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"FRANCHISING

Evelyn M. Sommer

I. Introduc.tionr-rrWhat 1is a.rrFrarichisle?
A B A S);Stelil of markéting énd: d.istrib.l;.tior.lrv./heréby. .a sinéll ind.el.)endent business-
man (the franchiseé) is granted -- in return for a fee -- the right to market the
ééods én& services of another (the franchisor) iﬁ accordance with the established
| standa:rds and practicés o.f. t.he ffanchisor, and with its lass.istance.l Franchising
can be defined as a business system in which the owner of a mark licenses
others to oﬁerate buéiness outlets using a trédema.r:k or service mark to identify
products or serv.ices..that are made and/or ad\;e:.rtised by- the .licensor—franchisor.
In one sénse, .a fréncﬁise system is built upoﬁ a framework df trademark or
service mafk licenses ﬂeéﬁéd out witﬁ various rights and obligations of the
franchisor énd f‘ran‘chi.s'ée. A :franchisee falls .somewhere on a spectrum in
between fu1:1 .indeper.ld.ent entfepreneﬁr andla hired clerk in a company-owned
oﬁtlet. | |
B. At the core of all franchising is the licensing of a trademarked product or
service.2 o -
A trademark license is usually the core of a franchise rélationship. The
| Iicenée to use the trédemarkr is thé vehicle fof tﬁe‘.fr.ancl.lisee té bécome part of a

business system with uniform format and quality standards. The necessity and
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the role of the trademark license depend on the type of franchise system at
issﬁe. |

A trademark license is necessary if the franchisee manufactures and sells
" é product bearingr the tradernark io someone othef than thertradema.rk owner or
t.hose operating under license from the trademark owner.

| It is also necessary if the franchisee usés the trademark in performing a
service under license from the trademark owner,. for..exa;mple, as partof a
francﬁising Sys.t‘em. |

A trademark license is not necessary if one party ;nerely..distri'butes or

| .sells. the. product for t.he trademark owner without conducting.business under the
gwner‘s mark or name. For examplg, a gas staﬁiou franchisee does not need to
obtain a trademark license from soda producers tb seli sodas.

The license is also unnécessary if one party manufactures the product for
the frademark owner (or its iicensees) and the frademar_k owner itself (or
licenéeé) sells or distributes the product. For example.,.rmanulfacturing T-shirts
for the trademark owner's promotionai use does not require a trademark license.
Some ffﬁncﬁisors maiﬁtain that a franchise is merely aﬁ embellished license and
therefor¢ revocable at will.

Some franchisees contend that a franchise isa licgnse couplgd with a fiduciary
interest, not subjéct to ur.llimited. coﬁtrol by franchisoré.

.Becauée.of this dispute, a univeféﬁl (iefinition for “franchise.“ does not appear iﬁ
every jur_isdic_:t_i_(_)n‘_s_. legislation, court _dec_isions__ or r;gul_a.tic__)ns,___a.nd if sucha
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definition did exist, it would fail to encompass the many functions inherent in
the system. Moreover, such a definition would not give any indication of the

system's complexity and potential for abuse.

.- F. .. One proposed definitton states that a franchise is "an oral or written arrange-

ment for a definite or indefinite period, in which a person grants to another
person a license to use a trade name ... and in which there is a community of
interest in the marketing of goods or services at wholesale, retail, leasing, or
otherwise in a business operated under said license. "
G. - While there are many different forms and kinds, franchises may be divided into
four basic types.
(1) A manufacturing franchise is one in which the franchisor permits

franchisees to make and sell products using either raw materials and/or specifications

- supplied by the franchisor. Examples are mattress and bedding manufacturing and the

local bottling and canning of soft drinks.

2) A distributing franchise is one in which the primary purpose is for the

- franchisee to serve as an outlet for products manufactured by or for the franchisor.

Examples are franchised sales outlets for bicycles, automobiles, and gasoline.

Its purpose is to provide the franchisor with a distribution system to market its
products. It is similar to an ordinary supplier-dealer relationship, but the franchisee has
a greater identification with the franchisor's trademark and might be precluded from
selling competitors' products, - Examples include gas stations and automobile dealer-

ships.




3) A licensing or "business format" franchise is one in which the franchisor
is primarily licensing a business format or systém,‘ rather than selling goods identified
with the franchisor. Under a business format franchise relationship, the franchisor

“provides a license under a mark and also provides a business format for the retail sale
of goods or services under the mark. The franchisor typically does not manufacture

- any products but may offer to supply equipment, ingredients, raw materials, packaging
‘materials, advertising, and so forth. The franchisee typically performs services but
may sell products in conjunction with those services. The franchisee usually deals

. exchusively in the franchisor's sponsored services and is required to adopt the
franchisor's mark and overall presentation format as its exclusive trade identity.
Examples include restaurants, hotels and motels, and auto repair, car rental, and

" temporary employment services. The best known example is the fast food franchise.
In this type of franchise, the franchisee is primarily paying for the use of a franchisor's
well-known and advertised mark together with training, operating specifications, and
business know-how supplied by the franchisor.

(4) Under an affiliation franchise relationship, the franchisor recruits into its
system as licensees persons who are already established in the particular line of

‘business. Each of the businesses is required to-adopt-and use the franchisor's mark, but
‘they 'may be permitted to continue using their own marks as secondary marks. These

- businesses rarely use the same overall presentation or identity format except for the

- .mark itself. Examples are insurance, financial, and real estate brokerage services.
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II. . - Mutual Business Contributions .

. A. - Theoretically, franchising represents the ideai‘compromise between big business
and small businessmen.. The franchisor assumes the economic functions of big
business, and the franchisee contributes capital and entrepreneurship: by becom-
ing an owner-manager.*

B. . The franchisor obtains new sources of expansion capital, new distribution
markets and self-motivated vendors of its products, while the franchisee ac-

- quires the products, expertise, stability and marketing savvy usually reserved
only for larger enterprises.’

