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- FRANCHISING

Evelyn M. Sommer*

A. ' WhatIs A Franchise

- .. A system of _ma_rketing and distribution whereby a small -indépendeﬂt businessman

(the franchisee) is granted - in return for a fee - the right to. market the goods_and_scrvices of ..~

- another (the franchisor) in accordance with the established standards and practices of the =~ - :

franchisor, and with its assistance..l_ -Franchising can be defined as a business system in-which. -
the o_wn_ef of a mark licenses others to operate busine_ss_duﬂets using a‘trademark or service mark
to identify products or services that are made and/Or_adve;tised by. the licensor-franchisor. In.one
sense, a franchise sy_steni_; is built uponfa.&amework of trademark or service mark_licenses_ S
fleshed out with variou,s_rights.:and obligations-of the franchisor and franchisee. A frgnchiséc-~,_

falls somewhere on a spectrum in between full independent entreprencur and a hired clerk ina

~ company-owned outlet.

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

‘uniformity. Two hallmarks are as,sopiated‘with franchise networks, a trademark conveying .-

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

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

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

uniformity and through franchising, the public getsit. =

... *Evelyn M., Sommer is Of Counsel to Cummings & Lockwood. .




Tied to the definition of a “franchise” is a clear conception of the peculiar blend
of independence and dependence that constitutes the'particﬁlar business arrangement that is
franchising. On the one hand, in a franchise relationship, the franchisee possesses an |
- independence conferred by the franchisor insofar as the franchisee is granted the right to actually

operate and own the franchise bu'giness. Part and parce] of this éu_siﬁgss’ iﬁ_deperidgn_cé_‘i's_' also
financial independence; concomitant with the task of running the business, the franchisee bears
f_he?risk of failure if the business is not successful. Indeed, the franchisee actually -plirchases'the :
ri-ght to ‘operate and own the business from the franchisor by pa’yiﬁg a “franchise fee.” On the
- other hand, the franchisee. is algd peculiarly dcpendent ‘pon the franchisor insofar as the siiccess
of a franchise depends; in part; upon tﬁe method of operation -prdvided by the franchisor and, in -
 part, upon the preeminence and popularity of the commercial identity embodied inthe =~
franchisor’s proprietary marks. This particular confergenbe‘ of independence and dependence is
fandamental to a franchise. |

B. " Atthe core of all franchising is the licensing of a trademarked product or service.?
The license to use the trademark is the vehicle for the ‘ﬁ’anchisee to bécome part'of a business
;ystem- with uniform format and quality standards. ‘The necessity alnd the role of the trademark -
licénSe‘-depend on the type of franchise system at issue. -

" A trademark licenise is necessary if the franchisee manufactures and sells a

i)roduct bearing the trademark to someone other than the trademark owner or tﬁdsézapéx\'éti:ng’ -

under license from the trademark owner.

It is also necessary if the franchisee uses the trademark in performing a service

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




i A'trademark license is not necessary if one party merely distributes or sells the -
product for the trademark owner without conducting business under the owner’s mark or 'nar'r_‘le.
For example, a ga_sstati'oﬁ franchisee does not need to obtain-a tradémark license from soda’

.Producers togell sodas.: - o

The hcense is also unnecessary if one party manufactures the product for the .
frademark owner (or 1ts hcensees) and the trademark owner 1tse1f (or hcensee) sells or dlstnbutes
the product. For example, manufacturing T-shirts for the trademark owner's promotional use
does not require a trademark license.” Tt'also does not include trademark licensés in whicha
single licensee is granted the right to use a trademark or trademark licenses for “collateral”

' products or trademark lcerises gtanted as a result of trademark infringement litigation.”
- C.' -Some franchisors maintain that a franchise is merely an embellished license and
therefore revocable at will.” This however canprove to be a dangerous assumption ~ ~
D.  Some franchisees contend that a franchise is a license coupled with a ﬁduc1ary '
interest; not subject to unlimited contfol by franchisors. =~
E.  Because of this d1spute a universal definition for “franchise” does not appear in
.every Junsdlctlon ] leg1s1at1on court decmons or regulatrons, and if such a deﬁmtlon dld ex1st it
would fail to encompass the many functions inherent in the system. Moreover, such a deﬁmtlon
would not give any indication of the system's complexity and potential for abuse.
F. Theterm “ﬁ‘anc'lﬁse has been used fo descr;be a vast array of dlfferent busmess
arrangements mvolvmg any number of enterpnses As one author has noted deﬁnmg what

constlt_utes a franchlse is partrcularly dlfﬁcult because ﬁ-anch1s1ng 1tself “embraces many types of

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




[incl_udir_ig] such disparate bed-fellows as cosmetic distribuiorsh_i_ps,- auto manufacturers, motels,

. muffler repair shops, restaurant operations, gasoline stations and funeral 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 franchising to.legislative zeal in
secking to cover all concelvable business arrangements. Martin . Fen, The Overbroad Scope

off franchise Regulations: A Definitional Dilemma, 34 Bus. Law, 1387 (1979).

-G, One proposed definition states that a franchise is “an oral or written' arrangement
for a definite or indefinite period, in which a person grants to another person a license to use a -
trade name and in which there is a community of interest in the marketing of goods or services at

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

New York General Business Law Act. 33 at § 681 defines a franchise as a
- contract or agreement, either expressed or implied, whether oral or written, between two or-more
persons by which |

1. A franchisee is granted the right tol eiigage 1n the business of -oﬂ‘ering,- o
selhng, or distnbuting goods or semces under a marketmg plan or system prescribed in
'_substantral pa;rt by a franchlsor, and the franchisee is required to pay, directly or 1nd1rectly, a
franchise fee or |

2. | - A franchisee is granted the right to-engage in the business of offering,
selling, or distributing goods or services substantially associated with the franchisor’s trademark,
semce mark trado name, logotype, advertlsmg, or other commerclal symbol des1gnat1ng the |
franchisor or 1ts afﬁhate, and the franchlsee is requlred to pay, directly or mdireetly, a franohise

fes- o




The New York Franchise Act is perhaps the nation’s toughest franchise law forthe -
reason that New York’s definition of the term “franchise” is the broadest in the ﬁation, e
subsummg certam 11cens1ng, dlStl‘lbllthll and other arrangements which are not deemed to be

“franchlses under any other federal or state franchlsmg law, rule or regulanon (Act §681 [3])

