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T his article explores 
franchisor bankruptcy 
proceedings from a fran-

chisee’s perspective. After sum-
marizing the two main types 
of bankruptcy proceedings, it 
discusses (1)  the initial impact 
of a franchisor’s bankruptcy on 
a franchisee’s business; (2)  the 
consequences of rejection or 
assumption of the franchise 
agreement on the franchisor and 
the franchisee; (3)  claims ensu-
ing from rejection or assumption 
of the franchise agreement; and 
(4)  the effect on a franchisee’s 
business if  the franchisor or the 
franchise system is sold, closed, 
or otherwise disposed of during 
the bankruptcy proceeding. It 
also offers practical advice for 
franchisees to help them protect 
their interests.

In this current economic 
downturn and the accompany-
ing tightening of credit markets, 
many companies have filed for bankruptcy. Comparing the 
twelve-month period ending September  30, 2009, against 
the previous twelve-month period, total bankruptcy busi-
ness filings increased a staggering 51.9 percent.1 The total 
number of bankruptcy business filings for the twelve-month 
period ending September  30, 2010, remained practically 
unchanged compared to the prior twelve-month period.2 

The franchising sector has not been insulated from this 
trend. In the past few years, many large, mid-size, and small 
franchisors have sought bankruptcy protection. Recent 
large franchisor bankruptcy proceedings include Benni-
gan’s,3 The Ground Round,4 Pizzeria Uno,5 Fantastic Sams,6 
Mrs. Fields,7 Max and Erma’s,8 Taco Del Mar,9 and ANC 
Rental.10 Smaller franchisor bankruptcy filings include Dag-
wood’s Sandwich Shoppe,11 R.J. Gators,12 and Goodfellaz.13 
Because the economy has been slow to rebound, it is likely 
that other franchisors will also end up in bankruptcy.

Liquidation or Reorganization: A Quick Primer
As background for the particulars of a franchisor bank-
ruptcy proceeding, we first summarize the two main types 
of bankruptcy proceedings: those filed under Chapter 7 and 
those filed under Chapter 11 of the Bankruptcy Code.14

Chapter 7: Liquidation
Companies in dire straits may reach the conclusion that 
continuing to operate is no longer a viable option. A Chap-
ter 7 bankruptcy proceeding can provide a company in that 
position with an organized liquidation. After a Chapter 7 
bankruptcy petition is filed, an automatic stay (see below) is 
immediately instituted, and a trustee is assigned to adminis-
ter the liquidation of the debtor’s assets.15 The stay effective-
ly stops all other debt collection and litigation proceedings. 
Proceeds from the sale of the debtor’s assets will be used to 
pay off  the debts.16 In a franchisor liquidation, the assets that 
may be sold include the franchisor’s franchise agreements, 
intellectual property, and premises leased or subleased to 
franchisees for the operation of their franchised businesses.

Chapter 11: Reorganization
Conversely, companies in distress that believe continuing in 
business is a viable option may seek reorganization under 
Chapter 11 of the Bankruptcy Code. Unlike in a Chapter 7 
bankruptcy, a Chapter  11 bankruptcy debtor generally 
remains in possession of its assets and continues to operate 
its business as a going concern.17 Like Chapter 7, an auto-
matic stay of other proceedings goes into effect to assist the 
debtor in reorganization. The debtor in possession is placed 
into a fiduciary position “with all of the rights and obliga-
tions of a Chapter 7 trustee” and is required to perform the 
functions and duties of a trustee.18 A Chapter 11 bankruptcy 
allows the debtor time to reorganize its business pursuant to 
a plan of reorganization so that it can exit bankruptcy as a 
viable, continuing operation. 

Alternatively, in Chapter 11, the debtor in possession may 
file a plan to liquidate its assets.19 Liquidating in Chapter 11 
as opposed to Chapter  7 allows the debtor in possession 
rather than a trustee to liquidate the business.20 This may 
be preferable because the debtor may be able to liquidate its 
assets upon more favorable economic terms than in Chap-
ter 7, thereby providing creditors with a higher return.21

A Chapter 11 reorganization may also be converted into 
a Chapter 7 liquidation.22 A debtor has a right to convert to 
a Chapter 11 proceeding unless the proceeding was involun-
tarily commenced against the debtor or the case had been 
previously converted to Chapter 11 “other than on the debt-
or’s request.”23 A party in interest may also file a motion to 
convert a Chapter 11 proceeding to Chapter 7 “for cause.”24 
Among other grounds, cause may be established by showing 
that (1) there is a “loss to or diminution of the estate” and 
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rehabilitation of the debtor is unlikely or (2) the estate has 
been grossly mismanaged.25

Initial Impact of a Franchisor’s  
Bankruptcy on a Franchisee
When a franchisor files for bankruptcy, the immediate effect 
on its franchisees is often dramatic. The challenge for a fran-
chisee of a bankrupt franchisor is how to stay in business 
during the franchisor’s bankruptcy. A Chapter 7 liquidating 
franchisor is not likely to meet any of its contractual obli-
gations to its franchisees. Although this may also be true 
of a Chapter  11 franchisor, many Chapter  11 franchisors 
perform their contractual obligations during the pendency 
of their bankruptcy proceeding because they may need to 
keep the franchise agreements in place both to fund con-
tinued operations and to reorganize successfully. Thus, for 
Chapter 11 proceedings involving a franchisor, the affected 
franchisee may be able to continue to conduct business in 
a semblance of its usual manner. However, the word will 
be out and the effect on business immediate. If  a franchi-
sor ceases to perform its contractual obligations, franchisees 
will experience the loss of the system-wide marketing pro-
grams, training and operational assistance, and supply chain 
support, all of which are essential to a franchise system. In 
either event, in both Chapter 7 and Chapter 11 proceedings, 
franchisees will experience increased negative publicity con-
cerning the franchise system, resulting in a loss of goodwill 
in the brand.

