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 FRANCHISING

Evelyn M. Sommer*

1. : “Introduction

A, WhatIs AFranchise
A system of marketing and distribution whereby a small independent businessman
(the franchisee) is granted - in return for a fee - the right to market the goods and services of
another (the ﬁanchiSor) in accordance with the established standards and practices of the
franchisor, and with its assistance.' Franchising can be defined as a business system in which

the owner of a mark licenses others to operate business outlets using a trademark or service mark

. to identify products or services that are made and/or advertised by the licensor-franchisor. In one

sense, a franchise system is built upon a framework of trademark or service mark iicenses
f}eshed out with various rights and obligations of the franchisor and franchisee. A franchisee
falls somewhere on a spectrum in between full independent entrepreneur and a hire;I clerkina
company-owned outlet. |

The economic underpinnings of franchising are to be found in the concept of

uniformity. Two hallmarks are associated with franchise networks, a tradentark conveying

 authenticity and exclusivity and a uniform product or service. The Big Mac tastes the same in

Vermont as it does in Iowa, the restaurants look the same in New Hampshire as they do in New

- Jersey and the name outside is always the same around the globe. The public demands

uniformity and through franchising, the public gets it.
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Tied to the definition of a “fraﬁchise”' 1s a clear conception of the peculiar blend | (
of independence and dependence that constitutes the particular business arrangement that is
franchising. On the one hand, in a ﬁ'aﬁciﬁise rélétionsﬁib; the franchisee possesses an
- independence conferred by the franchisor insofar as the franchisee is granted the right to actually

operate and own the franchise business. Part and parcel of this business independence is also
financial independence; concomitant with the task of running the business, the franchisee bears
the risk of failure if the business is not successful. Indeed, the franchisee actually purch‘ases.the
right to operate and own thf_: business from the franchisor by paying a “franchise fee.” On the . -
| other hand, the franchisee is also peculiarly dependent upbn the franchisor insofar as the success
.of a franchise depends, in part,.uléuon the method of ,operétion provided by the franchisor and, in
part, upon the preeminence and popularity of the commercial identity émbodiedlin the
franchisor’s proprietary marks. .Tlﬁ,s particular convergence of independence and dependenceis (
fundamental to a franchise. |
| Another aspect of the franchise relationship is that it involves a continuing
commercial relationship. The FTC has indicated that a relationship is a “continuing” one if the -
parties reasonably an_tipipated at the time of entering into the relationship that it would involve an
_ ongoing course of dealing over a period of time, (Sells Enter., Inc. FTC OP. Aug. 28, 1980). |
There are basically two classes of'such. "continuing" relationships: (). "package and product -

franchise"; and (b)."business opportunity ventures.” -

* Package franchises are defined as those in which the franchisor licenses the
franchisee to do business under a prépackagéd business format established by the franchisor
~ which is closely identified with the franchisor's trademark. Familiar examples of such franchises

include fast-food outlets, real estate brokerages, personnel services, motels, transmission centers, . A
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Tustproofing services, and tax preparation services.

Product franchises are those in which either the business or the goods bear the
franchisor's trademark, and the fra‘nbhisee distributes goods produced by, or under the control or

direction of, the franchisor. The most common examples of such distribution systems are

cosmetics, automobile, and gasoline station distributorships. Three elements must be satisfied for

a package or product franchise to exist: (i) distribution by the franchisee of goods and services
associated with the franchisor's trademark; (ii) the franchisor's right to exercise significant
control over, or the promise of significant assistance _to,jthe franchisee's businessimethods; and .

(iii) a required payment by the franchisee to the franchisor of a fee.

Another aspect of the franchise relationship is that it involves a continuing commercial
Trelationship. The FTC has indicated that a relationship is a “continuing” one if the parties =

” 'reasonably anticipated at the time of entering into the reIationshjp that it woilld'involve an |

ongomg course of dealing overa penod of time. (Sells Enter., Inc. FTC' Op ‘Aug. 28, 1980).
There are basically two classes of such ' contlnumg relatronsh1ps (a) "package and product

franchlse and (b) "busmess opportumty ventures."

' Package franchises are defined as those in which the franchisor licenses the

' franchisee to do business uilder a prepackaged busrness format established by the ﬁ‘aﬁchisor .

which is closely identified With the franchisor's trademark. Familiar examples of such franchises

include fast-food outlets, real estate brokerages, personnel services, motels, transmission centers,

rustproofing services, and ta;; preparation services.

Product ﬁ‘anchrses are those in whlch elther the busmess or the goods bear the
franchisor's trademark and the franchisee distributes goods produced by, or: under the control or

dlrectlon of, the franchisor. The most common examples of such dlstnbutron systems are
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cosmetics, automobile, and gasoline station distributorships. Three elements must be satisfied for
a package or product franchise to exist: (i) distribution by the franchisee of goods and services
associated with the franchisor's trademark; (ii) the franchisor's right to exercise significant . .-

control over, or the promisc_e of significant assistance to, the franchisee's business methods; and

(111)a required payment by the franchisee to the franchisor of a fee.

- B - At the core of all franchising is the licensing of a trademarked product or service.”
The license to use the trademark is the vehicle for the franchisee to-become part of a business :
system with uniform format and quality standards. Thenéccss‘ity and the role of the trademark
license depend on the type of -franchise system at issue. |
A tradgglark' license is necessary if the franchisee manufac_t_ur_é_:s and sellsa.

product bearing the trademark to someone other than the trademark owner or those operating .

- under license from the trademark owner.

'. It is also necesséry if the franchisee uses the trademark 111 performing a se;yiée -
under license from the trademark owner, for example, as part of a franchising system.

A trademark license is not necessary if one party merely diétributes or sél_1__3 the. -
product for the tradgmark owner Withouf, conductin_g:businesls_l under the owner’s mark or name.
For example, agas station_. franchisée ;f_loes not need tlo_o.bta_in' a trademéfk license frorﬁ sqda |
p;oaucers to .se_ll.sodas. | A ﬁanchise is élso not estaﬁlishcd \g}hére ;1 trademark ligensé has bee_ﬁ |
gfanted asa result qf a trédemalfk inﬁingement litigation. N |
o | Thé license is aléo unn‘ec;e;sary if one party_manufactures the prpduct for.the
trademark owner (or its licensees) and the trademark ownér itself (or licensee) sells or distributés
the pfaduct; For EXami)ie, iﬁanuféétﬁﬁﬂg T—shirts fof the tradéniark 6wner's 'p'rrolnllotional use

does not require a trademark license.
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- C. Some ﬁ'anchisors maintain that a franchise is merely an embellished license and
. therefore revocable-at will. This however can prove to be a dangerous assumption
D.  Some franchisees contend that a franchise is a license coupled with a fiduciary

interest, not subj ect to unl_i_mited, control by franchisors. |

| . E. The significant cc_)nt{ol_qr assistance element concerns the availability to the
franchisee of the franchisor’s expertise. The ﬁanchjsor may transmit its expertise either by
exercising control__qver, or by furmshmg assistance to, the franchisee's I___nethc_id of operation. Su_ch
control or _a_ssistancé, however, must be "significant.” They relate to a franchisee's entire method
of busipcss operation; thgy are not “sigﬁiﬁcan " if they relate only to the method of selling a L
spg:c_iﬁc pri_pduct: Examples of significant _c(_)ntrols_ over the franchisee's method of operation are
th?.ﬁ‘? involving: (i) site approval for new businesses; (iij site design or app;:aranéc requirements;
(iii) operating hours; (iv) production techniques; (v) accounting practices; (vi) personnel poli_cigs
and :_Q;acticcs; (vii) promotional campai gns'requi_ring franch_iseé ﬁarti_cipation or financial

contribution; (viii) restrictions on customers; or (ix) location or sales area restrictions.

‘Examples of promises of assistance deemed "significant" include: (i) providing

fofmal training programs (sales, repair, or business); (ﬁ) establishing accounting systems; (iii)
offerhé management, marko;ting, or personnel advice; (iv) selecting site locations; or )
..providing_ a detailed Qpératiﬁg manual. | |

F. . A franchisee meets the "required payment” element of the franchise defﬁﬁtion if -
the franchisee is required to make payments to the franchisor. The payments may be "required"”
eifher by contract or by practipal necessity. Payments fe_quired by con_tract‘ would include not
‘only those required by the ﬁaﬁchiée agreement; bﬁt also those required in any companion

contracts which the parties may execute, such as payments made by a franchisee for rent,




advertising, equipment, supplies, training, and other non-inventory items. Payments made by
practical necessity include, ainong others, those for equipment that can be obtained only from the

franchisor or an affiliate of the franchisor. (Red Wing Shoe Co., FTC Op. dJan. 7,1983.)

With respect to the purchase of inventory from the franchisor, the Commission
has de‘ténnined‘that', because itis virtually impossible to draw the line between inventory that is
purchased at the franchisee's option and that which is purchased as a matter of practical or

“contractual necessity, payments made to the f_ranchiéoi‘ for "reasonable amounts“ of merchandise
| purchased at bonafide Wholesale prices and for "resale” are not considered to be reiluiréd R
payments. The-redﬁireme’nlf that the merchandise purchaéed be for "resale” effectively limits 't_hé
exemption to purchases of inv'entor.y" items. The Commission will construe "réasonable amounts”
to n’ie‘aﬁ amounts niot in excess of those which 4 reasonable businessman normally would |
purchase as starting inventory or to maintain a going inventory or supply. (General Motors =
Corp., FIC Op. Aug. 17, 1'9'79';.'Chrysler Cbrp.','FTC Op. Aug. 10, 1979) (purchases of inventory
at bona fide wholesale prices for résale do not constitute required payments if the amounts do not
exceed that which a reasonable businessman would have in stock to maintain a going inventory
‘or supply sufficient to meet reasonably anticipated demand). | -

" The "bona fide wholesale price" exémi:tion may be used by many ‘comijanieé" o
which would otherwise be covered by the FTC Rule to avoid cox}eragé. (Schwinn Bicycle Co.,
FIC Op. Aug.3,1979). =~ S

..The term “fran.chis'e”‘has also beén defined fo includé business veﬁtﬁre o

- opportumtles A busi.héss_o:pportunjty.irént.ure existé V\-rflen .eacl.l .of thé follév?ing o
~ elements is presént: - o - o -

(1) The franchisee sells goods or services supplied by the franchisor, its affiliate, or
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- suppliers with which the franchisee is required by the franchisor to do business; -

(ii) The franchisor secures retail outlets or accounts for the goods or services, or secures
locations for vending devices or racks, cr assists the franchisec n obfaining sucli _Scrvic_e_'s fron1
others ("rack jobbing‘"); and

(111) The franchisee is requlred to pay to the franchlsor or an afﬁhate a fee. (Com Op

Sales Co FTC Op Oct 19 1979)
Rack Jobblng opportumtles and vendmg machme routes are fa:[rly typlcal
examples of the traditional businesses that meet these criteria. FTC advisory opinions have added

the possibility of a variety of ordinary distributorships, including distributorships for doors and .

windows batteries and automobile lamps, and electronic game machines (See e.g., Roman

Enters FTC Op July 18, 1980 Garma Mktg FTC Op May. 29 1980; and Yasmm Enters Inc.,

FTC Op March 27 1980)

In contrast to the FTC Rule, the Notice of Proposed Rule Making (NPR) focuses:

| exclusively on the sale of franchises. Accordingly, the NPR proposes to delete altogether the

"business opportunity" definition (436.9(e)) from the Rule. The FTC acknowledges in the NPR
that franchises and business opportnn_it_ies are _di_s_finct arrangements that _rcqu.irc separate
disclosure approaches. The ﬁTC has indjcated that it expects to nrcmul_gate scpnrately new
regnlations_ to address business opportunity sales.