-....- The New. York definition is in sharp contrastto that utilized -by every. other jurisdietion -
regulating the sale of franchises, where all three elements set forth above - - “trademark”, -
“g;_er:lce:ting plan” and “ﬁ'gpchi_se fee” -- must be-present for a franchise to exist. In New York,
eithe_r.-of _the ﬁljst.tvge eleme_‘z,j.t‘sjceml_)‘_il_}ed w1th the_ti-anchi_se fee component wﬂl suffice. This .
broadened deﬁpitien ef thel_tern_l;_ ‘f_ﬁanct;isef’ thus e_c_weys many speci_es of Ticenses, .
distlibutqgships 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. o

1. A'manufactiring franchise is one in which the franchisor permits
franchisees to make and sell products using either raw materials and/or speciﬁ”eetions supplied
by the franchisor. Examples are mattress and bedding manuficturing and the local bettli"rig'eh& :
canning of soft drinks. -

| 2 - A dlstnbutmg ﬁ'ancmse is one in whlch the pnmary purpose is for the :
franchlsee to serve as an outlet for products manufactured by or for the ﬁ'anchlsor Examples are

franchised sales outlets for blcycles, automobﬂes, and gasolme.

Its puxpose is to prov1de the franchlsor with a d1str1but10n system to ma:rket its

products It is snmlar to an ordmary suppher—dealer relatlonshlp, but the franchisee has a greater




identification with the franchisor’s trademark and might be precluded from selling competitors'
products. Examples include soft drink bottlers, gas stations and automobile dealerships.
Manufacturing and distributinig type franchises are frequently considered as one

category ie., produet' and trade name franchising. This'ea‘tegor'y' 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 Ticensing a business format or system, rather than selling goods identified with the
franchisor. Under a business format franchise reletionstﬁp", the fanchisar Lprovides a license’
under a mark and also provides 4 business format for the retail sale of goods or services under
the mark. The franchisor typically does not manufacture any products but may offer to s’irﬁplj’r_ )
equipment, ingredients, raw. materials, packaging materials, advertising, -and so forth. The
franchisee typically performs services but may sell products in conjunction with those services.
The ﬁane}rtsee usually deals _exclt;siyety in the franchisor’ s SPQII__S.E_?ré_Fi services and is required to
ad_opt the franchisor’s mark and overall presentation format as its exc_ltlsiv_e trade identity. .
E}gla__mplesmelude.rest_aurants, eor__l_yenie_nce stores, hotels, motels, and auto repair centers, car .
rental, real estate brokerage chains and temporary employment services. The best -lcnown -
example is the fast food franchlse In thlS type of franchrse the franchlsee is pnmanly paying
for the use of a ﬁanchrsor s well-known and advertlsed mark together Wlth tralmng, operatmg

spec1ﬁcatlons and busmess know—how supp]led by the franchrsor |

4, Under an afﬁhatron ﬁ'anchlse relatlonshlp, the franchlsor recruits info its
' system as hcensees persons who are already estabhshed in the parttcular line of busmess Each

of the busmesses is requ:lred to adopt and use the franchlsor 8 mark but they may be perm1tted to
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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 ot more.

separate agreements, other times, under a single multiconcept agreement..
II. .. ‘Mutual Business Contributions -

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

"B, The franchisor obtains new sources of expansion capital, new distribution markets
and self-motivated vendors of its products, while the franchisee acquires the products, expertise,
| stasﬂit‘y'ana'-nafkeﬁﬁgsawssﬁany reserved oflly for nf;g‘ef 'entgr‘pﬁses.s

C. Franchlsmg is the evolutronary busmess response to the massive amounts of

capital required to establish and operate a company-owned network of product or service

vendors.

- D As the Umted States becan:re more 1ndustr1ahzed in the late ISth and early 19th
eenturres natronal brands and natlonally lcnown vendors came lnto belng and reworked the ‘
Amerrcan econormo landseape. | h A o |

_ E . “Franoh.lsed busmesses now account for nearty $1 tnlllon dolla:rs in annual sales

30% of the Gross Natlonal Product and over 41% of all reta11 sales One of every 12 busmesses




in the United States is a franchise operation. Nationwide, there are-more than 2,500 franchisors.

Over 8 million people in-over 600,000 franchise outlets are employed in franchise 'o:)perautitms.7
II.. Business Advantages of Franchises

The benefits of fianchising may perhaps be best understood by considering the
"'foilb%aviﬁg"s‘tamiﬁ;g"‘ statistic: “While the avefagé" fiite of Failiiré for niew businiesses is 65% within®
 five years from inception, a 1991 study by Arthur Andersen & Compahy':of 366 franchise
cqmpanies in 60 industries revealed that nearly 86% of all franchise operations opened in the .
prior five years were still alive and under the same ownership; only 3% Wcrc,goklongef in

business.

- A recent study prepared:for the International Franchise Association reveals that "
only 3 - 11 %Ofﬁ’aﬂchlsed units (varying by 1ndustry segment) suffer ‘fgnnoveﬁ? in any given .
year (“turnover”, in this context, is _dcﬁl;led to mean closure of the subject unit or sale to anon-
ﬁ'anchised purchaser). And even these low figures may themselves be inflated, since __e‘ﬁe_rglithe_
franchised unit may be cIosed.or sold for reasons other than “faile}re;’; such as death or
retirerr.le;{ﬁ_.... T TP ST R TR
From the franchisor’s point of the view, the franchise method is advantageous
because 1t penmts the ﬁ'anchlsor to qulckly set up and malntam a relatwely large number of
_'outlets usmg the capltal mvestments of the ﬁanchlsees Frem the franchisees pomt of view, the
franchlse method is attractlve because the frahchasee 1s. given access to a proven and orgamzed
product or service that has been advertised and is known to customers Rather than start from i
zero with its ownmark énd'its'ewn hew-how; a small h}iSiﬁess'pefsoﬂ who Ojjte to beeome a
franchisee has the advantage of plugging into a existing system and becomning a p e}tiallly o

independent entrepreneur.




