When Will Courts Issue Preliminary
Injunctions to Enforce Restrictive
Covenants in Franchise Agreements?

BArRBARA A. BAGDON AND MARY M. KELLERMAN

ranchise agreements almost always include covenants not
to compete. Enforcement of these covenants comprises an
[ increasing amount of litigation between former franchi-
sees and their franchisors. Often, litigation involving restrictive
covenants centers on the question of whether a court should issue
a preliminary injunction to enforce the noncompete agreement,
potentially forcing a former franchisee to cease operation of its
business. This article will analyze recent case law regarding the
enforcement of restrictive covenants in franchise agreements and
identify where franchisors have succeeded and where they have
failed in their attempts to obtain preliminary injunctive relief to
enforce noncompete provisions in franchise agreements.

This article first reviews the applicable law regarding the
enforceability of restrictive covenants generally and when
included in franchise agreements specifically. This article then
describes general concepts concerning preliminary injunctions
and points out some differences across state lines. Finally, the
bulk of this article surveys recent case law involving franchisors
that sought preliminary injunctive relief to enforce their noncom-
petes and identifies some general trends of the law pertaining to
the enforcement of such restrictive covenants.

Covenants Not to Compete
Restrictive covenants appear primarily in three types of agree-
ments: employment contracts, contracts for the sale of a busi-
ness, and franchise agreements. Due primarily to the negative
public policy implications of contracting away employment
rights, restrictive covenants in sale of business contracts are
more readily enforced than restrictive covenants in employment
contracts.! Noncompete covenants in franchise agreements are
largely viewed as a hybrid of employment and sale of business
contracts and thus comprise a distinct category of restrictive
covenants. Like sale of business restrictive covenants, franchise
agreement restrictive covenants aim to protect the goodwill
associated with the franchisor’s marks, and the benefits that the
franchisor derives therefrom, by preventing former franchisees
from misappropriating use of the marks and confidential busi-
ness operations. And, like employment contract restrictive cov-
enants, the law recognizes the disparity in power between the
franchisor and the franchisee. .

Covenants in franchise agreements often prohibit the fran-
chisee, and sometimes certain key employees, from compet-
ing with the franchised business by operating or working in
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or for the same or a similar busi-
ness. Franchise agreements typi-
cally contain two different types
of restrictive covenants: in-term
covenants, prohibiting competition
while the franchisee is operating the
franchised business; and post-term
covenants, prohibiting competition
after the expiration or termination
of the franchise agreement. The
cases discussed in this article deal
solely with attempts to enforce
post-term restrictive covenants.

A post-term restrictive covenant
in a franchise agreement generally
defines a time period following ter-
mination or expiration of the fran-
chise agreement during which the
restriction is effective, along with
the specified geographic area in
which the restriction applies. Both of
these provisions must be reasonable.
For example, courts have held to
be reasonable franchise agreements
restricting post-termination compe-
tition for one to two years within a
single county or five miles from the original location.? Franchise
attorneys should note that some states have statutes governing
the enforceability of restrictive covenants.

In the past, courts frowned upon restrictive covenants. In fact,
courts used to regularly hold that restrictive covenants in fran-
chise agreements constituted agreements in restraint of trade and
were therefore void as contrary to public policy.* However, courts
now regularly enforce restrictive covenants that are within a law-
ful contract, reasonable, and not contrary to the public interest.?
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Preliminary Injunctions

Preliminary injunctions are an extraordinary form of relief that
serve a limited purpose—preserving the status quo of the par-
ties until a full trial on the merits of the dispute can be held.t
The status quo is defined as “the last peaceable, uncontested
status of the parties which preceded the actions giving rise to
the issue in controversy.”” Prohibitive injunctions seek to pre-
serve the existing state of the relationship by prohibiting con-
duct that would alter it, while mandatory injunctions alter the
existing relationship by requiring the subject of the injunction
to take some action (as opposed to refraining from action).® The
status quo is preserved when irreparable harm is prevented.®
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Therefore, in the context of a noncompete covenant, a fran-
chisor seeking a preliminary injunction wants to alter the sta-
tus quo by ordering enforcement of a restrictive covenant (i.e.,
ordering a former franchisee to comply with the covenant by
ceasing to operate a business that competes with the franchise).
Franchisors generally argue that the status quo, as the last peace-
able status of the parties, should be defined as the time before
the franchisee engaged in the conduct that allegedly violated the
noncompete covenant. If successful in making this argument,
the franchisor likely will have much more success in obtaining a
preliminary injunction because courts look more favorably upon
prohibitive injunctions. A former franchisee defending against
a preliminary injunction, on the other hand, generally wants to
preserve the status quo by preventing termination of its business
and will argue that the status quo includes continuing to engage
in the conduct that the franchisor seeks to prevent.