C. . . Franchising is the evolutionary business response to the massive amounts of
capital required to establish and operate a company-owned network of product
or service vendors. -

D..  Asthe United States became more industrialized in the late 18th and early 19th
centuries, national brands and nationally known vendors came into being and

.. reworked the American economic landscape.®
E.  Franchised businesses now account for approximately $650 billion in annual
- sales, 30% of the Gross National Product and. over 38% of all retail sales.’
.. - Business Advantages of Franchises
From the franchisor's point of the view, the franchise method is advantageous because
it permits the franchisor to quickly. set up and maintain a relatively large number of outlets
using the capital investments of the franchisees. -From the franchisees" point of view, the
franchise method is attracﬁve because the franchisee is given access to a proven and organized
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product or service that has been advertised and is known to customers.  Rather than start from

zero with its own mark and its own know-how, a small business person who opts to become a

franchisee has the advantage of plugging into a existing system and becoming a partially

independent entrepreneur. - -

Franchisor's Benefits

A.

“In the ideal situation, the franchisor has almost unlimited opportunities to
- perform valid functions and be richly rewarded for that effort. ~At the inception,

- franchisees are independent businessmen, providing the talent, inspiration and

enthusiasm epitomized in the phrase "local entrepreneur.” They can decipher

- local requirements because of their direct customer contact. The goodwill

“engendered in that contact is meaningful as well. These attributes are frequently

cited as the most fundamental attraction for the franchisor.?

The franchisor -- without the expenditure of any capital whatsoever, but instead
with an infusion of capital -- may ‘engage in rapid system expansion and market
penetration. This rapidity of growth is normally measured in terms of years

rather than decades, as had previously been the case with national company-

owned chains. Further, since the franchisor often owns units itself, and since

those units are normally more profitable than franchised units, the franchisor

“will frequently set up'a nationwide network but retain for itself the most

profitable units. Finally, the franchisor acquires the aggressive self-motivation

‘of franchisees, whose ownership fervor is generally far greater than that of

" employee managers.®
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In the purely financial sense, the franchisor may reap generous rewards from a

- variety of sources. It may obtain a substantial fee for the sale of the franchise,

~ regardless of whether the fee is paid in full or paid in installments. In the

.. service industries, the franchisor will usually charge a royalty for the use of the

- - mark and the business system. This may consist of a percentage royalty on

gross sales or purchases, a fixed monthly charge, or any of a wide variety of
methods that reflect payment based on usage. - Additionally, where the
franchisor is also the manufacturer or wholesaler.for any of the:products or
-services used by the franchisee, the franchigor has an opportunity to obtain a
profit for its valid functions. - The availability of an assured distribution network
may considerably increase the manufacturer's profits by reducing the need for
large inventory, by providing an assured demand, and by eliminating wide

: ﬂuctu_a.tions_ in sales and close-outs.. Further, there may Be other economies of
scale in the production, storage, and handling of products.'®

Other indirect sources of income that do not transgress the rules of fair play and
disclosure are available to the franchisor. For example, the franchisor may

~ provide an-extensive credit network, both to the franchisees and to their custom-
“ers. One step removed from this would be the indirect extension of credit by

- the acquisition of capital facilities through purchase, lease, mortgage, or
otherwise, with possession or use being made available to the franchisee on

- reasonable terms commensurate with the franchisor's exposure to risk. In some
‘industries, this financial support may extend to the inventory itself.!
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“E. - Non-financial benefits to the franchisor includes the ability'to motivate and
control huge numbers of indirect employees. ' A company may not be able to
afford the cost of an administrative hierarchy, including high salaries, to handle
those employees: Franchisors also-avoid-a certain amount of risk inherent in
most businesses. Whether a regional milk dairy or a major oil company, it may
be absolutely dependant upon an assured and constant source of demand for its

- products or may lack adequate local storage to offset the vagaries of market
~demand. The franchisor also receives the benefit of the constarit accretion to the
value of its trademark or service mark. -The actual premises, the franchisee's
services and their devotion to duty all materially enhance the mark's value to the
franchisees, to other franchisees and to the franchisor.® -~
IV.  Franchisee's Benefits-
~- AL - CAt'inception, the franchisor should provide a trademark or sérvice mark that is
nationally known. The purpose is to provide an attractive reputation that is
. recognized by the consumers with- whom the franchisees will deal. In an ideal
: situation, the franchisee's success lies in complying with the standards formlilat-
ed by the franchisor, both as to quality and as to unifO‘rrnity. 'This emphasis is
meant to facilitate the obtaining and maintenance of the nationally-known
- goodwill for the products or services.” While fulfilling these obligations to the
~ customer, the franchisee benefits by the guidance provided by the franchisor in
" the form of business standards. The franchisee should obtain internal benefits
from a standardized management system and methods of internal control,
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including marketing and inventory controls and standardized bookkeeping. The
frahchisee will benefit externally from producing better results in its individual

operations, while increasing customer acceptance throughout the system."

B o Franchisor can alsoprov1deexpertgu1dance1n capital matters like site seIecuon

- design and engineering of the facility, layout, choice and sources for equipment,

. furnishings, supplies and even general contractor services. Where facilities are
to be leased or purchased, the franchisor may provide expert advice, negotiating

~talent, or financial assistance through a pledge of credit. In the operation of the

- enterprise, the franchisor should provide a proven system-of operations through
training, a Manual of Operations, supervision, research, bulletins and refresher
courses. There may be extensive benefits obtainable through bulk purchasing,
buying techniques, or sources of supply. Where the franchisor is a manufac-
turer, the franchise family can provide a variety of cost-savings that can be
passed down the line.- All of this may be enhanced by the constant availability
of the franchisor's highly-trained team of experts. These advantages are what

- . franchisees usually seek. They are what franchisors impliedly offer. Underly-

. Ing the franchisor's promise and the franchisee's goal is the offering of a
business in which the franchisee will have a reasonable opportunity to succeed
in developing a business of her own.'

V. - Structuring a Franchise System
A. . | For the most part, a prospective franchisee has little choice but to put his entire
faith and confidence in the franchisor. The franchisee most often assumes that

9




the franchisor has worked out a functional system for merchandising his product

~or services, and that the system can work for the mutual benefit of both parties.

