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Dunkin' Donuts operator wins 'unprecedented' I

tax-based contract termination lawsuit

Pictured during the MUFSO 2003 litigation session are, from
left, panelists Robert Zareo.; Darden counsel Sally Blackmun
and Morrison Management general counsel John Fountain.

By: Richard Martin

BOSTON--ln a case said to be unprecc­
dcntcd in the annals of franchising liti­
gation, a federal court jury here
returned not-guilty verdicts on some
four dozen counts ofcriminal tax fraud
and tax evasion alleged by Dunkin'
Donuts Inc. against a seven-unit fran­
chisee.

Miami attorney Robert Zarco. whose
linn represented Dunkin' Donuts fran­
chisee Manoochi Fallah Moghaddam
and his partners. said the case was the
lirsljury trial on record in which a pri­
vale company had altempted to act as a
kind of surrogate federal prosecutor 111

a case of purported tax evasion.
Dunkin' Donuts. the Randolph,

Mass.-based franchisor arm of Allied
Domecq QUick Service Restauranls,
made the allegations in an elTort to
oust Fallah and his co-defendants from
the chain by showing a brC'lch of hiS
contmct's obey-all-laws provision,

However, Fallah. whose doughnut
shops are in Fori Lauderdale. Fla.,
never had been investigated, charged.
prosecuted or convicted of tax viola­
tions or any other crime by federal or
state authorities. his anomcy asserted.
Zareo said the cotln had observed that
the lawsuit against Fallah had
"appeared" 10 be a case of selective
prosecution, and hc was lookmg into
whether that could give fiSC 10 new lit­
igation by the franchi~ce agalllst the
company.

''It IS clear that thiS decision \\ ill be
much mOfl.l l.:ostly to Dunkm' Donuts
than .fthey had taken any of the sever­
al opportunities to settle that were
oITl.lred to them before and dUring the
trial," Larco s'ml. lie c~llmalcd thatlhe
francilisot' already had SpetH more than
$1 million In litigating the case against
Fallah.

Dunkin' Donuts said it was consider-
ing an appeal of
the verdict. In a
prepared state­
ment the compa­
ny added. "This
case will not
affect the efforts
of Dunkin'

Donuts to con­
tinue to require
high standards of
integrity of our
franchisees 10

running their
shops."

Zarco first dis-

cussed Fallah's Sept. 19 court victory
publicly during a Sept. 22 panel pres­
entation on the "litigation explosion"
at the Multi-Unit Foodserviee
Operators Confercnce in Atlanta.
Dunkin' Donuts. which has sued more
than 300 franchisees in recent years for
alleged underpayment of royalties and
other contract infractions. acted with
"arrogancc" by mitialing the Fallah
casco by refusing the defense's settle­
ment oOers and by failing to monitor
the actions of outside counsel. Zarco
charged.

The successful defense by Fallah
who wept openly in court upon bearing
the jury's lengthy declaration of not­
gutlty decisions now will embolden
other franchisees to fight back more
vigorously against franchisors' law­
suits, zarco predicted.

Dunkin' Donuts did not comment on
Zareo's assertions that it had been arro­
gant in the prosecution, that the case
would be ulllleces~arily I;u~tly to tilt:
company or that the verdict would bol­
ster franchisees' resolve in other con­
tract disputes.

According to Zareo, Fallah fonnerly
was a "poster boy" of the chain's fran­
chise community and had been
appointed to several regional and
national franchise committees before
he incurred the company's wrath for
liling a lawsuit of his own in 1999. In
that complaint Fallah and two other
franchisees allcged that Dunkin'
Donuts had interfered in several fran­
chise elections in which the chain'S
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pany had violated its contract by not
a isting him adequately in his opera­
tion.

Dunkin' Donut, in pursuing its tax
evasion argument in the Boston case,
claimed that Fallah had engaged in a
"massive tax fraud" by concealing
more than $1 million in sales dating
back to 1995. It also charged that
Fallah had used corporate funds to pay
off credit cards, misclassified income
a shareholder loan and diverted
money unlawfully to a management
company. All those actions allegedly
lowered his taxable income and consti­
tuted tax eva ion, which would violate
a contract provision requiring that he
maintain lawful relations with all gov­
ernment agencie implicitly including
the Internal Revenue ervicc.

