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.+ FRANCHISING
‘Evelyn M. Sommer
I Introduction - What is a Franchise?

A, 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-’got)ds and services of

another (the franchisor) 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 licenses

fleshed 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 hired clerk in a

-company-owned. outlet.

- Tied to the definition of a “franchise” is a clear coniception of'the peculiar blend
of independence and dependence that constitutes the particular business arrangement that is
franchising. On the hand, in a franchise relationship; the franchisee possesses an independence. -
conferred by the franchisor insofar as the franchisee is granted the right to aCtdally operate and
own the franchise business. Part and parcel of this business independence is also financial
independence; concomitant with the task of running lthe business, the franchisee bears the risk of -
failure if the business is not successful. ‘Indeed, the franchisee actinally purchases the right to

operate and own the business from the franchisor by paying a “franchise fee.”. On the other

* hand, the franchisee is also peculiarly dependent upon the franchisor insofar as the success of a

franchise depends, in part, upon the method of operation provided by the franchisor and, in part,
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" upon the preeminence and popularity of the commercial identity embodied in the franchisor’s
proprietary marks. This particular convergence of independence and dependence is the hallmark
of a franchise.

--B.- .. At the core of all franchising is the licensing of a trademarked product or service.”

| - .- A trademark license is usually the core of a franchise relatioﬁship._ ‘The. licéﬁsé to
use the trademark is the vehicl_e- for the ﬁ-aﬁchisee to become part of a business system with- S
uniform format-and quality standards. The necessity and the role of the tradémark license
depend on the type of franchise system at issue.
A trademark license is necessary if the franchisee manufactures-and sellsa .-

‘progluct bearing the trademark to someone other than-thg-tra_demark .owner- or those operating: -
under. li_cens_e from the trademark owner. |

. Itis also necessary if the franchisee usés the trademark in performing a service -

under license from the trademark owner, for example, as part of a franchising system.- .~ = = -

- A trademark license is not necessary-if one party-merely distributes or sells the
product for the trademark owner with‘out.coﬁducting business under the owner’s mark or name. .
For example, a gas station franchisee does not neéd to obtain a trademark license from soda - -
- producers to sell-sodas. . .
... - The license is also-unnecessary. if one party- manufactures the product for the. - -
- trademark owner (or its licensees) and the trademark owner itself (or licensee) sells or distributes
~ the product. For example, manufacturing T-shirts for.the trademark owner’s promotional use

does not require a trademark license.

. C. . Some franchisors maintain that a franchise is merely an.embellished license and -

therefore revocable at will. -
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D" ‘Some franchisees contend that a franchise is a license coupled with a fiduciary

 interest, not ‘subject to unlimited control by franchisors. -

E. - Because of this dispute, a universal definition for “franchise” does not appear in -
every jurisdiction’s legislation, court decisions or regulations, and if such a definition did exist, it
would fail to encomipass the many ﬁnctions inherent in the system. 'Mdréover, such a definition
would not give any indication of the system’s complexity and potential for abuse. RO

*F. " The'term “franchise” has been used to-describe a vast array of different business :
arrangements involving any number of éniterprises. “As one author has noted, défining what

constifutes a franchise is particularly difficult because franchising itself “embraces many types of

_ relationships and distribution techniques, involving [a] .. . myriad . . . [of] products and services

[inchuding] such disparate bed-fellows as auto manufacturers, motels, muffler repair shops,
restaurant operatios, and funeral homes for peté.” ‘Norman D. Axelrod, Franchising, 26 Bus.

Law:695 (1971). -'Aiho'ther commentator attributed a large part of the difficulty of properly SRR

- framinga definition of franchising to legislative zeal in seeking to cover all conceivable business

arrangements. Martin D. Fern, The Overbroad Scope of Franchise Regulations: A Definitional
Dilemma, 34 Bus. Law, 1387 (1979). =

“G." " One proposed definition states that a franchise is “an oral or written arrangement

.~ for a definite or indefinite period, in which a person grants to another person a licénse to use a
* trade name and in which there is a 'comfnilnity of interest in the marketing of goods or services at

~wholesale, retail, leasing, or otherwise in a business operated under said license.”

-~ New Yotk General Businiess Law Art. 33 at § 681 defines a franchise as a contract

or agreement, either expressed or implied, whether oral or written, between two or more persons

~ by which:
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L | A franchisee is granted the right to engage in the business of offer_ing,
 selling, or distributing goods or services under a marketing plan or system prescribed in
substantial part by a franchisor, and the franchisee is rgquir.ed_to_ pay, directly or indirectly, a
franchise fee, or .. .. - |
o : 2 A franchisee is granted the right to engage in the Bﬁsiness of offering, .. .
selling, or distributing goods or services substantially associated with the franchisor’s trademark;
service mark, trade name, logotype, advertising, or-other commercial _symboi designating the
| ﬁ"anchisor q_f its affiliate, and the franchisee is required to pay, directly or indirectly, a franchise .
fee. . | |
... H. . While there are many_diﬂ’érent_f_o_rms_ 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 _.manufaqturin_g gnd-__the local bottling and -
éa.nning of soft drinks. -, - |
2, A distributing franchise is one in which the primary purpose is for the-
franchisee to serve as an outlet for products .manufactured by or for the franchisor. Examples are
franchised sales outlets for bicycles, automobiles, and gasoline. - .
Its purpose is to provide the franchisor with a distribution system to market its = . -
products. It is similar to an ordinary supplier-dealer relationship, but the franchisee has a greater
identification with the franchisor’s trademark and might be precluded from selling competitors’

products.. Examples include gas stations and automobile dealerships.. -
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3. A licensing or “business format” franchise is one in which the franchisor -
is primarily 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 . -

under a mark and also provides a business format for the retail sale of goods or services under - -

* the mark. The franchisor typically does not manufacture any pro‘ductsbu;c may offer to supply

equipment, ingredients, raw materials, packaging materials, advertising, and so forth. “The

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

. The franchisee usually deals 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, hotels and motels, and auto repair, car rental, and temporary - -
employment services. The best known example is the fast food franchise." In this type of

franchise, the franchisee is primarily paying for the use of a franchisor’s well-known and -

advertised mark together with training, operating specifications, and business know-how

suppliéd by the franchisor.