G. Itis quickly apparent that a nniv_crsal_ de_ﬁnition for “franchise” does not appear in
every jurisdiction's lcgislation, court decisicns or regulations, and if snch a definition did e;x_ist_,_ 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.




In practice, the term “franchise™ has been used to describe a vast array of different
business en'ang_e_merlts involving any number___of enterp_rises._ As one author has noted, defining
whet constitutes a _t_ﬁianchise 1s partteulquy.diffi;cultlbeoaose frgrnchis_ing itself “embraces many
types of relationships and distribdtion techniques, involving [a] ... myriad. . . [of products and
services [1nclud1ng] such dlsparate bed-fellows as auto ma.nufacturers motels muffler repalr
shops, restaurant operauons, and funeral homes for pets.” Norman D Axelrod, Franchrsmg, 26

Bus. Law 695 (1971). Another commentator attributed a large part of the dlfﬁculty of properly

~ framing a deﬁrlitiorr of ﬁ'anc.hising'to legislatiVe zeal in seeking to cover all conceivable business

_ "r'errangerhents.; Martin D Fern, 7hé OVerbroed Scope of franchise Regulstioos: A Definitional

Dﬂemma 34 Bus, Law, 1387 (1979) | . |
‘One wrdely used deﬁmtron states that 2 franchlse is° an oral or wntten '

arrahgerﬁent for a definite or inde'ﬁnite'period, in which a person grants to 'another. persona

' license to use a trade name and in which there is a community of interes.t m the.marl.cetirrg ot‘ a
goods or services at wholesale, retail, Ieesing, or otherwise in a business operated under said

- license.”

- Another definition is that found in Califomia’s Franchise Investment Law:

- "Frar'lchi.se"' means a contract or ag_reernerlt,l cither e).('pressed. or implied, whether
oral or written, between two or more 'p'ersons By which: (1) A franchisee is acg;,rsnted the right :to 3'
engage in the business of offering, selling or distributing goods or services under a marketmg

Vplan or system prescr:rbed in substantral part bya franchlsor, and (2) The operatlon of the
| franehlsee s business pursuant to such pla:n or system is substantlally associated with the

ﬁ'anchisor's trademark, service mark, trade name, Iogotype, advertlsmg or other commercial

- symbol desi gnattng the franchisor or its affiliate; and 7('3-) The franchisee is required to pay,




directly or indirectly, a franchise fee.

The California Guidelines provide that the frademark element is included so that
the law may deal with the multiplicity of business establishments presented fo the public as a unit
or marketing concept operated under the coverage of a common symbo.l..In lme Wlth ﬂ']lS |
objective, the California Gu'idelinee provide that the trademark must be communicated to the

customers of the franchisee in order to satisfy this element.

According to the California Guidelines, if no marketing plan or system is

" prescnbed and the franchisee is entxrely free to operate the busmess n accordance with his own

marketing plan or system, there is 10 “franchlse " The Guidelines indicate that centralized

management and uniform standards re gardlng, among othe_r thmgs, the quahty and price of the

éeods sold, are keys to determining whether there is a prescribed marketing plan'or system; |

:'Aecordingly, ?rovisions 'COﬁtemplating a nationwide distribution grid:and an arrangement

' designed to establish uniformity of prices and marketing terms will be considered a significant
indication that there is a marketing plan or system. Similarly, eohtrol reserved over terms of
pe}qnent by customers, 'cred'ijt practices, and warranties suggests a prescribe%d marketing plaﬁ.
Further, if the franchisee muet follow the franchisor's directions with ,respec?t to the selection of -
Iocations, the use of trade names, advertising, sigﬁs, sales'pitche-s, sources o;f supply, the -
appearaﬁee of the unit, fixtures, equipment, unifofnis, hdurs b:f.‘operation,. h(i)usekeepi'ng; “and

| similar matters, euch factors :al'SO will be cdnsidefed signiﬁcan.t' iedicatore tﬁet a marketing Lp'lan |
or sjrstem exists. A markefing’plan or éysfem prescribed by the.ﬁanchisor a!so .Wi‘ll be:indiCated |

| if the franchisor exercises co;ntrol over the franchisee by means of inspectioe, reporting

requjremente, advert'ising','or? promotional programs,
Included in the statutory definition of "franchise fee" is any fee or charge that the

9




franchisee is required to pay to the franchisor or its affiliate for the right to engage in the
franchised business. A payment may be a "franchise fee" regardless of the designation given to,
~or the form of, sﬁch payment. (In some states, a "franchise fee" is considered such only when it

exceeds a stated minimum amount, e.g., $100.)

New York General Business Law Act. 33 at § 681 deﬁnes a franchise as a |
-confract or agreement, either expressed or implied, whether oral or written, between two or more
_petsons bjwhi_qh: |
| 1.._ o A ﬁianchjgee_ is granted the rjght to engage in the bu_sines.s. of _off_ering, .
selling, or dist_ribut_ing goods or _seﬁipes unqer a ma__ﬂ;eting plan or system pre_scribed in_\
substantial part by a franchisor, and the franchisec is re_ql_l_il:%ed to pay, dirgp;_ly_ or infi%rectly?_ a
franchise fee, or | |
2. A _franchisee__ is granted the right to engage in the bu_s_ix.;es_s. of offering,
selling, or distributing goods or s_ervigc_es__sub_stanﬁally associated with the franchisor’s frad@mark,
service mark, trade name, logotype, adyertising, or other commercial symbol desig}atingkthe
franchisor or its afﬁl}iate.,' and the ﬂapchise_:g is required to pay, directly or indjrect}y, a franchise
fe_e;.
| The New York FI?}““fhiSf_’ Act is ﬁerhaps the nation’s toughest francinse |
law for the reason tha_t__New York’s deﬁnitio_n of the term “franchise” is thf:_ broadest in _the
natign,__ subsuming q_g:_rtain licensing, distribution and other arrangements which are not dce_méd to
be “ﬁanc_h_ises”_ undgr any ofgher federal__o_r state_franch_isipg law, rulg_or regulation. (Act §681
The New York definition is in sharp contrast to that utilized by every other

jurisdiction regulating the sale of franchises, where all three elements set forth above - -

10
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“trademark”, “marketing plan” and “ﬁ'aﬁchise fee” -- must be present for a franchise to exist. In
New York, either of the first two elements combined with the fraﬁclhlise fee component will |
suffice. This broadened definition of the term “franchise” thus covers many species of licenses,
disﬁibutorshjps and otiler commercial relationships not previouély concerned with franchise
regulation.

A Another definition of “franchise” adopted by a number of states is fhe
“community of interest” which provides that "franchise" means (a) a contract or agreement,

either express or implied, whether oral or written, for a definite or indefinite period, between two

- or more persons: (1) by which a franchisee is granted the right to engage in the business of
_,:qffering or distributing goods or services using the franchisor's trade name, trademark, service
- mark, logotype, advertising, .or other.co_mmercial symbol or related characfe'ristics; (2) in which
' the franchisor and franchisee have a community of interest in the marketing of goods or. services
,_ a.t;_;_Wholesale, retail; by lease, agreement or otherwise; and (3} for which the franchisée pays,
~ directly or indirectly, a franchise fee.... The determination whether a "community of interést" .

 exists is distinct from the determination whether a marketing plan or system is prescribed. -

Satisfaction of the "community of interest" definition requires the franchisor and franchisee to. -
have a substantial financial interest in common. - -
H.  While there are meany 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”maﬁufac'tﬁring and the loé'eii"bo_ttling and

canning of soft drinks.

11




2. A distﬁbutingﬁ‘anchise is' one in-which the primary purpose is for the ' N
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 p_rqvide'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 soft drink bottlers, gas stations and automobile
dealerships. = |
Manufacturing and distributing type franchises are frequently considered

_ as one category i.e., product and trade name franchising. This category accounts for an
estimated 75% of all franchise sales.  Franchisees concentrate on one company’s product line
and acquire the identity of'the product supplier. - - Lo et s e (

\3. A licensing or “business format” franchise is one in which the franchisor
is pﬁl;iarily licensing a business format or system, rather than selling goods identified with the "
franchisor. Under a business format franchise relationship, the franchisor provides a license
ﬁndef 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- -
eqqipmqnt, ipgrcdients,_ raw materials, pagkagi_pg materials, advertising, and so forth. The

franchisee typically performs services but may sell products in conjunction with those services.

- The franchisee usually deals exclusively 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, convenience stores, hotels, motels, and auto repair centers, car_

rental, real estate brokerage chains and temporary employment services. The best known = (
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examplé is thé 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 ﬁ’anchisqi'.

4. Uﬁder an affiliation ﬁ'énchise.relationship, the franchisor recruits .ﬁlto 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.
-5 Co-branding involves a situation in which a singlé outlet'is franchised by

two.or more franchisors (such as Baskin-Robins/Dunkin Donuts) sometimes under two ormore-

separate agreements, other times under a single multiconcept agreement.

x4 ~Mutual Business Contributions -

- Al Theoretically, franchising represents the ideal compromise between big business .
and small businessmen. -The franchisor assumes the economic functions of big business, and the |
franchisee contributes capital and entrepreneurship by becoming an owner-manager.® . -

B. The franchisor obtains new sources of expansion capital;new-distﬁbut’ion:markcts

“and self-motivated vendors of its products, while the franchisee acquires 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.

13




.- D.:* . Asthe United States became more ind_ust’rialiied 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 businéss'es now account for more than:$1 triilion dollars in annual
sales; 30% of'the Gross National Product and over 41% of all retail sales. By th¢ mid.1990s, of
-every 12 businesses in the United States was a franchise operation. Nationwide, there Qere more

- than 2,500 franchisors. - Over-8 million people in over 600,000 franchise outlets were employed

in franchise operations.” i

III.  Business Advantages of Franchises
- -~The beneﬁts.'df :ﬁéﬁcfﬁsing niay perhaps be best .understood:by?{éb‘jﬁéidering the fqllowing
R startling statistic: -While the average rate of failure for new businesses.is 65% within five years
from inception, a 1991 study by Arthur Andersen & Company:of 366 franchise companies in 60
. industries rreveaied that nearly 86% of all franchise ope;ations, opened in the prior five years were
- still alive and under the same ownership; only 3% .ﬁcre no longer in business. |
.= Arecent study prepared for the International Franchise Association reveals mét only 3 - :
11% of franchised units (varying by industry segment) suffer “fumover” in any given year .-
._(‘-‘tur-n'over”, in this context, is deﬂn‘ed to mean closure of the subj ect unit -of-sale to a non-
franchised purchaser). And even these low figures may themselves be inflated, since often the '_
ﬁanchised unit may be closed or sold for reasons-other than “failure”, suqh as death or
retirement. - - | |
From the franchisor’s point of the view, the: ﬁhnchise 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
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method is attractive because the franchisee is Qven access to aproven and orga:tﬁzed product or
service that has been advertised and is known to custorﬁers. Rather than start from zero with its
own mark and i_ts own know-how, a small business person who opts to become a franchisee has
the advantage of plugging-intﬁ a existing system and becoming a partially -indepen&eriﬂ

entrepreneur.