When a court decides whether or not to issue a preliminary
injunction, it does not conduct a full trial on the merits; thus, find-
ings made by a court at the preliminary injunction stage are not
binding on the trial court.'® Additionally, an agreement to submit
disputes to arbitration does not prevent a court from issuing a
preliminary injunction prior to the initiation of arbitration pro-
ceedings in order to preserve or restore the status quo.!

Four-Factor Approach to Preliminary Injunctions
Although jurisdictions vary slightly in their approaches to deter-
mining when a preliminary injunction should be granted, there
is general agreement as to the factors that courts will consider in
deciding whether to issue a preliminary injunction. Courts con-
sider, in varying combinations, whether the plaintiff will suffer
itreparable injury if an injunction is not issued (or, somewhat
interchangeably, whether an adequate remedy exists at law);
the plaintiff’s likelihood of success on the merits; the balance of
harms between the plaintiff and the defendant; and the effect of
any proposed injunction on the public interest.

In some jurisdictions, the party seeking the injunction must
satisfy all four factors; other jurisdictions will issue a preliminary
injunction upon establishing only one of the factors.'? Yet another
group of jurisdictions requires that the party seeking the injunc-
tion establish irreparable injury or inadequacy of legal remedies,
and the court will then engage in a balancing of harms.!* Often,
if a party seeking an injunction has a very strong argument estab-
lishing one of the factors, a court will issue an injunction even if
the arguments as to the other factors are weaker.'

Irreparable Injury

All jurisdictions require the party seeking the injunction to
establish that it will suffer an irreparable injury if an injunc-
tion is not issued. Failure to establish irreparable injury will
result in denial of a request for a preliminary injunction.'® Gen-
erally, an irreparable injury is one that cannot be remedied with
an award of monetary damages; in other words, the plaintiff
does not have an adequate remedy at law and therefore must
pursue the equitable remedy of an injunction.'® As a result, the
irreparable injury sought to be prevented by the preliminary
injunction must be something more than a loss of business or
customers, such as damage to goodwill or intellectual property

or loss of the ability to franchise the former franchisee’s ter-
ritory, that will occur unless the former franchisee ceases its
activities immediately.

Likelihood of Success on the Merits

A court considering a party’s likelihood of success on the mer-
its will make a cursory review of the information provided by
both parties, including claims and defenses. In a franchise case,
a franchisor generally must show a likelihood of success on its
breach of contract claim, that is, its claim that the franchisee is
acting in breach of the covenant against competition contained
in the now-terminated or expired franchise agreement.

In some states, the threshold to establish likelihood of suc-
cess on the merits increases when a party seeks a mandatory
injunction, i.e., the party must make a clear or substantial show-
ing of likelihood of success.!” Therefore, a franchisor will want
to argue that it is not seeking to alter the status quo when it seeks
a preliminary injunction enforcing a restrictive covenant (and
thereby forcing the former franchisee to stop certain behavior).
Rather, to avoid the requirement of an increased burden of per-
suasion, the franchisor should claim that the injunction it seeks
is merely preservative of the status quo because the last peace-
able, uncontested state was before the former franchisee took
the actions that allegedly breached the restrictive covenant. On
the other hand, former franchisees will want to argue both that
the status quo is the current state of affairs and that the franchi-
sor is not likely to succeed on its claim that the former franchi-
see is operating a business in breach of the restrictive covenant

-in the franchise agreement, generally because the restrictive

covenant is unreasonable.

Balance of Harms

The balance of harms involves a careful weighing of the harm
to the party seeking the injunction if the injunction is not issued
against the harm to the other party in the event that the injunc-
tion is issued in error (i.e., issued in favor of a party that subse-
quently loses the case on its merits).!® In the franchise context,
this factor involves the consideration generally of any irrepara-
ble harm claimed by the franchisor balanced against any poten-
tial harm to the former franchisee in the event that it is forced
to close down its business, and particularly of the extent of this
harm to the former franchisee if it is later found not to be in
breach of any restrictive covenant.

Public Interest

In determining whether to issue an injunction, courts may also
consider the public interest. This factor generally looks at the
effect of the injunction on nonparties to the suit.!” Often, con-
siderations of public interest will only come into play once the
court determines that the three other factors have been met.?

