FRANCHISING
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. L Introduction -

A WhatIs A Franchise
-4 A system of marketing and distribution whereby a small independent businessman
(the franéhiéée) is granted - in return for arfee - the right to market the goods and services of .. - .'
another (the_'fr'anchiSor) 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 identifyr products or services that are made and/or advertised by the licensor-franchisor. In one

sense, a frarichise 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 franchisec. .

falls somewhere ori a Spééti‘ﬂmfih?bét“téeﬂ' full independent 'entrepréneur. and a hired clerk ina

company-owned outlet.

' The economic uﬁdér-piﬁnings' of franchising are to be found in the concept of -

uniformity. Two hallmarks are associated with franchise networks, a t{rademark conveying

anthenticity and exclusivity-and a uniform product or service. The Big:Mac tastes the same in
Vermont as it does in lowa, 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 “franchise” is a clear conception of the peculiar blend -
of independence and dependence that gonsﬁmtéé the particular business arrangement that is
- franchising. On the one hand, ina ﬁ'anchiée feiéﬁbnshiﬁ, .tl.le franchisee possesses an |
independence conferred by the franchisor"i_nsofa: as the franchisee is granted the righ;: tq_gc_:_tu_all.y_ -
gpf?rate and own the franch;'se business. Part and parcel of this business indep_en_dence is also
financial independence; concomitant with the task of running the b.usineés, fhe franchisee bears
the risk of failure if thebus.iness is not successful. Indeed, the franchisee actually purchases the-. -
_ | right to operate énd-own the business frém the franchisor by paying a “franchise fee.” On the
other hand, the franchisee is also peculiarly dep en_deﬁ_t upon the franchisor insofar as the success
of a franchise depends, in part, upon the method of operation provided by the franchisor and, in ...
paﬁ,"ﬁpon the -preeminence and popularity of the commercial identity embodied in the
franchisor’s proprietary marks. - This particular convergence of independence and,_dcpendence is
fundamental to a franchise. - o
¢ 20 Bt At the core of all franchising is the Iiccn_sing:o_f--z‘l.-tradema_rkgd‘ product.or scrvipe.%_
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. The necessity and the role of the trademark
license. depend on the type of franchise system at issue.
| A trademark license is necessafy if the franchisee manufactures and sells a
product bean'ng the trademark to someone other than the trademark owner or those operating
under license from the trademark owner.
It is also necessary if the franchisee uses the trademark in pe?formjng 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 without conducting business under the owﬁer’s_mark or name.
For example, a gas station franchisee does not need 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. -

- €. - Some franchisors maintain that a franchise is merely an_emb_elﬁshed license and.
therefore revocable at will. This however can prove to be a dangerous assumption -
S D, 'Sdme franchisees contend that a franchise is a license coupled with a fiduciary
interest, not subj ect to unlimited control by. franchisors. - -

.= B. ' ‘Because of this dispute, a universal definition for *“franchise” does not appear in. .
eirerj‘r--iiurisdiction's legislation, court decisions or regulations, and if such a deﬁgitiondid exist, it
would fail to encompass the many ﬁinctions-inherent iﬁ tﬁe system. -Moreover, such a definition
Would not give any indication of the system's complexity and potential for abuse.

“F. - The term “franchise” has been used to describe a vast arréy— of di‘ffereﬁt- business
* arrangements involving any number of enterprises. ‘As one author has noted, defining what . . .
* constitutes a franchise is particularly difficult because franchising itself “embraces many types of
- relationships and distribution techniques, involving [a] ... myriad. . . [ofl products and services
[including] such disparate bed-fellows as auto manufacturers, motels, muffler repair shops; -
restaurant operations, and funieral homes for pets.” Norman D. Axelrod, Franchising, 26 Bus.

Law 695 (1971). Another commentator attributed a large part of the difficulty of properly: ..+




framing a definition of ﬁanchising to legislative zeal in seeking to cover all.conceivable business -

arrangements. Martin D. Fern, 7he Overbroad Scope off franchise Regulatioﬁs:,A Definitional -

Dilemma, 34 Bus. Law, 1387 (1979). - -

'G.  One proposed definition states that a franchise is “an oral or written afrangement .

fora @ﬁnite or 1ndeﬁmte penod, 1n WhICh a person grants to another.person a license to use a
trade name and in which there is a community of interest in the marketing of goocis or services at
wholesale, retail, leasing, or otherwise in a business operated under said license.”®

New York General Business Law Act. 33 at § 681 defines a franchise as.a -
contract or ag'reement-,f either expressgd. or implied; whether oral or writ’cén, between two or more
pérsons by which:: - : |

R | - A franchisee is granted the right to engage in the business of offering,
selling, or distributing goods or services under a marketing plan or system prescribed in |

- substantial part by a franchisor; and the franchisee is required to pay, directly or:indirectly, a
 franchise foeyori -t e e '

2. * A franchisee is granted the right to engage in the business of offering, |
selling, or distributing goods or serviccé substantially associated with the franchisor’s trademark,
service mark, trade name, logotype, advertising, or éther commercial symbol ‘desiglafing-the

franchisor or its affiliate, and_the fr’anc;hiseé 1is reqﬁired to pay, directly or _indi.rectly,‘ a ﬁan_chise;_ :
Fee,t
" The New York Franchise Act is perhaps the nation’s toughest franchise law for the
reason that New York’s definition of the term “franchise” is the broadest in the nation;
h subsuming cerﬁin licensing, distribution and other arrangements which are not deemed to. be.: ..

| “franchises” under any other federal or state franchising law, rule or regulation. (Act §681 [3]) .
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The New.York-deﬁnjtion 1s in sharp contras.t'to that utilized by every other jurisdiction'
regulating the sale of ﬁanchjseé, where all three elements set forth above - - “trademark”, . -
‘_‘marketing plan” and “franchise fee” — must be present for a franchise to exist. In New York,
either of the first two elements combined with the franchise -fee component will suffice. This- -
... broadened definition of the term “franchise” thus covers many species of licenses, -

distributorships and-other commercial relationships not previously concerned with franchise -

regulation.
H. While there are many different forms and kinds, franchises may be divided into .
four basic types.

1. A manufacturing franchise is one in which the franchisor permits-
franchisees to make and sell products using either raw materials and/or specifications supplied
by the franchisor. Examples are mattress and bedding manufacturing and the local bottling and
c:anning of soft drinks.
| 20 A distributing franchise is one in which the primary purpose is for the
ﬁranch_isee to serve as an outlet for products manufactured by or for the franchisor. Examples are
franchised sales outlets for bicycles, automobiles, and gasoline. -

- - 1= Its purpose is to provide the franchisor with a distribution system to métrket its
i;)roducts. It is similar to an ordinary supplier-dealer relationship; but the -franchiseé.has a greater
identification with.the franchisor’s trademark and might be precluded from selling competitor#'
products. Examples .include soft drink boftlers, gas stations é.nd automobile dealerships.

- “Manufacturing and distributing type franchises are frequently considered as one .

categorty 1.¢., 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.
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 ﬁ mark and also provides a business format for the retail sale of goods or services:under -
the mark. The ﬁ'.anchisor typically doés not manufacture any products but may _offer to supply. .‘
equipment, ingredients, raw materials, packaging materials, advertising, and so-forth. The
franchisee typically performs services but may sell products in conjunction with those servic_:es; g
The franchisce usually deals exclusively in the frénchisor?s sponsored _services and is required to
adopt the franchisor’s mark and overall presentation format as its exclusive -ﬁade identity.
Examples include rest'aurants, convenience stores, hotels, motels, and auto repair centers, car® -
rental, real estate brokerage chains and temporary empl_oyment services. ‘The best known: .- .
' '. - exampleis the fast food franchise. In this type of franchise; the franchisee is primarily péying _
for the use of a'francfﬁsor’s well-known and advertised mark together with training, operating.
specifications, and business know-how supplied by the franchisor. -

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

financial, and real estate brokerage services.




5. Co-branding.involves a situation in which a single outlet is franchised by
two or more franchisors (such as Baskin-Robins/Dunkin Donuts) sometimes under two or more .
sepafate—-agreements, other times under a sincle multiconcept agreement.
L Mutual Business Centributions
A, . Theorctically, franchising represents the ideal compromise between big business
and small businessmen. The franchisor assumes the economic functions of big business, and lthe
franchisee contributes capital and entrepreneurship by becoming an owner-manager.* L
- B. .- The franchisor obtains new-sources.of expansion capital, new d_istribﬁtion markets
ahd self-motivated vendors of its products, ﬁvhile the ﬁ'anéhisae acquires the pro ducts, expertise,
stability and marketing savvy usually reserved only for larger enterprises. >
% C.ooo . Franchising is the evolutionary business response to the massive amounts of
- cdpital required to establish ‘ar_ld operate a company-owned network of product or service
vendors. . o
s D -As the United States became ﬁiore__industria_lized in the late 18‘[_11 and early 19th
centuries, national brands and nationally known vendors came into being and reworked the
. American economic landscape.’ |
E. . Franchised businesses ﬁow-ac_count for ng—::a_rly s | trilh'(_m db_llars in annual sales,
30% of the Gross National Product and over 41% of all retail sales. One of every 12 businesses
n the.United States is a franchise operation. Nationwide, there are 'ﬁlore than 2,500 franchisors.
‘Over 8 million people in over 600,000 franchise outlets are. employed in franchise operations.”
III.  Business Advantages of Franchises |
- The benefits of franchising may perhaps be best understood by considering the .