TV, 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 decipherlocal tequirements 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.?

 B. - .:The franchisor without the expenditure of any capital whétsb"ever, but instead with

_an--infusioﬁ of capital - may engage in rapid system expansion and market penetration. This -
rapidity of growth is nonnal!y measured in terms of years rather than decades, as had previously
been the case with national c;ompany owned chains. Further; since the franchisor often owns -~
units itself, and since those'@nits are normally more profitable than ﬁ'anchjséd units, the
franchisor will frequently sef; up a nationwide neMork but retain for itself tﬁe 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.” '

C."  Inthe purely financial sense, the franchisor may reap: generoﬁs 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. Tn the service indusuiias, the franchisor will
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usually charge éroy_alty for the use of the rﬁark and the business system. This may consist ofa
percentage royalty on gross sales or purchases, a fixed monthly charge, or any of a widervafi.ety
of methods that refiect payment based on usage.  Additionally, where the franchisor is also the : -
ﬁanufacturer or wholesaler for any of the products or services uséd by the franchisee, the
franchisor 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

fluctuations in sales and:c_lo_sc-outs, Further, there may be other ecbng‘mies,of s_cale‘-in the

production, storage, and :haﬁdl_ing of products. o Ry ..

' D.'-_ | 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 prévide an extensive |
credit- network, both to the franchisees and to their.customers. - 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 poés_ession or.use being made available to the franchisee on
r_easénable terms commensurate with the franchisor’s exposure to risk. In some industries, this
financial support may extend to the inventory itself. !

E. - Non-financial benefits to the franchisor includes the ability to.motivate and
control huge numbers of indiréct employees. A company may not be able to afford the cost of an
administrative hierarchy, including high salaries, to handle those .e_mpléyees. Franchisors also
avoid a certain amount of risk inherent in most businesses. Whether a-regional milk dairy ora .-
major oil comﬁmy, it may be absolutely dependent upon an assured and constant source of

“demand for its products or may lack adequate local storage to offsef the vagaries of market -~ -

demand. The franchisor also receives the benefit of the constant accretion to the value ofits .
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trademark or service mark. The actual premises, the ﬁ'anchisée’s services and their devotion fo
duty all materially enhance th¢ mark's value to the franchisees, to-other franchisees and to the -
franchisor. 12 |
V. Ffanchisee’s Benefits -

AL At inception, the franchisor should prox}ide a trademark or service 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

Tlies in complying with the standards'fonnul.ated by the franchisor, both as to'quality and as to
 uniformity. Thjs 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,’

g the franchisee benefits by the guidance provided by the franchisor in the form of business
-'standards. The ﬁ'anchisee should obtain internal benefits from a standardized management

" system and methods of internal control, including marketing and inventory controls and

standardizedﬁbookkeeping. The franchisee Will‘beneﬁt exferhally from producing better results

_in its individual operations, while increasing customer acceptance throughout the system.

"B. * Franchisor can also provide expert guidance in capital matters like site selection,

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

supplies and even general contractor services. - Whete 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 franchisoris a manufacturer, the franchise family -
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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 franchislpr’s highly-trained team of experts... These -
advantages are what franchisees usnally seek. They are what franchisors impliedly offer. -~ -
Underlying 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 de\}eloping a business of
herown. ™%
- VL.. :- Structuring a Franchise System
| A, . -Forthe most_pért a prospective franchisee has little choice but to put his e_ntire
faith and confidence-in ;thé franchisor. The franchisee most often assumes that 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 the sale
of franchises, rather than: the operation of the franchise that may be purchaéed 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 ook to the franchisor for total guidance in every material
aspect of the franchise relationship. ™’
B.. - Franchising is a creature of contract. The franchise agreement or franchise
contract embodies thé entire relationship between franchisor and -franchisee. “The entire structure
“of a franchise system will be contained in a series of franchise agrcements, which set forth in

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

18
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perform. A number of different species of franchise agreements and relationships may exist to
properly impiéinent the franchisor’s business objectives, 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, usﬁally at a specified location or within a designated territory. .‘
Accordingly, a potenti'éll-franchisor"s.central question is how the unit franchise relationship
should be memorialized in a franchise agreement to properly protect and advance the -
franchisor’s. interests and goals. '

. .C. . The .beginning point of the fraﬁclﬁse relationship is the terms of the -franchise
relationship. How long is the franchisor granting franchise rights to Eits franchisees? This is not
_an easy question to answer. If the term is too short it will attract few, if any, buyers. Franchisees
. are purchasing a b'usiﬂess opportunity where time is néeded to develop name recognition, to -

-_fn_aximize good will and to recoup their investment. If the term of the-franchise is too long,-
problemis can arise. The franchisor may be sfuck with a less than desirable franchisee who is
unwilling or unable to operate the franchise successfuily. If this is so, valuable locations ma); be
sacrificed. ‘Since many franchise agreerhénts 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 do“mg;'ading—the image the franchisor is trying so hard to
present. 17

Finally, franchise terms that are excessive in length prevent the franchisor from
adjusting the economi?:s of the relationship as time goes on. In oth.ef words, the econonﬁc
balance struck this year in terms of royalties and advertising contributions may be fotally out of

line in the year 2010, either to the franchisor’s or the franchisee’s disadvantage. While this o
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imbalance can be rectified upon expiration of the initial term of the franchise, if that term is too
long, the imbalance can destroy a franchise system. _18

For franchises involving significant investments by franchisees, such as -+ -

| restaurants, the typical term of the franchise is ten years, with-an optioh exercisable by the -
franchisee for another ten years if the franchisee has been in compliance. In instances where a- .

“heavy investment by a franchisee is not required, a very short franchise term can be imposed ..
with guaranteed rights of renewal to achieve certain strategic purposes.

D. Another key feature of the franchise structure is the grant of territorial rights. It is
most common for franchisors to confer upon franchisées 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.” Alsd, while the franchisor can proinise-
'.not to own or franchise other unjts within a franchisee’s territory, a franchisor is hard pressed to
prevent its franchisees from marketing in-other franchisées’ territories. ‘Such resﬁ.‘aints-may' a5
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
grantof a so called “exclusive territory.” ' |

E. - Selection of the franchise location and the construction of the franchise unit are of

prime importance iﬁ 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, the franchisee should coﬁsider thata cla\gse wherein the franchisor assumes.responsibility

for assuring that the site will be-su.ccessﬁﬂ be included in the franchise agreement. Where itis.

the franchisee’s choice, the franchisor should consider a clause to insure that the ffranchise_e
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. lease and that the lease not create obligations ruming o the franchisor:

follows the appropriate standards and specifications with regard to any location selected be
included in the agreement. Franchisor approval of any franchisee-selected site should always be
provided for. Further, any relocation righfs should be addressed as well. The franchise
agreement should specify whether a franchisee will be permitted to close a location and reiocate _
the franchised business and, if so, under what conditions. ‘It is not uncommon for franchisors to
insist on prior written approval, rcouplled with the right to conduct__an-oh—site ins'pection of the

new site and the right to impose a relocation fee, *’

-+ . Il connection with any franchise location, the franchise¢’s Jease provisions are of

anchisor. The franchisorwill want the ab

‘right to approve the

‘he lease should also

. ‘not be assignable without the express written approval of the franchisor. Further, any franchise
. 'location lease should give the franchisor the option to step in, in the event the franchise¢ defaults,

- and take overthe franchise premises or assign it to-another franchisee. -

F. © = No franchise agreement would be complete without providing for franchisor

- revenue. The initial franchisee fee has to be specified, the continuing rdyalty-‘has‘to be set forth

and the advertising contribution requirement has to be recited.

- “In addition, if the franchisor has additional profit centers and will derive income

" from the franchise in other ways, these must be carefully delineated. The sale of

products/services to franchisees; the subleasing of real estate to the franchisee by the franchisor;

‘the franchisor’s furnishing “turnkey” sites; equipment/buildout financing programs; the sale of

_ bookkeeping or accounting services; the rendition of consultation services; any market analysis -

or media buying activities which the franchisor will engage in on behalf of its franchisees, each

and all must be spelled out with precision. -
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Advertising is cﬁtica_l to the success of most franchise systems. The most .
common advertising provisions found in unit franchise agreements call upon franchisees to
confribute a percentage of their gross revenues to a national or regional advertising program
‘administered by the franchisor, sometimes with franchisee input or assistance. Of paramount
importance froin a trademark control perspective is the franchise agreement’s absolute
prohibition against franchisees engaging in any advertising or promotional programs which have
not been approved in advanced by the franchisor. An advertising submission and approval
procedure éhquld be set forth. . |

G. . The franchise relationship must be structured very carefully with regardtoa. -
k ﬁanchiéee’s sale of the fra:_nchisé. A franchisor has every right to protect itself and its system -
from undesirable franchisees. It is critical to restrain any sale of the franchise to an individual or
eentity who doesn’t meet the franchisor’s standards; It-is not unreasonable tq require a proposed
pﬁrchaser to present his personal and business credentials to the franchisor for review. The
proposed purchaser of the franchise should demonstrate to the franchisor’-s satisfaction that
he/she has the skills, qualifications and economic resources necessary to conduct the franchise’s
operation.

-..If a transfer fee is to .be-imposed, that should be specified in the franchise

‘agreement. In addition, the agreement must make cleér whether the assignee/franchisee will
assume the original franchise agreement, or will enter into a new franchise agreement with the
franchisor. Finally, the sale of a franchise is a good time to make the purchasing franchisee, at
his expense, upgrade thé franchise premises to conform to the then-current standards of the
franchisor. -

- Twenty-one states and the District of Columbia presently have laws that regulate
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of a-ne1ghborhoo_d or gg:q_graphlc area in which the ﬁancmse is lo_cate

aspects of the franchisor-franchisee relationship. The following list identifies examples of

franchisor conduct that may be prohibited by one or more of these statutes: .
.--iInposition of unreasonable and arbitrary standards of condunt;
. prohibitioné against _thé right of free g,ssp_ciation among franchisees;. .
» refusal to deal with franchisees in a commercially rcasonablq manner-and in good faith;

« discrimination. among franchisees on the basis of color, race, rehglon sex, natlonal origin, or

disability of. franchlsee or the rac1al ethnic, rellglous natlonal orlgm or dlsablhty composmon

-« discrimination among franchisees in charges offered or made for royalties, goods, services

equipment, rentals, advertising services, or any oth_er business dealing;

R estabhshment of a company—owned or franchised business at a locatlon Wlthln the

‘_ franchlsee s excluswe temtory orin "unreasonable proxnmty to an ex1st1ng ﬁ‘anchlsed unlt

» requirement that a franchisee consent to a release, assignment, novation, waiver, or estoppel
at the time of entering int_o a franchise agreement;
= termination of or failure to renew a franchise without adequate notice and good cause;

* a requirement to repurchase certain items from a franchisee upon termination or non-

renewal;