V. | Franchisor’s Benefits . -

A, In'theideal situation, the franchisor has almost unlimited :Opportﬁxﬁties' t0 perfofﬁl
valid finctions and be richly rewarded for that effort. At the ih_ééptidﬁ, franchisees are
independent businessmen, brovid_ingI the talent, inspirafidh and enthusiasm epitomized in the
. pl_jrasc “local entrepreneur.”.-They can-decipher local requirements because of their direct

customer contact. The goodwill engendered in that contact is meaningful as well. ‘These = "
aftributes are frequently cited as the mo_st-ﬁmdam_ental attraction for the frarichisor.® -~ -

“B. " The franchisor without the expenditure of any capital Whatsbeiré};" but instead with
an irifusion of capital - may engage in rapid system exparision and mirket :pen'ét:ééﬁoﬁ. This
rapidity of growth is normally measured in teris of years rather than de‘cades.,' as had previously
beén the case with national company owned chains. Further, since the franchisor often BWn'S\' .
ﬁﬁits itself, and since: those units are normally. more profitable than franchised units, the
franchisor will ﬁ'_cquenﬂy- set up a nationwide network but retain for itself the most profitable
uﬁts. Finally, the franchisor acquires the aggressive self—‘motiva'tiori of franchisees, whose ="

s

qwners__hip- fervor is generally far greater than that of employee managers.”

SC o In tﬂe’ purely financial sense, the franichisor ‘may teap generous rewards froma
variety of sources. It may obtain a "srub's‘tahtialt fee for the sale of the franchise, regardless _o"f S
whether the fee is paid in full or paid in installrents. Tn the service industries, the franchisor will
_ usually charge a royalty for the use of the mark and fhé business system.” ""I‘hisfinay donsistofa
percentage royalty on gross Séles or purchases, é'ﬁxed'méﬂﬂﬂy charge, or any of a wide vanety
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
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assured distribution network may considerably increase the manufacturer’s profits by reducing

the need for large inventory, by providing an assured demand, and by eliminating wide.

fluctuations in sales and 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 indirect extension of credit by the :atic_q;iisitiqn of capital facilities through purchase,

lease, mortgage, or otherwise, with possession or use being made available to the franchisee on.
reasonable terms commensurate with the franchisor’s exposure to risk. In some industries, this..

financial support may extend to the inventory itself. o

E.- :Non-financial benefits to the franchisor includes the ability t6 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 éniployees‘. 'Franchisors also
avoid a certain amount of risk inherent in most businesses. 'Whether a regional milk dairy or a
major oil company, ._it_r_r_iay_bc absolutely dependent upon an assured and constant source.of

demand for its products or may. lack _-adeqqate local storage to offset the vagaries of market . ..

N

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

trademark or service mark. The actual premises, the franchisee’s services and their devotion to
duty all materially enhance the mark's value to the franchisees, to other franchisees and to the .

franchisor, >
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V. - Franchisee’s Benefits . -
'A. At inception, the franchisor fsho'il_ld provide a trademark or service mark that is |
nationally known. The purpose is to provide an attractive reputation that is recognized by the

consumers with whom the franchisees will deal. In an ideal situation, the franchisee’s success’ -

lies in complying with the standards formulated by the franchisor, both-as to-quality and asto - - -

uniformity. This émphas_is is meant to facilitate the obtaining and maintenance of the nationally-

known goodwill fqu_the_prodqqts or services__._ _Wh:ilqﬁllﬁ_lli_ng these obligations to the customer,

the franchisee benefits: by the guidance provided by the franchisor in the form of business

- standards. The franchisee should obtain internal benefits from a standardized management =

- system and methods of internal control, including marketing. and inventory controlsand

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

Ain ts individual operations, while increasing customer acceptance throughout the system.

'B. - Franchisor can also .provide-expei't guidance in capital matters like site selection,::

‘design and engineering of the facility, layout, choice and sources for equipment, furnishings, .

supplies and éven general contractor services. ‘Where facilities are to be léased or purchased, the
franchisor may provide expert advice, negotiating talent, or financial assistance through a pledge

of credit.. In the operation of the enterprise, the fr_ar_xclg.iso; shguld provide a proven system of

operations, through training, a Manual of Operations, superv_irsi_qt:‘l,‘rcsca_rch, bulletms and :

refresher courses.. There may be extensive benefits obtainable through bulk purchasing, buying
techniques, or sources of supply. Where the franchisor is a manufacturer, the franchise family -

can provide a variety of cost-savings that can be passed down the line. All of this may be.

 enhanced by the constant availability of the franchisor’s highly-trained team of experts. These

advantages are what franchisees usually seek. They are what franchisors impliedly offer. . .
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Underlying the franchisor’s promise and the franchisee’s goal is the offering of a business in
which the franchisee will have a reasonable opportunity to succeed in developing a business of

herown.'*
VI -Structuring a Franchise System - .-

- “A:* " Forthe tost part"‘a"p'rospéctivéﬁaﬁchiéeé'liaS"little choice but fo put his entire -
faith and confidence-in the franchisor. The franchisee most often assumes that the franchisor has
worked out a :ﬁlnctibhdl‘systefﬁ'fér ﬁer;ch'aﬂdis'ihg' his product or services; and that the system
can work for the mutual benefit of both parties. In order for that to rea}lyfhappéﬁ, the franchisor
- must ry ‘t'c.> as'seinb_le'all.lﬁ 6fthé"éxpertiée "\thﬁt:'maiy'bé’requirédiin’the‘ parﬁcﬁiar business in which

he proposes to engage. Unfortunately, many franchisors thmk of their prime business as being -
. that of the sale of franichises, rather than the opératio'n of the franchise tha:,t"may‘:bé'pﬁféhased by
the franchisee, For this réason, a franchises must engage not only an attorhe}'i'téldr_'aw up a set of
_' documents, but also-and primarily a business team to gather all the _exﬁertise_in the creation of |
the e_nt_ity from :whiéh the franchise will operate. From sdﬁrqesE-pﬁ_supply to advertising, to
orders, payments, credits, discounts, the:franchisee must look to the franchisor for total guidance
in every material aspect of the franciﬁse reiationship. 5.

B. Franchising is a creature of contract. The franchise agreement or franchisé
contract embodies the entire relationship between franchisor and franchisee. The entire structure
of & franchise 'sy.ste"m':Wil'l be contained in a series of franchise agreements, which set forth in
detail the ﬁgiﬁs; 'dli{ié"s, obligations and activities which each party pledges to undertake and
perform. A number of different 's‘pe'cies.'. of franchise agreements and relationships may exist to -
.prt)"péf'ly implement the franchisor’ s business ébjé'cﬁves, 'ihcl_udiiigxiunit franchises; area

- franchises, master ﬁ?anchisesfaﬂd"'sﬁbﬁ:énchises. The core relationship, however, is the unit -
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franchise relationship in which a franchisee is given the right to open and oﬁéi'até onle - and only

one - franchise outlet, usually at a specified location or within a designated territory.