following startling statistic: While the average rate of failure for new businesses is 65% within.




five years from inception, a 1991 s‘n‘ldy by Arthur Andersen & Company of 366 franchise
| companies in 60'indus_t1iés revealed that nearly 86% of all franchise operations opened in the -
prior five years were still alive and under the same ownership; only 3% were no longerin- -
business.
© Arecent study prepared forthe Ttemational Franchise Assication reveals that
only 3- 11% of ‘franChisé‘d units (vérying by industry segment) suffer “turnover” in any given -
'year (“turnover”, in this context, is defined to mean closure of the subject unit or sale to a non-
'ﬁ-anch'jse'd purchaser).  And even these low figures may themselves be inflated, since often the
 franchised unit may be closed or sold for reasons other than “failure”, such as death or -
retirement. | |
" From the franchisor’s point of the view, the franchise method is advantageous
because it permits the franchisor to quiékiy'set"up and maintain a relatively large number of - -
outlets using the capital investments of the franchisees. From the franc_:hiéees’ point of view, the
: ﬁaﬁcﬁﬁé method is attractive béc'a'usé' the franchisee is given access to a proven and organizéd '
- product or service that has been advertised and is known to customers. Rather than start from -
zero with its own mark and its own know-how, a small business ‘person ‘who opts to become a -
franchisée has the advantage of plugging into a existing system and becoming a partially
independent éntreprenel_lr." " |
e Franchisor”is'Beneﬁts'
B A.  Intheideal situation; the franchisor has almost unlimited opportunities to perform

valid functions and be richly rewarded for that effort. At the inception, franchisees are
independent businessmen, providing the talent, inspiration and enthusiasm epitomized in the

' phrase “local entrepreneur.” They can decipher local requirements because of their direct




customer contact. The goodwill engendered in that contact is meaningful as well. These
attributes are frequently cited as the most fundamental attractioh for the franchisor.® -

'B. - 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
.. Tapidity of growth is normally measured in ferms of years rather than decades, as had previously.

been the case with national company owned chains. Further, since the franchisor often owns . .

- units itself, and since those units are normally more profitable than franchised units, the

- franchisor will frequently set up a nationwide network but retain for itself the most profitable
units. Finally, the franchisor acquires the aggressive self-motivation of franchisees, whose.
ownership fervoris general-'ly-'far greater than that of employee managers.”

~+ Cu: 0 In the purely financial sense, the franchisof may reap. generous rewards from a
variety of sources. It may obtain a substantiai fee for the sale of the franchise, regardless of
whetheﬁ_the fee is paid in full or paid in‘installments. In the service industries; the franchisbr.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
of methods that reflect payment based on usage. - Additionally, where the franchisor is also_ the -
manufacturer or wholesaler for any of the products or services used by the franchisee; the
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 pr0v1;d1'ng an assured demand, and by eliminating wide . -
ﬂuctuations'iﬁ‘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 .
credit- network, both to the franchisees and to their customers. One step removed from this
- would be the indiré'c;t extension of credit by the -ac_q_aisi_tioa of capital facilities through purchase,

lease. mortgage or othermse Wlth possessmn or use: belng made avaﬂable to the franchisee on - | ,
reasonable terms commensurate with the franchisor’s exposure to risk.: In sonae 1ndalstn.aa. thls |
financial support may extend to the inventory itself. H

s E. Non—'ﬁnaacial benefits ta 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 erﬁployees. Franchisors also - -
avoid a certain amount of risk inherent in most businesses. - Whether aregional milk dairy or a
niaj or 6il 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 vagaries of market .
- demand. "The franchisor also'receives the benefit of the constant accretion to the value ofits . ...
ffademark or service mark. The actual premises, the franchisee’s services and their devotion to .
duty all materially enhance the mark's value to the franchisees, to other franchisees and to the
franchisor. '*
IV. - Franchisee’s Benéfits

A. At inception, the franchisor should provide a trademark or service mark that 1s .

nationally known, The purposeis to provide an attractive reputation that is recogﬁized bythe -
coasume'rs-with whom the franchisees will deal. -In an ideal situation, the franchisee’s s_ucces\s, _
lies in complying with the standards formulated Iay the franchisor; both as to quality and as to .

uniformity. This emphasis is meant to facilitate the obtaining and maintenance of the nationally-
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known goodwill for the products or services. While fulfilling these obligations to the customer,
the franchisee benefits by the guidance provided by the franchisor in the form of business
standards. The franchisee should obtain internal benefits from a standardized management

systém and methods of internal control, -including marketing and inventory controls and

standardized bookkeeping. The franchisee will benefit externally from producing better results

in its individual 6peratidris, while increasing customer acceptance throughout the system.. - -
B ' .Franchisor can also provide expert guidancein capital matters like site selection,
design and engineering of the facility, layout, choice and sources fér equipment, furnishings, - -
supplies and even gen_eral’E:ontractor“'ser'vice's‘. Where facilities are to be leased or purchased, the
franchisor may provide expert advice, negdﬁating talent; or ﬁnanqial assistance through a pledg_er
of crédit. Tn the operation ‘of the enterprise, the franchisor should provide éproven system of
opétations through training, a Manual of Operations, supervision, researcﬁ, bulleﬁns and -
| refrééifér dbu’rses. There may be extensive benefits obtainable through bulk purchasing, buying
tec;,hﬁiﬁiies; or soiirces of supply. 'Where the franChiso‘r is'a manufacturer, the franchise family -
can préiride a Var'ietsr of cbét-savings that can be passed-down the line. All of this may be -
enhanced Ey'the .constant av'ailability of the franchisor’s highly-trained t.eam of experts. These
advgmages are what franchisees usually seek. They are what franchisors impliedly offer. -
Underlying the franchisor’s promise and the ﬁaﬁchisee’s goal is the offering of a business 111 o

* which the franchisee will have a reasonable opportunity to succeed-in developing a business of

her own.

V. Structﬁring'é'Frénchise System
Al For the most part a prospective franchisee has little'choice but to put his entire -

~ faith and confidence-in the franchisor. The franchisee most often assumes that the franchisor has
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worked out a finctional 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 propos.es to engage. Unfortunately, many franchisors think of their prime business as being .

that of the sale of franchlses rather than the operatmn of the franchise that may be purcha,sed by

the franchisee. For this reason, a franchisee must engage not only an attomey 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 adver:t:i_sing:, to e
orders, payments, credits, discounts, the fra,nchj_see must look to the fra.nc_:hiso_r.fq; tot_allgtgidqnc_e.
in every material aspect of the franchise relationship. 5 |
B. ... Franchising is a creature of contract. The franchise agreement or franchise,
contract embodies the entire relationship between franchisor a_nd franchisee. The egﬁ_rg structure
of a franchise system will be contained 1n a series.of ﬁanchise___ agreemgnt_s,_whicl_l__ s{_et.Aforth 1n .
detail the rights, duties, obligations and activities which each party pledges to undertake and
perform.: A number of different species of franchise agreements and rclationships may gxlist'tg_

properly implement 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, usually at a specified location or within a desi gnate(_i ter_ritory.

' Accordingly, a potential 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. ST PR
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€.~ The beginning point of the franchise relationship is the terms of the franchise
- rejationship. How long is the franchisor granting franchise rights to its franchisees? This is not -
én easy question to ahsWer. If the term is too short it will attract few, if any, buyers. Fraﬁchis_eés.
_ are purchasing a business opportunity where time is needed to develop name recognition, to - -
_maximize good will and to recoup their investment. If the term of the franchise is too long,
| probl_ems can arise. The franchisor may be stuck with a less than desirable ﬁ'anchigee who is.
unwilling or unable to operate the franchise successfully.-- If this is so, valuable locations may be |
sacrificed. Since many franchise agreements call for franchisees to upgrade and refurbish their
franchise locations at the end of the franchise term and upon renewal, too long a franchise term
can result in older franchise units downgrading-the image the franchisor is trying so hard to. .
present. '’ | |
"% Finally, franchise terms that are excessive in length prevent the franchisor fp_om_ adjusting
thezeconomics of the relationship as time goes on. - In other words, the economic-balance struck
thiIS%yéar'in terms of royalties and advertising contributions may: be totally out of line in the year -
2010, either to the franchisor’s or the franchisee’s disadvantage. While this imbalance can be -
rectified upon expiration of the initial term of the franchise, if that term is too long, the
" imbalance can destroy a franchise system. '® |
For franchises involving .signiﬁcanf investments by franchisees, such as restaurants, the .
typical term of the franchise is ten years, with an option exercisablf; 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 récjuired',' a very short franchise term can be imposed .with guaranteed rights of |

renewal to achieve certain strategic purposes.
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‘D. " Another key feature of the franchise structure is the grant of territorial rights. Itis -
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 -ﬁ‘an¢hised territory is ever trnily “exclusive.” If nothing else, termination of the
franchise agreement defeats any claimed “exclusivity.”” Also, while the franchisor can promise - .