4. - Under an affiliation franchise relationship, the franchisor recruits into its -
system as licensees persons who are already established in the particular line of business. * Each -
of the businesses is required to adopt and use the franchisor’s mark; but they may be permitted to
continue using their own marks as secondary marks. These businesses rarely use the same
.overall'presentation or.identity format except for the mark itself. Examples are insurance,

financial, and real estate brokerage services. = = - -
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I.. .. Mutual Business Contributions -

A. . Theoretically, franchising represents the ideal comprbmise between big business -

and small businessmen.- The franchisor assumes the economic ﬁmctioné of big business, and the
franchisee contributes capital and ent_repreneurship_ by becoming an owner-manager.” . - -
- B. - The franchisor obtains new sources of expansion capital, néw.distfibﬁtion markets
' énd self-motivated venddrs of ifs products, while the franchisee acquires the products, expertise,
stability and marketing savvy .usuaily 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...
'vent_:lors..

D. . - Asthe United States became more industrialized in the late 18th and early: 19th -
éenmﬁes, national brands and nationally known vendors came into being and reworked the .-
American economic landscape.®

E. Franchised businesses now account for apﬁroximately $803.2 billion in-annual -
sales, 30% of the Gross National Product and over 40% of all retail sales.” One of every 12
businesses in the United States is a ﬁ‘anchise operation.. Over 8 million people in.over halfa . -

“million outlets are employed in franchise operations.” - ..
I1l.  Business Advantages of Franchises:

- From the franc_:hisor’s point of the view, the franchise method is advantageous
because it permits the franchisor to quickly set up and maintain a relatively large number of
outlets using the capital investments of the franchisees. From the franchisees’ point of view, the
franchise method is attractive because the franchisee is given access to a proven and organized

- product or service that has been advertised and is known to customers. -Rather than start from
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zero with its own mark and its own know-how a small business person who opts to becomea -
franchisee has the advantage of plugging into a existing system and becoming a partially = .=+
independent entrepreneur. - - |
g _fFranchisor.’s Benefits = . .o
A.  Inthe 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 eﬁitomized inthe ™
phrase “local entrepreneur.” - They can decipher local requirements because of their direct
" customer contact. The goodwill engendered in that contact is meaningful as well. ‘These: ..
Vattri‘butes are frequently cited as the most fundamental attractioh‘ for the franchisor.®>”
s B: 0 The franchisor -— without the expenditure of any capital whatsoever, but instead
-with-an infusion of capital — may engage in rapid system expansion and market penetration.
This rapidity of growth is normally measured in terms of years rather than decades, as had -~
previously been the case with national company owned chains. Further, since the franchisor =~
often owns units itself, and since those units are normally more profitable than franchised units,
the franchisor will frequently set up a nationwide network but tetain for itself the most profitable
units. Finally, the franchisor acquires the aggressive self-motivation of franchisees, whose -
ownership fervor is generally-far greater than that of émployeemanaigérs‘.g S
C. . Inthe purely financial sense, the franchisor may reap generous rewards froma
variety of sources.: It may obtain a substantial fee for the sale of the franchise, regardless of -
whether the fee is paid in full or paid in installments. “In the service industries, the franchisor will
usually charge a royalty for the use of the mark and the business system. - This may consist ofa

percentage royalty on gross sales or purchases, a fixed monthly charge, or any of a wide variety
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of methods that reflect payment based on usage. - Additionally, where the franchisor is also the
manufacturer or wholesaler for anj of the products or services used by the franchisee, the
franchisor has an opportunity to obtain a profit for its valid functions. The availability ofan -
assured distribution network may considerably increase the manufacfurer.’s profits by reducing . -
the need for large. inventory, by providing an assured demand, ahd- by elirhinaﬁng ‘wide |
fluctuations in sales and close-outs. Further, there may be other economies of scale in the
production, storage, and handling of products.”®. - -

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 provide:an extensive

crec_iit' network; both to the franchisees and to their customers. - One step removed from this EE
would be the indirect extension of credit by the acquisition of capital facilities through purchase,
lease, mortgage, or otherwise, with possession or use being made available to the franchisee on -
 reasonable terms commensurate-with the franchisor’s exposure to risk. In some industries, this
ﬁnant:igl. support may extend to the inventory itself.!* - -
~..E..  Non-financial benefits to the franchisor includes the ability to motivate and -
control huge numbers of indirect employees.-A company may not be able to afford the cost of an

administrative hierarchy; including high salaries, to handle those employees.  Franchisors also -

avoid a certain amount of risk-inherent in most businesses..: Whether a regional milk dairy.ora--.. -

major oil company, it may be absolutely dependent upon an assured and constant source of

demand for its products or may lack adequate local storage to offset the vagaties of market

demand. The franchisor also receives the benefit of the constant accretion to the value of its -

trademark or service mark. . The actual premises, the franchisee’s services and their devotion to .
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duty all materially enhance the mark’s value to the franchisees, to other franchisees andto the: -
franchisor.”*
IV.  Franchisee’s Benefits

“A. 7 Atinception, the franchisor should provide 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 ﬁan.chisees will deal. In an ideal situation, the franchisee’s success -
lies in complying with the standards formuléted by the franchisor, both-as to Quality and as to
uniformity. This emphasis is meant to facilitate the obtaining and méintenancé‘ of the

nationally-known goodwill for the products or services: While fulfilling these obligations to the =

 customer, the franchisee benefits by the guidance provided by the franchisor in the form of = =

business standards. The franchisee should ‘obtain internal bénefits from a standardized

mafiagement system and methods of internal cohtrol, including marketing and inventory controls’

-andstandardized bookkeeping. The franchisee will benefit externally from producing better -~

reslts in its individual operations, while increasing customer acceptance throughout the *~ - -~
system.”
2 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. Where facilities are to be leased or purchased, the

franchisor may provide expert advice, negotiating talent, or financial assistance through a pledge"

of credit. In the operation of the enterprise, the franchisor should provide a proven system of

operations through training, a Manual of Operations, supervision, research, bulletins and

refresher courses. There may be extensive benefits obtainable through bulk purchasing, buying

techniques, or sources of supply. ‘Where the franchisor is a 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 franchisor’s highly-trained team of experts. These
advantages are what franchisees usually seek. They are what franchisors impliedly.
offer. - Underlying the franchisor’s promise and the franchisee’s goal is the offering of a business
in WMch_ the franchisee will have a reasonable Qpportunity.to-succee& in developing a business of
“her own.™
E V. . Stmucturing a Franchise System .
A. - For the most part, a prospective franchisee has little choice but to put his entire

_f_aith and conf_idence_-_in-thg 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 tﬁe_ expertise that may be required in the parti_cul_ar‘ business in which -
‘e proposes to engage. Unfortunately, many franchisors think of their_.prime business as being
that of the sale of franchises, -rathér;than the operatio_n.,c;f the:ﬁ‘andhise that may be purchased by -
the franchisee. For this reason, a franchisee must engage not only an attorney to draw up a set of'
- documents, but also and primarily a business team to gather all the expertise in the creation of
the entity from which the ﬁfa,nchis:e will operate. _Fror_ﬁ sources of supply to advertising, to - -
orders, payments, credits, discounts, the franchisee must look to the franchisor for total guidance . |
in every material aspect of the franchise relationship.”>-

- B Franchising is a creature of’ .éontract., The entire structure of a franchise system
| Will be contained ln a series of franchise agfeements, which set forth in detail the rights, duties, -
obligations and activities which each party pledges fo undertake and perform. A number of - :

'different. species of franchise agreements and relationships may exist to properly implement the. .