~ Accordingly, a potential franchisor’s central questionis how the unit franchise relationship =

should be memorialized-in a franchise agreetiient to properly protect and advance the

franchisor’s interests and goals,'®

-.C.. . The béginning point of the franchise felationship is the terms of the franchise
relationship.  How long is the franchisor granting franchise rights to its franchisees? This is fiot
an easy question to answer: ' If the term is too short it will attract few, if any, buyers. Franchisees
are purchasing a business oppottunity where time is neededto'develop name -'reéoglﬁtién," to’ -
maximize good will and to recoup their investment, If the term of fh'e'ﬂanéhiS'é'is'too"lohg; o
problems can-arise. The franchisor miay be stuck with a'less than desirable franchisee whois
unwilling or unable to operate the franchise su¢cessfully. Ifthis is so, valuable locations may -Be
sacrificed. 'Since"many franchise agreements call for franchisees to up grade and tefurbish their _
franchise locations at the end of the franchise term and upon reneval; too long a franchise term

can result in older franchise units downgrading-the image the franchisor is trying so haid to

present, !

.+ .. Finally, franchise .t,f;x_,rn_s:;.that are excessive in length prevent the franchisor from adjusting

the economics of the relationship as time goes on. - In other words, the economic balance struck -
this year in terms of royalties and advertising confributions may be totally out of line.in the year-

2013, either to the franchisor’s or the franchisee’s. disadvantage. While this imbalance-can be -

'rectiﬁgj:d_ upon expiration of the initial term of the franchise, if that term is too long, the .

 imbalance can destroy a franchise system. > . .
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... For franchises involving significant.investments by franchisees, such as restaurants, the
typical term of the franchise is ten years, with an option exercisable by the franchisee for another
ten years if the franchisee has been in compliance.. In instances where a heavy investment by a
franchisee is not required, a very short franchise term can be:imposed with guaranteed rights of -

renewal to achieve certain strategic purposes.

| - D... - .Another key feature of the franchise structure is the grant of ten-it-orial rights. Itis
most common for ﬁaqchisors,to_cqnfer.upon franchisees some degree of territorial protection for
- . their businesses, often under the misleading heading “exclusive t,cﬁfitory.”: This is misleading -
. because no franchised territory is ever fruly “exclusive.” If nothing else, termination of the . -

ﬁancl_ﬁse agreement defeats any claimed “exclusivity.” Also; while .thé franchisor can promise -
nbt 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’
copg;itutc._vi_olations of app_lic_able__ antitrust laws. .For this reason; many _franchis_ors.: include a:. =
recital in the ﬁ'ancl_;ise_ agreement that no. marketing exclusivity is:conferred in connection with a
319

- 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 fianchise system. A franchise agreement will state whether the
franchisor or franchisee will select the franchise site. ‘Where the"-ﬁ:éiﬁbhi@f is responsible for -
this, the franchisee should consider that a clause wherein the franchisor assumes responsibility
for assuring that the site will be successfiil bé included in the franichise agreement. Where it is

the franchisee’s choice, the franchisor should consider a ¢lause to insure that the franchisee e
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
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provided for. Further, any relocation rights should be addressed as well. The franchise

agreement should specify whether a franchisee will be permitted to close a 'locat_ion and relocate
the franchised business and, if so, under what conditions. ‘It is not uncéitirmon for franchisors to'
| insist on prior written approval, coupied_ with the right to.conduct an-On:-site-.inspection ofthe” 7

" new site and the right to impose a relocation fee.?> =

In connection with any franchise location, the franchi's.éé;;s.' lease pr&visic;ﬁs are of
paramount concern to the franchisor. ‘_ The franchisor will want thé absolute right to appi"ovek the
~ lease and that the lease not create obligations runniﬁg to the ﬁancl;isori The Iease should alsé
- not be assignable without the express written approval of the franchisor. Further, any franchise
location lease should give the franchisor the- option fostep in, in the event the franchise¢ defaults,
~-and take over the franchise premises or assign it to another franchisee. -+ " &

“F."" No franchise agreementwouldbecompletewﬂhout prov1d1ngfor ﬁ‘anchlsor
revenue The initial franchisce fee has to be specified, the contmumg royaltyha,s to be set forth |
“and the advertising contribution requirement has to be redited. | |

 In addition, if the franchisor has additional profit centers and will detive income
from the franchise in other ways, these must be carcfuilly delincated. The sale of
pro&ﬁc'téz/s'f:i‘ﬁc'es"to ﬁ'étnéhisees; the Subléééing of E'réal estate to the franchlsee by the ﬁ'anchlsor,
the franchisor’s furmshmg “turnkey” sites; eqmpméﬂt/btﬁlddﬁt ﬁnancmg f)i’o grams, the sale of
bookkeeping ot accounting services; the rendition of consultation ﬁéririces; any ﬁiarkefé.‘né.ly‘sis :
or media buying activities which the franchisor will engage in on behalf of its ﬁ'anchis'eés,ﬁ each
_and all mustbe spelled out with precision. - -
| Advemsmglscnucal fo the success of most franchise systems. Tl_lé' most
 common advertising Pr0v131ons found in unit franchise hgreéinéﬁfs call upon franchisees to
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contribute a percentage of their gross revenues to.a natibnal or regional advertising pro‘gfam'- SE
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 ﬁrogi‘ams which have

not been approved in advanced by the franchisor.. An advertising submission and approval - .
procedure should be set forth. |

- /G.. . The franchise relationship must be structured very carefully with regardtoa .- -

franchisee’s sale of the franchise. A franchisor has every right to protect itself and its system .-
- from undesirable franchisees, It is critical to.restr_éin any sale of the franchise to an individual or
entity who ;doesﬁ’t meet the franchisor’s standards. It is not unreasonable to require.a proposed .
purchaser to present his personal and business credentials to the franchisor for re_:view. The: ...
proposed purchaser of the franchise should demonstrate to the '_ﬂanqh_is_q.r’g _gatisfgctibn t_hat
ht;/s__he has_thg skills, qualifications and ‘elcono_mi_c resources necessary FQ_,canuqt the ﬁ'an_qhi_se’,s
opération. |