‘not to own or franchise other units within a franchisee’s territory, a franchisor is hard pressed to .

prevent its franchisees from marketing in other franchisees” territories. Such restraints may - -

constitute violations of applicable antitrust laws. For this reason, many franchisors includea” -

 recital in the franchise agreemerit that no marketing exclusivity is conferred in connection with a .

grant of a so called “exclusive territory.” " =
E. 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; the franchisee should consider that a clause wherein the franchisor assumes responsibility ..

for assuring that the site will be successful be included in the franchise agreement. Where it is .-
the franchisee’s choice, the franchisor should consider a clause to insure that the franchisee . -
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 rights should be addressed as well.‘ The franchise - ..

agreement should specify-'wheth'er'a'ﬁ'anchi.see will:be_lpermitted to close a location and relocate
the franchised businéss and, if'so, under what conditions. t 18 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. *°
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- In connection with any franchise location, the franchisee’s lease provisions are of
paramount concern to the franchisor. The franchisor will want the absolute right to approve the
lease and that the lease not create obligations running to the franchisor. The 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 franchisee defaults,

and take over the 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 royalty 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 franichise 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;

o
\

the franchisor’s furnishing “turkey” sites; equipmént/buildo_ut financing programs; the sale of

bookkeeping or accoutiting 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.

Advertising is critical to the success of most franchise systems. The most corhm_on
adVertising.prévisions.found in unit franchise agreements call upon franchisees to contribute 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 from 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 -
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in advanced by the franchisor. An advertising submission and approval procedure should be set
forth.

G The franichise relationship miust be structured very carefully with regard to-a-

~ franchisee’s sale of the franchise. " A franchisor has every right to protect itself and its system " : -
 from undesirable franchisees. It is critical fo restrain any sale of the franchise to an individual or

entity who doesn’t meet the franchisor’s standards. It is not unreasonable to require a proposed -

purchasef to pfeseﬁt 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, qualiﬁcatioﬁs 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 nius't'-make cleaf whether the assignee/franchisee will .
assume the original franchise agreement; or will enter intoa new franchise agreement-with the -
franchisor. Finally, the sale of a franchise is a-good 'tim‘e,-to;make the purchasing franchisee, at ..:
his e'xpens'e,' ﬁpgradé the franchise premises to conform to the thén~’cur1’ent standards of the
franchisor.

"H.*  The worst of all worlds for a franchisor is to be stuck with a “bad apple”
franchisee and vice versa.” Accordingly, the franchise agreement must be explicit regarding the .
acts, omissions and/or courses of conduct-'which will give rise to termination of the franchise.

Termination provisions vary in accordance with what the franchisor wants to prdtect. Typical .
provisions give the franchisor the right 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
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conviction; failure to adhere to the operating manual; breach of the covenant not to compete; . -
failure to commence 0peretions within the required time period; danger to public health or
safety; filing of false reports to the franchisor; concealment of revenues; failure to deal fairly and

-honestly with employees and the pubilic; failure to.pay monies due to:the franchisor under the =

. franchise agreement; and, sale of unaurthorized goods or services at the franchised outlet. This =~ ) |

is not:an 'eXheustive list, onlya recital of some of the more important termination provisions. : -
“h Assuming that the law has been.ébrﬁplied with and that a franchisee has been - -
properly':terminated,‘ '.rthe.rights'-"and obligations of the parties following termination or expiration
must be fully addressed in the franchise agreement At a Immmum, }the agreement must provide
that upon termintion 'or expiration of the franchise, the franchxsee loses all rights to hold
himself/herself out as a franchisee; loses all rights to the franchiso_r’sname -and marks; and, loses
~ all rights to the franchisor’s confidentiel information and know-how.. -~ . =
#:0n a more positive note, the ﬁanehise'agreedlent should address franchise renewal. First
of allit'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
_ ethers. and there is no precise standard applicable nationwide pertaining to when a--ﬁ’aﬁ_chisor
must renew a franchise agreement. However, the general conception of these state laws is that a
franchisor must renew a franchise agreement unless there is “good cause” for non-renewal.
" Accordingly, franchise agreement renewal provisions must be customized on a state-by-state
basis. |
* This being addressed, the mechanics of renewal should be specified in the franchise '

- agreement. Renewal procedures should be carefully outlined with the following issues . -




specifically addressed: Will theére 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 'relationshipsare 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‘mékg it more difficult to-attract qualified buyers for locations that afe subject to such rights.
"~ Unit franchises may also be offered as an incentive for growth forexisting .. - -
franchise owners, with additional franchises granted to.successful franchisees. Franchisors. -
7 should exercise caution in granting-any sort.of contractual obligation to -grant additional unit. : -
franchises.- Most companies simply adopt company. wide .p'o_li_cies regarding the incentive
h progralﬁ; | | |
" The typical uses of an individual or -unit franchise are as-follows:
~ 1. For aservice 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
iinspe_ction, aﬁd' deﬁtal 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. |
s Area franchises are those with 'mu'ltiple. outlet franchises or area development

- agreements and may include subfranchisors and master franchisors. .Under these arrangements, a
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franchisee may be granted the right to develop and operate two or more outlets within a defined
‘Ferritory or, in some instances, the right to 'subfranchiée some of these development
responsibilities. Following are the significant elements of an area franchise agreement: . - -
“1." Territory and exclusivity -~ = -
2 Themumberofoutlts obedeveloped
'3 -The time frames for development -
4. Ffanbhisor assistance in development
5. Fee obligations - -
6. Site selection and approval responsibilities of the parties
7. Termination and its consequences (i.e., the effect of tenniﬁation- 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 outléts to be developed by the franchisee.” Separate ﬁanchis_e-: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‘ov'vn'ers 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 aréafranchise development, area franchisees should expect to

have management experience and people skills.

19




+ It should be noted that the United States franchisee population has dramatically
.changed over the past decade. ‘'While franchising’s roots may be traced fo the grant of an
individual franchise to one entrepreneur (or a small group of entrepreneurs) possessing no prior
- knowledge of or'experience in the subject industry (sOmetimes referred to-as “mom and pop”

operatlons) 1t is nevertheless the case that over the past decade many of Amenca s oldest and | _
. largest franchisors do not follow that paradlgm Instead, they find it far more efficient and -
profitable for all concerned to largely restrlct the grant of United ‘States franchises to: (i)
sophisticated corporations with the resources and background necessary to optimally operate
subject franchises, and (ii) existing franchisees ‘whose expetience, profitability and mastery of
the franchisor’s' system strongly suggest future success. . -

*Sometimes, this determination results in the grant-of multiple unit franchise rights

within a defined geographic area (city/county/state/region of the United States). Other times, 2
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 locationsto. . ..z . - .
sophisticated entities having vast experience in operating in such environments (as when major .
quick serve restaurant franchisors a.fford.franehiserights to experienced guest lodging chains for
room ’serviee, or when other quick serve fanchisors grant franchises for the_ operation lof airport
units fo large entities having vast 'e)liperience-in institutional food service operations)..

“The economic logic underlyingr these trends is compelling. _-'With regard to R
restricting the grant of domestic franchises only to experienced franchisees, the logic is simple:
instead of assuming the risk of an unknown, untrained and inexperienced franchisee candidate, it
~ is far better to grant the subject franchise to an exﬁeri_ence_d franchisee whose qualiﬁe'ations; o

skills, background and financial wherewithall are already known to the franchisor; who has




already undergone training; who has l_nastered the_many de;_ails of the franchisor’s system; and,
whose previous successfill operation of a franchised unit (with all of the managerial, operational
and financial skills required) strongly suggests future success at the newly franchised location.

Similar logic pertains to a franchisor’s grant of franchises to large corporations with significant

__net worth and substantial experience in the subject industry. Sometimes these two trends merge,

one major franchisor, which dominates its quick serve restaurant market segment, has asits .
largest franchisee a corporation which operates over 800 franchised restaurants; is a publicly
~ 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”).

V1. .-sAnOverview of the Law of Franchising
B ‘The franchise industry has been plagued by nymerous cases of abusesand
misrepresentations aimed at unsophisticated prospective franchisees. Widespread ingt?.nces,_have
-been documented involving such maipractices as high__prq:ssy_r_e franc_hise sales tgctics_,_ |
. unscrupulous and inexperienced franchisors, financially unstab_le _ﬁ'anchisors, hiddc{l._ fee. .
req_uireme_nts_ and kick-backs, failure to provide information on serviqc;s and fc:ain}ng tobe

furnished to.the franchisee, and use of coercive methods to get quick large deposits. 43 Fed. Reg.

59,614, 59,625 (1978).
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Until the 1970’s, the only so-called “franchise law” which existed was that body
of law affecting business iﬁ .-gﬁer.leral, with a special 'em.phasis placed on federal antitrust law and'
fhe Lanham Trademark Act. .

R The res’pqnéé to.the =id'eri’tiﬁc.éit'ion'_o"f the _é.bn_sideréblé'abusgs_ mfranchlsmg was a
wave of legislation esigned to protect prospective franchisecs from abuses connected with the
offer and saI_e of franchises. The first piecé of legislation generally regulating the'saleof
franchlses was the Califbxfﬁa"Frﬁnéhise Investment Law (CFIL), which bgcame effective on -
Yanuary 1, 1971. See Ca, 'C’bﬁs. Code 3100031516 (West 1998). The California legislation was
*followed by action at the federal level in the form of a Federal Ttade Corimission Fratichise
I}{"uléll(F- TC) Rule, and at the state level with .éﬁéc.:tment's' "ir-l"nineteén jurisdictions, including:
Alabams, Aikansas, Florida, Hawaii, Tlinois, Indiana, Maryland, Michigan, Minnesota,
Mississippi, New York, Notth Dakota, Oregon, Rhode Island, Sotth Dakota, Texas, Virginia, -
Washington, Wisconsin and the District of Columbia. |

- The FTC adopted its mle'concerniﬁg Disclosure Requirements and Prohibitions”
Concerning Franchises and Business Opportunity Ventiires, 16 C.F.R. 436 (1978) pursuant to the
* Fedoral Trade Commission Act, 15 U.S.C.A. 41 (1984 (West 1974). The FTC Rule mandates |
that specified ﬁtten disclosures be made at specified times and specified formats in connection
with the offering and sale of franchisés and business opportunities. 16 C.FR. 436 1.1 (1978). Tts
| status as a federal regulation would geneially Ca;usé the FTC' Rule to preempt state and Tocal
legislation and regulatidr'xj‘s"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 C.F.R. 436 n.2 (1978).
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The advertising and selling of franchises is strictly regulated 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 must be disclosed to

prospective franchisees. SeeJ. T. McCarthy, Trademark and Unfair Competition § 18:23 (2d ed.

