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Seventh Circuit Poised to Decide Treatment of Franchise Agreements
in Bankruptcy

A & F Enterprises, Inc. v. IHOP Franchising LLC (In re A & F Enterprises, Inc.), 2014 WL 494857 (7th Cir. 2014)

In A & F Enterprises, the Seventh Circuit recently considered the powers of a restaurant franchisee (the “Debtor”) to
continue to operate its franchise in bankruptcy court. The Seventh Circuit considered a situation in which, in addition
to typical franchise agreements, the debtor had corresponding building and equipment leases for its restaurants.
The A& F decision holds important consequences for what happens to those leases and franchise agreements when
a franchisee files bankruptcy.

Background

In bankruptcy, a debtor can assume (i.e., continue to perform) an executory contract or reject it any time before
confirming a plan of reorganization. However, unexpired leases of real property must be assumed within 210 days
of filing bankruptcy or they are considered rejected. In A&F, the Debtor did not assume its building leases within 210
days. Eager to sell the franchises to a third party, the franchisor argued that, pursuant to a cross-default provision in
the franchise agreement, the franchise agreement and equipment leases also expired because the Debtor had failed
to timely assume the building leases. The debtor countered that the building and equipment leases constituted
a single integrated contract with the franchise agreements, thereby giving the Debtor until plan confirmation to
assume the single contract.

Relevant Decisions

Siding with the franchisor, the bankruptcy court and district court ruled that building leases had been rejected and,
consequently, that the franchise agreement and equipment leases expired. The Debtor sought a stay pending appeal
of this issue to avoid losing the franchises, but the bankruptcy court and district courts denied the stay on the basis
that the Debtor’s argument lacked merit. The issue before the Seventh Circuit in A & F was whether the lower courts’
orders should be stayed pending resolution of the appeal.

This advisory is published by Alston & Bird LLP to provide a summary of significant developments to our clients and friends. Itis intended
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The Seventh'’s Circuit’s decision in A & F is important because it held, without deciding the issue, that there is merit
to the argument that a franchise agreement and building lease should be treated as a single integrated contract.
According to the Seventh Circuit, the text of the Bankruptcy Code leads to conflicting results on this issue, and so
courts must look beyond the text of the statute. While not deciding the issue, the A & F decision strengthens the
argument that a franchise agreement should be treated as a single integrated contract, to the benefit of franchisees.

Ultimately, the Seventh Circuit stayed the issue pending appeal because the potential harm to the Debtor—i.e., losing
its franchise agreements—outweighed the harm to the franchisor—i.e., losing value in the franchisor’s trademark
through the Debtor’s continued (and allegedly poor) operation of the franchises. As a result, franchisors and franchisees
should stay tuned for developments out of the Seventh Circuit. That court is now poised to consider the interplay
between franchise and lease agreements, and decide how long franchisees can wait to assume a franchise agreement
in bankruptcy when the rights under the franchise agreement are intertwined with other contractual obligations.
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If you would like to receive future Bankruptcy Advisories electronically, please forward your contact information to
bankruptcy.advisory@alston.com. Be sure to put “subscribe”in the subject line.

If you have questions regarding the information in this bankruptcy and restructuring update, please feel free to reach out to:

Jason H. Watson
404.881.4796
jason.watson@alston.com

David A. Wender
404.881.7354
david.wender@alston.com
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