
agreement relating to this issue.  

 
 

                                                 
85 2016 WL 4734589 (D. Utah Sept. 9, 2016). 
86 Id. at *11. 
87 Id. 
88 Id. 
89 A franchisee who operated in the same line of business before entering the franchise agreement may 
still not succeed in showing its ownership of customer relationships if the evidence reveals that the 
franchisee acquired customers due to its association with the franchisor’s brand name.  
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VI. Conclusion. 

Unique disputes arise in service franchising due to the importance of territories and 
customer relationships. There is no one-size-fits-all solution for these disputes. The case 
law and our practical experience indicate that each dispute about a national account, 
customer service, territory transfer, or customer relationship is different. Any pre-litigation 
resolution will depend on the franchisee’s particular situation and the service franchisor’s 
business goals. The good news is that franchisees and service franchisors can usually 
find middle ground. The economics and disruption of litigation are an unappealing 
alternative to mutual resolution when customer relationships and brand goodwill are at 
stake for a service franchise system.  
 

When a mutually agreeable resolution is not possible, the starting point for formal 
dispute resolution is the terms of the franchise agreement and any ancillary documents. 
One key lesson across all types of disputes is that neglecting documentation can lead to 
problems in later formal dispute resolution. For most franchise systems, a best practice 
is to carefully document a franchisor’s right to serve national accounts, a territory transfer, 
and ownership of customer relationships and information. A second key lesson is that 
parties in these disputes should consider going beyond the contracts and into the 
business reasons for each side’s conduct. Franchisors should prepare to communicate 
the compelling business reasons for developing a closer role with a national account, 
assigning or referring a customer to one franchisee instead of another, altering a 
franchisee’s ability to service unsold territories, denying consent to a transfer, or enforcing 
a non-solicitation or non-compete. Franchisees who succeed in these disputes will have 
prepared to push back against such a narrative. Ultimately, the underlying documentation 
and business justifications are the heart of how franchisors, franchisees, and courts look 
at territory and customer disputes in service franchise systems.  