10
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franchisor’s business objectives, including unit ﬁénchises, area franchises, master franchises and
subfranchises. - The core relationship, however, is the unit franchise relationship in whicha -
franchisee is given the right to open and operate one — and only one — franchise outlet, usually
at a specified location and ‘within a designated territory. -Accordingl_y? a poté_ential_'ﬁ‘ahdhist_)r’s o
central question is how the unit franchise relationship should be memorialized in a franchise
agreement to properly protect and advance t-he franchisor’s interests and goals.’® -

C. The beginning point of the franchise relationship is the terms 6f- the franchise
relationship. ‘How long is the franchisor granting franchise rights to its franchisées? -This is not

an easy question to answer. - On the one hand, if the term is too short; it will attract few, ifany,

buyers. Franchisees are purchasing a business opportunitjr-.whére time is needed to develop

name recognition, to maximize good will and to recoup their investinent. “On the other hand, if

the tern'6f the franchise is too long, problems can arise. ‘The franchisor may be stuck with a less
than desirable franchisee who is unwilling or unable to operate the franchise successfully. - If this
.is so, valuable locations may be sacrificed. Also, since many ﬁ';tnchise'agreements callfor
franchisees to upgrade and refurbish their franchise locations at the end of the franchise term and’

upon renewal, too long a franchise term can résult in older franchise tnits downgrading the =

~ image the franchisor is trying so hard to present.'”

"D’ - Finally, franchise terms that are excessive in length prevent the franchisor from

adjusting the economics of the relationship as time goes on. ‘In other words; the economic * g

 balance struck this year in terms of royalties and advertising contributions méy’ be totally out of

line in the year 2010, either to the franchisor’s or the franchisee’s disadvantage. ‘While this-~ =

imbalance can be rectified upon expiration of the initial term of the franchise, if that term is too”

long, the imbalance can destroy a franchise system.'®

11
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- E. . Another key feature of the franchise structure is the grant of territorial rights. It is

most common for franchisors to confer upon franchisees some degree of territorial protection for.

their businesses, often under the misleading heading “exclusive territory.” This is misleading - .-

because no franchised territory is ever truly “exclusive.”  If nothing else, termination of the -
franchise agreement defeats any claimed “exclusivity.”. Also, Whiie the .ffanchisor can promise ..
‘not to own or franchise other urﬁ_t_s within a franchisee’s territory, a franchisor is ‘hard pressed to -
prevent its franchisees from marketing in other franchisees’ territories. -Suc_;h. restraints may
constitute viclations of applicable antitrust laws. For this reason, many franchisors include a-.

- recital in the franchise agreerhent-that no marketing exclusivity is conferred in connection with a

»19 -

. grant of a so called “exclusive territory.
.F. . Selection of the franchise location and the construction of the franchise unit are of
prime importance-in structuring a franchise system...A franchise agreement will state whether the

- franchisor or franchisee will select the franchise site. ‘Where the franchisor is responsible for .

| this, a clause stating that any responsibility for assuring that the site will be successful will be . .

included in the franchise agreement. . Where it is the franchisee’s choice; the franchisor will - .

| insure that the franchisee follows the appropriate standards and specifications with regard to any.
location selected by including such a clause in the agreement. Franchise or approval of any

- franchisee-selected site should always be-provided for.. :Further,- any relocation rights should be
addressed as well. That is, the franchise agreement should specify whether a franchisee will be .
permitted to close a location and relocate thé franchised business and, if so, under what

| conditions. It is'not uncommon for franchisors to insist on prior written approval, coupled with
the right to conduct an on-site inspection of the new site and the right to impose a relocation

- fee®®

12
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G. There are several different ways the franchise relationship can be structured. Two

“types of franchise relationships are the individual or unit franchises and area franchises. -

Individual or unit franchises are those in which a franchisee is granted the right to
develop and operate one outlet at a specific location or within a defined territory. Rights to
acquire additional franchises may be granted within a defined area, subject to performance

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

- will make it more difficult to attract qualified buyers for locations that are subject to such rights.

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 10 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: -

1. For a service business; in which the expertise of the franchisee is critical to

the success of the operation. Some examples of service businesses are real estate, home -

‘inspection, and-dental businesses. -

«2... . For businesses requiring an owner-operator. . = ©
3.. -+ -For active investors who are willing to “get their hands dirty.”--z?rThis'typ'e E
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 fo develop and operate two or more outlets within a defined

13
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- territory of, in some instances, the right to subfranchise some of these development

~ responsibilities. -Following are the significant elements of an area franchise agreement: -

1., . Territory and exclusivity
+ 2. .. The number of outlets to be developed
: 3 x -The_time frames for development - -
-4, . “Franchisor aesistance in-development -
w34 Fee obligations - .-
6. - Site selection and appro_val responsibilities of the parties .
TN M T_ei‘minatibn and -ifs consequences (i.e., the effect of termination of the

-dev_elopme,nt agreement on existing individual outlet franchisés_ and the effect of termination-of-
outlet ﬁ'ancﬁiseson‘ the development agreement and other outlet franchises must be addressed)
In area francﬁises, 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 afea franchise development, area franchisees should expect to

have management experience and people skills... . -

14

S00115v2




2T

VL . "An Overview of the Law of Franchising * © - .
" The franchise industry has been plagued by numerous cases of abuses and

misrepresentations aimed at unsophisticated prospective franchisees.  Widespread instances have

_ been documented involving such malpractices as high pressure franchise sales tactics, - B

unscrupulous and inexperienced franchisors, financially unstable franchisbrss-hidden fee
requirements and kick-backs, failure to provide information on services and training tobe -~ :
furnished to the franchisee, and use of coercive methods to get quick large dépo’sits'. : '43 Fed. =
Reg. 59.,614,_ 59,625(1978). - -

- The response to the identification of such 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 (CF]L); which becariie-effective on January 1, 1971,