_1984), In some states, a violation of the state franchise disclosure law entitles the franchiseeto

- tescind 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 to tort liability of franchisor, under various theories of tor.t' and contract law, a
franchisor generally will be held liable for. the torts of franchisees. . This includes legal
responsibility for both pefsonal injury and property damages resulting: from defective products or
| negligently rendered services. Sce J. T..McCarthy, Trademarks and Unfair Competition §-18:24
(24'¢d.71984). - |
A Before 'th_e.modem' franchising system developéd,.the coutts tended to apply -
&aditidﬂal principleé of C6ntract law to franchise coﬁtract 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 thrée decades, so too did the case law. . The number of judiéial
decisions directly involving business format or chain-style franchising problems increased
annually. Today, thereis a recognizéd distinct body of law specifically dealing with the major -
concerns of the ﬁanchising‘ industry and the franchising parties. > - |
© B.'  Because an intellectual property license lies at the core of a franchise, the laws
governing the licensing of infelleqtual pfoperty- constitute the heart and arteries of franchise laws.

Each of'the four bodies of intellectual -property law protects different property ,rights.. Tradem,é.rk
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law protects one’s right to use a distinctive word, symbol, or other device to identify the “sourcé’
of goods or services and prevent confusion by competitors using sindiar 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.
protets an author's originl exprssions and the axchsive right o copy, display, isrbue,
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 thé 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.
the éystem'_s independently owned operations. Wijthout this control in the license agreement, .
anyone would be able fo use a franchisor’s name, know-how, and creative works in any manner
in derogation of the owner’s intellectual property rights.. Under those circumstances, franchisors
would Have‘littl‘e to license and entrepreneurs would ha\}e little incentive to develop franchise .
Pfqgrams.23 S |

“ooloo Trademark Law
* While all four kinds of intellectual property can be found in franchising,
trademarks histor_icﬁlly have ranked first in importance because of industry’s heavy reliance on
manufacturing and distribution of goods.** Soft drink 1bottling,-da.tting 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 trédemarks,-provided the standards.for uniformity throughout the systems and created
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a marketing image. As a result, “Coke,” “Pepst,” and “7Up” are bottled and sold throughout the
world today by independent, franchised bottlers.?
. Under the Lanham Act a licensor must exercise quality control

over the licensee or nsk loss of the trademark_.zs' o

" b. The Lanham Act does not fmiuinize franchisors from theanti-

trust laws.”’

c.. The Lanham Act does not contravene the protective measures
adopted by many states such as in the prohibition of any:termination or failure to renew a _

franchise except for “good cause”**

d. Because the term “quality” and its uéuzﬂ corﬁpanioﬁ
"umform1ty“ ;re clalmedto .COIldQI.IB subj eétivé:staﬁdard:s for the ;‘Coﬂti'ol” reciuiréd by the
Lanhami:l\ct, the franchxsor’s d1scret10na.ry coﬁtfollrhéy create a fiduciary rélatioﬁship;z? -
2 | Trade Dress Law
 The courts have held that a franchisor, _like any business, has no p;jot:c:(:table o

interest in the mere method and style of doing business. The functional elgments of a business
- are not.considered protectable against competition from others. In some cases, _ho_vs_/ev_er,

 functional elements may be distinguished from the total image of a quiness, compﬁsing its trade
dress. - Recent decisions of the Supreme Court and_thé courts of appeals grant mére,_ protection to
business methods. State StreetBank and Trust Co. v. Signature Financial Group, 149 F.3d 1368
(Fed. Cir. 1998). The same is true in protection afforded. tq'th_e owner _of fqra_dc dress. Two
* Pesos, Inc. v. Taco Cabana Int'l Inc., 505 U.S. 763.(1992) (9th Cir. 1987). For example, m

1978 a federal court refused to enjoin a franchisee from opening a restaurant that was “strikingly
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similar” to the franchisor’s restaurent'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 business may include
- the physical (geometrical) shape and appearance of a business, signage, choice of color, floor

plan decor hst of services or menu, ch01ce of equlpment staff umforms and other features

reflecting a total image, Taco Cabana Intl Inc v. Two Pesos Inc., 932 F.2d 1113 (Sth Clr
1991), affd., 505 U.S. 763 (1992). When these elements are viewed by a court as non—fﬁrrotionel,
either individually or in combination, they may be protected against use by someone else without
.the owner’s consent. Moreover, e\ren When some elements of a business’s image are ﬁrnctiona_l,--
- if the particular combination of elements is not ﬁlnctionai, that combination 1s also.protected.
against appr0priation by another R

D _ D1sputes 1nvolv1ng the use .of mtellectual property ina franch:lse relatronsh1p

generally fall 1nto one of two categorles (1) efforts to stop someone from usmg the franchlsor s

intellectual property or converselys effortsby a franch1see or competltor..to use that property; and _

(ii) a claim that the property was not used according to the franchisor’s rules as stated in the
license agreement. Trademark disputes gener'ally test a franchisor’s ability to require a

- franchisee to stop using a mark it was previously licensed to use. For example, the franchisor

will seek to enjoin the continued use of a trademark by the (former) franchisec after the franchise

'egreerrrent ends. This contrasts with trademark disputes outside the realm of franchising, which
typioally in{rolve'questions about who owns a purported tredema'rk or whether trademark rights
have boen established. i

_E. " Another example of 4 trademark dispute in the realm of franchise agreements

exists where a party seeks to imposs vicarious liability on franchisors for acts committed by thé.
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franchisees. Perhaps the most pubhcrzed example of th1s is the 1994 case agatnst McDonald’s

~ Corp., in which a _]ury awarded a woman $2 9 nnlhon for bums suffered after spllhng hot coffee
in her lap. More common than tort claims are actions seekmg to hold ﬁ'anchlsors 11able for the

. acts of ﬁ‘anchrsees under the ant1 drscnmmatlon laws In Neﬁ’ v, Anrerzcan Dazry Queen Corp.,

59 F .3d 1063 (5th Czr 1995), cert. demed 116 S Ct 704 (1996), the court refused to hold the

| ﬁ'anchlsor 11ab1e for a franchlsee s alleged farlure to make its restaurant wheelcha1r accessrble.

The court stated that n order for the franchrsor to be lrable under the Amerlcans thh | | |

Drsabllrtles Act (“ADA”) 1t would have to be consrdered the “operator” of the franchrse The

critical factor in making this determination is control. A revrew of the ﬁ'anchlse agreement l.

establlshed that the franchlse was to be constructed in accordance with franchlsor approved |

standards Further, the franchisor retarned the nght to set bmldrng and equlpment malntenance

standards and to reJ ject proposed structural changes However, the court held that such control i

was 1nsufﬁcrent to render the franch1sor the 0perator for the purposes of the ADA Because of |

drscrep’ancres antong the circuit courts' deﬁmnon of “operator and a dearth of caset law kon the .

_ subj ect it 1s too early to tell what levellof risk franchisors face under the ADA for wheelcharr
acceSSIblhty to a franchlsee s bmldmg Untrl such standards become clear, franchisors should N
-careﬁllly consrder thelr core pohcles to assess whether they are potentlally drscrlmlnatory or.‘

| othermse estabhsh excessive control otrer terms and conditions of employment of the | )

_ ﬁanchlsee s employees and customer’s access to the franchlsee ] operatlon Thls case 1s
explored in, detarl m Dtcklnson Law Revrew Vol 101 1, P 137 The conclusron as expressed by
theauthor 1sthatthe - | i -

. ADA’s proutslons do not soIve the questron of franch1sor |
‘ 11ab111ty for Title TIT. If congress does not amend the ADA and

~ Neff'becomes the guiding precedent of future Title III cases,
*Persons with disabilities will need to wait even longer for the .
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" 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 dlsabled the ADA ?