. feétrictions o'n.':t'he sale or transfer ofa ﬁénéﬁisee's.ﬁ'anéhise or bliéiness; } _

. unreaso_n_ablej reqnireznent that n frnnchiéee .nnrch'ase c.).rll.-ease: goods or.s_er.\-flic;e.s.ffnm ’
dle-.signated_ﬁsources; | | o - - a

» receipt of undisclosed consideration from a person Wlth whom the franchisees do business,
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_whioh consideration is directly reIated-to_ptlrohases by the franchisees from that person; = - - - f'
» enforcement of unreasonable covenants not to compete;
« entry into franchise agreements with terms of inadequate length;
o modification of franchise agreements by franchisors withdut'the" consent of franchisees;
« prohibition on change in management of the franchisee;
e failure to use for thé-‘ franchisee's beneﬁt fees colleoted for an advertising fund;
. requlrement that a ﬁ‘anch1see waive 1ts nght to trlal or consent to llqmdated damages
.tenlnlnatlon penaltres, or Judgment notes, | | R
. rrtierepreseﬁtattons ot‘ a ﬁanchlsee's chances forsuccess, and N
. requirement that a franchi.eee. Ilaaj.r. a security deposit. | R _ | -
H.” H The Worst o.f. all worlds for a.t’ranohrsor 1e to t)e stdek “tlth .-a “bad apple
ﬁ'anctlteee and vice versa Accordlngly, the fraltohlse agreement rrluet be exphclt regardmg the
acts, omissions and/or courses of conduct whlch will glve rise to te_rmlnatlon of the franchlse.
Termination provisions vary in accordance with.ttflhat: t-he.fr‘anohisor wants to 'prot.:ect.. Tyoical |
provisions give the franchisor the ri ght to immediately terminate, or terminate after notice and a
failure to cure, based on bankruptcy or insolvency, attempted improper transfer; failure to submit.
to inspection by the franchisor, improper disclosure of confidential information; criminal : - '
| conviction; failure to adhere to t_he operating_manu_al; _breaoh of the covenant not to compete;
fallure to commence operat1ons wﬂhm the required tlme perrod danger to pubhc health or

safety; ﬁlmg of false reports to the franclnsor conoealment of revenues; fallure to deal fa1r1y and

honestly w1th employees and the public; failure to pay monies due to the franchlsor under the | (
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| defaul_t.

franchise agreement; and, sale of unauthorized goods or services at the franchised outlet. This is

- not an exhaustive list, only a recital of some of the more important termination provisions.

If a state termination statute applies to a particular franchise relationship, the .

- franchisor must comply with the statute in order to lawfully terminate a franchisee. Although the

procedural requirements differ from state to state, they fall into three general categories:
- Termination statutes generally prohibit a franchisor from terminating a franchisee
without providing prior notice, as well as identifying the rationale for termination. Prior notice is

stated to be written 'no_tice__sﬁfﬁciently in advance to afford a reasonabl_@‘.:opportunity to cure the

Even when a franchisor does not need to provide notice sufficiently in advance to

afford the franchisee an opportunity to cure, separate provisions may require that an opportunity

- to cure be provided.

The notice requirement may not_apply under certain circumstances. For example,
some states do not require notice in the event that a franchisee becomes bankrupt, abandons the
franchise, is convicted of a c:rime, or tenders an insufficient funds check. In é'other cases, although
the notice requirement is not:v'vaived, termination is permitted to be effective upon _receipt-of
notice by the franchisee. For.example, in some states, immediate termination is permitted should
the ﬁfagchis_ee be convicted of a-c_n'me :elating to the franchise; become insdivent or bankrupt;
default in amounts owed to the franchisor; falsify records or reports; or Iose the right to occupy. -
the premiées. In other cases, :termination may be effecﬁve twenty-four hours.é after notice of

termination for failure to cure a default materially impairing the goodwill associated with the

franchisor's trademérk_s. In still another case, termination on the grounds of voluntary .

abandonment of the_ﬁanqhisé may not take place until fifteen days aﬁer_notfcc.of termination is
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furnished. -

" Despite such statutory requirements, the courts do not always require strict

- compliance in compelling circumstances.

By a.nd large, the state termination statutes state that a franchlse relauonshlp
cannot be terminated unless the franchlsor has a good reason for the termmatlon, and " good

" n;

reason” is tested against such standards as " good cause,” "just cause," and "reasonable cause.”

Among the examples of good cause presently set forth in state termmatlon statutes

are: (1) failure to comply substantlally with the reqmrements 1mposed by the franchlsor where

those requirements are imposed equally on other franchisees; (ii) failure to act in good faith and .

ina b‘dmme'r’ctally 'reastanable manner; (iii)‘voluhta'ry\ abandonment of the franchise; (iv) felony
conviction of the franchisee; (v) franchisee impainnent of the franchisor's trademark or trade
name; (vi) insolvency or institution of bankruptcy proceedings; (vii) loss of the right to occupy :
| .the premises from which the franchised business is operated; (viii)-.,failure to pay the franchisor,

- within ten.days of receipt of notice, any sums past due; (ix) failure to comply with state or-

. federal law; and (x) repetition of a default-after cure, or repeated failure to cdmply with franchise

~ agreement, whether or not cured. -
There is also the question of co'mpsnsétion The termination statutes present any
" numbei-of approaches to the franchisor's repurchase obligations. The basic objective is to reduiré
the franchisor to compensate the franchisee for certain assets of the franchised business upon
termination, - |
- Assuming that the law has been complied with and that a franchisee has been
properly terminated, the rights and 6b1igations of the parties following termination Or;xpiration
must be fully addressed in the franchise agreement. At a minimum, the agreement must provide

26.

P
! !




4

that upon'termination or expiration of the franchise, the franchisee loses all rights to hold
himéelf/herself out as a franchisee; loses all rights to the franchisor’s name and marks; and, loses
all rights to the franchisor’s confidential information and know-how. - |

On a more positive note, the franchise agreement should address franchise

renewal. First of all, it is important to point out that a number of states have laws which seek to. -

protect franchisees from arbitrary non-renewal. These states seek to protect the franchisee’s
~investment of time and money by furnishing standards governing renewal. Each statute varies

~ from the others and there is no precise standard applicable nationwide ﬁ'@rté_i;_ﬁng towhena-

franchisor must renew a_'fraﬂchise agreement. However, the general coi;cci)fibn of these state
laws is thét a franchisor must renew a franchise agreement unlesé there is."“g.ood cause” for non-
rgl;éwal. Accordingly,: franchise agreement renewal provisions must be customized on é state-
5§-state basis. o
- This being addressed, the mechanics of renewal should be specified in the

franchise agreement. Renewal procedures-should be carefully outlined with the following'issues
si)eciﬁcally addressed: Will there be a renewal fee? Will the boundaries of the franchisee’s -
“exclusive territory” remain the same? Will the advertising contribution remain the same?

L There are several different ways the franchise relationship can be structured. Two
types of franchise relationships afe the individual or unit franchises and area franchises.

Tndividual 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 performancé

criteria and structured as either options or rights of first refusal. Rights of first refusal, however,

will make it more difficult to attract qualified buyers for locations that are subject to such rights.
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Unit franchises may also be offered as an incentive for growth for existing .
franchise owners, with additional franchises granted to successful franchisees. Franchisors |
should exercise caution in granting any sort of contractual obligation to grant-additional unit
franchises. Most companies simply adopt company wide policies regarding the incentive
-~ The'typical uses of an individual or unit franchise are as follows:

S For a service business, in which the expertise of the franchisee is critical to
the success of the.operaﬁon. Some exalﬁples of service businesses are real estate, home . = -
inspection, and dental businesses. -

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

3. - 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 -
development 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." F OIIQWing-'a;re, the signiﬁc;,ant elements of an area franchise

;

- agreement: .
EREES B Territory and exclusivity
2. - The number of outlets to be developed
3. The time frames for development -
...4. . Franchisor assistance in development -

5. . Feeobligations.. - . -
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6. Site selection and approval responsibilities of the parties -

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

termination of the development agreement on existing individual outlet franchises 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. Minority ownership of

individual outlets (such as'-By outlet managers or passive investors) 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 onsite‘ manager, supervised by a franchisee

| owning multiple units. Given the management aspects of area franchise development, area

franchisees should expect to have management experience and people skills.

" It should be noted that the United States franchisee population has -

dramatically changed over the past decade. While franchising’s roots may be traced to the grant

of an individual franchise to one entrepreneur (or a small group of entrepreneurs) possessing 1o

- prior knowledge of or experience in the subject industry (sometimes referred to as “mom and

pop” operations), it is nevertheless the case that over the past decade many of America’s oldest
and largest franchisors do not follow that paradigm. Instead, they find it far more efficient and
profitable for all concerned to largely restrict the grant of United States franchises to: (i) =

sophisticated corporations with the resources and background necessary to optimally operate
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subject franchises, and (ii) existing franchisees whose experience, profitability and mastery of
the franchisor’s system strongly suggest future success.
Sometimes, this determination results in the grant of multiple unit .

~ franchise rights w1th1n a defined geographic area (city/county/state/region of the United States).
Other times, a franchisor elects to only grant new domestic franchises to pre-existing and proven
franchisees. Yet other times, franchisors will grant franchise rights to non-traditional locations
to sophisticated en_t_itiés having vast experience in operating in such environments (as when -
major quick serve restaurant__, franchisors afford franchise rights to e__xpérienced guest lodging
dhains for room service, or when qther quick serve fanchisors grant franchises for the operation
of airport units to large entities haviﬁg vést experience in institutional food service operations).

The economic logic underlying these trends is compelling. With regard to

‘restricting the grant of domestic franchises only to experienced franchisees, the logic is simple:
instéad of a_ésum_ing the risk of an unknown, untrained and incxpeﬁenced franchisee candidate, it
is far better to grant the subject franchise to an experienced franchisee whose qualifications,
skills, background and ﬁnanc_ialfwherewithal are already known fo the ﬁanchisor; who has
already undéi‘gone training; who has mastered the many details of the franchisor’s system; and,
whose previous successful operation of a franchised unit (with all of the managerial, operational
and financial skills re_quiréd) strongly suggests future success at the newly franchised l_o_cation. -
Similar logic pertains to a franéhisor’_s grant of franchises to large corporations with significant
net worth and substantial experience in the subject mdilstry Sometimes these two trends merge,
one major franchisor, which dominates its quick serve restaurant market segment, has as its

largest fr_énchise_e a corporation which operates over 800 franchised restaurants; is a publicly
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traded corporation listed on the New York Stock Exchange; and until recently, also served as the

franchisor of another, smaller quick serve restaurant chain.

As reported in the December 1, 1999 edition of Restaurant Business, “the
top 50 American restaurant franchisees (in terms of U.S. sales) collectively own and operate over

7,500 units” (citing Restaurant Franchise Monitor’s “Top 200 Franchisee List™).