See CaxCorp. Code 31000-31516 (West 1998). The California legislation was followed by

“action‘atthe federal level in the form of an FTC Rule, and at the state level with enactmentsin~

* nineteen jurisdiction, including: - Alabama, Arkansas, Florida, Hawaii, Illinois, Indiana, S

Maryland, Michigan, Minnesota, Mississippi, New York, North Dakota, Oregon, Rhode Island,
South Dakota, Virginia, Washington, Wisconsin and the District of Columbia.- S

*. ‘The FTC adopted its rule conicerning Disclosure Requirements and Prohibitions =
Concerning Franchises and Business Opportunity Ventures, 16 C.F.R. 436 (1978) (hereinafter
FTC Rule) 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 timesand

specified formats in coninection with the offering and sale of franchises and business

opportunities. 16 C.F.R. 436 n.1 (1978). While its status as a federal regulation would generally

15
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icéuse the FTC Rule to preempt state and local legislation and regulations to the extent that such
provisions are inconsistent with it, the FTC Rule itself notes that it does not-preempt state laws
providing protection equal to or greater than that afforded by the FTC Rule. 16 CFR. 436 n.2 .-
(1978). |
o The‘adverti.sing and selling of fraﬁchises is sﬁ‘ictly regulatéd by both the Federal
Trade Commission (FTC) and various state laws (supra). For example the FTC has minimum
- disclosure requirements; which detail __the kind of information that muét be diéclose.d_ to:
prospective franchisees. See J. T. McCarthy, Trademarks and Unfair Competition § 18:23 (2d .-
B ed. 1984). In some states, a violation of the state franchise disclosure law entitles the franchisee
_ i:o rescind the agreement and recover royalties it has paid. My Pie Im_‘_’l Inc.v. ngould Inc., 687
F.2d 919, 220 USPQ 398 (7th Cir. 1982). - .
. Tort Liabilizy_.rof Franchisor. Under various theories of tort and contra& law,a .-
“franchisor generally will be held liable for the torts of franchisees.. This includes legal - :
responsibility for both personal injury and property. damages resulting from defective products or:
ﬁegligentiy__-rendered services. . See J. T. McCarthy,. 73 rademarks_and, Unfair Competition. § 18:24.
(2d-ed. 1984). . .
A Before the modern franchising system developed, the courts tended to apply. . .~
traditional principles of contract law to franchise contract issues, real property law to real
. property issues, and the like, without recognizing the unique 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 numbef of judicial’

decisions directly involving business format or chain-style franchising problems increased - . =~ -
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law protects one’s right to use a distinctive word, symbol, or other device to identify the “source”

TN

annually. Today, there is a 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 p'ro'ﬁerty rights. Trademark
of goods or services and prevent confusion by competitors using similar words, symbols, or
devices. Trade secrets law protects one’s right to maintain secrecy and control the use of secret

information that provides one company a competitive advantage over others.” Copyright law

protects an author’s original expressions and the exclusive right to copy, display, distribute,

perform, or use a work as the basis for derivative works. Patent law grants rights to inventors of -
new ahd‘useful mééhines, aésthetic designs, and useful methods of doing things. A patentee
receives the right to exclude others from using his or her discovery without consent.?? -

| ## Gk - The key challenge for the franchisor isto control who may use its intellectual -
property and to restrict that use in the fré.nchise agreement to foster a uniform standard among
the system’s independently owned operations. - Without this control in the license agreement,
anyone would be able to use a franchisor’s name, know-how, and creative worké in any manner -
in derogation of the owner’s intellectual property rights. Under those circumstances, franchisors |
would have little to license and 'entrepreneurs- would have little incentive to develop franchise
prograrhs.Z‘a’-_ :

1. Trademark Law =~
~"While all four kinds of intellectual property can be found in franchising, N

trademarks historically have ranked first in importance bécause of industry’s-heavy reliance on
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manufacturing and distribution of goods.?*" Soft drink bottling, dating back to the late nineteenth
century, was one of the earliest examples of franchising, followed by auto dealerships and gas . -

station franchises. - Franchisees facilitated the expansion of these franchise systems by investing

their own funds and managing the local franchise businesses. In each case, the parent company - .

owned the trademarks, provided the standards for uniformity throughout the system, and created
a marketing image. -As a result, “Coke,” Pepsi,” and “7Up” are bottled and_sold throughout the

world today by independent, franchised bottlers.”

a -Undér the Lanham Act, a licensor must exercise quality control - -+

over the licensee or risk loss of the trademark.® -

. b, - The Lanham Act does not immunize franchisors from the anti-trust:

laws.? -

~.¢. - The Lanham Act does not contravene the protective measures

adopted by many states such as in the prohibition of any termination or failure to renewa - .- -

franchise except for “good cause.”?® .

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.+, Trade Dress Law.
. - The courts have held that a franchisor, like any business, has no protectable
interest in the mere method and style of doing business. The functional elements of a business -

are not considered protectable against competition from others. In some cases, however,

functional elements may be distinguished from the total image of a business, comprising its trade

dress. ”Rec_ent decisions of the Supreme Court and the courts of appeals grant more 'prot_e,ction to .
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.. business methods. State .Street Bank and Trust Co. v. Signature Financial Group, 149 F 3d 1368
(Fed. Cir. 1998). The same is true in protection afforded to the owner of trade dress, Two Pesos;
~ Inc. v.. Taco Cabana Int’l Inc. 505 U.S. 763 (1992) (9th Cir. 1987). For example, in 1978 a
federal court refused to enjoin a franchisee from opening a restaurant that was “strikingly -
similar” to the franchisor’s restaurant motif. Fuddruckers; Inc. v. Doc’s B.R. Others, Inc. 826
F.2d 83.-More recently, however, in factually similar circumstances, the courts have been
. willing to ‘enjoin the use of similar restaurant motifs. The total image of'a buéiness' may include
the physical (geometrical) shape and appearance of a business, signage, choice of color, floor
plan, decor, list of services or menu, choicé of equipment, staff uniforms; and other features -
reflecting a total image {Taco Cabana Int’l, Inc. v. Two Pesos, Inc., 932 F.2d 1113,'1118 (5th
Cir, 1991), aff'd., 505 U.S. 763 (1992). When these elements are viewed by a courtas .

non-functional, either individually or in combination, they may be protected against use by *~

someone-else without the owner’s consent. ‘Moreover, even when some elements of a business’s -