If a transfer fcc__is to be i:nppsed, that_shq_uld be qugiﬁed in the franchise
agreement. In addition, the agreement must make clear whether the assignee/franchisee will
assume the o;igigal franchise agre:emgnt_,l_or will enter into a new ﬁan__ch__ise agreement with the -
ﬁ'anchlsor :F#lally, the _sale .o_f a_franchi_sc. 1s a gogd_ time to mak_c the pl}rpha,si_n_g franc_hi_sge, at
his expense, upgrade the franchise chmisgs.to cgnfom to the tl;en-currep_t_ standards gf the
f;anghisqr. - |

| H. The worst of all worlds for a franchisor is to be stuck with a “bad apple”
franchisge Aa_nd Vi_ce versa. Acqoljdingly? _tI_l_e_ franchise agreement must _bg_égplici_t regarding the
acts, Qmissipns and/or courses qf cgnduct which will give r_i_se__i_:o_ t__eljmtjnationrof the ﬁ'anchlse -
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Termination provisiens vary in accordance with what the franchisor wants to protect. . Typical

~ provisions give the franchisor the right to immediately terminate, or terminate after notice and a

failure to cure, based on banln'uptcy or insolvency, atternp_ted improper transfer; failure to submit

to inspection__by_the_franchisor,‘ ;improoerid_isc_losure_of c_:onﬁ_dential int‘onnatl_on; criminal .. . o

~ conviction; failure to adhere to the operating manual; breach of the covenant not-to compete;
failure to commence op_erations w1thm the _requ;'red time peri_od; danger‘__to public health or .
safety; filmg of false reports to the flranchlsor, conceahnent of revenues; fallure to deal fairly and

.‘ honestly w1th employees and the pubhc farlure to pay momes due to the franchlsor under the L
franchise agreement and sale of unauthonzed goods or services at the ﬁ'anehlsed outlet Tlns is

not an exhaustlve hst, only a rec1ta1 of some of the more nnportant termlnatlon prov131ons.

-' Assunnng that the law has been eombhed wnh and that a francmsee.h-as. been
properlj tennmated the rlghts and obh ganons of the partles followmg termlnatlon or explranon
"must be ﬁllly addressed in the ﬂ'anchrse agreement At a mlnlmum the agreement must prov1de
that upon terrmnatlon or explratlon of the ﬁ-anchlse, the ﬁ'anclnsee loses all nghts to hold
hnnself/herself out asa franch13ee; loses all nghts to the francmsor s name and marks; and, loses
all rights to the.‘h'anchis’or"s confidential information and laiotréhors}'; o ’ ;

| On.a more .pos.rtlve note. the ﬂanohme agreement should address franchlse renevral Flrst
of all, it is nnportant to pornt out that a number of states have laws wh:rch seek to- nrotect ._ | ”
franchisees from arbitrary non-renewal. These states seek to protect the franchrsee § mvestment
of time and money by furmshmg standards governmg renewal Each statute varies from the
.' others and there isno precrse standard apphcable nat10nw1de pertalmng to when a franchisor
must renew a franchrse agreement However, the general conceptton of these state laws is that a

franchisor must renew a franchise agreement unless there is good cau_se for non-renewal
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Accordingly, franchise agreement renewal provisions must be customized on a state-by-state
basis.

This being addressed, the mechanics of renewal should be epeclﬁed in the franchise
agreement. ReneWaluﬁrocedure:s'ehould be carefully outlined with the following issues s
_specifically addressed: ‘Wil there be a renewal fee?. Will the boundaries of the franchisee’s . ..
“sxclusive territory” remain the same? Will the :adverti-s:in'g:contﬁb'uti'on rema:ln the same?

1 | There are several dlﬁ‘erent ways the franchrse relatlonshlp can be structured Two
types of ﬁ‘anchlse relatronshrps are the md1v1dua1 or r unit franchlses and arca franchlses | _
Individual or unit ﬁ'a:nchjses are those in which a franchisee is granted the right to
develop and operate one outlet at a speclﬁc location or w1t111n a deﬁned terrltory nghts to
acqun'e addltronal ﬁ'anclnses may be granted wrtlznn a deﬁned area, subj ect to performance
cnterla and structured as erther optrons orri ghts of ﬁrst refusal R1 ghts of ﬁrst reﬁlsal however

" wrll make 1t more dlfﬁcult to attract quahﬁed buyers for Iocatlons that are subject to such nghts

___U_n.if ﬁanGhiscs may also be offered as an i#_csnﬁ.ve for growth for -exi__sting S
h'anch_ise owners, yvith additio.nal &anghises granted to su_cces_sful ﬁ"anchieees: “ Eran;chi_s_or_sv: e
should exercise cautron in grantmg any sort of contractual ob11gat10n to grant addltlonal umt
&anchrses Most compames s1mply adopt company w1de pollcles regardmg the mcentlve
_program;..,; Lo . . G oo e

'l‘he typ1ca1 uses of an .md1v1dua1 or unit franch;se are as follows |

L For a service busmess, in whlch the expertrse of the franchrsee is cntrcal to
the success of the operatlon | Some exarnples of semce busmesses are real estate, home 7

1nspect10n and dental busmesses
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-2.. . Forbusinesses requiring an owner-operator.

3. Foractive iﬁVestofs\?‘vh'o are willing to “get their hands dlrty”Thls type of
franchise would not be appropriate for a passive invés;tof.

Area franchises are those with mulﬁple 6ﬁtiét franchlses or .él;é.a déveibﬁ:heﬁt |
 agresments and may inchide subfranchisors and master ranchisors. Undér thess arrangements, a
franchisee tmay be granted the right to develop and operate o or more outlets within a defined
territory or, in some instances, the right to siibranchise somme of these deVe'lbpﬁent o
respéﬁs'ibilities;' Fol'lbv\}'in'g""hréihe sigiﬁﬁcant éleméhfs ‘of an area franchise 'ag"r'eemént':' a

(a) Temtofy-aﬁd eﬁciﬁthy | |
b (b) The number of outlets to be developed B
| '.:;(c) The time frames for development o
(d) Franchisor assistance in deveidpmeﬁf o
" (¢) Feeobligations. =~
(f) Site selection and approval responsibilities of the parties
(g) Termination and its consequences (i.e., the effect of termination of the
development agreement on existing individual outlet franchises and the effect of tcnninatioﬁ of.
outlet franchises on the ‘dcve_lopjment agreement and other outlet franchises must be addressed). : |

In area franchises, a single déVeiopment agreement is used to grant development
\ rights for all outlets to be developed by fhe franchisee. Separate franchise agreements are then
used to grant specific rights related to each outlet. Minority ownership of individual outlets
_ (siich as by outlet managérs or passive investors) may be permitt'ed.' ST

‘. Typically; area franchises are used for businesses that reqmre a.‘singll'e. '.ﬁ;al:néh'ise.
owner in a market to avoid encroachment and advertising problems that might otherwise arise if
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multiple owners develop a single market. Area franchisés may also be attractive for businesses
able to sustain a salary of an onsite manager, supervised by a franchisee owning multiple units.
Given the management aspects of area franchise development, area franchisees _Shp_ql_d_ expect to.

have management experience and people skills.