F. Dlsputes mvolvrng trade secrets usually test whether the franchlsor owns a

protectable trade secret In olher words, the questlon usually is whether the dcﬁnrtmnal elements e

ofa trade secret are present based on case or statutory law. The key issues in trade secrets
“involve the scope of the ﬁ'anchlsor s know-how that is protected asa trade secret the steps a o
franchlsor must take to maintain secrecy, and the extent that a franchlsor can enforce a covenant '.
not to cornpete aﬁer the franchrse ends R o |
| " G - Ccpynght law has hlstoncally had a less 51gmﬁcant 1rnpact on franchlsmg in the |
courts bne commentator has statcd that “the law of copyrlght is. of tangentlal interest to E

34 However most ﬁ'anchrse systems mclude ongmal expressmns wh1ch may

franchtse systems
| quahfy for copyrlght protectlon Addltionally, copyrlght law may provrde greater protectron for _
creative assets than that whrch trademark or trade secret law may prov:de o o
| H Patent law has .also been hlstoncally less srgnlﬁcant to franchrsrng If there has
been a key. area of patent law issues for franchrsmg, it has been issues that arise from hcensmg of
patents such as whether a franchlsor seeklng to enforce patent nghts has properly used orﬂ |
misused its patent and whether a ﬁ'anchrsee S use of a hcensed patent exceeded the scope of use
authonzed by the franchrsor o o
o .I. The followrng case o.f misuse of adyertising”funds includtng a $606 mihion
judgment was reported in the New York Law ] oumal (Aprll 18, 1997) Franchlse agreements .

entered into by Memeke wrth 1ts franchrsees snmlar to many other franchlse agreernents

provided that each franchrsee had;to re_rm_t .10-percent.of_1ts w_eek_ly- gross re_v,enueto an
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advertising fund. The franchise agreements provided that these advertising contributions “shall
be expended for advertising which is published, broadcast, displayed or otherwise disseminated -
either during the calendar year within which such funds are collected by Meineke, [or] during the
immediately preceding or following calendar year.” Five'percent of the total advertising

o contnbutzon was to be used for development and placement of natlonal advertlslng, the |
remaining 95 percent of alﬁ'anchlsee 'S contnbutlon was to be spent on advertlslng within the |
franchisee’s locality or ADI (area of dommant 1nﬂuence) The court found that not only did
Meineke use the profits of New Horizons for its benefit, but the court found that 1t used the fund
to pay c_orporate- expenses, purchase superﬂuous advertising for the sake of generating
comrnissions negotiate volume discounts ﬁorn media'vuhile charging the.thll- arn'ount to the fund
and use the fund to generate new franclnsees Proussard V. Memeke Dzscount Muﬁler Shops,
Inc. 394CV255-P(WDNC) T - o

VIL What is aFranchlse n Law‘? | -

A Federal and state laws, .‘r‘ules and/or regulations now protect':prospective
ﬁanchlsees by requiring disclosure and reg1strat10n by t‘ranchrsors and anew Unlform Franchise
and Busmess Opportumtles Act as well asa Model Law have been proposed but problerns stifl
7. per51st W1th regard to such matters as the duty of good falth earnings clalms and the |
1ntroduet10n of randorn bllls attemptmg to correct specrﬁc problerns encountered by 1nd1v1dual
| franchlsees (There 1s also an unresolved 1ssue concerrnng attorney lrablhty for due dlhgence 1r1
connection w1th franch1se offering crrculars ) At the same trme there are si gnxﬁcant economic
- changes w1‘dnn the marketplace dernandmg greater levels of franchlsor expenence and ﬁnanc1al

strength, and the developrnent of new forms of ﬁanch1smg, Such as comblnatlon franchlslng and

niche franchlsmg.
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- 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: a

B.

~1. - The legislature hereby finds and declares that . . -

~the wrdespread sale of franchises is a relatively new formof
. ‘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 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.

2. - It is hereby determined and declared that the

- offer and sale of ﬁ'anclnses 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 promrses would

- *not-be fulfilled. - :
'(AddedL 1980, c. 730 §1)

| | The polrcy is set forth in §§ 681- 695 whlch follow

.Whlle a federal franchlse relatlonshlp law of general applrcatron was proposed as

early as 1971 no such law has ever been adopted at the federal level. Instead the FTC rssued its

Rule on franchrsmg, Wh1ch became effectwe in 1979 3 Aﬁ:er an exhaustlve study that began in

1971 the F TC determmed that the most serious abuses by franchlsors related to

mrsrepresentauon and faﬂure to drsclose matenal facts The remedy contamed in the FTC Rule

18 presale drsclosure The FTC Rule does not requlre any federal ﬁlmg or reglstratlon or does

it regulate the reIatlonshrp between ﬁ'anchlsors and ﬁanchlsees atter the purchase of the

franchise.*
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C. The FTC Rule imposes six different requirements in connectioﬁ with the
- “advertising, offeﬁng, licensing, contrabting, sale or other promotic_ﬁn” of a franchise in or
affecting commerce.

1. Basic Disclosures

. The FTC Rule requires franchisors to give potential investors a basic disclosure

document at the earlier of the first face-to-face meeting or at least ten business:days before any
money is paid or an'agreement is signed in conneqtion with the investment.*® In addition, the
prospective franchisee must receive copies of all franchise and related agreements completély -
filled out and ready for execution at least five business days prior to the time that the franchisee
executes énd such Contract and/or pays any moﬁey to the franchisor.
-2y Advertised Claims
% The FTC Rule affects only advertisements that include an earnings claim. Such. -
ads m'ﬁs“jtﬁisclose the number and percentage of existing franchisees who have achieved the
~ claimed fesults, along With'éaufionary language.  Their usc triggers required compliance with the
Rule's earnings claim disclosure requirements. *'
3. Earnings Claims
" If a franchisor makes earnings claims, whether historical or forecasted; they must
Eh_ave' a reasonable basis, and prescribed substantiating disclosures must be given to a potential -
investor in wntmg at the same time as the basic disclosures.*?
74 . Franchise:Agreements " -
R The franchisor must give investors a copy of its standard-form franchise and - . .
felated agreements at the same time as the basic disclosures, and ﬁnal_éopies intended to be. |

executed at least 5 business days before signing. -
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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 to provide.investors with any promotional or other - .
materials they wish, no written or oral claims may contradict information providedf_in: a required
dis'c_:losurc.45 p |

~D.-~ -~ Failure to comply with any of the six requirements is a violation 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
- deﬁﬁed as a “franchise broker.”* - - - |

“ o The FTE can impose civil penalties of up to-$10,000 per violation of the FTC .
Rule.”” The FTC can also reﬁuire rescission, reformation, payment of refunds or démages, or
combinétions of these remedies,*® and it can issue cease-and-desist orders.

- Currently; there is no private right of action for violations of the FTC Rule.

" Remedies do, however, exist under state law. - State franchise and business opportunity laws, and
state consumer fraud or “little FTC acts,” which typically cover the sale of franchises and.. . .
frequently make any violation of the FTC Rule a state law violation, generally provide a private -
right of actipn 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. The FTC’s enforcement of its Franchise Rule has steadily ..
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accelerated throughout the past decade culmi_nati'ng in its significant victory in Federal Trade
Commission v. Minuteman Press, et al., 53 F. Sup 2d 248 (ED.N.Y 1998). -
"You should beware that the FTC Franchise Rule is about to undergo a most -

dramatic overhaul for the first time since the regulation took effect in 1979. On October 22, - -

-1999, the;Federél—-Trade Commission-released-a “Notice of Proposed Rulemaking’? (NPR”)......
detéﬁling suéh”fdrthconﬁng changes. = o . |
VIL *State Registration and Disclosure Laws.*® -
A, Because disclosures required by state registration and disclosure laws can be used
| to satisfy the requirements of the FTC Rule, it is appropriate to review the state disclosure laws
in connection with the FTC Rule. Sixteen states require franchisors to register and disseminate
to pifogﬁ"ébﬁ've franchisées a prospectus type disclosure document prior to-engaging in any
franchlsesales activify‘. :‘These.st'ate registration and dis(:lo‘sure laws provide that, unless a - -
s_téfﬂtdfif exemption i$ available;, no offeror sale of a ﬁ'anchise can take place unless and until the
- franc};lsofhas filed with the ".z.ipi)“fdpriate state ageﬂéjr, and that agency:haS'abprved aﬁd
registéféd, 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
franchisees at the eatlier of (i) the first personal meeting between a franchisor and its prospective
franchisee (ie. the first face-to-face meeting held for the purpose of discussing the sale, or
'possiblé sale, of a franchise); (if) ten business days prior to the execution ‘by the prospective.
franc_:hisee of any franchise-related agreement; or, (iii) ten business days prior to the payment by
the prospective franchisee of anty monies or other consideration in connection with the:sale, or
51

‘proposed sale, of a franchises: > The most important exemption from the registration

requirement is the “blue chip” exemption set forth in the CFIL section 31101, which is available
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to substantial franchisors who have been operating a minimum number of franchises for a.
specified period of time. In addition to the “blue chip” exemption in section 31101 there are -
other exemptions provided in the body of the Franchise Investment Law, or that have been

promulgated by the Commissioner of the Department-of Corporations pursuant to rule making -

. powers of section 31100 which explicitly grant to the Commisﬁ_is?aér.thep?w to exempt “any - -

other transaction which the Commissioner by rule exempts as not being comprehended within.
the purposes of this law and the registration of which the Commissioner finds is not necessary or
- appropriate in the public interest for the protection of investors.” Cal. Corp. Code 31110 (West
1997). - Among the exemptions set forth in the CFIL and the correlate regulations are exemptions -
for thé sale of a franchise or area franchise by a franchisee or subfranchisor on theirown . .
account, id. 31102 (West 1997), certain transfers of franchises to persons outside the state of .
California, id: 31105 (West 1997), ceﬂajn offers, sales or transfers of franchises involving the.
,"_—=Wholeéale distribution or marketing of petroleum products, id. 31104 (West 1997), or 'invqlving .
' franchiSees pos'se.ssing éertain’ levels of exﬁeﬁénce fand'sbphisticat_-i_pn, id.31106 _(W.est. 1997), o
transactions.relating to “bank credit card plans,” id. 31103 (West 1997), transactions i_1_1 _which ,‘
the franchise fee is no more than:$100, Cal. .Code Regs.tit. 310.011, or the amounts paid for
fixtures, equipment 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 tﬁat a party found guilty of a willful violation of “any
: provision” or of “any mle-or order under”, rthe CFIL can be fined up to $1 0,000,_impriso_ned _fqr
up to a year, or both, unless the party can establish that he or she had no knowledge pfthe_ rule or

“order violated. -
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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. It is 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 requlred to

be stated therein or to fail to notify the department of any maferial
ch_an_gg: as required by_ this article.