In order for that to really happen, the franchisor must try to assemble all of the

expertise that may be required in the particular business in which he proposes to
engage. Unfortunately, many franchisors think of their prime business as being
that of the sale of franchises, rather than the operation of the franchise that may

be purchased by the franchisee. For this reason, a franchisee must engage not

- only an attorney to draw up a set of documents, but also and primarily a

business team to gather all the expertise in the creation of the entity from which
the franchise will operate. From sources of supply to advertising, to orders,
payments, credits, discounts, the franchisee must look to the franchisor for total

guidance in every material aspect of the franchise relationship."

- Franchising is a creature of contract. The entire-structure of a franchise system
“will be contained in a series of franchise agreements, which set forth in detail

- the rights, duties, obligations and activities which each party pledges to under-

take and perform. ‘A number of different species of franchise agreements and

relationships may- exist to properly implement the franchisor's business objec-

~ tives, including unit- franchises, area franchises, master franchises and

subfranchises. The core relationship, however, is the unit franchise relationship

in which a franchisee is given the right to open and operate one -- and only one

- -- franchise outlet, usually at-a specified location and within a designated territo-

- 1y. Accordingly,a potential franchisor's central question is how the unit
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-, franchise relationship should be memorialized in a franchise agreement to
propexly protect and advance the franchisor's interests and goals. '

The beginning point of the franchise relationship is the terms of the franchise

“ing the image the franchisor is trying so hard to present

relationship. How long is-the franchisor granting franchise rights to its franchi-

- sees? - This is not an easy question to answer. On the one hand, if the term is
- too short, it will attract few, if any, buyers. Franchisees are purchasing a
- business opportunity where time is needed to develop name recognition, to

- maximize good will and to recoup their investment. On the other hand, if the

term of the franchise is too long, problems can arise.- The franchisor may be
stuck with a less than desirable franchisee who is unwilling or unable to operate
the franchise successfully. If‘this is so, valuable locations may be sacrificed.

Also, since many franchise agreements call for franchisees to upgrade and

- refurbish their franchise locations at the end of the franchise term and upon

- renewal, too long a franchise term can result in older franchise units downgrad-

17

- Finally, franchise terms that are excessive in length prevent the franchisor from
- .adjusting the economics of the relationship as time goes on. In other words, the

- economic balance struck this year in terms of royalties and advertising contribu-

tions may be totally out of line in the year 2010, either to the franchisor's or the

-franchisee's disadvantage. ‘While this imbalance can be rectified upon expira-

tion of the initial term of the franchise, if that term is too long, the imbalance

“can destroy a franchise system.'®
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Another key feature of the franchise structure is the grant of territorial rights. It
is'most common for franchisors to confer upon franchisees some degree of
territorial protection for their businesses, often under the misleading heading
"exclusive territory."- This is: misleading because no franchised territory is ever
truly "exclusive.” If nothing else, termination of the franchise agreement
‘defeats any claimed. "exclusivity." Also, while the franchisor can promise not

" to own or franchise other units within a franchisee's territory, a franchisor is

- hard pressed to prevent its franchisees from marketing in other franchisees’

territories. Such restraints may constitute violations of applicable antitrust laws.

For this reason, many franchisors include a recital-in the franchise agreement
- that no marketing exclusivity is conferred in connection with a grant of a so-
called "exclusive territory."" -

“Selection of the franchise location and the construction of the franchise unit are
of prime importance in structuring a franchise system." A franchise agreement
will state whether the franchisor or franchisee will select the franchise site.

 Where the franchisor is responsible for this, a clause stating that any responsi-

-~ bility for assuring:that the site will be successful will be included in the fran-

chise agreement. Where it is the franchisee's choice, the franchisor will insure
that the franchisee follows the appropriate standards and specifications with

- regard to any location selected by including such a claﬁse in the agreement.

~Franchisor approval of any franchisee-selected site should always be provided

for. Further, any relocation rights should be addressed as ‘well. That is, the
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- franchise agreement should specify whether a franchisee will be permitted to
-:close a location and relocate the franchised business and, if so, under what
. conditions. It is not uncommon for franchisors to insist on prior written
approval, coupled with the right to conduct an on-site inspection of the new site
- and the right to impose a relocation fee.?
There are several different ways the franchise relationship can be structured.
Two types of franchise relationships are the individual or unit franchises and
.area franchises:
Individual or unit franchises are those in which a franchisee is granted
- the right to develop and operate one outlet at a specific location or within a
defined territory. -Rights to acquire additional franchises may be granted within
a defined area, subject to performance criteria-and structured as either options
or rights of first refusal. -Rigtits of first refusal, however, will make it more
difficult to attract qualified buyers for locations that are subject to such rights.
Unit franchises may alsb be offered as an incentive for growth for
existing franchise owners, with additional franchises granted to successful
‘franchisees. Franchisors s.hoﬁld.exercise cautibﬁ-in granting any sort of contrac-
fﬁal ébligation to grant ﬁdditional uniﬁ franchises. Most companies simply adopt
| éompanywide policies regarding the incentive program.

The typical uses of an individual or unit franchise are as follows:
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- For a service business, in which the expertise of the franchisee is

critical to the success of the operation. Some examples of service

- businesses are real estate, home inspection, and dental businesses.

.. 'For businesses requiring an owner-operator. .

For active investors who are willing to "get their hands dirty."

This type of franchise would not be appropriate for a passive

. investor..

Area franchises are those with multiple outlet franchises or area develop-

-ment agreements and may include subfranchisors and master franchisors. Under

- these arrangements, a franchisee may be granted the right to develop and

operate two or more outlets within a defined territory or, in some instances, the

-right to subfranchise some of these development responsibilities. Following are

~ the significant elements of an area franchise agreement:

Noudewn e

Territory and exclusivity

The number of outlets to be developed
The time frames for development
Franchisor assistance in development

‘Fee obligations -

Site selection and approval resp0n31b111t1es of the parties

- Termination and its consequences (i.e., the effect of termination

of the development agreement on existing individual outlet fran-

~ - chises and the effect of termination of outlet franchises on the

development agreement and other outlet franchises must be

-addressed).