Preliminary Injunctions: Recent Case Law

Courts grant, and refuse to grant, preliminary injunctions
enforcing noncompete covenants in franchise agreements for
a variety of reasons. This section will discuss the recent case
law involving the relevant factors that courts weigh under each
preliminary injunction consideration.
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Irreparable Injury

Irreparable injury does not always result from a franchisee’s
alleged breach of a noncompete covenant. Although an actu-
al breach of a noncompete covenant may result in monetary
damages to a franchisor, the risk of economic damages alone
is insufficient to support the issuance of a preliminary injunc-
tion that will put a former franchisee out of business. Therefore,
franchisors seeking a preliminary injunction ordering a franchi-
see to cease activities that are allegedly in breach of a restric-
tive covenant must establish something more than monetary
loss or economic harm.?! Franchisors commonly argue that the
irreparable injury is in the form of customer confusion or loss
of goodwill and damage to reputation. Additionally, a franchi-
sor will often claim that its irreparable injury is the inability to
establish a new franchise in the former franchisee’s territory or
harm to its ability to enforce existing franchise agreements.?
However, these arguments are only successful in a few con-
texts, and courts are hardly consistent in their conclusions.

Customer Confusion and Loss of Goodwill

One way of establishing irreparable injury (and perhaps the
argument that is generally most successful for franchisors) is to
argue that a franchisee’s breach results in customer confusion,
thereby causing a distinct injury to the franchisor’s brand, trade-
mark, and goodwill. For example, in Atlanta Bread Co. Interna-
tional, Inc. v. Nine Star Enterprises, Inc., the court held that a
franchisor established irreparable harm resulting from customer
confusion when the terminated franchisee operated a deli in the
building where he had operated the franchise and continued to
sell the franchisor’s products.”® The court noted that until the
former franchisee ceased operation, the franchisor lost control
of its trademark and reputation.?* These harms, according to the
court, could not be remedied with monetary damages.?

However, franchisors may have difficulty establishing cus-
tomer confusion (and, therefore, irreparable harm) when the
former franchisee completely disassociates itself from the fran-
chisor’s marks and business system. For example, in Bennigan §
Franchising v. Swigonski, the court held that the franchisor failed
to show irreparable harm when the former franchisee, while
continuing to operate a casual dining restaurant in the location
where he had operated the franchised restaurant, removed all of
the franchisor’s marks and substantially decharacterized the res-
taurant.?® As an additional basis for its holding that the franchisor
was unlikely to be irreparably harmed by the former franchisee’s
alleged breach of the restrictive covenant, the Bennigan s court
also emphasized the fact that the former franchisee’s restaurant
was 210 miles from the closest franchised restaurant; it was
unlikely that customers would be confused.?”

The emphasis that the court placed on these facts—the for-
mer franchisee’s decharacterization of its restaurant and the
significant distance between the former franchisee’s restaurant
and any franchised business—demonstrates that courts are
unlikely to find irreparable harm without a significant risk of
customer confusion. Therefore, franchisees seeking to avoid a
preliminary injunction that enforces a restrictive covenant often
have a strong argument that the franchisor has not suffered an
irreparable injury if they can demonstrate a lack of potential

customer confusion. Although a court could ultimately find that
a franchisee did breach a restrictive covenant, a franchisor will
likely have difficulty establishing a risk of customer confusion
at the preliminary injunction stage when the franchisee com-
pletely disassociates itself from the franchisor’s marks and the
former franchisee’s business is not in direct competition with
an existing franchise store. Courts will not employ the drastic
equitable remedy of issuing a preliminary injunction (and thus
forcing a business to shut its doors before a trial on the mer-
its has been held) unless the party seeking the injunction can
clearly establish that the harm it will suffer cannot be remedied
through monetary damages.