2. It is unlawful for a person, in connection with the

' "offer sale or purchase of any franchlse to directly or indirectly: -

(a) Employ any device, scheme, or artifice to defraud. -

(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
* defense to one accused of omitting to state such a material
fact that said omission was not an intentional act.

(c) Engage in any act, practice, or course of business which
‘operates or would operate as a fraud or deceit upon any
person. > - L

3. It is unlawful for any person to violate any

" provision of this article, or any rule of the department promulgated

hereunder, or any condition to the effectiveness of the reglstratlon of an
offering prospectus or of an exemption from the registration prov1510ns of
th1s amcie

4. Any condition, stlpulatlon or prov151on purporl:lng

* 'to bind any person acquiring any franchise to waive compliance with any
provision of this law, or rule promulgated hereunder, shall be void.

5. 1t is unlawful to require a franchisee to assent to a
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
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of the enumerated unlawful or fraudulent practices and for injunction and other relief as may be
indicated.
X. Franclnse Relat1onsh1p Law™

A. Elghteen states Puerto Rlco and the D1stnct of Colomb1a have adopted franchise

..relaﬁonghip..laws,sinqe...,(:ali_fomia_.. passed the California ,Eranchi'se.‘.l_nv.estment. Law., in1971. S

While each state relationship law has a different definition for the term “franchise,” most
definitions llaVe a ccrnbination_of thé following .'eler.ne_n_ts: (i);e_ithe_r armatketingplan or
community of interest element; (ii) a ttad_em_ark_elenlent; and (iii) a fee element.
1. Marketing Plan |

B “The texml ‘.‘lnarketiné nlan” refets'tora grant of the right to engage in business -
under a ma;rketmg plan or system prescnbed in substant1a1 part by the franchisor. Generally, a
marketlng plan exists whenever the franch1sor presents the group of franchised outlets to the
pubhc as a unit, w1th thelappearance of some centrahzed management and un1form standards
Under the Cahfornla state law a franchlsee is granted the nght to engage in the busmess of
offering, selling, or dxstnbutmg goods Or services under a ma;rketmg plan or system prescribed
by the franchisor and the operatlon is substannally assoc1ated with the ﬁ’anch1sor s trademark,
service ma:rk trade name, logo advertising or other commercial symbol and the franchisee is
requlred to pay a franchlse fee In Ilhn01s the Franchlse Dlsclosure Act prev1des that a
marketlng plan means a plan or systern relatmg to some aspect of the conduct of apartytoa
contract in conductlng busmess 1nclud1ng but not l1m1ted to (a) spe01ﬁcat10n of price, or special
pricing systems or d15count plans, (b) use of part1cular sales or dlsplay equlpment or
merchandising devices, (¢) use of speciﬁc sales techniques, (d) use of adyertising or promoticnal

“materials or cooperation in advertising efforts. The marketing plan approach in defining what
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constitutes a franchise has beeri adopted by 'a majority of the states, including California, and the
FTC.
2. Community of Interest

_ This approach has been adopted by a few states; including New Jersey and -

- Wisconsin.-Some of the frarichise laws require that a franchisor and franchisee maintaina - .-~

“community of inferest” in the marketiﬁg 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 palfies have a continuing financial intére"stand a degree of interdependence. - -
This broad definition ¢an refer to-almost any on-going bﬁsin.essfrelationship-in which the dealer
‘has" an investment in the business.* Tn New J ersey, on the other hand, the courts have construed
“community of interest” more nartowly and require the franchisor to maintain a higher degree of
control. Tn'effect this means that there must be a sufﬁéient inequality between the parties such -
that termination of the relationship by the stronger party would shock the court’s sense of
: equ1ty55 S T o
i Under the “cdmmﬂnjty’-’of interest” approach, an agreement is considered to be a
franchise where:’ (1) the franchisee is granted a right to'é‘ngage in busine.ss using the franchisor’s
proprietary marks or property; (2) a community of interest exists concerning the marketing of:thé
: g'dbds ot sérvices of the business; (3) the jfr'a:né:hisee_-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 pafticular business .-
arrangement might fall under such a definition is relatively S;[rong. ' Therefore, ;‘community of

interest” type definitions tend to be regarded as, potentially, quite broad.
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By conirast, the “marketing plan” definition provides a nai‘_:ower 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

-prescribed by the franchisor; (2) the franchised business is substantially ass_gciated with the

proprieary marks o property of the franchisor; and (3)the fanchisee fsroquired wpaya
franchise fee of some sort.
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 ._franch.islq_r_
the right to éngage:in the business of offering, selling or distributing goods or services; (2) ;ha_t :
business must be operated pursuant to a marketing plan or system prescribed in sgl:_gstant_ial part .
by the franchisor; (3) that business must also be substantially associated with the ﬁfg‘nchigo:’_:s.:_l_ _
proprietary marks; and (4) the franchisee must have to pay, directly or indirectly, a f;.a:r:lphisg‘:fge.

3. o Trademark- . .- .. . ... |

' The trademark element of the state relationship laws will always be satisfied if the . .
franchisee is licensed to do business under. the_ franchisot’s name or mark. Most of the mérketing
plan franchise laws, however, do.not require a licens_e_._ In some of these states, the Qp_era_tiqn of 7
the franchisee’s business must be substantially associated with the franchispr.’s trademark. In
- other states, tﬁe trademark element is satisfied where the ‘}‘_:‘_ranchisor_’_s trademark or service mark
identifies the goods or serviges sold, rather than the business itself. This would iﬁc_h_lde, many
k ordinary distributorships.”® .
4. - Fee

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

 that the franchisee is required to pay for the right to do business under the franchise agreement.
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This payment does not have to be in the form of a franchise fee; it may also. be royalties on sales.
As aTesult, almost any trademark license agreement would satisfy this requirement. It may be, -

for example, a required payment for rent, advertising assistance, equipment and supplies.

However, it does not include payment for a reasonable quantity of goods for resale at a bonaﬁdc _

wholesale price.*’ For example, in Brawley Disbibution 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 franchisee signals that the
franchisce is buying something of value from the franchisor namely,  the grant of aright to.. "
engage in a business which includes the right to use the franchisor’s marketing plan, and a.
license to use the franchisor’s commercial symbols. In this regard, then, a franchisee occupies a:

very different status fromi that of an employee, agent or other similar business entity. The

-franbhise_e,' rather than being compensated by the employer or principal in exchange for services,

" purchiasés by means of the franchise fec, from the franchisor the right to owh and operate his or.

her own business using the franchisor’s business expertise and commercial symbols.
g p

X, The Uniform Franchise Offering Circular (‘UFOC")

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

Iitigation' 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 introduced during this decade both at the state and

~ federal levels. Instead, there wasa legislative reaction to the patchwork of inconsistent state

legislation enacted in the 1970s. In 1983, the National Conference of Commissioners on. - -
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Uniform State Law (“NCCUSL”), author of thé Uniform Commercial Code C‘UC,C_”), undcrtbok

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 ﬁliﬁg_with the appropriate state agency in connection .-

w1th ﬁ‘anchlse Sales and mcludes a prlvate cause of actlon for v1olat10n of the Act whlch does

| not exist for violation of the FTC Rule. In the area of franchise relat1onsh1ps the Act. codlﬁes

~ the common'}aw,qovenant of good faith and fair dealing, rather than mandating good cause and. -
procedural requirements _similarto 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 Jong . -
way toward eliminating the inconsistencies in franchise regulation and reducing the high cost of.

" compliance for franchisors.*® |

In order to eliminate the confutsion engendered by the varying (and sometimes . .

conflicting disclosure requirements of the different states, and to facilitate legal complian_qe»by' -

~ national or regional franchisors; the state franchise administrators originally acting under the ... .

ﬁmbrella 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 accb’mpanied by certain addenda and when prepared in accordance with the UFOC
Guidelines promulgated by NASAA (dictating UFOC contents), will satisfy the requirements of
all franchise registration states and wilk: sétisfyihe Federal Trade Commission as well. .

A coordinated review of a UFOC is provided that streamlines registration by
franchisors filing in multiple states. .1t does not eliminate the filing of the required registration ..
documents with each state but consolidates the various states comments into one unified |

- common letter sent to the franchisor. - -
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B. - On April 25, 1993, the NASAA membership voted unanimously to adopt the New
UFOC Guidelines. The phase-in adopted by NASAA pfovides that the New UFOC guidelines
. are effective six months after the FTC and each NASAA member whose jurisdiction requires . .,

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

the New UFOC.. As of January 1, 1996, all initial ﬁ'anclﬁse_apﬁlications and renewals must. . .
comply with the New UFOC.®! |
XI. _Récenf 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 adoption nearly 20 years ago. In-
an Advance Notice of Proposed Rulemaking (“ANPR”) published in the Federal Register, the.
FTC reféélﬁ ‘its plans for revising the Rule and addresses a number of ,i_ssueé. of critical concern. .

to franchisors and franchisees alike. - The FTC hasno interest in applying the FTC Franchise .