In area franchises, a:single development agreement is used to grant

development rights for all outlets to be developed by the franchisee. Separate

franchise agreements are then used to grant specific rights related to each outlet.
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Minority ownership of individual outlets (such as by outlet managers or passive
in\_?estors) may be permitted. -
Typically, area franchises are used for businesses that require a single
... franchise owner in a market to avoid.encroachment and advertising problems
that might otherwise arise if multiple owners develop a single market. Area
franchises may also be attractive for businesses able to sustain a salary of an on-
site manager, supervised by a.franchisee owning multiple units. Given the
' management aspects of aréa franchise development, area franchisees should
expect to have management experience and people skills. -
VI. . An Overview of the Law of Franchising
The advertising and selling of franchises is strictly regulated by both the Federal Trade
- Commission (FTC) and various state laws. For.example the FTC has minimum disclosure
-requirements, which detail the kind of information that must be disclosed to prospective
franchisees. . See 1 J.T. McCarthy, Trademarks and Unfair Competition § 18:23 (2d ed.
1984). In some states, a violation of the state franchise disclosure law entitles the franchisee
to rescind the agreement and recover royalties it has paid. My Pie Int'l Inc. v. Debould, Inc.,
687 F.2d 919, 220 USPQ 398 (7th Cir. 1982).

Tort Liability of Franchisor. Under various theories of tort and contract law, a
franchisor generally will be held liable for the torts of franchisees. This includes legal
responsibility for both personal injury and property damages resulting from defective products
or negligently -render_e_d services, . See 1 J.T. McCarthy, Trademarks and Unfair Competition
§ 18:24 (2d ed. 1984).
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* Before the modern franchising system developed, the courts tended to apply

traditional principles of contract law to franchise contract issues, real property
~law to real property issues, and the like, without recognizing the unique charac-

. ter of the franchisor-franchisee relationship. However, as the franéhising
" concept began to expand rapidly through the economy over the last three
“decades, so t0o did the case law. The number of judicial decisions directly
involving business format or chain-style franchising problems increased annu-

“ally. Today, there-is a recognized distinct body of law specifically dealing with
the major coﬁcems of the franchising industry and the franchising parties.”
Because an intellectual property license lies at the core of a franchise, the laws

- governing the licensing of intellectual property constitute the heart and arteries

. of franchise laws. Each of the four bodies of intellectual property law protects

different property rights. Trademark law protects one's right to use a distinctive

word, symbol, or other-device to identify the "source" of goods or services and -

- prevent confusion by competitors using similar words, symbols, or devices.
Trade secrets law protects one's right to maintain secrecy and control the use of
secret information that provides oné company a competitive advantage OVé'r
~others. Copyright law protects an author's original expressions and the exclu-
sive right to copy, display, distribute, perform, or use a work as the basis for

derivative works. Patent law grants rights to inventors of new and useful -

- machines, aesthetic designs, and useful methods of doing things. A patentee

16
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receives the right to exclude others from using his or her discovery without
- consent.

The key challenge for the franchisor is-to control who may use its intellectual

;:-proﬁerty. and to restrlctthatuse in the fr-aﬁ;hise agreemenf to foster a uniform
standard among the system's-independently owned operations. Without this
‘control in the license agreement, anyone would be able to use a franchisor's
name, -know-how, and creative works in any manner in derogation of the
owner's intellectual property rights: Under those circumstances, franchisors
would have little to license and entrepreneurs would have little incentive to

_ develop franchise programs.”

An interesting case, Neff v. American Dairy Queen Corp., 58 F.3d

1063 (5th Cir. 1995) cert. denied, 116 S. Ct. 704 (1996), concerning the

- liability of franchisors under the Americans With Disabilities Act is explored in
detai! in Dickinson Law Review, Vol. 101:1, p. 137. The conclusion, as

- expressed by the author, is that the -

". .. ADA's provisions do not solve the question of
franchisor liability for Title I{I. If Congress does not
-amend the ADA and Neff becomes the guiding precedent
of future Title III cases, persons with disabilities will need
to wait even longer for the equality of access their repre-
sentatives promised them when the ADA was passed.
- Persons with disabilities can still obtain their rightful
access; they just have to sue each individual store or wait
- until each decides.to remodel. The irony is that by refus-
ing to recognize any liability on the part of franchisors,
the Neff court may have disabled the ADA."
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. Trademark Law. -

While all four kinds of intellectual property can be found in franchising,
trademarks historically have ranked first in importance because of

. industry's heavy reliance on -manufacturing and distribution of goods.*

- Soft drink bottling, dating back to the late nineteenth century, was one
of the earliest examples of franchising, followed by auto dealerships and
- gas station franchises. (McDonald's (food), Baskin-Robbins (ice cream)
& Pearle Vision ' (eyeglasses)). Franchisees facilitated the expansion of
these franchise systems by investing their own funds and managing the
local franchise businesses. In each case, the parent company owned the
.trademarks, provided the standards for uniformity throughout the sys-

* tem, and created a marketing image. As a result, "Coke," Pepsi," and

*7Up" are bottled and sold throughout the world today by independent,

.. ‘franchised bottlers.?

a. Under the Lanham Act, a licensor must exercise qitality control
over:the licensee or risk loss of the -tradgmark.ze’
~b..- " The Lanham Act does nﬁt i_mmunize :frﬁnchisors from the anti-
trust iaws.” | |
cL o The Lanham- Act does not contravene the bfotective NEeasures
- adopted by.many stafe’é sﬁch ‘a.s in fh;: brohibition of any termi-

nation or failure to renew a franchise.except for "good cause."®
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- d. . -Because the term "quality” and its usual companion "uniformity
are claimed to condone subjective standards for the "control”
- required by the Lanham Act, the franchisor's discretionary con-
- trol may create a fiduciary relationship.? - .
Trade Dress Law
The courts have held that a franchisor, like any business, had no protectable

interest in the mere method and style of doing business.- The functional ele-

- ments of a business are not considered protectible against competition from

- others. Insome cases, however, ﬁmctional_ elements may be distinguished from
the total image of a business, comprising its trade dress. Recent decisions of