- image are:functional, if the particular éombination of elements is not functional, that =~
combination is also protected against appropriation by another, Id. - ‘ |
J -.~D.. ... Disputes involving the use of intellectual property in a franchise relationship 2
generally fall into one of two categories: ‘ (i) efforts to stop someone from using'thg’ franchisor’s
 intellectual property or conversely, efforts by a franchisee or competitor to use:that property; and
(ii) a claim that the property was not used according to the franchisor’s rules as stated inthe =
license agreement.” Trademark disputes generally test a franchisor’s ability to require a: RS
franchisee to stop using a mark it 'was previously licensed to use.  For example, the franchisor -
will seek to enjoin the continued use of a trademark by the (former) franchisee after the frénchise-
agreement ends. This contrasts with tra'deniark disputes outside the realm of franchising, which -
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typically involve questions about who owns a purported trademark or whether trademark rights -

have been established.°

E.- - Another example of a trademark dispute in the realm of franchise agreements

exists where a party seeks to impose vicarious liability on franchisors for acts committed by the -
franchisees. Perhaps the most publicized example of this is the 1994 case against McDonald’s - -
Cotp., in which a jury awarded a woman $2.9 million for burns suffered after spilling hot coffee .

in her lap.*' More common than tort claims are actions seeking to hold franchisors liable for the -

acts of franchisees under the anti-discrimination laws. In Neff v. American Dairy Queen Corp.,

| 59 F.3d 1063 (5th Cir. 1995), cert. denied, 116.8. Ct. 704 (1996), the court refused to hold the

franchisor liable for a franchisee’s alleged failure to make its restaurant wheelchair accessible. -

The court stated that in order for the franchisor to be liable under the Americans With- * =~

Disabilities Act (“ADA”), it would have to be considered the “operator” of the franchise. -The -

critical factor in making this determination is control.- A-review of the franchise agreement - -
- 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 insufficient to render the franchisor the operator for the purposes of the ADA. Because of - -

“discrepancies among the circuit courts’ definition of “operator” and a dearth of case law on the -

~ subject, it is too.early to tell what level of risk franchisors face under-the ADA for wheelchair:

accessibility fo 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 caseis -
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.explored in detail in Dickinson Law Review, Vol. 101:1, p. 137. The conclusion, as expressed by |
the author, is that the

-« _ADA’s provisions do not solve the question of franchisor
liability for Title III. If Congress does not amend the ADA and
Neff becomes the guiding precedent of future Title I 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 to remodel. The irony is that by refusing to

*:recognize any liability on the part of franchisors, the Neff" court -
may have disabled the ADA ?

F. Dlsputes 1nvolvmg trade secrets usually test whether the franch1sor owns a lk
'protectable trade.secret In other words the questlon usually is whether the deﬁmtlona] elements |
ofa trade secret are present based on case or statutory law The key issues in trade secrets o
1nvolve the scope of the franchlsor S know—how that is protected asa trade secret, the steps a .

i

ﬁ'anchlsor must take to malntaln secrecy, and the extent that a franchlsor can enforce a covenant

not to cc:rhpete after the ﬁ'anchlse ends | )
o Gu: = Copynght law has h1stoncally had a iess srgmﬁcant 1mpact on franchlsmg in the
' courts. One commentator has stated that “the law of copyrrght is . of tangentlal mterest to
franchise systems.”** However, most franchise systems 1nclude orlgmal expressmns whmh may |
quahfy for copynght protectron Addrtlonally, copynght law may provrde greater protectton for
creatlve assets than that whxch trademark or trade secret law may prov1de o
| H | Patent law has also been hrstorlcally less 31gn1ﬁcant to franch1s1hg Ifthere has |
been a Vkey larea of patent law issues for franchlsrng, it has been issues that arise from lrcensmg of
patents such as whether a ﬁ"anchlsor seekmg o enforce patent nghts has properly used or
g mrsused 1ts patent and whether a franchrsee s use of a lrcensed patent exceeded the scope of use
O | authorized by the franchlsor. | . | . -
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1. The following case of misuse of advertising funds including a $600 million -

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

entered into by Meineke with its franchisees, srmllar to many other franchise agreements

prowded that each ﬁ'anchrsee had to remit 10 percent of its weekiy gross revenue to an

advertlsmg fund. The franchrse agreements prov1ded that these adverttsmg contrrbutrons “shall
be expended for advertlsmg whrch is pubhshed broadcast, drsplayed or otherwrse disseminated
either during the calendar year Wlthm whlch such funds are collected by Memeke [or] during the
rmmedlately precedmg or following calendar year ? Flve percent of the total advertlsmg
contnbutron was to be used for development and placement of natlonal advertrsmg, the
remalnlng 95 percent ofa franch:see s contnbuuon was to be spent on advert1s1ng w1th1n the

ﬁ'anch1see 3 locahty or ADI (area of dommant mﬂuence) The court found that not only d1d

_ Melneke use the proﬁts of New Honzons for its beneﬁt but the court found that it used the fund

to pay corporate expenses purchase superﬂuous advert1s1ng for the sake of generattng

- cominissions, negotlate volume d1scounts from media whrle chargmg the full arnount to the ﬁmd

and use the ﬁ.tnd to generate new franchisees. Proussard V. Memeke Dtscoum‘ Mtﬁ'ﬂer Shops _

Inc 3: 94CV 255-P (WDNC)
VII What isa Franchlse in Law‘?

A Federal and state regulatrons now protect prospectrve ﬁanch1sees by requrrmg

' drsclosure and reglstratlon by franclnsors and anew Umform Franchrse and Busmess

0pportun1t1es Act as well as a Model Law have been proposed but problems st1ll persrst wrth
regard to such matters as the duty of good farth, earmngs claims, and the mtroductlon of random
bills attemptmg to correct specrﬁc problems encountered by 1nd1v1dua1 ﬁanclusees (There is

also an unresolved issue concermng attorney habllrty for due drhgence in connectron W1th
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. ( franchise offering circulars.) ‘At the same time, there are significant economic changes, with the
marketplace demanding greater levels of franchisor experience and financial strength, ‘and the: -
* development of new forms ‘of franchising, such as combination franchising }and niche .
franchising.”’ |
- In Article 33, § 680 of the New York General Business Law, the legislative
| finding and declaration of policy with respect to the offer and sale of franchises is expressly set
- forth: |

L. 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 hasnot provided full and complete 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
franchise offered for sale. -

coditeseo oo 2000 HItis hereby determined and declared that the offer
: and sale of ﬁ'ancluses as defined in this article, is a matter affected
-3 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 11kehhood that the franchlsor s promlses would not be

(Added 1..1980, ¢. 730, § 1.) -
The policy is set forth in §§ 681-695, which follow. ...
B. While a federal franchise relétionship law of general applicafion was proposed as
early as 1971, no such law has ever been adopted at the federal level. Instead, the FTC issued its