" Rule to intérnational transactions involving American franchisors. ®' * Accordingly, significant - -
relief may be granted to franchisors when they need to comply with the FTC Franchise Rule
when selling franchises abroad. At the same time; the FTC has hinted that it may impose new
disclosure requirements in connection with-the sale of “co-branded” franchises (in -wlﬁch two or .
ﬁlore ﬁ"anchisdrs‘: combine forces to-offer a franchisee the ofportunity to operate two or more -

| trademarked franchises in one outlet). The: ANPR notes that the FTC “is uncertain whether the

(éo—branded) franchisee is purchasing two individually trademarked franchises (and thus should
feceive Separ_ate disclosures from each franchisor) or is purchasing a hybrid franchise . . . ..
arrangement that has its own risks (and thus should receive a single unified disclosure L

document).”
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B. Further, the FTC is exploring whether its Franchise Rule should be modified to
embrace franchise sales activity taking place over the Internet and through other electronic
communication modes. Similarly the FTC -suggests in the ANPR that the “first personal

meeting” language of the Franchise Rule's requirement may be replaced by a “first substantive

discussion”, disclosure requirement for disseminating disclosure documents. This “‘discussion” . -

- may -take place over the internet, the telephone or through other electronic means. . -

C. The most substantive potential changes are related to the mandatory,disclosﬁre -
requirements, The ANPR suggests that the FTC might mandate that franchisors set forth -

_. carnings claim disclosires in their disclosure documents. **:On the other hand, the FTC appears
ready .t'o require franchisors to set forth prominently in their disclosure documents that.the FTC .-
Franchise Rule permits a franchisor to-pro#ide’-.a-prospect'ive franchisee with earnings claim .-
information and that if 'Such"'iﬁformation is:not:set forth in the franchisor’s-disciosuxe document, -
no other 'Eafnihgs claim information imparted should be relied upon absent written
'Subs‘tantizétion'_- T
XI. - Antitrust .

" In the early 1970s, the federal antitrust laws, as then interpreted.and applied by ..
the courts, provided a'powerfiil basis for claims against franchisors. The antitrust laws provide .
in many circumstances for treble damages as well as attorneys’ fee awards. At that fime, the. .
legality of Qertical-festrictiohs Wés in doubt.  In practice, many franchisors were engaging in -

| tying practices: Many: franchisees were forced to buy equipment from the franchisor or its . . .

affiliates when there were perfectly acceptable alternative sources of supply. -

'Ké'y among the antitrust law’s prohibiti.or;'s are those prohibiting “tying”. A .. .

“tying arrangement” is one in which the seller of a product (the “tying” product) conditions its ..
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~ sale upon the buyer’s agreement to-purchase a second (presumably unwanted) product (the “tied”.

product).

~ Aniillegal “tie” embraces the following elements: (I) there are two distinct

‘ produbts; (ii) the seller fequi_rcs_ the buyer to purchase the tied (second) product in order te obtain

the tying (the first a{_l_ii_.waptcd) product; (iii) the seller has “market power” in the market forthe .

tying 'prodﬁct; and, (iv) the tying arrangement affects a substantial amount of commerce. Tying
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.. = i

" In the franchisé arena, the judiciary 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 compelling such

purchases from franchisor-approved suppliers), on the other hand, are two distinct “products” for
purposes'of tying analysis. ©

Eastman Kodak Co. v. Image Technical Services, Inc., 504 U.S: 451.(1992) .-

~ (“Kodak™) -='took the'thore reasoned approach that a franchisor’s franchise is inherently

indistingiliShable 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 distirict from the products or services which a franchisee was required to
_purchase from its franchisor (or from a vendor designated by the 'franchiso'r)'. The reasonis - °
| simple. Before Kod'ak, 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, . .-
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since few were the franchisors Who ~apcounted for 30% or more of the competitive franchise
landscape.

However; the increased comfort enjoyed by franchisors as a result of the above-
referenced “franchise indistinguishable from products sold™and “insufficient market power”

decisions was eradicated by the U.S. Supreme Court’s landmark 1992 decision in Kodak. . ..

~..~In Kodak, independent photocopier repair companies challenged Kodak’s abrupt |

change of policy: denying thgm access to Kodak parts and instead requiring Kodak customers to .
purchase both repair service and replacement parts from-the company itselfas an illegal “tie” in .
perse :violaticin. of the..Shennan Act. Kodak expanded traditional antitrust “tying” analysis by
coﬁcentraﬁng'not just on the primary market in question (which, in Kodak, was the maket for all
- photocopying machines) but also-on any relevant “aftermarket” (which in Kedak was deemed to
be the market which Kodak photocopier purchasers confronted when secking service and patts .

for their Kodak machines).

- el Briefly, Kodak ‘argued that since it possessed insufficient. “market power” inthe -~

primary equipment market, it could not as-a matter of law exercise any maket power n thg:_ .
aftermarket for service, even if it did have a monopoly on certain parts needed to repair Kodak
machines. The U.S.Supreme Court disagreed, holding that.competition in the _primary market .. .
.did not preclude Kodak’s exercise of power in the aftermarket. - . .

- - Although Kodak was only a decision denying sﬁmmary_ judgment, 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-
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contract aftermarket (the market for the sale of goods and services from franchis'or to
franchisees).
. The question is whether Kodak applies to franchising? Do franchise agreement sourcing

restrictions prohibiting franchisees from purchasing products other than from the franchisoror

from franchisor-approved sources constitute an illegal “tie” or even monopolization, 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-contractual change of policy
resulting in a repair equipment/service lock-in between Kodak and its photocopier 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 to both questions. That is, the courts are now
divided over whether Kodak should or should not apply to franchising.

~Franchisors seeking to severly restrict their franchisees’ sources of supply of key

Campbell v. Irving Oil Corp. - F. Supp. - CCH Bus. Franchise Guide §11.414 MS 1998). For

they are the only post-Kodak de;éis_ions to hold that Kodak applies in the franchise arena

- notwithstanding all logic to the coht_rary (franchisees, after all, receive the very detailed pre-

contractual disclosure that was the “missing link” upon which the U.S. Supreme Court rested its
decision in Kodak). And the Cpllin_s and Irving Oil courts, for reasons they are not disclosing,
elected to ignore all of those salutary cases of the 1980’s holding that non “market power”

analysis applies to the franchise arena at all, since a franchise and the products which franchisces

‘must purchase from designated sources (including the franchisor itself) are not two distinct

- “tying” and “tied” goods bus are, instead, part of a si_ﬁgle_ integrated package.
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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” confracts obtained from vendors or key products find they may not do so without the

_possibility of great legal peril.
| Asa result of changes in practices in the industry and changes in the attitudes of
| | régulatory and judicﬁiél'ofﬁcials toward antitrust laws, claifs of antitrust violations dropped off
significantly in the 1980s and 90s. Antitrust laws today are used by franchisees only in the more
egregidus'cagés. | . |
XIII. Conclusion
 Asis clear from the foregoing paper, the concept of franchising has taken hold
and exploded so exponentially that its perm_anéncy on the Allﬁericlgn landscape can no longer be
qu_estioned.
© As a useful warning t6 practitioners counscling actual and potential franchisors
and franchjéees, a Ie.sso.n to "be. Iéame& is that a failure to properly appreciate the ‘éqncept ofa’
franchise underlying the definition in section 31005(a) of the CFIL (see also the New York
General Business Law § 68 i) can result in an indiscriminate and unwairén_ted application of the
state statutes fhat have adopted that statufé as well as the FTC. To this end, this Article has -
soﬁghf't;) show that the concept of “francliis‘e’; encompassed by the four elements contained in -
the mérkétiﬁg Hd'eﬁnit.ion: in section 31005(a) of the CFIL embodies a 'Speci’ﬁc blend of =
iﬁdeﬁéndéncé and dependence. o
| A franchise is a relationshiip in which the franchisee is independent by virtue of

the fact that the franch'ise'e_'. is granted the right by the franchisor to actually own and operate the
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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 ﬁ"anchlsor due to the fact that the success of the busmess largely depends upon the

: ﬁanchrsor s expertlse in the form of the method of Operatlon prov1ded by the ﬁanchlsor and the

franchlsor $ commermal 1dent1ty, n the form of the ﬁ‘anchlsor s symboIs Indeed 1t is the grant

B
R

of the nght to engage in busmess usmg the franchlsor s method of operatlon and commerclal

symbols for which a franchlsee pays a franchlse fee Wlthout thls unique blend of 1ndependence

and dependence, there simply is not a franchise. Absent an apprecratron of the conceptual basrs

of the definition of “franchise”, the courts may well contmue 1mpr0p erly to transform into

franchises trad1t10na1 forms of business enterpriscs, Whlch do not in fact possess the necessary

blend of independence and dependence.
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supra at § 1.01{1). 8. J. Kelly, Small Business Forum; Is Your Future In Franchises? Assess
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.the Opportunity and Risk, L.A. Times, June 3, 1998, at D7. International Franchise Association,