Loss of Franchisor Support
The loss of the system-wide marketing programs, training 
and operational assistance, and supply chain support can be 
devastating to a franchisee. This generally occurs in a Chap-
ter 7 proceeding or a Chapter 11 proceeding in which the 
debtor does not plan on continuing to operate the franchise 
system. If  a bankrupt franchisor ceases to provide its fran-
chisees with this support, franchisees must take immediate 
steps to perform those services themselves or locate alterna-
tive sources.

Some franchisors collect contributions from franchisees 
for a brand fund. Franchisors will generally use that fund to 
develop marketing materials for the franchise system, pur-
chase advertising media, implement marketing campaigns, 
develop and maintain the franchise system’s Internet pres-
ence, conduct market research, and review any marketing 
materials prepared by the franchisee. These activities may 
cease during a bankruptcy proceeding. A franchisee’s abil-
ity to respond by marketing its own business during the 
bankruptcy proceeding may be hindered if  the franchise 
agreement prohibits a franchisee from preparing its own 
marketing materials or advertising. A franchisee may choose 
to disregard that prohibition as a matter of necessity. In the 
alternative, the franchisee may file a motion with the bank-
ruptcy court for relief  from the automatic stay to compel the 
franchisor to approve the franchisee’s marketing materials 
or allow the franchisee to advertise.26

Assuming that a franchisee is able to conduct its own 

marketing programs and purchase its own advertising media, 
doing so on its own may be cost prohibitive. Generally, fran-
chisors are able to obtain lower pricing for such programs 
because of their bargaining power. A franchisee should 
explore every means to conduct marketing, including devot-
ing more money to its marketing budget, marketing with 
other franchisees, or even marketing with other businesses.

Many franchisors also provide franchisees with train-
ing and operational assistance throughout the term of the 
agreement. Having an experienced franchisor available to 
provide training, operating assistance, or both concerning 
numerous issues, including accounting and tax matters, 
employee management, and point-of-sale operations, is an 
invaluable asset. Without the franchisor’s support in these 
areas, a franchisee may have to allocate a significant amount 
of time to those issues, time that otherwise could be used to 
manage and oversee the normal day-to-day operations of 
its business.

In some franchise systems, the franchisor directly pro-
vides or arranges for goods and services for its franchisees. 
If  the franchisor no longer supplies those products and ser-
vices, a franchisee must somehow continue to obtain them. 
The concern here is twofold: (1) the franchisor is the exclu-
sive provider of the goods or services but will no longer pro-
vide them, and/or (2)  the price offered to franchisees was 
only available because of the franchisor’s buying power. A 
franchisee will have to attempt to acquire goods and services 
directly from the franchisor’s suppliers or from other capa-
ble suppliers. If  a franchisee is unable to acquire the goods 
and services, the franchisee must make the business decision 
either to acquire different goods and services or cease offer-
ing them. In either case, the franchisee may face violation of 
the franchise agreement.

With respect to the costs of purchasing goods and ser-
vices, franchisees may lower their costs if  they pool their 
resources and assert whatever collective buying power they 
have. Similarly, as mentioned above, franchisees should con-
sider sharing in the costs of developing and implementing 
marketing programs. A common way that franchisees can 
collectively take action is through forming advertising and 
purchasing cooperatives. If  they are effectively able to oper-
ate these cooperatives, they may be able to assert their com-
bined buying power and negotiate lower prices for goods 
and services and advertising and marketing materials.

Loss of Goodwill
There is a stigma associated with bankruptcy. The public’s 
immediate reaction to news of a bankruptcy proceeding 
invariably will be negative. This often results in a loss of 
goodwill in the bankrupt franchisor’s name and trademarks. 
Additionally, if  company-owned units close simultaneously 
with the franchisor’s bankruptcy filing, the public may mis-
takenly believe that all units, whether company-owned or 
franchised, will shut down. The closure of company-owned 
units further exacerbates the loss of goodwill, as occurred 
in the Bennigan’s and The Ground Round bankruptcies.27 
In each of those cases, media outlets reported stories about 
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the franchisor’s bankruptcy filing and the abrupt closure of 
company-owned restaurants.28 The goodwill of the franchi-
sor’s brands was dealt a considerable blow, particularly in 
the case of The Ground Round, where some patrons were 
asked to leave in the middle of their meals.29

Soon after a franchisor files for bankruptcy, a franchisee 
should act to dispel any rumor that its independently owned 

franchised business is closing, is in peril, or is in any way 
harmed by the franchisor’s bankruptcy. A franchisee should 
immediately contact its local newspapers, radio, and televi-
sion news agencies to inform the public that (1)  the fran-
chisee will remain open during the franchisor’s bankruptcy 
proceeding, and (2) the bankruptcy will not affect the fran-
chisee’s business.

Practical Recommendations
#1:  Keep your eyes and ears open.
A franchisee should be mindful of its franchisor’s finan-
cial condition and should pay careful attention to any 
warning signs of financial strain. It is important to devel-
op emergency plans just in case the franchisor files for 
bankruptcy or has an involuntary petition filed against it. 
Emergency plans may include keeping a list of alternate 
suppliers, forming advertising and purchasing coopera-
tives prior to or immediately after a franchisor’s bank-
ruptcy, maintaining a list of local media sources, and 
preparing press releases ready for distribution. A franchi-
see should be ready to implement these emergency plans 
if  and when necessary.