Fallah's defenders Zarco and partner
Robert F. Salkow ki demonstrated to
the jury that the basi of Dunkin'
Donuts' contentions was "outrageously
flawed," according to a statement
issued by Zarco Einhorn & Salkow ki
in Miami. The defense team said it
howed that the pIainti ff had presented

no evidence to establish the loan alle­
gations and had used "false and other­
wi e mi leading" charts and sum­
maries prepared by an out ide parale­
gal to present the teo timony of the fran­
chisor's accounting expert.

Dunkin' Donut, in it tatement on
the verdict, said: "It is not our purpo e
to supplant the IRS. But when, in the
cour e of our business, we are con­
fronted with clear evidence of signifi­
cant tax fraud, we will not turn a blind
eye to it."

However, the seven-person jury saw
that evidence as less clear-cut and took
less than two hours to return its verdict

South Florida operators were to decide
whether to contribute an additional I
percent of gross sales for local adver­
tising.

In it statement about the tax case
verdict, Dunkin' Donuts said the alle­
gations in Fallah's 1999 law uit were
untrue, including a charge of bribery
against one of its offieer . The compa­
ny said documents discovered wbile it
was forming its defense in that case
indicated the franchisee's failure to
comply with tax laws, which, it con­
tcnded, violated his contract.

After Fallah's case wa filed against
the franchisor, he was selected for COll­

tract termination, according to an inter­
nal e-mail Zarco said was introduced at
trial that outlined the company' "Iong­
term" trategy to oust the franchi ee
from the chain.

Zarco's firm aid Fallah was notified
three time for different reasons that
hi contract was being terminated,
including allegations that he had inter­
rupted tranchise meetings, unlawfully
tran ferred his franchise agreements to
di fferent corporations and intentionally
underreported sales while failing to
maintain records and committing tax
fraud.

Dunkin' Donuts dropped the unlaw­
ful-transfer and underreporting charges
two weeks before the start of the trial,
Zarco said. The franchisor was said to
have reconsidered because it previous­
ly had not objected to Fallah's acting
on advice to form seven different cor­
porations for each of his doughnut
hop and because of a Pittsburgh fed­

eraljury' deci ion la t year in favor of
another Dunkin' franchisee defended
by Zarco's firm. In that underpayment­
of-royalties ca e, the jury was not con­
vinced by the franchisor's videotape
methods for assessing sales volumes
and not only rejected Dunkin' Donuts'
complaint but also found in the fran­
chisee's cross-complaint that the com-

DUo
• in favor of Fallah and his co-defen­

dants. Beeau e multiple charge were
made against each of the franchisees'
even corporations, there were orne

48 counts in all requiring separate ver­
dicts, and "a ingle 'ye . would have
meant we 10 t, but the jury came back
on all of the counts with 'no,' 'no,'
'no,' .. Zareo said.

Dunkin' Donuts, in it tatement,
conceded that the verdict was rendered
even after Judge Edward Harrington
had stated that a violation of tax law
would qualify as a breach of the fran­
chise agreement.

The franchisor's statement also con­
tended that a federal COllrt in Miami in
February had found that a different
franchisee, in a lawsuit brought by the
company "on imiJar fact ," had vio­
lated the obey-all-law contract provi­
sion by evading taxes and filing tal e
tax return . That franchisee's agree­
ment for five hop were terminated,
Dunkin' Donuts said.

However, Zareo, who also defended
the franchi ee in Miami, aid the fact
were "nowhere near" similar to those
of the Fallah ca e and instead invol ved
clear in tances of personal costs being
written off as busine expen e .

onetheless, the Miami court granted
a stay ofjudgment pending appeal, and
"the franchi ee i till in the tores,"
Zarco said, predicting that tb case
might not be resolved for two years.

Moreover, the Miami court pointed
out that the franchise contract at issue
there had not specified tax infractions
as ground for tern1ination, Zarco aid.
He contended that a judicial ruling till
was lacking on whether it was proper
fI r a private party to invoke federal tax
laws in a civil dispute, regardle of
Dunkin' Donuts' insertion of a tax
compliance provision in its franchise
contracts, starting in December 200 I.