Rule on franchising, which became effective in 1979.® After an exhaustive study that began in

1971, the FTC determined that the most serious abuses by franchisors related to
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_paid or an agreement is s1gned in connectlon mth the mvestmen

misrepresentation and failure to disclose material facts. The remedy contained in the FTC Rule -

is presale disclosure.” The FTC Rule does not require any federal fiﬁng or registration, nor does -

it regulate the relationship between franchisors and franchisees after the purchase of the . o
franchise.* |
-C. .. The FTC Rule imposes six_dtfferent requirements in connection with the
“advertising, offering, _lic_ensing, contracting, sale or other promotion” of a frartchise in or
affecting commerce.
1. -Basic -Disclosures S

The FTC Rule requlres franchlsors to glve potent1a1 mvestors a bas1c disclosure

document at the earher of the ﬂrst face—to—face meetmg or ten busmess days before any money is

t 40 -
2. Advertlsed Clalms

The F TC Rule aff‘ects only advertisements that mclude an earmngs claim. Such

- ads must dlsclose the number and percentage of exxstmg franchlsees who have achleved the

_claimed results, along w1th cautlonary Ianguage Thelr use trlggers requu'ed comphance with the

Rule’s earnmgs clalm dlsclosure requ1rements

3.:. : Earnmgs Clalms. R

Ifa t‘rahcmser makes earmngs claims, \athether hlstoneal or foteeaeted 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.”?’
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w04, :Franchise Agreements::

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

5. Refunds
-.-The FTC Rule requires franchisors to make refunds of deposits and initial
payments to potential investors, subject to any conditions on refundability stated in the disclosure
| document.™ -
6. . Contradictory Claims
- . While franchisors are free toprovide investors with any promotional or other ~ -
materials they wish, no written or oral clainis may contradict information provided in a required -
disclosure.® - - .
~D. - Failure to comply with any of the six requirements is a violation of the FTC Rule.-
“Franchisors” and “franchise brokers” are’jointly and severally: liable for the violation(s). ‘Any -
person who sells a “franchise” covered by the FTC Rule is considered a “Franchisor” under the
- statute. “Any person who “sells, offers for sale, or arranges for the sale” of a covered franchise is -
defined as a “franchise broker.”* |
-+ . The FTC can impose civil penalties of up to $10,000 per violation of the FIC -
Rule.*” The FTC can also require rescission, reformation, payment of refunds or damages, or -
| combinations of these remedies,* and it can issue cease-and-desist orders.' s
- ~Currently, there is no private‘ right of action for violations of the FTC Rule.
Remedies do, however, exist under state law. State franchise and business opporfunity laws, and

state consumer fraud or “little FTC acts,” which typically cover the sale of franchisesand -
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frequently make any violation of the FTC Rule a state law violation, generally provide a private
ﬁght of action for rescission, damages, costs and attorneys’ fees, and sometimes multiple or
punitive damages.” Willful violations of state laws may-also result in criminal penalties, .
including fines and imprisonment.

VIII State.Regist.ration énd Disclosure Laws.”

A. . Because disclosures requireci by state registration and disclosure laws can be used
to satisfy the requirements of the FTC Rule, it is appropriate to review the stéte disclosure laws -
in connection with the FTC Rule. Sixteen states require franchisors to register and disseminate -
{o prospective franchisees a prospectus type disclosure document priorto engaging in any

| ﬁ-an_chise sales activity. These State registration and disclosure:laws provide that, unless a
statutory exemption is available, tio offer or sale of a franchise can take placé unless-and until:the
-franchisor has filed with the éppropﬂate state agency — and that agency has approved and
registered — a prospectus setting forth honestly and in detail all of the material facts of the
franchise sales transaction. This registered prospectus-must then be given to prospective ... TS
franchisees at the earlier of: (i) the “first personal meeting” between a ﬁ'anchis'or and its - -
- prospective franchisee (i.e. the first face-to-face meeting held for the purpose of discussing the -
.saie, 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 pfospective franchisee of any monies or other consideration in connection with
the sale, or proposed sale, of a franchise.”’ The most imﬁortant exemption from the registration -
requirement is the “blue chip” exemption set forth in the CFIL section 31101, which is available
to substantial franchisors who have been operating a minimum nurﬁber of franchises for a

specified period of time. In addition to the “blue chip” exemption in section 31101, there.are -+ .
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other exemptions provrded in the body of the Franchlse Investment Law or that have been
promulgated by the Comm1sswner of the Department of Corporatlons pursuant to rule making

powers of section 3 1 100 whlch explrcrtly grant to the Comm1ss1oner the power to exempt “an

~ other transaction whleh the Comm1ssmner by rule exernpts as not betng comprehended w1th1n |

‘the purposes of ’thlS law and the regrstratxon of Whlch the Commrssmner ﬁnds is not necessary or

appropriate in the pubhc 1nterest for the protection of mvestors 7 Cal Corp Code 31110 (West
1997). Among the exemptions set forth in the CFIL and the correlate regulatmns are exemptions
for the sale of a franchise or _a;rea ﬁfane:h_ise'.by a franchisee or subfranchisor onthen' own

account, 7d. 31102 (West 1997), certain _t_ransfers of franchi ses t_o persons o.u'_ts'idethe state of

California, id. 31105 (West 1997), certain offers, sales or transfers of _ﬁ‘anehises: involving the

wholesale distribution or m_a._rk'e_t.iné ._of petroleurh 'products, id 31 104 (W es_t 1997), or involving
franchisees possessing certain levels of experience and sophistication, id. 31106 WV est 1997),

transactions relat_ing.tol_f‘hank credit card plans,”_id. 31103 (West 1=997),_.transaetions in which

~ the franchise fee ie.no 'more than $10.0' Cal. Code Regs. tlt '10 3 10'-011 or the amounts paid for

fixtures, eqmpment and the like are no more than $1 000 annualiy, as long as those amounts are
not more than comparable Wholesale prrces zd 310. 011 l (W est 1998) The state laws also
contain significant crlmmal penaltres It allows dlstnct attorneys to prosecute certaln violations.
Section 31410 of the CFIL states that a party found gullty ofa wrllful wolatlon of “any
provision” or of “any rule or order under” the CFIL can be ﬁned up to $10 000, Impnsoned for

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

" order violated. i

"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: * S
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. 1. - Itisunlawful for any person to make anyuntrue - o
statement of 2 material fact in any application, notice, statement,
‘prospectus or report filed with the department under this article, or.
wilfully 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 matena] change
s, requlred by this article. e

P

..+ 2. Itisunlawful for a person, in connection with the - -
offer, sale or purchase of any franchise, to directly or mdlrectly

.(e) " Employ any devtce, scheme, or artlﬁce to defraud. e

(b)  Make any untrue statement of a material fact or
omit 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 defensetoone .. -
“accused of omitting to state such a material fact that said omission
- was not,an_intentiona,l act.

