
When it Doesn’t Work

Creating an amicable plan with a 
failing franchisee



The Realty of Business
• 544,800 small businesses closed in the U.S. in 2005 

- U.S Bureau of Census: Administrative Office of the U.S. Courts; U.S. Department of Labor, 
Employment and Training Administration

• From 2001 to 2005, over 2.5 million small businesses 
have closed in the U.S. - U.S Bureau of Census: Administrative Office of 
the U.S. Courts; U.S. Department of Labor, Employment and Training Administration

• 33% of all new small businesses will close after the 
2nd year - U.S. Bureau of Census

• 66% of all new small businesses will close after only 
4 years - U.S. Bureau of Census

• Only 2% to 3% of small business older than 5 years 
shut down each year. – Rhonda Adams, The Successful Business Plan: 
Secrets & Strategies



Main Reasons for Failures
• Not enough capital to sustain the business

• Unreasonable expectations of the owner

• Absentee ownership

• Poor site selection

• Unacceptability of brand in the market

• Poor unit-level operating and staffing plan

• Not enough marketing or advertising



Cost of Failures
• Poor franchisee validation

• Increased costs to service low royalty- 
producing franchisees

• Poor internal and system-wide moral

• Negative brand image

• Closures



Panel Members
• Lynette McKee 

Vice President of Development, Dunkin 
Brands – 18 Years of Franchise Experience

• Bob Kaplan 
Franchisee of Money Mailer – 15 Years of 
Franchise Experience

• Mark Kirsch 
Partner, DLA Piper – 21 Years of Franchise 
Experience



Presentation Outline
• Setting up your systems before the 

relationship begins
– Lynette McKee

• Spotting early warning signals and what a 
Franchisee expects from their Franchisor
– Bob Kaplan

• When all else fails
– Mark Kirsch



Setting up your systems before the relationship begins
• Create a strong UFOC for brand protection and discuss the franchisee 

often

• Develop a systems program to ensure the franchisee is trained

• Set expectations of the relationship from day one. (during approvals)

• Provide the expectations in writing as checklist 

• Form a franchisee advisory council, meet as often as feasible

• Communicate with your franchisees often, built a strong relationship

• Be responsive to the franchisees needs.  Listen, learn, lead.



“SPOTTING EARLY WARNING SIGNALS”

Trouble is never a one way street. Both sides 
in a franchise relationship must accept 
responsibility when things go bad. 

To blame or otherwise draw lines in the sand 
is the quickest possible way to disaster and 
unhappy ending



What are the early signals?
1. We’ve stopped talking to each other. 

2. We seem to be on different pages regarding problems.

3. Solutions are seen as uneven and “all for you-not for me”. 

4. There is bickering, backbiting and “plotting”.

5. We find fault with things we used to like. 

6. We find we just don’t like each other.

Sound like a marriage going bad? It Is!



What are the causes? 
1. Lack of communication.

2. Lack of early recognition. 

3. Lack of willingness to compromise

4. False pride doesn’t allow for honesty.  

5. Failure to remember why we got together in the first place. 

6. Unwillingness to take a hard look in the mirror. 



Why?  
1. All the reasons that any business relationship goes bad. 

2. Franchisee/ Franchisor has financial problems. 

3. Promises are not kept. Honesty and Integrity are 
questioned.

4. Operational issues are often basis of a disagreement. 



Where does it go from here? 

There are only two choices:
1. Straighten things out
2. Sue each other

In the former, Everyone Wins. 
In the later, No One Wins!



Concentrate only on Straightening 
things out. 

A few ways to do so:

1. Come to grips with the problem. They don’t just go away 
by themselves. 

2. Recognize the signals early. 

3. Establish formal and informal mechanisms for spotting 
and defusing trouble. 



Consider Establishing:
1. FAC

2. Mentoring Program MENTORING PROGRAM

3. A Peer Reviewing Board 

4. Committees of Franchisee and Franchisor to work 
on common problems. 

All are means of improving communications.
Need exists to do so early.



Set up operational methods               
of working together

1. On-going financial coaching. 

2. Training, Training, Training. 

3. Periodic review of operations. 

4. Standards of measurement.

Make it Consistent and Make it Constant



What I expect as a franchisee is:
• A Partnership
• Honesty 
• Best effort at all times
• Reasonable help and on going training
• A brand that is growing 
• A way to grow my asset so it’s worth 

more when I sell it
And above all… A wide open door to communicating!



“WHEN ALL ELSE FAILS” 

Preparing for or Preventing 
the Storm

“an ounce of prevention is worth
a pound of cure”



Create an Environment for Success
• Strong unit economics
• Systems to support franchisees
• Ongoing communication
• Regular field visits
• Clear and enforceable agreements

Maintain supporting documentation
Demonstrate that the franchisor did what it needed to 
do to support the franchisee and make it/her/him 
successful



Legal Documents
Franchise Agreement and Manuals
• Clear and unambiguous obligations
• Consistent treatment and enforcement
UFOC
• In compliance with federal and state laws
• Maintain registrations
Franchisee acknowledgement and compliance forms
• Disclosure delivery
• Limitations on site selection
• Training
• Field visits



Heed Early Warning Signals
• Field reports – note any problems
• Customer complaints
• Delayed reports or payments
• POS/electronic data analysis
• Prepare for potential legal claims

– Breach of contract
– Breach of the covenant of good faith and fair dealing
– Fraud
– Franchise law violations

• Disclosure
• Unfair termination



Develop Intervention Program

• Additional visits
• Additional training
• Royalty (and/or other fee) deferral
• Explore buy-back or transfer to a new franchisee

If the business fails, franchisors want to do 
everything possible to avoid claims, and to get the 
franchisee to recognize that the failure was not the 
franchisor’s fault



Work-Outs
• Establish franchisor’s right to terminate but offer a buy- 

back solution
• Royalty relief

– Partial or total
– Temporary

• Send operating/transition team
• Extend term to permit sale
• Create realistic expectation of value
• Find willing and informed buyer
• Non-competition covenants
• Bankruptcy issues
• No skeletons in the franchisor’s closet



Alternatives

• Mediation (before termination or buy-out)

• Franchisor as a caretaker operator

• Default and termination

Lawsuit/arbitration; shuttered store; costs



Summary and Take-Aways
• Failure is NEVER a one way street

• Careful planning at the outset of the relationship -- evaluations, operations, 
systems and legal -- will help start the relationship on a successful path, 
and will mitigate adverse consequences if things go sour.

• Recognize the signals early

• Don't rely on what you (the franchisor) have the "right" to do; do what you 
think is right for the franchisee and the system.

• Communicate, communicate, communicate

• Work to find solutions to avoid letting a franchisee fail, as it is more costly 
for everyone if he/she does.

• Help a franchisee find a graceful exit, if one is available.
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