It should be no_ted_..that_the__United _S_tates fljanchi_s_egpopulatipn hasfd;amatica_l__lym.__. S

éhanged over the past decade. While franchising’s roots may be traqed to the grant of an
individual ﬁanchj§e_ to Qn_e entrepreneur (or a small group of entx:_epre_n_e\;urs)‘ posées,sing no prior
knowledge of or exberience in the subject industry (sometimes refeﬁed to as “mom and pop”..
operations), it is nevertheless the case that over the past decade many of America’s oldest and -
largest franchisors do not follow that parad1gm Instead they ﬁnd 1t far more efﬁcwnt and
profitable for all concerned to largely re;st_rict the grant_pf United States franchises to: (I}
sophisticated corporations with the Tesources and b_ack_g@und nec_essary:_':;o optimally operate
subject franchises, and (ii) existing franchisees whose expeljiel_l_c_e,_ 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, a
franchisor elécts to only grant né\ﬁf domestic franchises to pre-existing and proven franchisees. '~
Yet other.times, franchisors will grant ﬁfanéﬁise_ri ghts to non-traditional locations to
sophisticated entities having vast experic_ﬁcc in operating in such environments-(as when major -
quick serve restaurant franchisors afford franchise rights to experienced guest lodging chains for
room service, or when other quick serve fanchisors. grant franchises for the operation of airport. .

units to large entities having vast experience in institutional food service operations).
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* The economic logic underlying these trends is compelling. Withregardto’
 restricting the grant of domestic franchises only to experienced franchisees, the logic is 'simisle:
instead of assuming the risk of an unknown, untrained and inexperienced franchisee candidate, it

is far better to grant the subj ect franchise to an experienced franchisee whose qualifications,

skills, background and financial wherewithal are already known to.the franchisor; whohas... ... ... ...

already undergone training; who has mastered the many details of the franchisor’s System;-- and,
whose preyiq_us su_cce__ssful opgra_tipn ‘of a franchisgd unit (w1th a_lll_‘of_ the mal;agerial, operational
and fnacia sl uird)stonglysugget utur sooss i the vy rnchisd oation.
Sirrﬁlar lqg_i?_ ‘pell-t:ain's.t_q a frén?:lﬁgérfs glfant_of frahchi_seé to 1arg¢_corpof§t1jqps_ with significant
net wprfh and sﬁbsfgntial expéﬁenqe_; i.n_.the subject indulstt.y.r_ Sometimes these two trends merge,
one méj_pr franchisor, which dominates its quick serve restaurant market segment, has asits
_ iérgest franch1see a porpgratiop wlgxic_h_ope.ratqss 9‘_’“890 frgp_chis_ed rgstag@gs; is _ap_ub_}_ig;y
-traded q.()rg.orati.on l_is_ted on the Ne;f York ‘St‘oc::k _Exchap_gg; and until ;quntiy, glsg._,scryed:ag._ the
ﬁ'anchisor.(:;f é._n_o’_sher, ém_all&:; _qm'_ck serve rgsta_‘urantr_chain.

-~ As reported in the December 1, 1999 edition of Restaurant Business, “the top 50:
_American restaurant franchisees (in terms of U.S. sales) collecti_veiy. own and operate over 7,500

units” (citing Restaurant Franchise Monitor’s “Top 200 Franchise'er List”), .-

VIL.  An Oyerview _of the Law of Franchising -

. The franchise industry has been plagued by numerous cases of abuses and
_ mjsrepresmtatiopg_ aimed..a_t uns_oph_is_tipatcc_l p_rosppc_tive:_ franchisees.  Widespread instances have
been;dgpumented involving such__rr_;alpl_:actipcs as high pressure franchise sales tactics,

unscirupul?us and inexperienced franchisors, financially unstable franchisors, hidden fee . .
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requirements and kick-backs, failure to provide information on services and training to be
fum__i_shed to the franchisee, and use of coercive methods to get quick large deposits. 43 Fed. Reg.
59,614, 59,625 (1978).
+ Until'the 1970’s; the 'cnly-'so-calle'd “franchise law” which existed 3Was*.th'at body
__of law affecting businéss in general; with a special emphasis placed:on federal autitrust law and
the Lanham Trademark Act.:

| ':'The"resi)on'se fo the identification of the consi'd'ei'eble' abuses in fi'anchieing was a
wave of Iegislation de51gned to protect prospectlve ﬁ'anchisees from .abuses connected VVlﬂ'l the
offer and sale of franchises. The ﬁrst piece of legislation generally regulatmg the sale of o
franchises was the Cahfornia Franchise Investment Law (CFIL) which becarne effective on B
January 1 1971. See Ca. Corp Code 31000 31516 (West 1998) "The Cahforma legislatlon was
followed by action af the federal leveI in the form of a Federal Trade Commlssmn Franchlse h
Ru_l'e (F TC) Rule, and at the State level "with enactments in nineteen ju:dsdictions, including:
Alabama, Arkansas, Florida, Hawaii, Illin'ois:, indinna, Maryland,Micthan, Minnee_eia, |
| Mississippi, New Yerk, North Dakota, Orégon, Rhode Island, Sotith Dakota, Texas, Virginia,
Washington, Wisconsin and the Disnict of Columbia. -~~~ |

The FTC adopted its rule conceming Disclosuré Requirements and Prohibitions

Concerning Franchises and Business Opportunity Ventures, 16 C.F.R. 436 (1978) pursuant to.thc |
Federal Trade Commission Act, 15 U.S.C.A. 41 (1984) (West 1974). The FTC Rule mandates
that specified written disclosures be made at specified times and specified fonneis in connection
with the offering and sale of franchises and business opportunities, 16 C.F.R. 436 0.1 (1978). Its
status as a federal tegulation would generally cause ihé'FTC Rule to preempt state and local }
legisllation"and regulations to the extent that such provisions are inconsistent with it, the FTC
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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). ‘As noted above, a Notice of Proposed
Rule_Making was published by the FTC in 1959 including numerous Rule Amendments which

affect the types of transactions that are covered by the FTC Rule.