» () Engage in any act, practice, or course of business .
“* which operates or would operate as a fraud or deceit uponany
- person.

_ 3. It is unlawful for any person to violate any ‘ - (

:: provision of this article, or any rule of the department promulgated” "~ 7
hereunder, or any condition to the effectiveness of the registration | o

“ofan offermg prospectus or of an exemption from the registration ~
prov1s1ons of thxs artlcle

4, Any GD]ldlthl’l, stlpulatlon, or prov1swn purportmg
- to bind any person acquiring any franchise to waive compliance =~ ¢
with any provision of tlus law or rule promulgated hereunder
. shall:be void. N

- 5.+ - Itisunlawful to require a franchisee to assenttoa *
release, assignment, novation, waiver or estoppel which would
- relieve a person from any duty or liability imposed by this article.
The department of law (§ 689) is empowered to bring an action in the name of the
people of the State of New York against any person concerned or in any way participating in any

of the enumerated unlawful or fraudulent practices and for injunction and other relief as may be

indicated. . . . -
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IX.  Franchise Relationship Laws™
A. - Sixteen states; Puerto Rico-and the District of Cdlombia'have_-'adOpted franchise
relationship laws since California passed the Califﬁmia Franchise Investment Law in 1971.7
_‘While each state relationship law has a different definition for the tenp'f‘ffa;;chisg,” most-
definitions have a combination of the following elements: (i) either a 'mafketing plan §r Lo
community of interest element; (i) a trademark element; and (iii) a fee element. -

1 Marketing Plan =

- “The term “marketing plan” refers to a grant of the right to engage inbusiness
undera marketing plan or system prescribed in substantial part by the franchisor. Generally, a

marketing plan exists whenever the franchisor presents the group of franchised outlets to the

S public as a unit, with the appearance of some centralized management and uniform standards.

Under the California state law, a franchisee is granted the right to engage in the business of "~ "~

- offering; selling, or distributing goods or services undér a marketing plan or system prescribed

by the franchisor and the operation is substantially associated with the franchisor’s trademark,
service mark, trade name, logo, -a&vertising or other comiercial symbol and the franchisee is
required to pay a franchise fee.” In Illinois, the Franchise Disclosuré Act provides that a’
marketing plan means a plan or system relating to some aspect of the conduct of a party to a
contract in.conducting buéiness’, including but not limited to () specification of price, or special
pricing systems or discount plans, (b) use of-‘ particular sales or display :e'Quipmeﬂtbr e
merchandising devices, (c) use of specific sales techniques, (d) use of advertising or promotional
materials or cooperation in advertising efforts. The marketing plan approach in defining what
constitutes a franchise has been adopted by a majority of the states; including California, and the -

FTC.

29
500115v2




2. Community of Interest
...+ This approach has been adopted by a few states;, including New Jersey and

Wisconsin.  Some of the franchise laws require that a franchisor and franchisee maintaina .

“community of interest” in the marketing of the goods or services. . This is usuallyamuch . ..

broader element than the marketing plan.- In Wiscpnsin, for example, a cémmunity of interest -

exists where the parties have a continuing financial interest and a degree of interdependence. . - ..

This broad definition can refer to almost any on-going business relationship in which the dealer

has an investment in the business. 5% In New Jersey, on the other hand, the courts have construed
“community of interest” more narrowly and require the franchisor to maintain a higher degree of

control. In effect, this means that there must be a sufficient inequality between the parties such .

that terniination 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 tobea - .

franchise where: (1) the franchisee is granted a right to engage in business using the franchisor’s

proprietary. marks or property; (2) a. community of interest exists concerning the marketing of the

goods or services of the business; (3) the franchisee is required to pay a franchise fee of some ..
- sort. Due to the fact that the phrase “community of interest” is generally taken to mean simply a

- - continuing financial interest between parties, the likelihood that a 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 contrast, the “marketing plan” definition provides a narrower focus. Under

 this approach, a business arrangement will be found to be a franchise if: (1) the franchisee is .- -

‘granted the right to operate a business involving a marketing plan or system substantially -
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prescribed by the franchisor; (2) the franchised business is substantially associated with the - -

- proprietary marks or property of the franchisor; and (3) the franchisée isr'et;uired topaya -

franchise fee of some sort. - in o

- Broken down into its component parts, the-definition of franchise (marketing © - -
plan) consists of four conjoined elements: (1) the franchisee must be granted by the franchisor
the right to engage in the business of offering; selling or distributing goods or services; (2) that
business must be operated pursuant to a marketing plan or'system presc:ribedl'in substantial part -

by the franchisor; (3) that business must also be substantially associated with thefranchisor’s

proprietary marks; atd (4) the franchisee must have tdpﬁy, directly or indirectly, a franchise fee.

' 3.° - Trademark "
44 - The trademark element of the state relationship laws will always be satisfied if the
franchisee is licensed to do business under the franchisor’s name 'or mark. ‘Most of the marketing
plan franchise laws, however, do not require a license. Tn some of these states, the operation of -

the franchisee’s business must be “substantially associated” with the franchisor’s trademark. In

~ other states; the trademark elemeént is satisfied where the franchisor’s trademark or service mark -

identifies the goods or services sold, rather than the business itself ' This would include many * -
ordinary distributorships.®® .

‘4. "Fee "+ ..o Crego e S T mEU R

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 frarichise agreement.
This payment does nof have to be in the form of a franchise fee; it may also be royalties on sales.
As a result, almost any trademark license agreement would satisfy this requirement. ‘It may be, -

for example, a required payment for rent, advertising assistance, equipment and supplies. -
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However, it does not include payment for a reasonable quantity of goods for resale at.a bona fide
wholesale price.’” For example, in Brawley Distribution Co. v. Polaris Indus., the Minnesota - -
District Court held that minimum purchase requirements, required fees for advertising and -
training and to process warranty work; and a charge of fifty percent over the suggested sale price
| did ﬁot;gonstitute(ﬁ‘anchise fees.’® The payﬁent of a fee bjthe ﬁaﬁchiseé_ signals thatthe - - -
- franchisee is buying something of value from the franchisor: the grant of a right to engage.ina -
business which includes the right to use the franchiser’s marketing plan, and Va, license to use the -
franchisor’s commercial symbols. In this regard, then, a franchisee occupies a very different . -
status from that of an employee, agent or. other similar-business entity. The‘franchisge,..rather .
lthat; being compensated by the employer or principal in exchange for serviées, 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. - .