VIL. An Overview of the Law of Franchising
- The franchise indus&y has been plagued by numerous cases of f'abﬁs:e's.: and
" misrepresentations aimed a{; uﬁéophisticated prospective franchisees. Widéspréad instances have
 been documented involving such mal_przictices’ as high pressure franchise ‘:Sales't'actics,
«.unscrupulous - and inexperienced ﬁ'anchisors',. financially unstable franchisors, hidden fee =~~~
- requirements and kick-backs, failure to provide information on services andgtraining'to'l'ae
- furnished to the franchisee, and use of coercive methods to get quick large 'deposiis. 43 Fed. Reg.
59,614, 59,625 (1978).
Until the 1970’s, the only so-called “franchise law” which existed was that body of law
affecting businesé in. 5genera1é with a special emphasis plaéed--'oh federai éntiﬁ’us_t law and the
* Lanham Trademark Act. - -
The response to the identification of the considerable abuses in franchising was a wave of
legislation designed to protect prospective franchisees from abuses connected with the offer and
sale of franchises. The first piece of legislation generally regulating the sale of franchises was
the California Franchise Investment Law (CFIL), which became effective on January 1, 1971.
~ See Ca. Corp. Code 31000—l3i1516 (West 1998). The California legislation Was followed by

action at the federal level in the form of a Federal Trade Commission Francﬂise'Rule (FTC)
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Ru_le, and at the state level with enactments in nineteen jurisdictions, including: Alabama,
Arkansas, Florida, Hawaii, Illinois, Indiana, Maryland, Michigan, Minnesota, Mississippi, New

York, North Dakota, Oregon, Rhode Island, South Dakota, Texas, Virginia, Washington,

B ‘Wisconsin and the District of Columbia.

The FTC adopted its rule concerning Disclosure Requirements and Prohibitions .
Concerning Franchises and Business Opportunity Ventures, 16 C.F.R. 436 (1978) pursuant to the
Federal Trade Commission Act, 15 U.S.C.A. 41 (1984) (West 1974). The FTC Rule mandates
that specified written disclosures be made at specified times and specified formats in connection
| with the offering and sa_l:e.of franchi_sés and business opportunities. 16 C.F.R. 436 n.1 (1978). Its
status as a federal regulation would generally cause the FTC Rule to preempt state and local - -
legislation and regﬁlaﬁons to the extent that suéh prbvis_ions are inconsistent with it, the FTC .
Rule itself notes that it does not preempt state laws providing protection equal to.or greater than
that _affo‘r_d_ed by the FTC Rule. 16 CF.R. 436 n.2 (1978), L

The advertising and selling of franchises is strictly regulated by both the Federal Trade -
Commission (FTC) and various state_-léws (supra). For example the FTC has minimum
disclosure requirements, which detail the kind of information that must be disclosed to
prospective franchisees. See J. T. McCarthy, Trademark and Unfair Competition § 18:23 (2d ed.
1984). In sémg states, a violation of the state ﬁé.nchise 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)..

-As 1o tort liability of franchisor, under various theories of tort and contract law, a
I_ 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
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negligently rendered services.  See J. T. 'McCarthy, Trademarks and Unfair Competition'§ 18:24
(24 ed. 1984).
- A. ' Before the modem 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 character of the franchisor--

franchisee relationship. However, as the franchising concept began to expand rapidly through
the economy over the last three decades, so too did the case law. The number of judicial

decisions directly involving business format or chain-style ﬁ‘anehising problems increased © -

 annually. Today, there is 4 recognized distinct body of law specifically dealing with the major

.concerns of the franchising industry and the franchising parties.?'

B. . 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‘sindiar words, symbols, or
devices. Trade secrets law protects one’s right to maintainl secrecy and confrol the use of secret
iﬁformation that provides one company a competitive advantage over othefs. Copyright law’
protects an eu_thor’e original expressions and the exelusive ri_ght 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

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

C.  Thekey challenge for the franchisor is to control who may use its intellectual

" . property and to restrict that use in the franchise agreement to foster a uniform standard among

33




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 manrier
in derogation of the owner’s intellectuql property rights. Under those circumstances, franchisors
would have little to -_licensé and entrepreneurs would have little :_i_ncentive'to develop franchise.-
programs.”
. 1. Tradematk Law
- While all four kinds of intellectual property can be found 1n franchising,. -
trademarks historically have ranked first.in in}portance because of industry’s hea§y reliance on -
manufacturing-and distribution of goods.2* Soﬁ drink bottling, dating back to the late nineteenth
century, was one of the earliest examples of ﬁ'a;;ﬁchising,-. followed by auto dealerships and gas. - -
station franchises. Franchisees facilitated the expansion of thés_e 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 -mﬁformity throughout the systems and created
- amarketing image. Asa resuli:, “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 quality control

+ over the licensee or nsk loss of the trademark.?® -

b. The Lanham Act does not immunize franchisors from the anti-
trust laws.?’

_c. ,'fI‘hc Lanham Act does not contravene the pro_thtive measuf_es

adopted by many states such as in the prohibition of any termination or failure to renew a
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franchise except for “good cause

34




| :'/—\..

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 control may create a fiduciary relationship.*

2. o Trade Dress Law
The courts have held that a franchisor, like any busmess has no
protectable interest in the mere method and style of domg busrness The functional elements ofa

busrness are not con51dered protectable agarnst competrtron from others. In some cases,

' however functional elements may be dlstlngmshed from the total image of a busmess

comprlsmg its trade dress. Recent dCCISIOIlS of the Supreme Court and the courts of appeals

grant more protectlon to busmess methods: Stare StreetBank and T rust Co V. Szgnature

-Financial Group, 149 F 3d 1368 (F ed. Cir. 1998). The same is true in protectton afforded to the

owner of trade dress. Two Pesos, Inc v. Taco Cabana Im.‘ ¢l Inc 505 U S. 763 (1992) (9th Crr

1987) For example, in1978 a federal court refused to enjom a fcanchrsee from opemng a
restaurant that was strlkrngly s1mtlar to the franchlsor s restaurant motif. Fi uddruckers Inc. v.
Doc’s B. R Otkers Inc. 826 F. 2d 83 More recently, however, in factually similar crrcurnstances
the courts have been w1111ng to en_] oih the use of snmlar restaurant motifs. The total image of a |
busmess may 1nclude the phys1cal {geometrical) shape and appearance of a busmess, srgnage,
choice of color, floor plan, .d.ecor, list of services or .nlenu, choice of equipment, staff’ -um'forms, |
and 'other'features.reﬂecting a-total image .Tacor C‘abana Iaﬂ Inc. v. Two Pe.s'os Inc. l9‘32 F 2d
1113, (Sth Crr 1991) affd 505 U.S. 763 (1992) When these elements are viewed by a court as
non-functlonal e1ther 1nd1v1dually orin comblnatlon they may be protected aganlst use by

someone else w1thout the owner’s consent Moreover even when some elements ofa busmess S
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image are functional, if the particular combination of elements is not functional, that
combination is also protected against appropriation by another.
D. 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 property; and
(i) a claim that the property was not used aceording to the franchisor’s rules as stated in the
license agreernent. Trademark dtsputes generally test a ﬁ‘anehisor’s abihty to require a
franchisee to stop using a.rnark it was previously Iicensed to use. For example, the franehisor
will seek to. enjoin the_ continued use of a trademark by the (former) franchisee”after the franchise
agreement ends This co.ntr.asts wtth trademark disputes outside the. realm of franchisihg,‘ tavhich
- typlcally‘mvolve questrons about who owns a purported trademark or whether trademark nghts
, .have been estabhshed 0 : o | |
E. - Another example ofa trademark d1spute m the realm of franchlse agreements
ex1sts where a party seeks to 1mpose vrcanous habrhty on franchrsors for acts comnntted by the
: franchlsees Perhaps the most pubhc1zed example of thls is the 1994 case agamst McDonald’
Corp m which a Jury awarded a woman $2 9 m1lhon for burns suffered after spllhng hot coffee
in her lap. More common than fort clarms are actlons.seekmg to hold franchrsors hable for the :
acts of ﬁanchrsees under the anti- dlscrlmlnatlon laws In Nejj‘" V. Amerzcan Dazry Queen Corp
59 F 3d 1063 (Sth Cir. 1995) cert. denied, 116 S Ct. 704 (1996), the court refused to hoId the
franchlsor liable for a franchlsee s alleged faﬂure to make 1ts restaurant wheeIchalr acce531b1e .
The court stated that in order for the franehlsor to be hable under the Amencans Wlth |
D1sab111t1es Act (“ADA”) it would have to be consuiered the “operator’ ’ of the franchlse The |

crrtlcal faotor in making thrs determmatmn 18 eontrol A review of the franchlse agreement
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established that the franchise was to be constructed 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 1nsufﬂ01ent to render the franchisor the operator for the purposes of the ADA. Because of
discrepancies among the circuif courts' defiriition 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
- .- franchisee’s employees and customer’s access to the franchisee’s operation. °> This case is
-;explored in detail in Dickinson Law Review, Vol. 101:1, P-137. The conclusion, as expressed by

‘the author, is that the

o ADA’s provisions do not solve the question of franchisor -

liability for Title IIl. If congress does not amend the ADA and

Neff becomes the guiding precedent of future Title Il cases,

Persons with disabilities will need to wait even longer for the

-equality of access their representatives 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 fo remodel. The irony is that by refusing to

recognize any liability on the part of franohrsors the Neff court

may have dlsabled the AD

F. Disputes lnvolvrng trade secrets usually test whether the franchisor owns a

protectable trade secret. In other words, the question usually is whether the definitional elements
of a trade secret are present based on case or statutory law The key issues in {rade secrets
1nvolve the scope of the franchrsor s know-how that is protected asa trade secret, the steps a

franchmor must take to ma1nta1n secrecy, and the extent thata franchrsor can enforce a covenant

not to compete after the franchrse ends
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G.  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 tangential interestto
franchise systems.”>* However, most franchise systems include original expressions which may
qualify for copyright protection. Additionally, copyright law may provide greeter protection for
creative assets than that whjch trademark or trade secret law may provide.35

H. - 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
misu_sed its patent, and Whether a franchisee’s use of a licensed patent exceeded the scope of use
authorized by the franchisor.*®
| Lo Franchise advertising usually gives rise to issuee less ﬁ'equently related to the. -

-advertising of franchises but more frequently to the misuse of advertising funds. The following
case of misuse of advertising funds incloding a $600 million judgment was reported in the New
York Law Journal (Apr11 18 1:99’}) .:Franchise. ag.reen.lents. entered .into by Meineke with its
franchisees, similar to many other franclnse agreements prov1ded that each ﬁ'anchlsee had to
.rennt 10 percent of 1ts weekly Zross revenue toan advertlsmg fund The franchlse agreements

- provided that these advertlsmg-conmbutlons ‘shall be expended for advertising which is
pnblished, broadcast, displayed or otherwise disseminated.either .during the calendar year within
which such fnnds are collected by Meineke for] 'during the .immediately preceding or foltowing
ceiendar year.’ F1ve percent of the total advertlsmg contrlbutlon was to be used for development
and placement of natlonal advertlslng, the remammg 95 percent of a franchlsee s contrlbutlon |
was to be spent on advertlsmg within the franchrsee s locality or ADI (aree of dommant |

inﬂuence). The' court fou.nd thé.t not only did Meineke use the pro.ﬁts.of New Horizons for its
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benefit, but the court found that it used the fund to pay corporate expenses purchase superfluous

advertising for the sake of generatmg commissions, negotlate volume drscounts from media