#2:  Retain bankruptcy counsel.
Due to all of the potential issues, concerns, and rights of 
a franchisee discussed in this article, the authors strongly 
advise that franchisees of a bankrupt franchisor retain 
bankruptcy counsel knowledgeable in both bankruptcy 
and franchise law. Bankruptcy counsel can assist a fran-
chisee with filing a proof of claim; monitor the franchi-
sor’s bankruptcy proceeding; oppose any action likely 
to harm the interests of the franchisee; and negotiate 
with the debtor, the trustee, or a prospective assignee on 
behalf  of the franchisee.

#3:  Organize with other franchisees.
Franchisees should seek to be recognized as an official 
creditors’ committee. Franchisee interests can be better 
represented if  franchisees are well organized. Among 
other responsibilities, the creditors’ committee could 
renegotiate terms of the franchise agreement with the 
franchisor (or a purchaser of the franchise assets). The 
creditors’ committee could obtain more favorable terms, 
including, but not limited to, lower royalty rates, less 
stringent performance and/or purchase requirements, 
and greater input in the management and operation of 
the franchise system going forward.

#4:  Don’t miss bankruptcy proceeding dates.
A franchisee of a Chapter 7 franchisor should pay careful 
attention to the bar date to file claims against the franchi-
sor. A franchisee of a Chapter 11 franchisor should file its 
claims against the franchisor by the filing date set by the 
court. If claims are not filed timely, it may be difficult to 

assert those claims later. Additionally, franchisees should 
monitor the deadline for the trustee or debtor to reject or 
assume franchise agreements and other executory con-
tracts as well as the date to object to any cure amount. 
Also, in a Chapter 11 proceeding, franchisees should mon-
itor the debtor’s deadline to file its reorganization plan.

#5:  Begin a relationship with a new franchisor and 
investigate renegotiating your franchise agreement.
If  it becomes apparent that the trustee or the debtor 
will sell the franchise system to a third party, franchisees 
should take that opportunity to investigate the potential 
purchaser to determine if  the purchaser has the financial 
wherewithal to operate the franchise system properly. If  
it does not, franchisees may object to the proposed sale 
on the basis that the purchaser has not provided ade-
quate assurance of future performance (11 U.S.C. § 365 
(b)(1)(C)). Franchisees should renegotiate the terms of 
their franchise agreements, if  possible. In this way, upon 
transfer of the franchise system, both the new franchisor 
and the franchisees can hit the ground running, having 
already resolved any potential issues.

#6:  Be prepared to take action concerning non-
competition provisions.
In the event of a rejection of a franchise agreement, a 
franchisee should file a motion with the bankruptcy court 
(or a state court upon first obtaining relief  from the auto-
matic stay) requesting a declaration that the franchisee is 
not obligated to comply with the non-competition provi-
sions contained within the franchise agreement. Obtain-
ing such a declaration will help the franchisee to continue 
to do business with minimal interruption.

#7:  Explore your rights to continue using the fran-
chisor’s trademark.
In the event of a rejection of its franchise agreement, a 
franchisee should inquire about purchasing or licensing 
the franchisor’s trademarks and intellectual property so 
that the franchisee can continue to operate its business 
with minimal interruption. Even licensing the trademarks 
and intellectual property for an interim period would 
allow a franchisee to transition its business to operate 
under other trademarks.
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The next step for a franchisee is to generate positive news 
and regain some of the lost goodwill. An effective way to do 
that is for franchisees to organize and form an advertising 
cooperative, as mentioned above, and to develop and imple-
ment a centralized marketing and advertising campaign. 
The advertising cooperative will have to assemble quickly 
and begin providing all of the marketing and advertising 
services previously provided by the franchisor.

Pre-Packaged Plans: Limiting Loss of Support or 
Goodwill
Some franchisors file a pre-packaged plan (a reorganization 
plan prepared prior to a bankruptcy filing) with a bank-
ruptcy court. In a pre-packaged plan, the debtor negotiates 
with creditors and shareholders in advance of filing for bank-
ruptcy.30 The purpose of a pre-packaged plan is to shorten a 
Chapter 11 proceeding, eliminate uncertainty concerning the 
terms of the debtor’s reorganization, and minimize the debt-
or’s expenses and loss of goodwill.31 Sometimes the pre-pack-
aged plan is simply a cleanup of the franchisor’s balance sheet 
involving the exchange of bank or bond debt for equity or 
the facilitation of a sale to a third party. The franchisor con-
tinues to perform under its franchise agreements during the 
bankruptcy proceeding, and there may be little or no effect on 
the goodwill of the franchise system because the franchisor 
bankruptcy is not reported on a consumer level but is merely 
reported in trade publications. Accordingly, these plans typi-
cally require no action or special planning by franchisees.

The Mrs. Fields bankruptcy is a good example of a pre-
packaged plan.32 There, the franchisor was able to exit bank-
ruptcy soon after its filing with a healthier balance sheet 
because it was able to exchange old bond debt for cash, new 
bond debt, and an equity interest in the franchisor.33

Rejection or Assumption of  
Franchise Agreement
The Bankruptcy Code allows a debtor or trustee to reject 
or assume an executory contract.34 The Bankruptcy Code 
does not define the term executory contract. However, courts 
have defined executory contract as a contract “under which 
the obligations of both the debtor and the other party to the 
contract are so far unperformed that the failure of either to 
complete the performance would constitute a material breach 
excusing the performance of the other.”35 It is well settled that 
a franchise agreement is an executory agreement.36 Accord-
ingly, a fundamental concern for franchisees is whether their 
franchise agreements will be rejected or assumed by the trust-
ee (Chapter 7 or Chapter 11) or the debtor.