- the Supreme Court and the courts of appeals grant more protection to the owner
of trade dress. . Two Pesos, Inc. v. Taco Cabana Int'l Inc. 505 U.S. 763

(1992)(9th Cir. 1987). For example, in 1978 a federal court refused to enjoin a

. - franchisee from opening a restaurant.that was "strikingly similar” to the

franchisor's restaurant motif. Fuddruckers, Inc. v. Doc's B.R. Others, Inc. 82b

-F.vd83. More recently; however, in factually similar circumstances, the courts

- have been willing to-enjoin-the use of similar restaurant motifs. Fuddruckers,

- Inc. v. Doc's B.R. -Others, Inc.82b F.vd83.

~-.The total image of a business may include the physical (geometrical) shape and
appearance of a business, signage, choice of color, floor plan, decor, list of
‘services or menu, choice of equipment, staff uniforms, and other features

reflecting a total image (Taco Cabana Int'l, Inc. v. Two Pesos, Inc., 932 F.2d
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1113, 1118 (5th Cir. 1991), affd, 505 U.S. 763 (1992). When these elements
are viewed by a court as non-functional, either individually or in combination,
they may be protected against use by'someone else without the owner's consent.
Moreover, even when some elements of a business's image are functional, if the
particular combination of elements is not functional, that combination is also

. protected against appropriation by another. Id.

- Disputes involving the use of intellectual property 'in‘a franchise relationship

- ‘generally fall into one of two categories: - (i) efforts to stop someone from using

‘the franchisor's intellectual property. or conversely, efforts by a franchisee or

.. competitor to use that proﬁerty; and (ii)-a claim that the property was not used
according to the franchisor's rules as stated in the license agreement. Trade-
- mark-disputes generally test a franchisor's ability to require a franchisee to stop
using a mark it was previously licensed to use. - For example, the franchisor will
seek to enjoin the continued use of a trademark by the (former) franchisee after
‘the franchise agreement ends. This contrasts with trademark disputes outside
the realm of franchising, which typically involve questions about who owns a
purported trademark or whether trademark rights have been established.®
Another example of trademark disputes in the realm of franchise agreements
- exists where a party seeks-to impose vicarious liability on franchisors for acts
- committed by the franchisees. Perhaps the most publicized example of this is
‘the 1994 case against McDonald's Corp., in which a jury awarded a woman
$2.9 million for burns suffered after spilling hot coffee in her lap.*’ More
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common than tort claims are actions seeking to hold franchisors liable for the

acts of franchisees under the anti-discrimination laws. In Neff v. American

" Dairy Queen Corp., 59 F.3d 1063 (5th Cir. 1995), cert. denied, 116 S. Ct. 704

- (1996), the court refused to hold the franchisor liable for a‘franchisee's alleged

failure to make its restaurant wheelchair accessible. The court stated that in

order for the franchisor to be liable under the Americans With Disabilities Act

~("ADA"), it would have to be considered the "operator" of the franchise. The

critical factor in making this determination is control. A review of the franchise
aéreement established that the franchise was to be constructedr in accordance
with franchisor approved standards. Further, the franchisor retained the right to
set building and equipment maintenance standards and to reject proposed

structural changes. However, the court held that such control was insufficient

-to render the franchisor the operator for the purposes of the ADA. Because of

discrepancies among the circuit courts' definition of "operator” and a dearth of

- case law on the subject, it is too early to tell what level of risk franchisors face

under the ADA for wheelchair accessibility to a franchisee's building. Until

- such standards become clear, franchisors should carefully consider their core

policies to assess whether they are potentially discriminatory or otherwise
establish excessive control over terms and conditions of employment of the
franchisees' employees and customer's access to the franchisee's operation.*
Disputes involving trade secrets usually test .whether the franchisor owns a
protectible trade secret. In other words, the question usually is whether the
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definitional elements of a trade secret are present, based on case or statutory
law. The key issues in trade secrets involve the scope of the franchisor's know-
how that is protected as a trade secret, the steps a franchisor must take to
- maintain secrecy, and the extent that a franchisor can enforce a covenant not to
_compete after the franchise ends.®

Copyright law has historically had a less significant impact on franchising in the
- courts. One commentator has stated that "the law of copyright is ... of tangen-
tial interest to franchise systems.™* However, most franchise systems include
. original expressions which may qualify for copyright protection.. Additionally,
copyright law may provide greater protection for creative assets than that which
trademark or trade secret law may provide.® .
- Patent law has also been historically less significant to franchising. If there has
been a key area of patent law issues for franchising, it has been issues that arise
from licensing of patents, such as whether a franchisor seeking to enforce patent
rights has properly used or misused its patent, and whether a franchisee's use of
- a licensed patent exceeded the scope of use authorized by the franchisor,

- The following case of misuse of advertising funds including a $600 million

judgment was reported in the New York Law Journal (April 18, 1997).