- while charging the full amount to the ﬁ.lnd and use the fund to generate new franchlsees

Proussard v. Memeke Dzscoum‘ Muﬁler Shops Inc. 3 94CV 255—P (WDNC)

VIII. Whatisa Franclnse in Law" |

A, Federal and state laws, rules and/or regulations now protect prospective
franchisees by- requiring disclosure and registration by franchisors and a new Um'formr Franchise
and Busmess Opportumtres Act aswell as a Model Law have been proposed but problems still
persrst wrth regard to such rnatters as the duty of good falth earnings clalrns and the

1ntroduct10n of random bills atternptrng to correct speclﬁc problems encountered by md1v1dual

" franchwees (There 18 also an unresolved issue concerning attorney hablhty for due d111gence in
- connectxon with ﬁ'anchlse offermg cn'culars ) At the same time, there are srgmﬁcant econormc
Achanges, within 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.3 7

~ In Article 33, § 680 of the New York General Business Law, the legislative
finding and declaration of polic':y uvith respect to the offer and sale of franchises is expressly set
- S : . D

1. The legislature hereby finds and declares that
the widespread sale of franchises is a relatively new form of '
business which has created numerous problems in New York. New
York residents have suffered substantial losses where the franchisor
or his representative has not provided full and compiete information

- regarding the franchisor-franchisee relationship, the details of the
contract between the franchisor and franchisee, the prior business
experience of the franchisor, and other factors relevant to the
franchrsc offered for sale.
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: 2.~ -Itis hereby determined and declared that the
offer and sale of franchises, as defined in this article, is a matter
affected with a public interest and subject to the supervision of the -
state, for the purpose of providing prospective franchisees and

- potential franchise investors with material details of the franchise

~ offering so that they may participate in the franchise system in a
manner that may avoid detriment to the public interest and benefit
the commerce and industry of the state. Further, it is the intent of
this law to prohibit the sale of franchises where such sale would - -
lead to fraud or a likelihood that the franchisor’s prom1ses would

- not be fulfilled. :

: (Added L.1980,¢.730,§ 1 )

o The pohcy is set forth in §§ 681 695
B. Whﬂe a federal franchlse relatlonshlp faw of general aphhcatlort was.proposed as
'.early as 1971, no such law has ever been adopted at the federal Ievel Instead the FTC 1ssued 1ts
RuIe on franchlsmg, which became effectlve in 1979, After an exhausnve study that began in
1971 the FTC determined that the most serious abuses by franchlsors related to

.mlsrepresentatlon and fallure to disclose material facts The remedy contamed inthe F TC Rule

is presale dlsclosure The FTC Rule does not requlre any federal ﬁlmg or reglstratlon nor does

it regulate the relationship between franchisors and franchlsees after the purchase of the |
ﬁ'anohlse.

C. | The FTC Rule imposes six different requlrehlents n connectlon with the
“advettisi'hg, offenhg, llcensmg, oontractlng, sale or other promotion” of a franchlse in or
affecting commerce,

.'1. o Basie Disclosures |
- The FTC Rule requires franchisors to give potential investors a basic
disclosure docdmertt-at the eaﬂier of the first face—to—face meeting or at least ten business days
b.efore any money is paid or an agreehlent 1s si gned in conneetion with the investment.”® In

addition, the prospective franchisee must receive copies of all franchise and related agreements
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completely filled out and ready for execution at least five business days prior to the time that the
franchisee executes and such contract and/or pays any money to the franchisor.
'2. -+ - Advertised Claims - -

"The FTC 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. 4!
3. Earnings Claims

If a franchisor makes earnings claims, whether historical or forecasted,

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 disclosures.”

4. Franchise Agreements

The franchisor must give investors a copy of its s_tandard-foim franchise

end related agreements at the same time as the basic disclosures, and final copies intended to be

executed at least 5 busmess days before si gnmg
5. : Refunds
- The FTC Rule requires fra.nchlsors to make refunds of deposits and initial
payments to potentlal 1nvestors, sub]ect to any COI‘ldlthl‘lS on reﬁmdablhty stated in the disclosure
document.** | .. | | o | |
” 6 . Contradtctory Ctaitns
While franchisors are free to provide investors with any promotional or
other materials they wish, no written or eral clain_is may chﬁ'adict information ptovided ina

required disclosure.*’
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-.D. Failure to comply with any of the six requirements is a vi_olation‘ of the FTC Rule.
“Franchisor” 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 “franchise broker.”*®

_ Violations of the FTC Rule are an "unfair or deceptiv_e act or practice” within the.
meaning of Section 5 of the Federal Trade Connnis_éion Act. The specific activities, which may -

give rise to a violation, include the following:

" Failure to furnish prospective franchisees, within the time frames estaﬁlished by

- the Rule, with the disclosure document containing required information;
The making c;f any i‘épresentations abouf the actuél rcln' 'pbtenﬁal salés; 'inco‘me, (;rlr
profits of existing or prospective ﬂ'anclﬁseéé, :excepf:'iri the ﬁmner set forth in the
FTC Rule;
The making of any claim or représentation (such és in advertiéing orina
salesperson's oral statement) which is inconsistent w1th tﬁe inforinatién required
to be disclosed by the FTC Rule or the UFOC Guidelines. (The FTC Rule
.pr0\.1ide&.‘,, howevér, fhat fra.nch;'.-sc-)rs and f'ra;j_qhise brokers may supplement the
disclégme docurﬁents with.addit.ional iﬁf&nn#tion -- orally, viéué,lly, oi_' in ée_parate
literature -~ as long as that information does not contradict the information 1nthe
disclosure documents); - | |

. Failure to furnish prosﬁ;ectiyg franchisees, within the time frames established by
the FTC Rule, with copies of the franchisor's standard form of franchise

agreement and with the final agreement to be signed by the parties; and
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Failure to provide prospective franchisees with an& funds or depoS’its identified as
refindable in the diSCIosure documents. =
. .The. F TC NPR Notice liste.tmee addltlonal prohibitioue:
(1) makmg a ﬁnanc1al performance representatlon (the proposed uew term

for an earnings clann) outs1de of the dmclosure document unless certam prerequls1tes are

satisfied;

(11) dlsclalmmg 11ab111ty for or causmg franclnsees to walve rehance on,

statements made ina franchlsor 8 dlSClOSlII'e documents and
(iii) usi_ng phony references or shills to promote the sale of franchises.

The FTC can impose civil penalties of up to $10,000 per violation of the FTC
- Rule47 The FTC can also require rescission, reformation, payment.of refunds or damages, or

_combinations of these remedies,”®

and it can issue cea_se-and—desist orders.
Currently, there is no private right of action for violations of the FTC R_ule, .
Remedi_es do, however, ex_ist under state law. State franchise and business opportunity law s,. and
. state consumer.fraud or “littie FTC _acts,’_’ Which,typically cover the saI_ejof ﬁanchi_ses and -
| frequently make any vioIatiou__ of t_he FTC Rule a state lew violation, generailly provide a private
right of action for rescission: damages, costs and attorneys” fees, and somctimes multiple or

punitive damages.”® Willful violations of state laws may also result in criminal penalties, |

including fines and imprisonment.

Sanctions __unde_r state franchise laws apply to a wide Varietyof conduct, such as

| (i) failure to register or di,scIose_ completely and accurately, (ii) failure to colfznply withthe
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:_stlbstantiye provisi_ons of the franchise statutes, (iii) fraud and rn_isrepresentatiOn in connection
with the selling of franchises, (iv) failure to comply with advertising provisions, and (v) failure
to. comply with salesperson_disel_o_sure regu_i_rernerrts. Sanctions a_pplx_egainst the franchisor and, |
in appropriate ciroumstanees persons \trho.materially atd in actions constituting a violation, such
as persons controlhng the fra.nchlsor ofﬁcers and du‘ectors of the franchlsor partners in the

franchtsor, subfranchlsors, franchlse brokers and employees

Both the state and the injured franchisee may institute actions. The state, for
example typlcally may brlng an action for 1n]unct1ve or decIaratory rellef or seek civil penaltres
or criminal penalties consisting of ﬁnes and/or ]arl sentences State admnnstrators also .ma‘y ..
summarily issue "stop ordérs" or "cease and desist orders” against the further offer and/or sale of
.ﬁ'anchises. ‘ | | ..

The FTCs enforcement of its Franchise Rule has steadily accelerated throughout

the past decade cuhninating'in its significant victory in Federal Trade Commission v. Minuteman

Press, et al,, 53 F. Sup 2d 248 (E DN.Y 1998)
*You should beware that the FTC Franchlse Rule is about to undergo a most o
dramatic overhaul for the first time since the reglﬂation took effect in 1979. On October 22,
1999, the Federal Trade Commission released a “Notlce of Proposed Rulema.kmg (NPR”)
| detalhng stich forthcoming changes
IX.  State Registration and Disclosure Laws.®
A. Because disclosures required by state régistration and disclosure laws can be used.
to satisfy the requirements of the FTC Rule, it is appropriate to review the state diselosure laws
in connection with the FTC Rule. Sixteen states require ﬁ'anehi'sors'"to register and disseminate

to prospective franchisees a pros__pectus type disclosure document prior to 'e11‘g:~.1,gin5c,ir in any :
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franchise sales activity. These state registration and disclosure laws provide that, unlees a
etatutory exemﬁtion is available, no offer or sale of a franchise can take place unless and until the
franchisor has filed with the appropriate state agency, and that agency has approveti and |
registered, a prospectus setting forth honestly and in detail all of the material facts of the |
fr_anchise sales transaction. This registered prospectus must then be given to ptospecti\ke'
. franchisees at the earlier of (i) the ﬁrst personal meetmg between a franchisor and its’ prospectlve
franchisee (i.c. the first face-to-face meeting held for the purpose of d15c:ussmg 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‘rhonies.or other consideration in connection'With the sale, or
proposed sale, of a franchises. 3! The most important exemption from the registration’
requlrement is the “blue chip” exemption set forth in the CFIL section 31101, which is available
to substantlal franchisors who have been operating a minimum number of franchises for a
Vspec;lfied period of time. In addition to the “blue chip” exemption in section 31101, there are
other exemptions provided in the body of the Franchise hlvesttnent Law, or that have been
| promuigated by the Conimissionef of the -Depaﬁment of Corporations pursuant to rule maléing
powers of section 3.1 tOO which eﬁpiieitly grant to the Commi_ssioner‘ .the'.power to exempt “any
- other transaction. -which the Comxhissiloner: by rule ekempts as ﬁot beihg comorehended within
the purposes of this-law and the registration of Which the Commissioner finds is not necessary or
' appropnate in the pubhc interest for the protection of i lnvestore ” Cal. Corp Code 31110 (West
1997). Among the exemptlons set forth in the CFDL and the correlate regulations are exemptions
for the sale-ofa-frahchlse or area franchise by a franehlsee or subfranchisor on their own

account, id. 31102 (West 1997), certain transfers of franchises to persons outside the state of
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California, id. 31105 (West 1997), certain offers, sales or transfers of fra.nc_hjses involving the ( ‘‘‘‘‘‘
_wholesale distribution or merketing of petroleum 'prpc.lucts,A id. 31104 (West 1997), or involving
franchisees possessing certain levels of experience and sophistication, id. 31106 (West 1997),
'trausactions relating to “bank credit_ card i)lans;” id. 31103 (West 1997), transactions in which - -
the franchise fee is no more than $100, Cal. Code Regs.tit. 310.011, or the amounts paid for - -