-Industry and Trade Summary on Franchlsmg (1 995)
' -Brown, supra at § 1.02[2].
Kaufmarm, supra at 19.
Brown, supra at § 1.02[2].
Brown, supra at § 1.02[2].
12 Brown, supra at § 1.02[3].
12 Brown, supra at § 1.02[1].
14 Brown, supra at § 1.02[2}
N Brown, supra at § 3.02[1]
16 Kaufmann, supra at 24.
17 Kaufmann supra at 26.
13 Kaufmann, supra at 27.
1 Kaufmann, supra at 27.
20 Kauftnann, supra at 29.
21 Lowell, Sources and Trends for Franchise Law in the Eighties (Part 3), 2 Franchise L.J.
30, Spring 1983; Leet, Sources and Trends for Franchise Law in the Eighties (Part 4), 5
Franchise L.J. 15, Fall 1985; Lowell, Time Travel: Franchise Relationships of Tomorrow,
American Bar -Association 11th Annual Forum on Franchising (1988). Cited in 62B Am. Jur.
2d Private Franchise Contracts § 6 (1990).
2 David Gurick, A4 Symposium on Franchise Law: Intellectual Property in anchzsmg A
. Survey of Today's Domestic Issues, 20 Okla. City U.L. Rev. 347 (1995).
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23 Gurnick, supra at 351. L
#  Seee.g., Susserv. Carvel Corp., 206 F. Supp 636, 640 (SDN.Y. 1962) aﬁ’d 332F.2d
505 (2d Cir. 1964), cert. dismissed, 381 U.S. 125 (1965) (stating that the trademark is the -

" comerstone of a franchise system. See also 2 J. Thomas McCarthy, McCarthy on T vademarks

and Unfair Competition §18.22 (3d ed. 1992) (“In some situations, a franchise is merely a -
sophisticated program of trademark licensing.”) cited in David Gumick, A Symposium on
Franchise Law: Article: Intellectual Property in Franchising: Survey of Today's Domestic

g.gsues 20 Okla. City U.L. Rev. 347, *351.
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M. Pitegoff, Franchise Relationship Laws: A Minefield for Franchisors, 45 Bus. Law.
% 15 U.S.C. §§ 1055, 1064(e)(1) 1127.

27 15US.C.8 115(0b)(7). :
-8 See also Mariniello v. Shell Ozl Co., 511 F. 2d 853 (3rd Cir. 1975) |
9 Dormed Stadium Hotel, Inc. v. Holiday Inns, Inc., 732 F.2d 480 (5th Cir. 1984), Bainv.

Champlin Petroleum Co., 692 F.2d 43 (8th Cir. 1982); Arnott v. American Oil-Co., 609 F.2d 873

' (8th Cir. 1979), cert. denied 446 U.S. 918 (1980).
_ Gurnick, supra at 353. '
3 See, e.g. “McDonald’s Settles Out of Court Over Coffee Burns ” Leg Intellzgencer Dec.
5, 1994, at 4. A judge later reduced the award by more than $2 miilion. Ultimately, the case was
settled for an undisclosed amount. Id.
32 Jeffrey S. Klein and Nicholas J. Pappas, A Franchzsor s Liability For Discrimination by
Franchisees; 6/3/96 N.Y.L..J. 3, (col. 1)
3 Gurnick, supra at 352. !
34 W..-Michael Garner, Franchise and Distribution Law and Practzce § 7 47 (1990)
3 Gurnick, supra at 353.
36 See e.g. Span-Deck, Inc. V. Fab-Con, Inc. 677 F.2d 1237 (Sth Cir. 1982) cert. demed
4591.S. 981 {1982); R & G Affiliates, Inc. v. Knoll Intl, Bus. Franchise Gulde (CCH) § 8181
(S.D.N.Y. 1984).
> 62B Am. Jur. 2d, supra. : : : FE
38 Disclosure Requirements and Prohibitions Concermng Franchlsmg a:nd Busmess
Opportunity Ventures, 16 C.F.R. 436 (1979). ‘ L
39 Pitegoff, supra at *4.
40 Lydia B. Parries, Federal Trade Commission Regulation of Franchlsmg, 12. Practlclng Law
Institute Commercial Law and Practlce Course I—Iandbook Senes 603, 102 (1982)
Parnes, id. - SoEL : L
‘Parnes, id.
Parnes, id.
Parmnes, id.
Parnes, id.
% Lydia D. Parries, Federal Trade Commission Regulation of Franchising, 12 Practicing Law
Institute Commercial Law and Practice Course Ha;ndbook Senes 603, 102 ( 1982)
47 15US.C. §45(m)(1). ' T e
48 15 U.S.C § 57(b).
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49 Selliner v. Freeway Mobile Homes Sales, Inc., 110 Ariz. 573,521 P. 2d 1119 (1974). . - .
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Franchised automobile and truck dealers, gasoline service statlons and soft drink bottlers-
together accounted for an estimated 70% of all sales by franchises in the U.S: in"1988.-Thomag -~ -




California: Cal Coxp Code Ch lO §8 310 et Seq

Florida: - : Fla Stat Ann Ch 71-61 see also Flonda Rules Ch. 2- 17
| Hawaii: ‘-'Hawan Rev L §482E—
Iﬂinois: ‘Ill Ann Stat Ch. 121 §701

Ind1ana Ind Code § 2.5. 23 1

Massachusetts g Mass Gen L Ann Ch 93A § 2(a), (b)

Michigan: Mich. Comp L.§ 19 854 later amended to prescnbe dlsclosure Wlthout pnor
reglstratlon R ; . T

Mlnnesota Mlnn Stat." Ann. §800 01

_ New York NY Gen Bus L. §§ 680 695

North Dakota Senate B111 No. 2479 (1975)

Oregon: Ore. Rev. Stat. § 650.007; see also, Oregon Rule § 40050, o
Rhode Island: R Rev. L. Amn §19-281 R

- South Dakota SD Comp L §37 SA—

Vlrglnla. ~ Va. CodeAnn § 13: - 557

Washlngton Wash Rev. Code § 19 100 010

Wisconsin: WlS Stat. Ann. §553 10 see also Wis. Adm Code § 31 01.

E " Kaufman, supra at 50. S |
% FRANCHISE RELATIONSHIP LAW CITATIONS AND POPULAR NAMES

Franchise Practices Act, Ark. Stat. Ann. §§4-72-201 to -210 (1987).

~California Franchise Relations Aot, Cal. Bus. & Prof. Code § § 20000 to 20043.(West 1981).
Trading Stamps, Mail Order, Franchises, Credit Programs, Subscriptions Act, Conn. Gen.

Stat Ann.'§§ 42—133e to -133h (1972)
Delaware Franohlse Securlty Law, Del Code Ann tit. 6 §§ 2551 to 2556 (1953) |

Franchlsmg Act., D C..Code Ann §§ 29-1201 to 1208 (1 989)
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Franchise Investment Act, Hawa;u Rev Stat § 482-E6 (1978)

Franch13e Dlsclosure Act Ill Rev Stat ch 121 1/2 1[ 1718- 20 (1988)

' Deceptlve Franchlse Practlces Act Ind Code Ann § 23-2—2 7-1 (1987)

Franchise Investment Law Act Mlch Comp Laws § 445 1527 (West 1984)

~ Franchise Act, Minn. Stat. § 80C 14 (1986)
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Pyramid Sales Scheme Act, Miss. Code Ann. § 75-24-53 (1975).

Pyramid Sales Scheme Act., Mo. Rev. Stat. §§ 407.400 to .420 (1975).

Franchise Practices Act, Neb. Rev. Stat. §§ 87-401 to -410 (1978).

- Franchise Practices Act, N.J. Rev. Stat. §§. 56:10-1 to :10-12 (1971).

Retail Franchising Act, Va. Code Ann. § 13.1-557 (1972).
Franchise Investment Protection Act, Wash. Rev. Code §§ 19.100.180, .190 (1980).

Fair Dealership Law, Wis. Stat. §§ 135.01 to .07 (1985).

.Dealer s Act P.R. Laws Ann. tit. 10, § 14-278 (1964).

VL Code Amn. tit 12A § § 2-130 to - 139 (1979).

The California Franchise Investment Law requires franchisors to register and disseminate
to prospective franchisees a prospectus-type disclosure document prior to engaging in any -
franchise sales activity. California Corporations Code, Div. 5, Parts 1-6, Sections 3100 ef seq.
> Wis. Stat § 135.02(3) (1985).
» New Jersey Am., Inc. v. The Allied Corp., Bus. Franchise Guide (CCH) P9395 (3d Cir.
1989); Colt Indus. v. F;delco Pump & Compressor Corp., Bus. Franchise Guide (CCH) P9095
ggrd Cir. 1988).

For discussions of the trademark requirement, see Colt Indus., Bus. Franchise Guide
(CCH) P9095 (New Jersey); Amerzcan Business Interiors, Inc. v. Haworrh Inc., 798 F.2d 1135,
1140 (8th Cir. 1988).
7 Cases discussing the fee requirement include inter alia Boat & MotorMart v. Sea Ray
Boats, Inc., 825 F. 2d 1285 (9th Cir. 1987) (California Law); Cambee's Furniture v. Doughboy

- Recreational, 825 F. 2d 167 (8th Cir. 1987) (South Dakota law); Inland Printing Co. v. A.B. Dick
- Co., Bus. Franchise Guide (CCH) P8997 (W.D. Mo. 1987) (Illinois law); American Parts System

v. T & TAutomotive, 358 N. W. 2d 674 (Minn. Ct. App. 1984) Minnesota law).
58 Pitegoff, supra at *8.

5 Bus. Franchise Guide (CCH) P3600 [heremafter Actl.

60 Pitegoff, supra at *5.
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ot Bus. Franchise Guide (CCH §:5901). S

62 “The Rule Review record strongly supports mod1ﬁcat1on of the Rule to clarlfy that
international franchise sales are not within its purview.” :

62 “The Rule Review record ... does not support the view that a ﬁ:anchlsor s fallu:e to
provide earnings information is necessarily deceptive or unfair ... [The] record indicates that
prospective franchisees can obtain earnings information from other sources .... Moreover, the ...

~ record does not provide a sufficient basis for the Commission to-formulate an carnings disclosure:-

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