For example, the court in Curves International v. Mosbarger
held that the risk of customer confusion was negligible when
the former franchisee’s new gym used different equipment and
operated at a new location and under a different name than the
franchised gym.?® Additionally, a restaurant franchisor was
unable to establish irreparable harm when a former franchisee
commenced operating a new restaurant at the same location
after removing all items relating to the franchise and changing
the menu, name, and general look of the restaurant.”® A Cana-
dian court even held that the difference between organic and
nonorganic coffee was enough to distinguish a former franchi-
see’s coffee shop from the franchised shop and thus rejected the
franchisor’s petition for a preliminary injunction.®

On the other hand, in some circumstances, franchisors have
successfully claimed that they were irreparably harmed by the
loss of goodwill when a former franchisee breached a restrictive
covenant. In Lockhart v. Home-Grown Industries of Georgia,
Inc., the court granted a preliminary injunction enforcing a cov-
enant not to compete when the franchisor showed that the former
franchisee was reaping the goodwill established by the franchi-
sor.3! Although the court noted that “loss of sales, profits or mar-
ket share alone do not constitute the sort of harm sufficient to
warrant injunctive relief,” the fact that former franchisees contin-
ued to operate restaurants in the same location as their franchises
and offered almost exactly the same products, thereby attracting
the same customers, supported a finding of irreparable harm.*?

However, the mere loss of some clients does not constitute
an irreparable harm. In Coast to Coast Engineering Services v.
Stein, the court distinguished between the loss of some clients
or business opportunities and the loss of an entire business
enterprise.® The court held that bare allegations that the for-
mer franchisee was doing business with some of the franchi-
sor’s clients was not a sufficient showing of irreparable injury
and that any lost business could be compensated with mon-
etary damages in the event that the franchisor succeeded on
its substantive claims.*

A direct interference with customer relations does, how-
ever, constitute irreparable harm.3® In Certified Restoration
Dry Cleaning Network, L.L.C. v. Tenke Corp., the court held
that the franchisor would suffer irreparable harm because the
former franchisee directly interfered with customer relations
by providing the same services that the franchised business
provided to the same customers.*® Because the former franchi-
see’s new business was based entirely on retaining customers
with which it had developed relationships while a franchise,
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the court held that the franchisor was suffering an irreparable
loss of fair competition and incalculable damages.”’

This distinction between mere loss of business and direct
interference with customer relations is not surprising because
customer relations mirror goodwill in a franchise relationship.
Beyond its marks and business systems, a franchisor’s most
valuable asset is its reputation in the community, commonly
referred to as its goodwill and often reflected through customer
relations. Damage to goodwill or customer relations resulting
from an alleged breach of a restrictive covenant may be nearly
impossible to compensate through monetary -damages and is
therefore a proper reason for a preliminary injunction to issue.

However, a franchisor cannot establish irreparable injury
when a claim of loss of customers, loss of goodwill, or customer
confusion is too remote or speculative. For example, in Curves
International, the court refused to issue a preliminary injunction
enforcing a covenant not to compete when the franchisor failed
to present any evidence that Curves customers were now attend-
ing the former franchisee’s new gym.3 Further, the U.S. Court of
Appeals for the Ninth Circuit has held that speculative injury is
insufficient to support a finding of irreparable harm.® The court
stated that “[a] plaintiff must demonstrate immediate threatened
injury as a prerequisite to preliminary injunctive relief.”

Inability to Refranchise and Harm to Existing Franchisee
Relationships

A franchisor that can demonstrate that it has been unable to
establish new franchises in the former franchisee’s territory due
to a breach of a restrictive covenant likely will be able to estab-
lish irreparable injury.* The same can be said when a franchi-
sor can show that a former franchisee’s breach of a restrictive
covenant has harmed the franchisor’s relationships with other
franchisees and its ability to enforce existing franchise agree-
ments.” Again, however, the franchisor’s allegations of harm
cannot be too remote or speculative. A simple claim that a fran-
chisor has faced difficulties refranchising a territory should be
supported by specific allegations tying the difficulty to the for-
~ mer franchisee’s alleged breach.

In conclusion, although franchisors are quick to allege that
they will be irreparably harmed by a former franchisee’s busi-
ness activities that might be in breach of a covenant not to
compete, such harm, if any, can often be measured in terms
of monetary damages. Additionally, any potential irreparable
harm may be far too remote and speculative to justify the sub-
stantial remedy of issuing a preliminary injunction and forcing
a former franchisee to shut down a business enterprise that is
potentially not in breach of any restrictive covenant.

Likelihood of Success on the Merits

Whether a franchisor will be likely to succeed on the merits
of its claim that a former franchisee is operating a business in
breach of its obligations under a terminated or expired fran-
chise agreement is, along with irreparable harm, probably the
most extensively considered preliminary injunction factor. As
discussed above, the court’s role in considering a motion for a
preliminary injunction is somewhat limited: courts are not in
a position to conduct a full trial at the preliminary injunction

stage, and parties have not gone through the research, discov-
ery, and other fact-finding processes that will reveal the support
for their claims and defenses. Therefore, a court’s decision in
regard to issuing a preliminary injunction to enforce a covenant
not to compete often turns on a very limited set of often dis-
puted facts and only a cursory consideration of applicable law.