Franchisee Rights
A franchisee may want to take action to compel assump-
tion or rejection rather than waiting for the lengthy process 
to unfold. Chapter 7 trustees have sixty days from the peti-
tion date to either reject or assume an executory contract, 
and Chapter 11 debtors have until the reorganization plan is 
confirmed to do the same unless extensions are obtained.37 
In Chapter 7, executory contracts not assumed within the 

allotted time period are deemed to be rejected.38 Reorgani-
zation plans can take months or years before they are con-
firmed. Franchisees of a Chapter  11 franchisor may not 
know for some time whether their franchise agreements will 
be rejected or assumed as part of the reorganization plan. 

This is problematic because, for example, in a Chapter 11 
case, prior to the debtor’s decision to reject or assume, the 
debtor may enforce an executory contract against other 
parties, but those same parties cannot enforce the contract 
against the debtor.39 Therefore, during the pendency of a 
franchisor’s Chapter 11 bankruptcy, a franchisor can require 
a franchisee to perform under the franchise agreement, but 
a franchisee cannot compel the franchisor to do the same.

Instead of waiting months or years for the franchisor to 
make a decision in a Chapter 11 case, a franchisee can move 
the bankruptcy court to compel the franchisor to assume 
or reject the executory contract before the confirmation of 
the reorganization plan.40 Shortening the period in which 
the franchisor has to reject or assume the franchise agree-
ment reduces a franchisee’s uncertainty about its future and 
allows the franchisee to prepare for it.

Rejection of a Franchise Agreement
Rejection of a franchise agreement has a confusing effect on 
the rights and obligations of the franchisor and franchisee. 
In summary, once a franchise agreement has been rejected, 
(1) the franchise agreement is not terminated, but any trade-
mark license embodied in that agreement is terminated; 
(2) the franchisor’s estate is no longer obligated to perform its 
obligations under the franchise agreement; (3) the franchisor 
is held to be in default of the franchise agreement; and (4) the 
franchisee is given a pre-petition unsecured claim for damages 
resulting from the franchisor’s default. If the franchise agree-
ment contained a trademark license to use the franchisor’s 
trademarks, rejection results in the franchisee’s loss of that 
license, leaving the franchisee with no brand under which to 
operate.41 Because rejection does not terminate the executory 
contract, rejection does not generally excuse the non-debt-
or party from performing its obligations. Hampered by the 
uncertainty of its trademark rights and the lack of franchisor 
support, the franchisee will experience a strongly diminished 
ability to operate its business successfully in the event of rejec-
tion of the franchise agreement. If the franchisee is unable to 
manage on its own, as described previously, the franchisee’s 
best recourse may be to seek relief of the automatic stay so 
that it may file a motion for a judicial declaration terminating 
the franchise agreement.

In general, the primary goals of rejection are to (1) rid the 
bankruptcy estate of burdensome contracts, and (2) charac-
terize the damage claims arising upon rejection as general 
unsecured claims.42 A simple business judgment test is used 
to determine if an executory contract is burdensome to the 
estate.43 To reject a franchise agreement, the franchisor debtor 
must file a motion with the bankruptcy court for approval.44 
A franchisee may respond to oppose rejection of its agree-
ment.45 However, bankruptcy courts will generally approve 
the rejection of an executory contract if the debtor can show 

Published in Franchise Law Journal, Volume 31, Number 2, Fall 2011. © 2011 by the American Bar Association. Reproduced with permission. All rights reserved. This information or any portion thereof 
may not be copied or disseminated in any form or by any means or stored in an electronic database or retrieval system without the express written consent of the American Bar Association.



  Fall 2011  ■  Franchise Law Journal  59 

that it made an informed business decision that rejection of 
the executory contract will benefit the bankruptcy estate.46 

In the ANC Rental bankruptcy, the debtors planned 
to consolidate operations of the Alamo Rent  A  Car and 
National brands so that both brands would operate from 
the same airport rental car concession.47 To effectuate their 
plan, the debtors sought to reject certain franchise agree-
ments and assume others and submit new bids for conces-
sions so that the debtors could operate or license to a third 
party the right to operate dual-branded rental car conces-
sions.48 However, the plan never materialized. Ultimately, 
substantially all of the assets of ANC Rental were sold to 
Cerberus Capital Management, L.P.49

Rejection of an executory contract means that the bank-
ruptcy estate is not a party to the agreement. Rejection of an 
executory contract constitutes a breach of the agreement by the 
debtor.50 The effect of rejection is that the agreement remains 
in existence, and the “substantive rights of the parties to the 
contract” remain unchanged. The agreement is not terminat-
ed, canceled, or rescinded, except for real property leases and 
trademark licenses. Under the Bankruptcy Code, however, a 
lessee may treat a rejected lease as being terminated.51

Because “the bankruptcy estate itself  will not become a 
party to the rejected agreement,” it is not obligated to per-
form under the agreement.52 But rejection does not release 
the debtor’s liabilities under the executory contract. Rather, 
the debtor’s liabilities remain intact to form the basis for the 
non-debtor party’s claim against the bankruptcy estate, and 
the rejection itself  gives rise to a claim against the estate for 
rejection damages.53

Although the Bankruptcy Code provides the non-debtor 
party with a claim for damages arising from the rejection 
of the executory contract,54 these damages are a general 
unsecured claim, so they have the least priority for satisfac-
tion. Claims for rejection damages are based on a contrac-
tual breach considered to have occurred pre-petition and 
are determined under applicable non-bankruptcy law.55 For 
example, a rejected franchisee may assert a claim for rejec-
tion damages based on consequential damages, damages for 
lost future profits, or other damages. The amount of dam-
ages will vary on a case-by-case basis and will be determined 
by statutory and contract law.56 But the overarching concern 
is that there will be no assets left to satisfy the franchisee’s 
claims because the damages are classified as unsecured and 
therefore among the claims with lowest priority.