- fixtures, equipmeut and the like are no more than $ 1,000 annually, as long as those amounts are
“not more than comparable wholesale prices, id. 33310.011.1(West 1998). The state laws also
contain significant criminal penalties. It allows district attorneys to prosecute certain violations.
Section 31410 of the CFIL states that a party found guilty of a willful violation of “any
prouision” or of “any.rule or order under”, the CFIL can be fined up to $10,000, imprisoned for-

" up to a year, or both, unless the party can establish that he or she had no knowledge of the rule or

ST

orderviolated. .- - - R s Tapie SRR TUPRV \
-The disclosure and registration requirements of New York are extensive;, and - -
strict compliance is required. § 687 sets forth the practices which will be found unlawful:

, 1. - Itis unlawful for any person to make any
untrue statement of a material fact in any application, notice,
statement, prospectus or report filed with-the department under this: ..
article, or willfully to omit to state in any such application, notice,
- . statement, prospectus or report any material fact which is required to
be stated therein or to fail to notify the department of any material
- ..change as required by this article.: S

o 2. - Itis unlawful for a person, in connection with the
offer sale or purchase of any ﬁ'anchlse to dlrectly or mdlrectly

(a) Employ any dev1ce, scheme or artlﬁce to deﬁ'aud

.(b) Make any untrue statement ofa matenal fact or omlt to
-~ . state a material fact necessary in order to make the
statements made, in light of the circumstances under which
. they were made, not misleading. It is an affirmative _ (
defense to one accused of omitting to state such a material
fact that said omission was not an intentional act.
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(c) Engage in any act, practice, or course of business which
operates or Would operate asa fraud or deceit upon any
‘person. :

" ~ 3. . Ttis unlawful for any person to violdte any
prov1sron of this article, or any rule of the department promulgated

. hereunder, or any condition to the effectiveness of the reg1strat10n ofan -
offering prospectus or of an exemptlon from the reglstratlon prowsmns of
this article. : -

- 4. . Any condition, stipulation, or provision purporting
to bind any person acquiring any franchise to waive compliance with any
. provision of this law, or rule promuigated hereunder, shall be void.

5. It is unlawful to require a franchisee to assentto a .

” release, assignment, novation, waiver or estoppel which would relieve a
- person. from any duty or liability imposed by this artlcle :

- The depamnent of law (§ 689) is empowered to bring an action in the name of the

| peOple of the State of New York agamst any person concemed or in any way part1c1pat1ng in any
’ of the enumerated unlawful or fraudulent practlces and for mJunctlon and other rehef as may be

| 'mdlcated

X. : Franchme Relatlonshlp LaW
| A Elghteen states, Puerto RlCO and the Dlstnct of Colombla have adopted franch1se
relatronsh1p laws since California passed the Calrforma Franchlse Investment Law n 1971

While each state relationship law has a different deﬁnition for the term “franchise,” most

- definitions have a comb1nat1on of the followmg elements (1) elther a marketmg plan or

commumty of mterest element (11) a trademark element and (111) a fee element
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1. MarketingPlan - | |
| l'l‘he tenn “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 franchisor.
Generally,- a marketmgplan exists “rhenever the.franchisorpres ents the group of franchised
outlets to the public as a unit, w1th the appearance of. some .centralized management and uniform
standards, Under the Cahforma state law, a franch1see is granted the nght to engage in the
business of offenng, selhng, or distributing goods or services under a markeung plan or system
prescribed by the‘ﬁanchisor and the operation is substantially associated W1th the franchisor’s
trademark, ser\tlce mark; trade name,ilcgo, -‘advertising' or cther commercial syrnhol and the
franchisee is reqmred topaya franchlse fee. In Ilhncus the Franchise Disclosure Act prov1des
that a rnarketlng plan means a plan or system relatmg to some aspect of the conduct of a party to -
a contract in conductmg busmess 1nclud1ng but not hm1ted to (a) specrﬁcatlon of pnce or | (
spec1al prtcmg systems or discount plans (b) use of particular sales or display equlpment or |
merchandising devices, (c) use of specific sales techniques, (d) use of adver‘usmg or promotlonal

matenals or cooperatlon in advertlsmg efforts. The marketlng plan approach in definmg what

_ const1tutes a franch1se has been adopted bya ma_]ority of the states, 1nclud1ng Cahforma and the

FTC.

) 2 - lCon.lrnunlty of Interest
S Thrs approach has been adopted by a few states, mcludlng New J ersey and
Wisconsin. Some of the ﬁancmse laws requn'e that a ﬁ'anchlsor and franchlsee 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 interdependence. ; <\
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This broad definition can refer fo almost any on-gding business'ﬁlationship in which the dealer
has an investment in the business.* In New J ersey, on the other hand, the courts have construed - |
“community of interest” more narrowly and require the franchisor to maintain a‘higher degree of
coﬁtrol. In effect this means thzit there must be a sufficient inequality bctweén the paﬂiés ;uch

that termination of the relationship by the stronger party would shock the court’s sense of

equity.”

Under the “community of interest” approach, an agreement is considered

 to.be a franchise where: (1) the franchisee is granted a right to engage in business u's_ing the
‘ftanchisor’s proprietary marks or property; (2) a community O,f; interest exists concer’ning the
marketing of the goods or services of the business;.. (3) the franchisee is required to pay a-
: .ﬁ'r;mchise fee of some sort. Due to the fact that the phrase “cofﬁmumw of interest” is generally
 taken to mean simply a continuing financial interest between parties, the likelihood thata’
. particular business arrangement might fall under such a definition is relatively strong. Therefore,

“community of interest” type definitions tend to be regarded as, potentially, quite broad.

By coptrast, the “marketing plan” deﬁnition-provides; a narrower focus.
Under this approach, a busiﬁess arrangement will be found to be a fra’nchisé if (1) the franchisee
is granted the right to operate a business involving a marketing plan or. system substantially
prescribed by the franchisor;% (2) the franchised business is substantially ass’»;f)ciated' with the
proprietary marks or property of the franchisor; and (3) the franchisee is required to pay. a
franchise fee of some sort. |

. Broken down into its component parts, the definition of franchise”

 (marketing plan) consists of four conjoiﬁed-elements: (1) the franchisee must be granted by the

 franchisor the right to engaggﬁ in the business of offering, selling or-dish*i'bﬁt:ing goods or
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services; (2) that business must be operated pursuant to a marketing plan or system prescribed in

e
7

substantial part by the franchisor; (3) that business must also be substantially associated with the
-~ franchisor’s proprietary marks; and (4) the franchisee must have to pay, directly or indirectly, a
franchise fee. .- -« -
- 3.. -  Trademark .
The trademark element of the stéte 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 operatién- 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 diﬂstril_)utorships.5._6 S e T R T e <\ )

| 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 m the form of a franchise fee; it may also be -
royalties on sales. As aresult, almost any trademark license agreement would satisfy this - - -
| requirement. It may be, for example,.a required péyment for rent, advertising assistance,
| equipment and supplies. However, it does not include payment for a reasonable quantity of -
goods for resale at a bonafide 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.”® The payment of a fee by the = (
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franchisee signals that the franchisee is buying something of value from the franchisor namely,
the grant of a right to engage in a business which includes the right to use the franchisor’s
marketing plan, and a license touse the franchisor’s commercial symbols. In this regard, then, a

franchisee occupies a very different status from that of an employee; agent or other sirilar

~ business entity. The franchisee, rather than being compensated by the employer or principal in

exchange for services, purchases by means of the franchise fee, from the franchisor the right to -

own and operate his or her own business using the franchisor’s business expertise and -

‘commercial symbols.

XI. - 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 agreeménts under state relationship 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

Uniform State Law (“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, which does
not exist for violation of the FTC Rule. In the area of franchise relationships., the Act codifies

the common law covenant of good faith and fair dealing, rather than mandating good cause and
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procedural requirements similar to those contained in a number of ex-istipg state franchise
reiationship_laws. Passage of the Act by those states that have franchis;e laws would go along
‘way toward eliminating the inconsistencies in franchise regulation and _réducing the h1gh cost of
comphiance. for ﬁanchisdrs.so. |

 In order to eliminate the coﬁfusion engendered by the varying (and sometimes -
conflicting disclosure requirements of the different states, and to facilitate legal compliance by
- national or regional franchisors, the state franchise administrators originall)‘/ acting under the
umbrella'of the North American Securities Administrators Association, or “NASAA” in the mid-
1970’s developed the “Uniform Franchise Offering Circular”, known as the “UFOC”. This

UFOC, when accompanied by certain addenda and when prepared in-accordance with the UFOC

Guidelines promulgated by NASAA (dictating UFOC contents), will satisfy the requirements of

A
kY

all franchise registration states and Will satisfy the Fede;al Trade Commission as well.- -

¢ . Acoordinated review of a UFOC is providéd that streamlines registraﬁon by
franchisors filing in mulﬁple'states. It does not eliminate the filing of the required registration -
documents with each state but consolidates the various states comments info one unified .

common letter sent to the franchisor.

B.. - On April 25, 1993, the NASAA membership voted unanimously to adopt the :Ne_W
UFOC Guidelines. The phase-in adopted by NASAA provides that the Ne\& UFOC guidelines - |

are effective six months after the FTC and each NASAA member whose jﬁn‘sdiction Tequires

presale registration of a franchise adopts the New UFOC. New York was the last state to adopt.

the New UFOC. As of January.1, 1996, all initial franchise applications and renewals must . .

-

comply with the New UFOC.** . S T IEE USRS (
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X1 - Recent Administrative Developments = -
A. - Following years of study, hearings and submissions, the FTC is about to coﬁduct _
the first wholesale revision of its FTC Franchise Rule 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 Rule 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. ®* ACéordingly,.sigtliﬁcant L
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

- disclosure requirements. in connection with the sale of “co-branded” franchises (in which two or
~more franchisors combine forces to offer a franchisee the opportunity to 6perate two or more

-trademarked franichises in one outlet). The ANPR notes that the FTC “is uncertain whether the

(co-branded) franchisee is purchasing two individually trademarked franchises (and thus should
receive separate disclosures from each franchisor) or is purchasing a hybﬁd franchise

arrangement that has its own risks (and thus should receive a single unified disclosure

“document).”

'B. Further, the FTC is exploring whether its Franchise Rule shbuld be modified to
embrace franchise sales activity taking place over the Internet and through other el'ectroniq
éommunication modes. Similarly, the FTC -suggests in the ANPR that the “first persohal .
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. = -
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C. The most substantive potential changes are related to the mandatory disclosure
requirements. - The 'ANPR suggests that the FTC might mandate that franchisors set forth
earnings claim disclosures in their disclosﬁe documents.** On the other hand, the FTC appears-
~ ready to require franchisors to set forth prominently in their disclosure documents that the FTC -

Franchjse Rule permits a franchisor:to provide a prospective franchisee with earnings-claim -
information and that if such information is not set forth in the franchjsor’-sdisclosure'document,-- -
-no other earnings claim information imparted should be relied .upon absent written -
.substantiation.__‘ - .
XIII. .- Antitrust

In the early 1970s, the federal antitrust laws, as then interpreted énd applied by -
the ¢ourts, provided a powerful basis for claims against franchiéors.' The antitrust laws provide
in many circumstances for treble damages as weéll 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 franchisoror its -
affiliates when there were petfectly acceptable alternative sources of supply. -

Key among the antitrust law’s prohibitions are those pi’ohibiting “tying”. A
“tying alrangement” is one in which the seller of a prodﬁct-(the “tying” product) conditions its
sale upon the bﬁyer’s agreement to purchase a second (presumably unwanted) product {the “tied”
product).