A former franchisee’s best and most commonly asserted argu-
ment against the issuance of a preliminary injunction is that the
restrictive covenant in the franchise agreement is unenforceable
because the covenant itself is invalid under state law or because
the contract as a whole is unenforceable. Even at the preliminary
injunction stage, courts will often carefully consider the enforce-
ability of the restrictive covenant, and covenants that appear
overbroad or otherwise unreasonable will not be enforced.

For example, in Bennigan s, the court found that the franchi-
sor was not likely to succeed on the merits of'its claim for breach
of contract arising out of a former franchisee’s operation of a
restaurant in the same location where it operated its franchised
restaurant.® The restrictive covenant at issue prohibited the oper-
ation of “any casnal dining or other restaurant business.” The
court held that the term casual dining was too broad and point-
ed out that the franchise agreement failed to adequately define
the term.* Although the franchise agreement did provide a list
of examples of casual dining restaurants, the court rejected the
argument that this list limited the overbroad nature of the prohib-
ited conduct because there was no identifiable “common thread”
among the listed examples.* As a result, the court held that the
franchisor was not likely to succeed on the merits of its breach
of contract claim because the former franchisee would likely be
able to prove that the restrictive covenant was unenforceable.*’

A court reached the same result and refused to issue a prelim-
inary injunction enforcing a covenant not to compete in Novus
Franchising v. Oksendahl.*® In this case, the court held that the
franchisor would not likely succeed on the merits because the
restrictive covenant was not reasonable. The covenant could
be read to apply to more than the former franchisee’s contin-
ued use of the franchisor’s marks and products®: the covenant
could reasonably be interpreted to apply to the use of all busi-
ness products and services that competed with the franchisor’s
trademarks or products.’® Because such a broad restriction was
unlikely to be upheld under Idaho law, the court refused to grant
the preliminary injunction.’® The court reached this decision
even though it conceded that the franchisor did establish legiti-
mate business interests supporting the restrictive covenant, i.e.,
protection of goodwill, protection from unfair competition, and
potential damage to the franchise system as a whole.*

On the other hand, franchisors can generally establish a
likelihood of success on the merits when there is no challenge
to the enforceability of the restrictive covenant and the former
franchisees are blatantly in breach. In Lockhart, the court held
that a franchisor established a likelihood of success on the mer-

‘its where the former franchisees were operating pizza stores at

the same locations that they had operated their pizza store fran-
chises; the new stores had menus nearly identical to the menus
of the franchised stores; and the former franchisees continued
to use the franchisor’s marks, signs, and related materials.®
The facts in Lockhart are clearly distinguishable from the facts
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in Bennigan 5, where the former franchisees took clear mea-
sures to cease use of the franchisor’s intellectual property and
made the visual changes necessary to distinguish the new res-
taurant from the franchised restaurant.

Franchisees seeking to avoid enforcement of a restrictive
covenant should note that franchisors are going to have a much
more difficult time establishing the likelihood of success on
the merits when the former franchisee has substantially com-
plied with the terms of the restrictive covenant by operating a
business that is unlikely to create customer confusion and by
ceasing the use of all of the franchisor’s marks and logos and
other aspects of the franchisor’s business system. Additionally,
if a former franchisee finds that compliance with the restric-
tive covenant essentially precludes it from operating any type
of business, the former franchisee should consider arguing that
the covenant is unreasonable under state law. The Bennigans
case and the Novus case demonstrate that courts are reluctant
to enforce restrictive covenants that can be interpreted to pro-
hibit a broad array of behavior, and franchisees should use this
tendency to their advantage when arguing that a franchisor is
unlikely to succeed on the merits of its breach of contract claim.

In other cases, the likelihood of success on the merits turns
on whether the franchisor has offered sufficient proof that the
franchisee is operating in violation of the covenant not to com-
pete. A franchisor that seeks to enjoin the activities of a former
franchisee that is obviously violating a clearly reasonable and

enforceable restrictive covenant has the best chance of obtain-

ing a preliminary injunction.