- .- 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 reqﬁiremcnts, which:detail the kind of infonnatic'm.that-muét;bc disclosed'to. . ¢

_prospective franchisees. See J. T: McCarthy, Trademark and Unfair Competition § 18:23 (2d ed.

- 1984).: In some states; a violation of the state franéhise disclosure law entitles the franchisee to

rescind the agreement and recover royalties it has paid. My Pie Int’1 Inc..v. Debould Inc., 687

F:2d 919, 220 USPQ 398 (7th Cir. 1982).... -+ oois

4 Asto tort liability of franchisor, under various theories of tort and coritract law, a
franchisor generally will be held liable for the torts of franchisees. This includes legal =~

~ responsibility for both personal injury and property damages resuiting from defective products or
negligently rendered services.. SeeJ. T. McCarthy, Trademarks and Unfair -'Compeﬁtionx§ 18:24
(24 ed: 1984). . -l s

“A." Before the modern franchising system developed, the courts tended to apply
tradifional principlés of contract law %o franchise contract issues, real property law to real ~
' Propefléy issues, and the like, without recognizing the unique character of the fanchisor: ¢
franchisee relationship. However, as the franchising concept began to expand rapidly through
the economy over the last three decades, so too did the case law. The number of judicial

decisions directly involving business format or chain-style franchising problems increased
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annually. Today, there is-é recognized distinct quy of law specifically dealing with the major-
concerns of the franchising industry and the franchising pau'tie_s.:21 R

" B. 'Because an intellectual pfdp'effy zlic.ense Iiés at the core of a ﬁ'anchlse, fhe laws
governing the licensing of intelle(:t"uél pfopeffy constitute the heartand arteries of franchise laws
. Each of the four bodies.of intellectual property.law. protects different property rights. Trademark
law protects one’s right to use a distinctive word, symbol; or other device to identify the “source™
of goods or services and prevent confusion by ‘competitors 1'1Sing-‘§imi'lar words, symbols; of '+
devices. Trade secret law protects one’s right to maintain sectecy and control the use of secret .
information that provides-one company' a comp'eﬁfive’-advantage over others, Copyright law !
protects an author’s original exp'réss‘ioné and the exclusive right to copy, display, distribute; <
perform, or use a work as the basis for derivative works. ‘Patent law: grants rights to inventors of
newand useful machinés,_aes\thg’;iq :dcgi@s, and useful methods of doing things. A pétentee

receives the right to exclude others fr_qm.usi_ng.h@s_or_her discovery Without,:coqsqnj:..??: S

-C... Thekeychallenge fofthe franchisoris to ¢ontrol f\n"rhomay use ité intellectual =~
property and to restrict that use in the franchise agreement to foster a'uniform standard among -
the system's independently owned operations. Without this control in the license agreement,
anyone would b_c_ able:tq_use a ﬁ'a.nchj:solﬁ’_s name, know-how, and creative works in any manner
in dero gation of the owner’s intellectual préperty rights. Under those ci;cumstaﬁqes,_ franchisors
would have little to liccnse_ and entrepreneurs would hgyc little incentive to develop franchise -
programs.® . .

‘7.-+%: Trademark Law
 ‘While all four kinds of intellectual property can be found in franchising, =~ "
trademarks historically have ranked first in imﬁortance because of industry’s heavy reliance on
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manufacturing and distribution of goods.?*Soft drink bottling, dating back to the late nineteenth
century, was one of the earliest examples of franchising, followed by auto dealerships and gas
station franchises. Franchisees facilitated the expansion of these franchise systems by investing

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

_owned the trademarks, provided the standards for uniformity throughout the systems and created . ... ..

a marketing image. ‘As a result, “Coke,” “Pepsi,” and “7Up’ are bottled and sold throughout the

world today by independent; franchised bottlers.®®

o (1) Under the Lanham Act a licensor must exercise quallty -'
control over the licensee or risk loss of the trademark %
| (ii)  The Lanham Act does not immunize franchisors from the
anti-trust laws.?’
(i) The Lanham Act does not contravene the protective
m_easures. ad_opted by many states _such_ as in the prohibition of any termination or failure to renew

a franchlse except for good cause” 28

(iv) = Because the term “quality” and-its usual companion-
"umformlty" are cla:uned to condone subj ectlve standards for the control” required by the

Lanham Act the franchmor s dlscretlonary controi may create a ﬁdumary relatzonshlp
. Trade Dress Law .
* The courts have held that a franchisor, like any business, has no protectable
interest in the mere method and stylé of doing business.” The fim¢tional elements of a business
 are not considered protectable against competition from others. In some cases, 'lthetre“r,:' SRR

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

25




dress. Recent decisions of the Supreme Court and the courts of appeals grant more protection to
~ business methods. State StreetBank and Trust Co. v. Signature Financial Group, 149 ¥.3d 1368
(Fed. Cir. 1998). The same is true in protection afforded to the owner of trade dress. Two -

P_e,s‘o.g,: Inc. v. Taco Cabana Int'l -Inc., 505 U.S. 763.(1992) (9th Cir. 1987). For example,in *

1978 a federal court refused to enjoin a franchisee from opening a restaurant that was “strikingly

similar” to the franchisor’s restaurant metif. -Fuddruckers, Inc. v. Doc’s B.R Others, Ihc.-«-826 :
F.2d 83 More recently, however, in factually similar _circutnstances,:the courts-have been -
willtng.to enjoin the use of similar re_staurgx_tt_motifs. Ihetotal iltlage of a business may include
the physical (geometrical) shape and appearance ef a business, signage, c_hqice e_f color, floor.
plan decor, list of services or menu, chmce of eqmpment staff umfozms and other features
reﬂectlng a total Hnage T aco Cabana Im‘l Inc. v. Two Pesos, Inc 932 F.2d 1113, (Sth Cir,
1991), affd., 505 U.S. 763 (1992). When these elements are viewed by a court as non-ﬁmctlonal,
either individually or 'iii"edihbinatidn, they may be 'pfoteeted agetest use by someone else without

‘thé owner’s consenit, 'M'(:)reotvedr’, even vehen some elements ofa husmess’s iﬁtage areﬁmctlonal,