The rights and obligations of the debtor and the non-
debtor resulting from the rejecting debtor’s breach are also 
analyzed under statutory and contract law.57 Any franchise 
agreement will obligate a franchisee to continue to make 
royalty payments and brand fund contributions and comply 
with the other terms of the franchise agreement even though 
that agreement has been rejected. However, the U.S. Court 
of Appeals for the Eleventh Circuit and the U.S. Bankrupt-
cy Court for the Middle District of Georgia have held that 
a non-debtor party is not obligated to continue to perform 
once its agreement has been rejected.58

A debtor that intends to operate the franchise system 

(or assign the franchise agreement to a third party that will 
operate the franchise system) can use the bankruptcy case as 
an opportunity to “cleanse” the franchisee pool. The debtor 
rejects those franchise agreements belonging to problem-
atic or poorly run franchisees and assumes those franchise 
agreements belonging to more successful operators. As indi-
cated above, in the ANC Rental bankruptcy, the debtors’ 
reorganization plan called for the rejection of certain fran-
chise agreements and the assumption of others.59

A franchisee could take affirmative action to terminate its 
rejected franchise agreement. The proper course of action 
will depend on the terms of the franchise agreement. If  the 
franchise agreement provides that the franchisee may termi-
nate the agreement upon the franchisor’s breach, the fran-
chisee should file a motion with the bankruptcy court to 
terminate the agreement based on the franchisor’s rejection. 
If  the franchise agreement does not provide for franchisee 
termination based on the franchisor’s breach, a franchisee 
should look to statutory or contract law to terminate the 
agreement based on the franchisor’s failure to comply with 
the franchise agreement.60 To assert a right to terminate, a 
franchisee will first have to move the bankruptcy court for 
relief  from the automatic stay.61 Once relief  has been grant-
ed, the franchisee may file an action against the debtor in 
state court to terminate the agreement.

Rejection and Loss of Trademark Rights
Section 365(n) of the Bankruptcy Code provides that rejection 
of a trademark license agreement will terminate the licensee’s 
rights to use the licensed trademark.62 Franchise agreements 
grant the franchisee a license to use the franchisor’s trademarks. 
In the event that the franchise agreement is rejected, the fran-
chisee’s rights to conduct business using the franchisor’s trade-
mark will terminate. This can place a franchisee in an untenable 
position. A franchisee may remain obligated to perform under 
its rejected franchise agreement but not have a valid license to 
use the franchisor’s trademark in connection with its business. 
This result would completely frustrate the purpose of a fran-
chise agreement, i.e., conducting business using a franchisor’s 
trademark and system of operation. Again, in that instance, 
to avoid uncertainty about its future, a franchisee should file a 
motion seeking judicial declaration that its agreement has been 
terminated upon rejection.

Rejection and Non-Competition Provisions
Although no case law is directly on point, one can argue 
that a franchisee should not be required to abide by the in-
term and post-term non-competition provisions of its fran-
chise agreement because the franchisor’s rejection of that 
agreement constitutes a default by the franchisor. However, 
a franchisee may be obligated to comply with the in-term 
and post-term non-competition provisions of the franchise 
agreement because, as stated above, a franchisee’s obliga-
tions are not excused by rejection of its franchise agreement.

If  a non-competition agreement is held to be a separate 
agreement apart from the franchise agreement, it is possi-
ble that the franchise agreement may be rejected while the 
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non-competition agreement is assumed. In such a scenar-
io, a trustee or a debtor could take action against a com-
peting franchisee to protect the interests of the franchisor 
and the other franchisees even after rejecting the franchise 
agreement. If  an action is asserted against a franchisee 
for enforcement of non-competition provisions, possible 
defenses include (1) alleging a lack of consideration for the 
non-competition agreement as a separate agreement and 
(2)  arguing that performance under the non-competition 
agreement should be excused because of the franchisor’s 
breach of the franchise agreement arising from the rejection 
of that agreement.

Assumption of a Franchise Agreement
A trustee or debtor in possession has the option to affirm 
and accept (assume) an executory contract.63 To assume an 
executory contract, the trustee or debtor files a motion with 
the bankruptcy court.64 If  a franchisor assumes a franchise 
agreement, the franchisee is entitled to the full benefit of 
its bargain.65 Thus, assumption of an executory contract 
requires that the debtor cure any existing defaults, thereby 
providing the expected value of the contract to the non-
debtor party.66

If  the debtor has defaulted under an executory contract 
to be assumed, the Bankruptcy Code provides that the trust-
ee or debtor may not assume that executory contract unless 
the trustee or debtor 

(A) cures, or provides adequate assurance that the trustee 
will promptly cure, such default . . . ; 
(B) compensates, or provides adequate assurance that the 
trustee [or debtor] will promptly compensate, a party other 
than the debtor to such contract . . . , for any actual pecuni-
ary loss to such party resulting from such default; and 
(C) provides adequate assurance of future performance 
under such contract or lease.67 

The requirement to cure defaults prior to assuming an execu-
tory contract applies to non-monetary defaults as well as mon-
etary defaults.68 A franchisor intending to assume a franchise 
agreement should continue to perform under that agreement 
during the pendency of the bankruptcy proceeding. Otherwise, 
the franchisor may be unable to assume the agreement because 
it is unable to cure a non-monetary default.69

Executory contracts may also be assumed by the debtor 
and assigned to a third party.70 If  a franchise agreement is 
assumed and assigned, the assignee will be required to per-
form those obligations originally belonging to the franchisor 
debtor.71 Because the assuming party must cure any exist-
ing defaults, the assignee will ultimately assume the agree-
ments free of any defaults. The Bankruptcy Code requires 
that a potential assignee of a franchise agreement possess 
the financial capacity to satisfy all obligations contained 
therein and provide adequate assurance of being able to cure 
any future defaults under the franchise agreement.72 This 
requirement of financial capacity protects the non-debtor 
party from having to contract with a party that is financial-
ly unstable or unlikely to meet its contractual obligations. 