For example, in Hometask Handyman Services, Inc. v.
Cooper, the court did not hesitate to enforce a covenant not
to compete that prevented the operation of a business identical
to the franchised business within a twenty-five-mile radius of
the former franchisee’s territory.> The former franchisee, while
operating under a new name, was providing the same or simi-
lar services as the franchised business, using the phone number
and van color associated with the former franchise, and alleg-
edly using the franchisor’s marks in Internet advertising.® The
former franchisee’s actions in this case more than likely consti-
tuted a breach of the restrictive covenant, and the former fran-
chisee did not present any viable challenges to the covenant’s
enforceability or reasonableness; thus, the court found that the
franchisor was likely to succeed on the merits of its claim.

Similarly, a court issued a preliminary injunction when a for-
mer franchisee continued to operate a substantially similar busi-
ness in its former franchise territory, in direct competition with
the franchisor and in violation of the covenant not to compete.”
The former franchisee had allowed its franchise agreement to
expire after discovering that language used in the franchisor’s
marketing scheme was possibly illegal under state law.’® How-
ever, the former franchisee continued to operate its business and
even acquired most of its customers by soliciting customers with
which it had established business relationships as a franchisee.”
The court did not hesitate to issue a preliminary injunction, not-
ing that the former franchisee’s behavior “presents as blatant and
unjustified a repudiation of subsisting contractual obligations
. . . as has been known or encountered by this court.”s

Franchisors seeking to establish a likelihood of success on

the merits of a breach of contract claim for violations of a cov-
enant not to compete must present the court with more than bare
allegations that the former franchisee is violating the restrictive
covenant. For example, absent supporting evidence that a for-
mer franchisee continued to use the telephone and fax numbers
associated with the franchised business following termination
and continued to hold itself out as a franchise, the franchisor’s
bare allegations were held insufficient to establish a likelihood
of success on the merits.5!

In addition, courts will generally refuse to issue a preliminary
injunction to stop an alleged breach of a covenant not to compete
when the validity of the former franchisee’s post-termination
obligations rests on the determination of the franchisee’s claims
against the franchisor, e.g., where the former franchisee alleges
that the franchise agreement, and thus the covenants contained in
it, were fraudulently induced. In Quizno’s Master v. Kadriu, the
court refused to issue a preliminary injunction for exactly this
reason.® Because the former franchisee alleged that the franchise
agreement was fraudulently induced, the court refused to issue
an injunction finding that, per the parties’ contracts, the validity
of the post-termination obligations rested on the determination
of the former franchisee’s fraud claims, which, per the parties’
contracts, were to be decided in arbitration.®

In conclusion, whether a court will issue a preliminary injunc-
tion often turns on whether the franchisor is able to establish the
likelihood of success on the merits. The ease of establishing a
likelihood of success often correlates with the strength of the
arguments presented by former franchisees opposing enforce-
ment of restrictive covenants and depends on the actions that
the franchisee has actually been taking that arguably violate
the restrictive covenant. When defending against a motion for
preliminary injunction, franchisees’ attorneys should carefully
examine the covenant to determine if there are any viable chal-
lenges to its reasonableness. In doing so, franchisor attorneys
should recognize that courts often strictly construe the terms of
restrictive covenants in a manner so as not to prevent the opera-
tion of a business that does not impinge upon the franchisor’s
intellectual property rights and other rights in regard to the fran-
chisor’s business system.

Finally, franchisees should remember to point out to courts
that any arguments or claims it is presenting that the franchise
agreement as a whole is illegal due to fraudulent inducement,
misrepresentations, or violations of state franchise acts should
lead the court to conclude that the restrictive covenant should
not be enforced by means of a preliminary injunction because it
is impossible for a franchisor to succeed on a breach of contract
claim for a contract that is later found to be illegal.

Balance of Harms

A factor often less determinative than irreparable injury or like-
lihood of success of the merits is the balancing of harms. Courts
often only engage in a balancing of harms once it has already
been established that a party will suffer irreparable injury in
the absence of a preliminary injunction and that the party has
shown a likelihood of success on the merits of its claims. When
courts do consider the balance of harms, the inquiry is generally
very fact-specific.
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The balance of the hardship often will tip in favor of the for-
mer franchisee when the former franchisee is operating a busi-
ness and has contractual obligations as a result. For example, in
Athlete’s Foot Brands, LLC v. Whoooahh, Inc., the balance of the
hardship was in favor of the franchisee because the franchisee
was operating a business and had signed a multiyear lease.® The
franchisor, on the other hand, was not even attempting to open a
location in the area covered by the restrictive covenant.®