X .. The Uniform Franchise Offering Circular (“UFOC?) - . .. -

A, ... Asfranchising continued to expand in the.1980s as a method of doing business, ...
litigat_ion.involving franchising also continued to increase. The result is that the rights and
_obligations_ of the parties to franchise agreements 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 introduqed during this decade both at the state and
fe_de_ral levels. Instead, there was a legislative reaction to the patchwork of inconsistent state
| legislation enacted in the 1970s. In 1983, the National Conference of Commissionerson. .. - .=
Uniform State Laws (“NCCUSL?”), author of the Uniform Commercial Code (“UCC?), . . :
~ undertook the creation of a basis for uniformity among the state franchise laws. The NCCUSL

approved the final version of the Uniform Franchise and Business Opportunities Act (“UFBOA”). -
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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 procedural requirements similar to those contained in'a number of existing state ~ -
franchise relationship laws. Passage of the Act by those states that have franchise laws would go
a long way toward eliminating the inconsistencies in franchise regulation and--"reducing the high
cost of compliance for franchisors.*

* B.:i ‘Unfortunately, the NCCUSL is-unlikely to .enjoy-the. success in the field of

franchising that it achieved in the field of commercial law with the UCC. On April' 25,1993, the”

NASAA membership voted unanimously to adopt the New UFOC Guidelines.” The phase-in
adopted by NASAA provideé'that the New UFOC guidelines are effective six months after the =
FTC and-each NASAA miember whose jurisdiction réquires presale registration of a ﬁ'anchise" o
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.*!
XI. - Recent Administrative Developments ®

'A: " Following years of study, hearings and submissions, the FTC is about to conduct’
the first wholesale revision of its FTC Franchise Rule since its 'adoptioﬁ neérly 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.** Accordingly, significant

relief may be granted to franchisors when they need to-comply with the FTC Franchise Rule =
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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 operate two or more
trademarked -ﬁ,'ax‘l_chiseslin one outlet). The ANPR notes that the FTC “is uncertain whether the -
(éo-bfandedj franchisee is purchasing two individually trademarked franchises (and thus should-
-re?;eive separate disclosures from each franchisor) or is purchasing a hybrid franchise .-
~ arrangement.that has its own risks (and thus should receive a single unified disclosure T
document).” |
B. - . Further, the FTC is exploring whether its Franchise Rule should be modified to
erﬁbface-ﬁ'anchise sales activity taking place over the Internet and ﬂlrough other electronic
- communication modes. Similarly, the FTC .°suggests in the ANPR that the “first personal
meeting” language of the Fraﬁchise Rule’s requirement may be replaced by a “first substantive . .
discussion” disclosure requirement for disseminating disclosure documents. This “-disc_ussion”.. :
B ma_y-:take. place over the internet, the telephone or through other-electronic means. -.: -« ... ... -
C. The most substantive potential changes are related to the mandatory disclosure -
requirements. The ANPR suggests that the FTC might mandate franchisors set forth earnings
claim disclosures in their disclosure documents.®® On the other hand, the FTC appears ready to
. require fra_ngh_isors to set forth prominently in-their_-disélosure documents that the FTC Franchise

‘Rule permits a franchisor to provide a prospective franchisee with earnings claim information

and that if such information is not set forth in the franchisor’s disclosure document, no other .- -

earnings claim information imparted should-be relied upon absent written substantiation.. ; .
Further, the ANPR clearly states that the Commission is seriously considering “whether it should -

- revise the Rule’s disclosures based on the UFOC guidelines.” In other words, the day of two ...
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disclosure formats — the FTC Franchise Rule format and the UROC model = appearstobe * -

drawing to a close. However, it is clear that should the FTC adopt the UFOC guidelines, those

UFOC guidelines may be revised to cortect certain perceived deficiencies (including, ‘inter alia, -

_the possible mandated disclosure of lawsuits commenced bjfi‘ahchisbrs‘:aga_jinst-their- R

franchisees).**

X Ant_itruSt o

" Inthe early 1970s, the federal antitrust laws, as then interpreted and applied by =~

~ the courts, provided a powerful basis for claims against franchisors. The antitrust laws provide '-

in many circumstances for treble damages as well as attorneys’ fee awards. “At that time, the =
llega‘lity-fo'f vertical restrictions was in doubt. In practice; many ﬁ'ancHESOrs-Were engaging in
tying practices: Many franchisees were forced to buy equipment from the franchisor orits
affiliateséwlien there:were perfectly acceptable alternative sources of supply. * = © - At

s A aTesult of changes in practices in the industry and ‘changes in the attitudes of -
regulatory and judicial officials toward antitrust laws, claims of antitrus't"\'ripiations dropped off
significantly in the 1980s. ‘Antitrust laws today are used by franchisees-only in the more "+~

egregious cases.’ -

XHI. ‘Conclusion -

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.

As a usefusl 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

franchise underlying the definition in section 31005(a) of the CFIL (see also the New York
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General Busine_ss _Law § 681) can result in an indiscriminate and unwarranted application of the .
state statutes that have adopted that statute as well as the FTC. To this end, this Article has - .-

sought to show that the concept of “franchise” encompassed by the four elements contained in -

. the marketing deﬁnition.in-secti_on 31005(a) of the CFIL embodies a specific blend of

~ independence and dependence.

A franchise is a relationship in which the franchisee is independent by virtue of

the fact that the franchisee is granted the right by the franchisor to actually own and operate the

franchise business.  As a result, the franchisee is_the one who actually runs the business and. . -

bears the risk if it is not successful. At the same time, the franchisee is singularly dependent ..

- upon the franchisor due to the fact that the success of the business largely depends upon the
franchisor’s expertise, in the form of the method of operation prqvided by the franchisor, and the
franchisor’s commercial _identity, in the form of the franchisor’s symbols.- Indeed, it is the grant:

of the right to engage in business using the franchisor’s method of operation and:commercial

- symbols for which a franchisee pays a franchise fee. . Without this unique blend of independence

and dependence, there simply is not a franchise. Absent an appreciation of the conceptual basis:

of the definition of “franchise”, the courts may well continue improperly to transform into -

franchises traditional forms of business enterprises, which do not, in fact, possess the necessary

‘blend of ind_ep_gnﬂque and dependence.
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