Franchisees may file a motion to oppose an assumption and 
assignment of their franchise agreements to a third party.73 
A franchisee may allege that the potential assignee has not 
provided adequate assurance of future performance under 
the franchise agreement. A franchisee may also file a motion 
in opposition as a negotiating tool to obtain more favorable 
terms in its franchise agreement.

A franchisee whose franchise agreement has been 
assumed should pay careful attention to the cure amount 
specified by the debtor and should timely object to the cure 
amount if  that amount is unsatisfactory. The reorganization 
plan in the Pizzeria Uno bankruptcy proceeding set cure 
amounts for certain franchise agreements and provided for 
a fourteen-day period to object to the cure amount.74 The 
bankruptcy court ordered that unless an objection to a cure 
amount was timely filed, the non-debtor party to each exec-
utory contract was forever barred and enjoined from assert-
ing against the debtors any default that must be cured.75 In 
order to preserve the full value of any default, franchisees 
should object to any cure amount that does not adequately 
value the losses from the default.

Assumption and Administrative Liability
Assumption exposes the bankruptcy estate to administra-
tive liability in the event of a failure of future performance. 
Unlike treatment of pre-petition claims as unsecured claims, 
claims arising from a default of an assumed executory con-
tract are treated as administrative expenses, which have pri-
ority over unsecured claims.76 Post-assumption defaults are 
given priority over holders of unsecured claims “[b]ecause 
assumption acts as a renewed acceptance of the terms of the 
executory bargain.”77

Rejection or Assumption and Automatic Stays
Bankruptcy filing triggers an automatic stay.78 The auto-
matic stay prevents the initiation or continuation of (1) judi-
cial proceedings against the debtor; (2) actions to obtain the 
debtor’s property; (3) actions “to create, perfect, or enforce 
any lien against [a debtor’s] property”; and (4)  setoff  of 
indebtedness owed to the debtor before commencement of 
the bankruptcy proceeding.79 

In a franchisor bankruptcy, the automatic stay stays 
actions by franchisees against the franchisor either to com-
pel the franchisor to provide goods or services or to recover 
damages from the franchisor for fraud, breach of contract, 
or tortious interference with contract.80 The application of 
the automatic stay in a franchisor bankruptcy is not the sub-
ject of well-developed law. Nonetheless, the automatic stay 
may prevent franchisees from (1) voluntarily leaving the sys-
tem, (2) refusing to pay royalties and brand fund contribu-
tions, and (3) terminating the franchise agreement.81

As noted above, rejection does not resolve the franchisee’s 
position vis-à-vis the franchise agreement. In the event that a 
franchise agreement is rejected, to avoid any uncertainty con-
cerning the effect of rejection, a franchisee should file a motion 
seeking relief from the automatic stay to have the bankruptcy 
court determine if (1) its franchise agreement is terminated, (2)  

Published in Franchise Law Journal, Volume 31, Number 2, Fall 2011. © 2011 by the American Bar Association. Reproduced with permission. All rights reserved. This information or any portion thereof 
may not be copied or disseminated in any form or by any means or stored in an electronic database or retrieval system without the express written consent of the American Bar Association.



  Fall 2011  ■  Franchise Law Journal  61 

it is required to continue to perform under the agreement, and 
(3) if it is bound by non-competition provisions.82

A franchisee may also move for relief  from the auto-
matic stay in order to protect crucial rights, such as control 
of brand fund contributions. Many franchise agreements 
provide that the brand fund is not an asset of the franchi-
sor but that the franchisor maintains control over the use 
and administration of the brand fund. If  the court grants 
a franchisee’s motion, it may be possible for a franchisee to 
recover its contributions, require the franchisor to expend 
those contributions on advertising and marketing programs, 
and/or cease contributing to the fund during the bankruptcy 
proceeding.83 However, if  the bankruptcy court rules against 
the franchisee and finds that the brand fund contributions 
are the franchisor’s property, monies in the brand fund may 
instead be available to pay the franchisor’s creditors.84

A franchisee whose agreement has been assumed should 
be concerned whenever relief  from the automatic stay is 
granted to another creditor. The Bankruptcy Code permits 
relief  from the automatic stay to creditors holding certain 
types of claims.85 Generally, secured creditors seek relief  
from the automatic stay where the debtor or the trustee fails 
adequately to protect the creditor’s interest in property, “the 
debtor does not have equity in such property,” or “such prop-
erty is not necessary to an effective reorganization.”86 Once 
relief  from the stay has been granted, that creditor is free 
to assert its rights against any and all of the estate’s assets, 
including foreclosure rights and removing those assets from 
the bankruptcy estate.

Assets removed from a franchisor’s bankruptcy estate are 
unavailable to support the franchise system. If a creditor has 
a secured interest in the franchisor’s trademarks, those trade-
marks could be used to satisfy the secured creditor’s claims. 
This could leave the franchisor without ownership of the trade-
marks and without the means to license those trademarks to 
franchisees for their use. Because many franchise agreements 
provide that the franchisor has the ability to require franchisees 
to use other trademarks, franchisees may be forced to operate 
under a different set of trademarks; incur significant expenses 
to market the new trademarks; and change signage, uniforms, 
brochures, menus, and other materials.