- . Franchise agreements entered into by Meineke with its franchisees, similar to

- many other franchise agreements, provided that each franchisee had to remit 10
percent of its weekly gross revenue to an advertising fund. ‘The franchise
- agreements provided that these advertising contributions. "shall be expended for
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advertising which is published, broadcast, displayed or otherwise disseminated
either during the calendar year within which sﬁch funds are collected by
Meineke, [or] during the immediately preceding or following calendar year."
Five percent of the total advertising contribution . was to be used for develop-
ment and placement of national advertising; the remaining 95 percent of a
franchisee’s contribution was to be spent on advertising within the franchisee’s
Jocality or ADI (area of dominant influence). The court found that not only did
Meineke use the profits of New Horizons for its benefit, but the court found that
it used the fund to pay corporate expenses, purchase superfluous advertising for
. the sake of generating commissions, negotiate volume discounts from media
while charging the full amount to the fund and use the fund to generate new
franchisees. Proussard v. Meineke Discount Muffler Shops, Inc. 3:94CV 255-P
(WDNC).
VII. = What is a Franchise in Law?
A. | Federal and state regulations now protect prospective franchisees by requiring
disclosure and registration by franchisors, and a new Uniform Franchise and
. -Business Opportunities Act as well as a Model Law have been proposed, but
- problems still persist with regard to such matters as the duty of good faith,
~earnings claims, and the introduction of random bills attempting to correct
specific problems encountered by individual franchisees. . (There is also an
unresolved issue concerning attorney liability for due diligence in connection
with franchise offering circulars.) At the same time, there are significant

23




~ economic changes, with the marketplace demanding greater levels of franchisor
- experience and financial strength, and the development of new forms of
franchising, such as combination franchising and niche franchising.”’
“While a federal franchise relationship law of general application was proposed
" as early as 1971, no such law has ever been adopted at the federal level.
. Instead, the FTC issued its Rule on franchising, which became effective in
- 1979.% After an exhaustive study that began in 1971, the FTC determined that |
the most serious abuses by franchisors related to misrepresentation and failure to
 disclose material facts. The remedy contained in the FTC Rule is presale
" disclosure. The FTC Rule does not require any federal filing or registration,
nor does it regulate the relationship between franchisors and franchisees after
the purchase of the franchise.” -
The FTC Rule imposes six different requirements in connection with the "adver-
tising, offering, licensing, contracting, sale or ‘other promotion" of ﬁ' franchise
" in or affecting commerce."
1. Basic Disclosures
“The FTC Rule requires franchisors to give potential investors a basic disclosure
“document at the earlier of the first féce-to face meeting or ten business days
‘before any money is paid or an agreement is'signed in connection with the

investment, %
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2. Advertised Claims
- The FTE Rule affects only advertisements that include an earnings claim. Such
ads must disclose the number and percentage of existing franchisees who have
achieved the claimed results, along with cautionary: language. - Their use triggers
required compliance with the Rule's earnings claim disclosure requirements.*
3. Earnings Claims:
. If a franchisor makes earnings claims, whether historical or forecasted,r they
must have a reasonable basis, and prescribed substantiating disclosures must be
“given to a potential investor in writing at the same time as the basic disclo-
sures.*

4. - Franchise Agreements:

‘The franchisor must give investors a copy of its standard-form franchise and
related agreements at the same-time as the basic disclosures, and final copies
intended to be executed at least 5 business days before signing.*

5. Refunds:
. The FTC Rule requires franchisors to make refunds of deposits and initial

. payments to potential investors, subject to any conditions on refundability stated

in the disclosure document.* - -
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6. ‘Contradictory Claims:

While franchisors are free to provide investors with any prémotional or other

materials they wish, no written or oral claims may contradict information
provided in a required disclosure.*

Failure to comply with any of the six requirements is a violation of the FTC

Rule. “Franchisors " and "franchise brokers" are jointly and severally liable for
. the violation(s). Any person who sells a "franchise” covered by the FTC Rule
is considered a "Franchisor" under the statute. . Any person who "sells, offers
for sale, or arranges for the sale" of a covered franchise is defined as a "fran-
n46

chise broker.

'The FTC can impose civil penalties of up to $10,000 per violation of the

" FTC Rule:*" ‘The FTC can also require rescission, reformation, payment of

refunds or damages, or-combinations of these remedies,” and it can issue cease-
and-desist orders.

Currently, there is no private right of action for violations of the FTC
Rule. Remediesrdo,-however, exist under state law. State franchise and
- business opportunity laws, and state consumer fraud or "little FTC acts," which
typically cover the sale of franchises and frequently make any violation of the
FTC Rule a state law violation, generally provide a private right of action for
rescission, damages, costs and attorneys' fees, and sometimes multiple or -
punitive damages.* Willful violations of state laws may also result in criminal
penalties, including fines and imprisonment.
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VIII. State Registration and Disclosure Laws™
Al Because disclosures required by state registration and disclosure laws can be

used to satisfy the requirements of the FTC Rule, it is appropriate to review the
state disclosure laws in connection with the FTC.Rule. Sixteen states require
franchisors to register and disseminate to prospective franchisees a prospectus-
type disclosure document prior to engaging in any franchise sales activity.
These state registration and disclosure laws provide that, unless a statutory
exemption is available, no offer or _saIe of a franchisé can take place unless and
until the franchisor has.filed with the appropriate state agency -- and that agency

- has approved and registered -- a prospectus setting forth honestly and in detail
all of the material facts of the franchise sales transaction. This 'registered pro-

_spectus must then be given to prospective franchisees at the earlier of : (i) the
"first personal meeting” between a franchisor and its prospective franchisee (i.e.
the first face-to-face meeting held for the purpose of discussing the sale, or
possible sale, of a franchise); (ii) ten business days prior to the execution by the
prospective franchisee of any franchise-related agreement; or, (iii) ten business
days prior to the payment by the prospective franchisee of any monies or other
consideration in connection with the sale, or proposed sale, of a franchise.”

IX.  Franchise Relationship Laws™
A.  Sixteen states, Puerto Rico and the District of Colombia have adopted franchise

relationship laws since California passed the California Franchise Investment

Law in 1971.>* While each state relationship law has a different definition of
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the term "franchise,"” most definitions have a combination of the following
“elements: (i) either a marketing plan or cormﬁunity of interest element; (ii) a
trademark element; and (iii) a fee element. -

1. Marketing Plan

The term "marketing plan” refers to a grant of the right to engage in business
under a marketing plan or system prescribed in substantial part by the franchi-
sor. Generaliy, a marketing plan exists whenever the franchisor presents the
group of franchised outlets to the public as 4 unit, with the appearance of some
centralized management and uniform standards. Under the California state law,
a franchisee is granted the right to engage in the business of offering, selling, or
- distributing goods or services under a marketing plan or system prescribed by
the franchisor and the operation is substantially associated with the franchisor's
: -trademark_-, service mark, trade name, logo, advertising or other commercial

- symbol and the franchisee is required to pay a franchise fee. In Illinois, the
Franchise Disclosure Act provides that a marketing plan méans a plan or system
relating to some aspect of the conduct of a party to a contract in conducting
business, including but not limited to (a) specification of price, or special

-~ pricing systems or discount plans, (b) use of particular sales or display equip-
ment or merchandising devices, (c) use of specific sales techniques, (d) use of

" advertising or promotional materials or cooperation in advertising efforts.