- -Anillegal “tie” embraces the following elements: (I) there are two distinct

products; (ii) the seller requires the rb,uyer; to purchase the tied (second) product- in order tﬁ obtain
the tying (the first and wanted) product; (iii) the seller has “market power” in the market for the

tying product; and, (iv) the tying arrangement affects a substantial amount of commerce. Tying
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arrangements that meet these criteria are per se unlawful; tying agreements which do not meet -

" these criteria are subject to a “rule of reason” analysis.

In the franchise arena, the judicié.ry early on ruled that the sale of a franchise, on
the one hand, and the franchisor’s sale of goods or services to its franchisees (or compélling such
purchases ﬂom.ﬂdnchisor-approved suppliérs), on the other hand, are two distinct “products” for
purposes of tying analysis.

Eastm;an Kodak Co. v. Image T echnical Services, Inc., 504U.S_. 451 (1992)
(“Kodak”) -- took the more reasoned approach that a franchisor’s franchise is inherently -~
indistinguishable from the products it supplies or the methods and sources it approves. -

-From a practical perspective, it generally mattered little whether a “franchise”

_could be considered distinct from the products or services which a franchisee was required to

purchase from its franchisor (or from a vendor designated by the franchisor). The reason is

simple.. Before Kodak, the relevant market for the “tying” product, the franchise was generally -

-held to be the market for all similar franchises. And since appreciable economic power in this

-market had to be demonstrated for an illegal tie to be found suggested to be'at least 30% of the:

relevant market, few were the franchisors who had to concern themselves with “tying” issues, -

since few were the franchisors who accounted for 30% or more of the competitive franchise

.'landsc-:ape.

Howex}er, the increased comfort enjoyed by franchisors as a result of the above-
referenced “franchise indistinguishable from products sold” and “insufficient market power’;
decisions was éradicated by the U.S. Supreme Court’s landmark 1992 decision-in Kodak.

.- In Kodak, ind:cpendent photocopier repair companies challeﬂ%ged Kodak’s abrupt -

change of policy denying them access to Kodak parts and instead requiring Kodak customers to -
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purchase both repair service and replacement parts from the company itself as an illegal “tie” in
per se violation of the Sherman Act. Kodak expanded traditional antitrust “tying* analysis by
concentrating not just on the primary market in question (which, in Kodak, was the market for all
‘photocopying machines) but also 611 any relevantl “aftermarket” (which in Kodak was dgémed to
‘be the market which Kodak photocopier purchasers confronted when SGeldhg'servi‘ce and parts
for their Kodak machines).
~Briefly, Kodak argued that since it possgssed insufficient “market power” in the

primary equipment market, it could not as a matter of law, eXe;cise any market power in the R
aftermarket for:service,-;éven if it did-have a monopoly on certain parts nf_:ededito repair Kodak

| machines. The U.S. Supreme Court disagreed; holding that qompetition in the pﬁmary market
| | did not preclude Kodak’s exercise of power in the aftermarket.

. Although Kodak was only a-decision denying summary judgmel_lt,' it breathed new
life into the argument that franchisors can possess monopoly power over their franchisees
through supply relationships, the post-Kodak argument being that although a franchisor faces
 stiff competition in the primary market (the pre-contract market for the sale of franchises) it may
nevertheless possess market power (or even monopoly power) over its franchisees in the post-
contract aftermarket (the market for the sale of goods and services from franchisor to
franchisees).

| The question is whether Kodak applies to franchising? Do francizise agreement
sourcing restrictions prohibiting franchisees from purchasing products other than'from the -
- franchisor or from franchisor-approved sources constitute an illegal “tie” or even -
monbpolization, in violation of Sections 1 and 2 of the Sherman Act, or, in the alternative, does

Kodak not apply to franchising, since the evil perceived in Kodak an unanticipated post-
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contractual change of policy résulting in a repair equipment/service lock-in between Kodak and"
its photo‘copier customers is not present in franchising, where sourcing restrictions are fully:
disclosed pre-contract both by prospectus and by the franchise agreement itself? |

. The answer would appear to be yes fo both questions. That is, the courts are now
divided over whether Kodak should or should ﬁo't'apply to franchising. -

Franchisors seeking to -se'verely restrict their franchisees’ sources'of gsupply of key
pl;oducts have to be aware of Collins Irving Oil; 980 F. Supp. 1252 (m.D. GA. 1997) and -
Campbell v. Irving Oil Corp. - F..Supp.- CCH Bus. Franchise Guide §11.414 MS 1998). For
they are the only post-Kodak decisions to hold that Kodak applies in the franchise arena
+."notwithstanding all logic to the cpntrary (franchisees, after all, receive the very detailed l;re-- '

;. contractual disclosure that was the “missing link” upon which the U.S. Supreme Court rested its
- .. decision in Kodak). And the Collins and Irving Oil,courts,. for reasonslthey are not disclosing, -
.elected to ignore all of those salutary cases of the 1980’s holding that non “market power”’
~analysis appli_es to the franchise arena at all, since a franchise and the products which franchisees
* must purchase from designated sources (including the franchisor itself) are not two distinct .
“tying” and “tied” goods bus ére, instead, part of a single integrated package.

For the time being, franchisors seeking to compete with non-franchised chains by

. obtaining the economies and resulting lower retail prices associated with chain wide “exclusive

dealing” contracts obtained from vendors or key products find they may not do so without the
possibility of great legal peril.
| As aresult 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
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significantly in the 1980s and 90s. Antitrust laws today are used by franchisees only in the more
egregious cases.
‘XIV. Techno‘logy e

-~ Many franchise companies have already discovered the value of the Internet as an
effective tool for promoting their systems, communicating efficiently with their franchisees and
-s_uppliers,-_ and capifalizing on the opportunities presented by "e—cémmerce" - the selling of goods
and services on the Internet. Other franchisors are considering their options. To exploit the -
immense possibilities of the Internet fully, a franchisor must first assess its goals and then decide
{vhat model for conducting Wébsite and e-commerce activities will best suit its objectives and -

system operations.

While each franchise network has unique or defining characteristics that will
affect its Internet policies, certain issues and goals should be common to all participants. First,
franchisors developing an Internet presence fc;')r theii"franchise network Shoixld strive to create
and maintain a uniform "look and fecl" for all websites associated with the network. =
Inconsistencies in the "look and fes]" of a network’s websites may damage the public's general
. perception of the network's unifoimity, which is a hallmark of any franchise network. From a
Ie'g'ai petspective, lack of uniformity may dilute the ﬁ@cﬁsoﬂs trademarks, or lead to claims that
‘content on non-franchisor controlled websites violate another party's intellectual property rights.

- Second, franchise networks wﬂl beﬁeﬁf.'ﬁ'c.)m ﬁsing a ﬁlodel that allows for éasy |
updating of the information circulated to the public via the Internet (suCh as seasonal promotions;
prodliét ché.tiges or franchisee mformatlon) o | -

Thlrd, i.t is imboftanf thaf the francﬁisor .1.1.ave é cdérdinated aﬁpréédh to the . ( '
registration and maintenance of domain names; this strategy protects the entire network against
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both the stockpiling of valuable domain names by a rogue party and legal attacks upon the

. franchisor's trademarks by unlicensed users.

Fourth coordmatron of Busrness-to Customer ("BZC") e- commerce both w1th
respect to the offertng of products and services and the fu.lﬁllment of customer orders w111 hkely
be essential to the success of any e-commerce program and the long-term health of the ﬂanchtse
" network in ;general. Fdilure to fulfill orders properly and p'romptly is one of the leéding reasons
that some e-commerce businesses have failed. In addition, such failures may nrompt l?T C

charges that the ﬁauchisor violated the FTC Mail Order Rule (the "Mail Order Rule").
. 16 CF.R.§435. See, e.g., U.S. Federal Trade Commission. |
| Fifth franchise eompanies should structure the websites and webpages S0 that
: 'potenttal customers will obtain readtly useable search results when searchmg the Internet for
“their franchise network or outlets. Franchrsors should remernber that wh11e the Internet offers
rapld accessto a vtrealth of 1nformatlon the1r mere presenee on the Internet wtll not prove

worthwhtle unless their websites can be easﬂy found.

Sixth, franchisors and franchisees alike should focus on delivering to the customer
the best 'possible online presence that is consistent with the goal of presenting the best possible
in-store (or in-person) experience and/or products. This goal is difficult to achieve unless the

franchise company implements comprehensive web policies.

- XV.  Conclusion - - o : e
As is clear from the foregoing paper, the concept of franchising has taken hold
- and exploded so exponentially that its permanency on the American landscape can no longer be

questioned.
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-As a useful warning to practitioners counseling actual and potential franchisors (
and franchisees, a lesson to be learned is that a failure to properly appreciate the concept of a !
ﬁanchis_e underlying the definition in section 31005(a) of the CFIL (see also the New York
- General Bustness Law § 68 1) can result in an indi_sct_i_ntina_te and unwarranted applieation_of the
state ste.tute_s_ that have a_ddpt_ed that:st_atute as W¢11 as the FTC. To this e_nd, this Article has
sought to show that the concept of “franchise” encompassed by the four e_l_ements_eontained in
the marketing deﬁhition in section 31005(a) of the CFIL embodies a specific blend of
independence and_ dependenee. i |

A franchise is a relationship in which the fre_nchisee is independent by. virtue of
the fact that the franchisee is granted the right by the franchisor to actually own and operate the
ﬁancmse busmess As aresult, the franchlsee is the one Who actually runs the business and

bears the nsk if it is not successful At the same time, the franchlsee is smgularly dependent (
upon the franchmor due to the fact that the suecess of the busmess largely depends upon the -
| fra_nchisor s expertlse in the form of the method of oneratlon prov1ded by the franchlsor and the
franchisor’s commercial identity, in the form'o_f the ﬁ:anchlsor s symbols. Indeed, it is the grant
of the right to engage in business ns'ing'the'franch'isbr"s method of operation and commercial
sylnb}ols' for which a franchisee pays a franchise fee. Withe'ut this unique blend of indepehdence
and dejaéndenee, there simply is not a franchise. Absent an appfeciatien of the con.cep'tua-l basis
of the definition of “franchise”, the courte may well continue nnpfdperly.to transform into
franchises traditional forms of business enterprises, which do not, in fact, possess the necessary.

blend of independence and dependence. -
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record does not provide a sufficient basis for the Commission to formulate an earnings disclosure

.that would be both useful and not misleading to prospective franchisees.”

StmLib1:953548.1 4/27/2004

HARTFORD: 613468.01

65




&