Claims and Counterclaims
Assertion of Franchisee Claims Against Franchisor
A franchisee may assert claims against the franchisor, includ-
ing claims for (1)  breach of the franchise agreement or a 
related agreement and (2) state law violations that may give 
rise to damages and rescission of the franchise agreement. 
These claims may arise either pre-petition or post-petition. 
If  a franchisee files a claim, then that claim will be disposed 
of as part of the franchisor’s bankruptcy proceeding.87 A 
franchisee must file its claim in a timely manner or risk los-
ing compensation for its claim.88 A franchisee’s claim against 
the franchisor arising pre-petition will generally be treated 
as an unsecured claim, with the lowest priority for payment. 
Those claims that arise during the bankruptcy proceeding 
will be treated more favorably as administrative expenses.

Assertion of Franchisor Claims
A franchisor is entitled to bring actions against a franchi-
see during the pendency of the bankruptcy proceeding.89 A 
franchisor’s claims against a franchisee are subject to setoff, 
recoupment, or both against the franchisee’s claims against 
the franchisor.90 The bankruptcy court in In re Docktor Pet 
Centers, Inc. permitted a franchisee whose franchise agree-
ment had been rejected to set off  its rejection damages 
against amounts due to the franchisor.91 A franchisee can 
meet a franchisor’s claim with a countervailing claim that 
arises “out of the same transaction,” using recoupment to 
abate or reduce a franchisor’s claim.92

Sale of Assets: Liquidation and 363 Sales
Liquidation
As discussed above, a Chapter 7 trustee liquidates the debt-
or’s assets to maximize returns.93 Among the assets that 
could be sold are the franchisor’s trademarks and franchise 
agreements. When a trustee is able to sell all of the franchi-
sor’s assets to a single party, the franchise system will gen-
erally be left intact but under new ownership. This could 
result in a favorable outcome for franchisees depending on 
the purchaser’s franchise experience, business acumen, and 
financial capability. 

If the trustee is unable to sell all or some of the franchisor’s 
assets, the unsold assets may be abandoned. Assets of the estate 
may be abandoned under the Bankruptcy Code either by the 
trustee during the bankruptcy case or upon the conclusion of 
the case if the trustee does not administer the property dur-
ing the bankruptcy case.94 Upon abandonment, the abandoned 
asset reverts back to a party with a possessory interest, and the 
bankruptcy court is divested of jurisdiction over the asset.95

If  a trustee is only able to sell some of the franchisor’s 
assets, such as the franchisor’s real estate, company-owned 
units, equipment, and other hard assets, the franchise agree-
ments and trademarks may be left unsold. In that case, the 
franchise agreements may be rejected. A franchisee would 
then have no rights to use the trademarks and no support for 
its business. If  the trademarks are not sold but are instead 
abandoned, there may be no party with a possessory interest 
in the trademarks to assert control over their use and force 
a franchisee to stop them. This creates an opportunity for 
a franchisee whose franchise agreement had been rejected 
to (1)  continue to use those trademarks despite rejection 
and the accompanying loss of trademark rights and (2) gain 
independent rights to the trademarks because the franchi-
sor’s marks may be deemed abandoned. Abandonment 
under trademark law occurs when the owner of a trademark 
ceases to use that trademark and shows no intention of 
reinstituting use of that trademark in the future.96 Accord-
ing to the Lanham Act, three consecutive years of non-use 
constitutes “prima facie evidence of abandonment.”97 Once 
a trademark has been abandoned, the previous owner has 
no rights to the trademark nor can it prevent a third party 
from using that trademark; and any third party may use that 
trademark or register it as its own.98 Of course, the franchi-
see may not be able to stop other users of the mark.
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However, rather than waiting for the trademarks to 
become abandoned, it is advisable for a franchisee to offer 
to purchase the debtor’s trademarks in order to protect its 
interests in continuing to operate its business under the same 
trademarks and to avoid any uncertainty over the ownership 
of the trademarks. A franchisee may also consider purchas-
ing the franchise agreements and operating the franchise sys-
tem. If, on the other hand, the franchise agreement is sold, a 
franchisee will be concerned about which other assets have 
been acquired by the purchaser. If  the franchisor’s trade-
marks have also been acquired, a franchisee may be able to 
continue to use those trademarks instead of rebranding.

363 Sales
A sale of assets in a bankruptcy proceeding other than in the 
ordinary course of business is commonly referred to as a 363 
sale.99 Such sales are more common in Chapter 11 reorgani-
zation cases than in Chapter 7 liquidation cases. The debtor 
or trustee can sell the debtor’s assets in a 363 sale quicker 
and with less scrutiny than using them as part of a reorga-
nization plan. In a 363 sale, a debtor must prove that (1) the 
sale, assumption, and assignment is undertaken in the sound 
exercise of the debtor’s business judgment;100 (2) the debtor 
will cure or provide adequate assurance of the prompt cure 
payment and payment of all pecuniary losses;101 and (3) the 
proposed purchaser can “provide ‘adequate assurance of 
future performance’” under each agreement.102

The purpose of the 363 sale is to obtain the highest and 
best offer for the assets. Although the Bankruptcy Code does 
not define higher and better, bankruptcy courts will often 
approve a 363 sale after applying a business judgment test to 
determine that a “sound business reason” exists in support 
of the 363 sale and that the sale is in the best interest of the 
bankruptcy estate and the creditors.103 The courts further 
require that the debtor’s use of the property be proposed in 
good faith.104 The good faith element has focused primarily 
on whether the proposed use or sale would benefit a debtor’s 
insiders to the detriment of its estate and its creditors.105