2. Community of Interest
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Some of the franchise laws require that a franchisor and franchisee maintain a
"community of interest" in the marketing of the goods or services. This is
- usually a much broader element than the marketing plan. In Wisconsin, for
-example, a community of interest exists where the parties have :a continuing
financial interest and a degree of interdepéndence.” This broad definition can
refer to almost any on-going business relationship in which the dealer has an
.investment in the business.” In New Jersey, on the other hand, the courts have
~construed "community of interest” more narrowly and require the franchisor to
maintain a higher degree of control. In effect, this means that there must be a
sufficient inequality between the parties such that termination of the relationship
by the stronger party would shock the court's sense of equity.*
- 3. - Trademark
The trademark element of the state relationship laws will always be satisfied if
the franchisee is licensed to.do business under the:franchisor's name or mark.
Most of the marketing plan franchise laws, however, do not require a license.
In-some of these states, the operation of the franchisee's business must be
"substantially associated” with the franchisor's trademark. In other states, the
trademark element is satisfied where the franchisor's trademark or service mark
. identifies the goods or services sold, rather than the business itself. This would

include many ordinary distributorships.

29




4. - Fee

‘The fee element of the definition of a franchise generally means any fee or

charge that the franchisee is required to pay for the right to do business under

- the franchise agreement. This payment does not have to be in the form of a

: franchise fee; it may also be royalties on sales.  As a result, almost any trade-

mark license agreement would satisfy this requirement. It may be, for example,

-a required payment for rent, advertising assistance, equipment and supplies.
-:. Howeuver, it does ot include payment for a reasonable quantity of goods for

. resale at a bona fide wholesale price.”” For example, in Brawley Distribution

Co. v..Polaris Indus. , the Minnesota District Court held that minimum purchase
requirements, required fees for advertising and training and to process warranty
work, and a charge of fifty percent over the suggested sale price did not

constitute franchise fees.*®:

X. - The Uniform Franchise Offering Circular ("UFOC")"

A.

- As franchising continued to expand in the 1980s as a method of doing business,

litigation involving franchising also continued to increase. .The result is that the

rights and obligations of the parties to franchise agreements under state relation-

:ship laws and under the common law were greatly clarified. ‘Relatively little
‘new franchise legislation was enacted during the 1980s, although many bills

- were introduced during this decade both at the state and federal levels. Instead,

there was a legislative reaction to the patchwork of inconsistent state legislation
enacted in the 1970s. In 1983, the National Conference of Commissioners on
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Uniform State Laws ("NCCUSL"), author of the Uniform Commercial Code
- ("UCC"), undertook the creation of a basis for uniformity among the state
franchise laws. The NCCUSL approved the final version of the Uniform
- Franchise and Business Opportunities Act ("UFBOA") in 1987.” The Act
‘requires a simple notice filing with the appropriate state agency in connection
-with franchise sales and includes a private cause of action for violation of the
Act,-wﬁich does not exist for violation of the FTC Rule. 1In the area of fran-
_ chise relationships, the Act codifies the common law covenant of good faith and
fair dealing, rather than mandating good cause and procedural requirements
similar to those contained in a number of existing state franchise relationship
laws. Passage of the Act by those states that have franchise laws would go a
-long way toward eliminating the inconsistencies in franchise regulation and
reducing the high cost of compliance for:franchisors.®
Unfortunately, the NCCUSL is unlikely to enjoy the success in the field of
franchising that it achieved in the field of commercial law with the UCC. On
April 25, 1993, the NASAA membership voted unanimously to adopt the New
 UFOC Guidelines. The phase-in adopted by NASAA provides that the New
. UFOC guidelines are effective six months after the FTC and each NASAA
member whose jurisdiction requires presale registration of a franchise adopts the
- New UFOC. New York was the last stﬁ_te to adopt the New UFOC. As of
- January 1, 1996, all initial franchise applications and renewals must comply
_ with the New UFOC.®" .
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XI. - ‘Recent Administrative Developments
“A.  Following years of study, hearings and submissions, the FTC is about to

conduct the first wholesale revision of its FTC Franchise Rule for the first time

- since its adoption nearly 20- years ago.: In an-Advance Notice of Proposed

" Rulemaking ("ANPR") published in the Federal Register, the FTC reveals its
plans for revising the Rulé and addresses a number of issues of critical concern

*" to franchisors and franchisees alike. The FTC has no interest in applying the
FTC Franchise Rule to international transactions involving American

* franchisors.®  Accordingly, significant relief may be granted to franchisors

- when they need to comply with the FTC Franchise Rule when selling franchises

abroad. At the same time, the FTC has hinted that it may impose new disclo-

- " Sure requirements in connection .wit'h the sale of "co-branded" franchises (in
which two or more franchisors combine forces to offer a franchisee the opportu-
nity to operate two or more trademarked franchises in one outlet). The ANPR
notes that the FTC "is uncertain whether the {co-branded] franchisee is purchas-

" ing two individually trademarked franchises (and thus should receive separate
disclosures from each franchisor) or is purchasing a hybrid franchise arrange-
~ " ment that has its own risks (and thus should receive a single unified disclosure
“document)."” -
~“B. Further, the FTC is exploring whether its Franchise Rule should be modified to
embrace franchise sales activity taking place over the Internet and through other
electronic cofnmunication modes. Similarly, the FTC suggests in the ANPR
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that the "first personal meeting" language of the Franchise Rule's requirement
may be replaced by a "first substantive discussion" disclosure requirement for
disseminating disclosure documents. This "discussion" may take place over the
-internet, the telephone or through other electronic means.