Courts that are balancing harms may also look at the par-
ties’ conduct in the performance of the contract. For example, in
Atlanta Bread, the court held that the balance of harms weighed
heavily in favor of the franchisor because it was the franchi-
see’s own actions that effectively caused the termination of the
franchise agreement.%® Therefore, the court held that this “self-
inflicted harm” (that is, the former franchisee’s loss of its busi-
ness) was outweighed by the

determinative factor, therefore, was that the former franchisee
would be forced to close down its business if the preliminary
injunction was issued.” The court noted that “an illusory harm
to the [franchisor] will not outweigh any actual harm to the
[former franchisee].”” Forcing the former franchisee out of
business was a concrete harm, especially considering the fact
that the franchisor refused to accept assignment of the former
franchisee’s leases.” Additionally, the court noted that the for-
mer franchisee had taken all steps requested by the franchisor
to further disassociate its current restaurant from the fran-
chised business.” Considering these facts, the court refused to

. issue the preliminary injunction because the balance of harms

weighed in favor of the former franchisee.”
The court reached the same result in Sona Laser Centers,
Inc. v. Capital Works, LLC."" In that case, the franchisee had
' terminated its agreement for

damage the franchisor was
suffering as a result of the
former franchisee’s continued
use of the franchisor’s marks
and products. As a result,
franchisors seeking a prelimi-
nary injunction to enforce a

Courts often consider public
interest in deciding whether to
issue a preliminary injunction.

the operation of hair remov-
al centers and had trans-
ferred its assets, including
customer contracts, to the
franchisee’s wife.”® The for-
mer franchisee’s wife then

restrictive covenant should

consider the cause of the termination of the franchise agree-
ment because that fact may greatly influence the court’s deci-
sion as to whether the franchisor is being sufficiently harmed to
justify forcing a former franchisee to shut down a business. In
other words, if a franchisor caused the termination of the former
franchisee’s agreement, that franchisor is going to have a much
more difficult time demonstrating that its harm is outweighed
by the harm inflicted on a former franchisee that is forced to
shut down its business.

The Bennigan's court, discussed supra, held that the balance
of harms favored the former franchisee because the franchisor
would suffer little to no injury if the restrictive covenant was
not enforced as the franchisee was no longer using the Ben-
nigan’s marks and the nearest Bennigan’s restaurant was 210
miles away from the franchisee’s restaurant.”’ However, the
balance of harms will weigh in the franchisor’s favor when the
former franchisee’s operation of its business poses a threat to
the entire franchise system.®® For example, in Dry Cleaning To-
Your-Door, Inc. v. Waltham, the court noted that the balance of
harms weighed heavily in favor of the franchisor because of the
highly territorial nature of the franchised residential dry clean-
ing pickup and delivery business.® The territorial nature of the
franchised business increased the irreparable harm to the fran-
chisor and shifted the balance of harms in its favor because the
former franchisee’s alleged breach of the restrictive covenant
posed a threat to the entire franchise system.™

When a franchisor is successful in showing a likelihood of
success on the merits yet fails to show irreparable harm, the
balance of harms factor is often the tiebreaker. For example,
in Noodles Development, LP v. Ninth Street Partners, LLP,
discussed supra, the franchisor established a likelihood of
success on the merits as to the breach of contract claim but
failed to show that it would suffer irreparable harm.” The

proceeded to operate hair
removal centers at the same
locations but under a different name.” The court held that the
balance of harms favored the former franchisee.® The franchi-
sor’s claimed harm, i.e., loss of customers’ goodwill, was gen-
erally compensable by monetary damages and outweighed by
the harm that the former franchisee’s wife’s centers would suf-
fer if the centers were shut down.®! This case shows that a fran-
chisor’s claimed loss of customers in goodwill is not always a
sufficient harm to outweigh the harm that will be caused to an
individual forced to shut down a business.

In conclusion, courts will generally use the balancing of
harms factor when the likelihood of success on the merits is
not determinative as to whether a preliminary injunction should
issue. The facts to which the courts give weight when balancing
harms vary case by case, but each party’s role in the termina-
tion of the franchise agreement is often considered, along with
the nature of the franchise business and the nature of the busi-
ness being conducted by the former franchisee (in particular, its
similarity to the franchised business).

Public Interest

The fourth factor that courts often consider in determining
whether to issue a preliminary injunction is public interest.
However, a preliminary injunction’s potential effect on the pub-
lic is rarely determinative for the courts.