In opposition to a potential 363 sale of the franchise sys-
tem assets to a third party for $6.5 million, franchisees of 
The Ground Round argued that their offer for the franchise 
system was higher and better. There, franchisees asserted 
claims for damages in excess of $40 million for lost sales and 
profits resulting from (1) negative goodwill to the franchise 
system due to the closure of corporate-owned units, (2) the 
franchisor’s failure to spend monies collected from fran-
chisees on advertising and marketing, and (3)  the franchi-
sor’s failure to provide operating support to franchisees.106 
The offer submitted by the franchisees included a purchase 
price of $4.85 million and a waiver of all of their claims. 
The bankruptcy court determined that the franchisees’ offer 
constituted the highest and best offer to the estate because 
it prevented the estate from incurring significant litigation 
expenses, netted the estate $4.85 million, and included a 
waiver of the franchisees’ claims, which the court noted 
could have resulted in damages of several million dollars.

In another 363 sale, Opal Concepts, Inc. sold the assets of 

Fantastic Sams, including franchise agreements, to Cheveux 
Acquisition, LLC, a regional franchisor in New England.107 
Cheveux Acquisition, LLC outbid a consortium of other 
Fantastic Sams regional franchisees.108 The bankruptcy 
court determined that the sale reflected sound business judg-
ment and a proper exercise of the debtors’ fiduciary duties, 
thereby protecting the interests of the debtors, their credi-
tors, and their estates.109

Section 363 of the Bankruptcy Code is not intended to be 
utilized to sell all or substantially all of the debtor’s assets.110 
However, a 363 sale is often used to do exactly that. In some 
jurisdictions, a proposed 363 sale is sometimes deemed to be 
an illegal sub rosa-plan, and the sale is denied on that basis.111 
A sub rosa plan is a transaction that has the effect of preempt-
ing or dictating the terms of a debtor’s ultimate reorganization 
plan absent the statutory protections required by a reorganiza-
tion plan.112 Accordingly, a franchisee may want to object to 
the 363 sale on this basis. However, denial of a 363 sale based 
on a sub rosa plan objection is rare: many courts that have 
heard sub rosa based objections ultimately approved the sale.113

The Fifth Circuit in In re Continental Air Lines, Inc. 
determined that 363 sales require an “articulated business” 
reason to be approved.114 The Fifth Circuit in In re Braniff 
Airways, Inc. set out other factors that a court is to consider 
in approving a 363 sale.115 The factors include consideration 
of the following questions: 

1. Has the debtor used good business judgment?
2. Will the proposed sale further the . . . interests of the 

debtor, creditors and equity holders?
3. Are the assets increasing or decreasing in value?
4. Does the proposed sale specify terms for adopting . . . 

a reorganization plan?
5. Will approval of the proposed sale effectuate a de facto 

reorganization plan as to render creditors’ rights under . . . 
chapter 11 meaningless?116 

Where a proposed 363 sale of real estate reduced secured 
debt, did not interfere with the debtor’s ability to reorganize, 
and did not impose conditions on the debtor’s reorganiza-
tion, the proposed 363 sale was approved.117

Reorganization Plan
The Chapter 11 debtor is given a period of 120 days from the 
date that the bankruptcy petition is filed (or after an entry 
of order for relief  if  an involuntary bankruptcy petition) to 
file a plan of reorganization.118 Only the debtor may file a 
plan of reorganization during this time period. The debtor 
also has 180 days from the date that the bankruptcy petition 
is filed (or after an entry of order for relief  if  an involun-
tary bankruptcy petition) to obtain acceptances from credi-
tors for the reorganization plan.119 Upon bankruptcy court 
approval, the debtor may extend its exclusive period for fil-
ing a reorganization plan and obtaining creditor acceptance 
of the reorganization plan. “If  the exclusive period expires 
before the debtor has filed and obtained acceptance of [its 
reorganization] plan, other parties . . . may file a [reorganiza-
tion] plan.”120 In the event that multiple reorganization plans 
have been filed, the plans will compete for creditor approval.
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“[A] chapter  11 [reorganization] plan must [properly] 
designate classes of claims and interests.”121 “[A] plan will 
[designate] claim holders as secured creditors, [priority] 
unsecured creditors .  .  . , general unsecured creditors, and 
equity security holders.”122 Similar claims and interests are 
placed within the same class.123 Accordingly, franchisees 
are generally grouped together within a class of unsecured 
creditors because each possesses similar unsecured claims 
against the franchisor.

If a Chapter 11 proceeding is filed, a U.S. trustee will appoint 
a committee of creditors holding the seven largest unsecured 
claims against the debtor.124 The purpose of a creditors’ com-
mittee is to “investigate the acts, .  .  . assets, liabilities, and 
financial condition of the debtor”; safeguard against improper 
management of the debtor during bankruptcy; assist in formu-
lating a reorganization plan; and take positions on all matters 
that come up during the Chapter 11 case.125 In some instances, 
multiple committees representing different kinds of claims may 
be appointed.126 It is advisable for franchisees to petition the 
bankruptcy court to appoint an additional committee of fran-
chisees as an official creditors’ committee to ensure that their 
interests are adequately represented.127

Conclusion
A franchisor’s bankruptcy proceeding can have a significant 
impact on a franchisee’s business. It is crucial for a franchi-
see whose franchisor has filed for bankruptcy protection to 
understand the nuances of the bankruptcy proceeding and 
the effect of the proceeding on its business, its contractual 
and business relationship with the franchisor, and the fran-
chise system as a whole. 
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