The most substantive potential changes are related to the mandatory disclosure
. requirements. The ANPR suggests that the FTC might mandate franchisors set
forth earnings claim disclosures in their disclosure documents.® On the other
~hand, the FTC appears ready to require franchisors to set forth prominently in

~ their disclosure documents that the FTC Franchise Rule permits a franchisor to
provide a prospective franchisee with earnings claim information and that if
such information is not set forth in the franchisor's disclosure document, no
other earnings claim information imparted should be relied upon absent written
substantiation. Further, the ANPR clearly states that the Commission is
seriously considering "whether it should revise the Rule's disclosures based on
the UFOC guidelines.” In other words, the day of two disclosure formats - the
FTC Franchise Rule format and the UFOC model - appears to be drawing to a
close. However, it is clear that should the FTC adopt the UFOC guidelines,
those UFOC guidelines may be revised to correct certain perceived deficiencies
(including, inter alia, the possible mandated disclosure of lawsuits commenced

by franchisors against their franchisees).*
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XII. -Antitrust

Ini the early 1970s, the federal antitrusf laws, as then interpreted and
applied by the courts, provided a powerful basis for claims against franchisors.
the antitrust lJaws provide in many circumstances for treble damages as well as
attorneys' fee awards. At that time, the legality of vertical restrictions was in
doubt.  In practice, many franchisors were engaging in tying practices. Many
franchisees were forced to buy equipment from the franchisor or its affiliates
when there were perfectly acceptable alternative sources of supply.

As a result of changes in practices in the industry and changes in the
attitudes of regulatory and judicial officials toward antitrust laws, claims of
antitrust violations dropped off significantly in the 1980s. Antitrust laws today
are used by franchisees only in the more egregious cases.

XIH. Conclusion
As is clear from the foregoing paper, the concept of franchising has taken hold and
expfoded so exponentially that its permanency on the American-landscape can no longer

be questioned.
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in any franchise sales activity. California Corporations Code, Div. 5, Parts 1-6, Sec-
tions 3100 ef seq.

Wis. Stat § 135.02(3) (1985).

New Jersey Am., Inc. v. The Allied Corp., Bus. Franchise Guide (CCH) P9395 (3d
Cir. 1989); Colt Indus. v. Fidelco Pump & Compressor Corp., Bus. Franchise Guide
(CCH) P9095 (3d Cir. 1988).

For discussions of the trademark requirement, see Colt Indus., Bus. Franchise Guide
(CCH) P9095 (New Jersey); American Business Interiors, Inc. v. Haworth, Inc., 798
F.2d 1135, 1140 (8th Cir. 1986) (Mo law).

Cases discussing the fee requirement include inter alia Boat & Motor Mart v. Sea Ray
Boats, Inc., 825 F.2d 1285 (9th Cir. 1987) (California law); Cambee's Furniture v.
Doughboy Recreational, 825 F.2d 167 (8th Cir. 1987) (South Dakota law); Inland
Printing Co. v. A.B. Dick Co., Bus. Franchise Guide (CCH) P8997 (W.D. Mo. 1987)
(Illinois law); American Parts System v. T & T Automotive, 358 N.W.2d 674 (Minn.
Ct. App. 1984) (Minnesota law).

Pitigoff, supra at *8.

Bus. Franchise Guide (CCH) P3600 [hereinafter Act].
Pitegoff, supra at *5.

Bus. Franchise Guide (CCH § 5901).

"The Rule Review record strongly supports modification of the Rule to clarify that
international franchise sales are not within its purview." Fed. Reg.

"The Rule Review record ... does not support the view that a franchisor's failure to
provide earnings information is necessarily deceptive or unfair .... [The] record
indicates that prospective franchisees can obtain earnings information from other
sources .... Moreover, the ... record does not provide a sufficient basis for the
Commission to formulate an earnings disclosure that would be both useful and not
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misleading to prospective franchisees."

64. David J. Kaufmann, FIC Révamps Franchise Rule, 4/24/97 NYLJ 3, (col. 1).
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From: Beverly Gosnell :

To: PFM, SR0O1A RABRAMS, AARBISI, SR0O4A JACCARDO, SRO4A. .
Date: 7/15/98 1:13pm

Subject: ARRIVAL/TRANSFER/DEPARTURE REPORT

ASSOCIATE ARRIVALS

JULY 20, 1898

CRAIG J. COLEMAN
Los Angeles/Corporate
Office: 36-07

Ext.: 5219
Georgetown University
J.D., 1986

Boston College

B.A., 1993

O'Melveny & Myers LLP

TODD R. LEE

New York/Structured Finance
Office: 26-13

Ext.: 2373

Cornell

J.D., 1995

Bates College

B.A., 1990

Dewey Ballantine LLP

PAUL T. WRYCHA

ChicagofCorporate

Office; 22-23

Ext.: 0884

Marquette University

J.D, 1892

University of Wisconsin

B.S., 1938

Netscape Communications Corporation

ASSOCIATEIFOREIGN INTERN DEPARTURES

YORIKO MATSUDA
New York/Foreign Intern
07/14/98

CRAIG BLAU

New Y ork/Litigation
07/17/98

Anderson Kill & Olick, P.C.

JULIE J. ROBACK

Los Angeles/Litigation
07/17/98

Diamond & Ostrow LLP

DAVID S. SHUKAN (Counsel)
Los Angeles/Litigation
07/17/98

Kirkland & Ellis (Partner)




ccC:

JGARFINK




From: <Blpencil@aol.com>

To: NYC.SR04A(kmorgan)
Date: 7/15/98 12:08pm
Subject: 23 July's group

Kristin,

These people have requested meetings 23 Jy.

Russ Yankwitt
John Ramsen
Derex Walker
Jana Eisinger
Alan Carr
Shai Buber

Is it OK if we enter the room early (session 1's to start 8a.m.)?

Thanks.
Sincerely,

A.D, Maclin
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