For example, in a case where the court had already found
that the franchisor had established a likelihood of success on the
merits and irreparable harm and the balance of harms weighed
in its favor, the court simply noted that an injunction would
serve the public interest by preventing customer confusion.®?
In other cases, courts have noted a public interest in enforce-
ment of assumed contract obligations, including a restrictive
covenant.® Similarly, in Furniture Media, L.P. v. Janitzen, the
court noted that the public interest would not be harmed by

Published in Franchise Law Journal, Volume 28, Number 3, Winter 2009. © 2009 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.



the enforcement of a restrictive covenant in a franchise agree-
ment because there was no evidence that customers would not
be served and because the public had an interest in preventing
those that purchased franchises from appropriating the franchi-
sor’s knowledge and information.

Essentially, a franchisor has a strong argument that enforce-
ment of a restrictive covenant is in the public interest because
the public has an interest in protecting the intellectual property
and business systems of the franchisor. Not unexpectedly, fran-
chisors often point to the fact that the public has an interest

“in contractual obligations being enforced. The franchisee, on
the other hand, will point out that the public has an interest in
nonenforcement of unreasonable restraints on competition and
in ensuring that the public is served and not subject to franchi-
sor-created monopolies. Franchisees also may point out that the
public has a significant interest in ensuring that any restrictive

~ covenants that are enforced are only enforced to the extent that
they are reasonable. For example, in Noodles Development, the
court held that an injunction would not serve the public interest
because it would only put the former franchisee out of business
and would not remedy any wrong to the franchisor.®®

In sum, although courts considering motions for preliminary
injunctions to enforce restrictive covenants will consider the pub-
lic interest in many cases, a court’s decision will often turn on the
other three factors. Generally, courts seem to mold their vision
of the public interest factor into a form that fits the conclusion
reached when considering the other preliminary injunction fac-
tors. In other words, any strong argument that the public interest
calls for enforcement or nonenforcement of a restrictive covenant
is not likely to be very influential unless the party asserting the
public interest argument also has made a strong argument as to
why the likelihood of success on the merits, irreparable harm, or
balance of harms factor weighs in its favor.

Blue Pencil Rule
Courts employ three distinct approaches when faced with an
overbroad restrictive covenant.3® Some courts simply deem

overly broad covenants against competition void and refuse to .

enforce them.®” Others will only modify or “blue pencil” over-
broad covenants to the extent that the offensive provision is
grammatically severable. The court will then enforce the lawful
portion of the restrictive covenant and ignore the unlawful part.
In these strict blue pencil states, the court will not modify the
covenant to add terms or otherwise rewrite the contract.® The
most common approach, however, is for the court to modify
the restrictive covenant to make it reasonable and enforceable.®

When drafting a restrictive covenant for a franchise agree-
ment, franchisor attorneys should first familiarize themselves
with the law of the state that will control the interpretation of the
contract to determine which approach that state has adopted. To
avoid the risk of having the court materially modify the noncom-
pete covenant or deem it void altogether, franchisor attorneys
should draft restrictive covenants no broader than reasonably
necessary to protect the franchisor’s legitimate business interests.

Likewise, attorneys for franchisees should familiarize them-
selves with controlling law in order to appropriately advise
their clients regarding the enforceability of the post-termination

restrictions imposed by the franchise agreement. Ideally, these
conversations should take place prior to signing the franchise
agreement so that any proposed modifications to the restrictive
covenants as written can be negotiated with the franchisor. At a
minimum, franchisee attorneys should ensure that a prospective
franchisee, when making the decision to go forward with the
purchase of the franchise, has a full understanding of the spe-
cific restrictions imposed by the contract and how these restric-
tions may limit the franchisee’s ability to conduct business after
the termination of the franchise agreement.

Conclusion
As the preceding discussion demonstrates, the case law is highly
fact-specific, and franchisees and franchisors will likely find it
difficult to predict whether a court is willing to use a prelimi-
nary injunction to enforce a restrictive covenant. Franchisors that
seek to maximize certainty regarding the enforceability of their
covenants should take careful note of the reasonableness of the
covenant in terms of geography, duration, and activities covered.
Franchisees seeking to avoid enforcement of a restrictive
covenant through a preliminary injunction should focus on
attacking the franchisor’s ability to demonstrate a likelihood
of success on the merits and also should attempt to show that
the potential damages-that the franchisor may suffer are suffi-
ciently compensable by an award of economic damages. Fran-
chisees should also carefully consider state-specific treatment
of restrictive covenants and the availability of any arguments
that the contract as a whole may be unenforceable.
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