. if the particular combination of elements is not functional, that combination is also j;roteet-e'tl" -

against appropriation by 'anOther.- o

D Dlsputes mvolvmg the use of intellectual property ina ﬁ'anchlse relatlonshlp”
generally fall mto one of two categones (1) efforts to stop someone from usmg the franchlsor 8
intellectual property or conversely, efforts by a franchisee or competitor te use that property; and
(ii) a qtai_m that:the_ property was nqt_used_ according to the franchisor’s rules as stated in the

| license agreement. Trademark disputes generally test a franchisor’s ability to requirea -
franchisee to stop _ueing a mark it was previously licensed to use. For example, the franchisor -

will seck to enjoin the continued use of a trademark by the (former) franchisee afier the franchise
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agreement ends. This contrasts with-trademark disputes outside the realm of franchising, which
~ typically.involve questions about who owns a purported trademark or whether trademark rights

have been established.®

E. Another example of a trademark dlspute in the realm of franch1se agreements

-exists where a party seeks tod 1rnpose wcanous hablhty on ﬁ'anchrsors for acts comm1tted by the -~

franchisees. Perhaps the most pubhclzed exa:mple of thls 18’ the 1994 case agalnst McDonald’s
Corp., in which a Jury awarded awoman. $2 9 mllhon for bums suffered aﬂer sp1111ng hot coffee
in her lap. More common than tort elanns are actlons seeklng to hold franchrsors liable for the

' actsg-of.ﬁjanchlsees under the anti-discrimination _l_aws_._ In Neff v. Amerzean D_atry_ Queen Corp.,
59 F.3d 1063 (5th Cir. 1995), cert. denied, 116 S. Ct. 704 (1996), the court refused to hold the

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

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

“ Disabilities Act (“ADA”), it would have to be considered the “operator” of the franchise. The ...
- f.cntlcal factor in malong thls determmatlon is control A rev1ew of the franchlse agreement
estabhshed that the franchlse was to be constructed in accordanee w1th franclusor approved
.standards Further the franchlsor retamed the nght to set building and equlpment malntenance

| standards and to reJ ect proposed structural changes However, the court held that such control B
was msufﬁcwnt to render the ﬁ'anchlsor the operator for the purposes of the ADA Because of |
dlscrepanmes among the circuit courts' definition of “operator’ and a dearth of case law on the
‘subject, it is too early to tell what level of risk franchisors faee under the ADA for wheelchalr
accesmbﬂlty to a ﬁanchlsee ] bulldmg Untll such standards become clear, ﬁ'anch.isors should
'carefully consrder the1r core pohcles to assess whether they are potentrally drscmmnatory or .

_ otherwrse esta’ohsh excessive control over terrns and COIldlthl‘lS of employment of the
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franchisee’s employees and customer’s access. to the franchisee’s operation.>? This caseis -
explored in detail in Dickinson Law Review, Vol. 101:1, P 137. The conclusion, as expressed by

the author, is that the

... ADA’s provisions donot solve the question of franchisor: -
" hablllty for Title HI. If congress does not amend the ADA and
... Neff becomes.the guiding precedent of future Title Il cases, . oo iy
Persons with disabilities will need to wait even longer for the
. equality of access their representatives promised them when the -
ADA was passed. Persons with disabilities can still obtain the1r
~..-rightful access; they just have to sue each individual store or wait . -+
until each decides to remodel. The irony is that by refusing to
. recognize any:liability on.the part of franchisors:the Neff court :
may have disabled the ADA.”

- Tn-a recent case; Kennedy'v. The Western Sizzlin’ Cofporat.ion'n So.2d ] 3003 WL
857010 (Ala. 2003), the coutt found in favor of a festaurant franchisor against former employees
of one of its franchisees alleging that the franchisor was vicariously liable for its franchisee’s
" sexual harassment ‘in a work place. The court observed that without mcre; a franchise agre:ement
does not make the franchisee an agent ofthe;franchjsior. el

F D1sputes mvolvrng trade secrets usualty test whether the franchlsor owns a
-, protectable trade secret In other words, the questlon usually is whether the deﬁmtronal elements
of atrade secret are present based on case or statutory law The key issues in trade secrets )
mvolve the. scope of the ﬁanchlsor s know-how that is protected asa trade secret the steps a -
franchrsor must take to mamtarn secrecy, and the extent that a franchlsor can enforce a covenant

not to compete after the franchlse ends.

| | G. Copynght law has hrstorrcally had a less srgmﬁcant 1mpact on ﬁ-anchlsmg in the

courts. One commentator has stated that “the Iaw of copynght is . of tangentral mterest to

franchlse systems "3 However most franchlse systems mclude orrgmal expressmns wlnch may
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qualify for copyright protection. Additionally, copyright law may provide greater protection for

creative assets than that which trademark or trade secret law may provide.”’ L

H. . Patent law has also been historically:less significant to franchising. If there has .

been a key area of patent law issues for franchising, it has been issues that arise from licensing of

- patents, such-as-whether a franchisor secking to enforce patent.rights has properlyused or... oo ..

misused its patent, and whether a franchisee’s use of a licensed patent exceeded the scope of use

authorized by the franchisor, 3

: 'I. - The following is an interesting case involving misuse of advertising funds

including a $600 million judgment and was reported in the New York Law Journal (April 18, :

" .1997). Franchise agreements entered into by Meineke with its franchisees, similar to many other
“franchise agreements, provided that each franchisee had to remit 10 percent of its weekly gross”
- revenue to an advertising fund. The franchise agreefnents 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 contribution was to be used for development and placement of national

advertising; the femaining 95 percent of & franchisee’s _eontril__)'u_tien'uras'__to be spent on

© . advertising witlﬁn_'the‘ﬁ'anenisee’s__loeality or ADI (area of dommant influence). The court
found that not only did Meineke use the profits of New"'H'e:iz'ens :f(_)_l_"'itS beneﬁt, but the court

found that it used the fund to pay. corporate expenses, purchase superﬂuous adverl:zsmg for the

sake of generating commlsswns, negotlate volume dlscounts from mecha whlle chargmg the full -
amount to the fund and use the fund to generate new franchlsees Proussard v, Memeke

Dzscount Mu_}ﬂer Skops Inc 3 94CV 255-P (WDNC)
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VIILI.© What is a Franchise in Law?

A, Federai and state laws, rules and/or regulatlons now protect 'p'rospéctive:"

franchisees by requiring disclosiire and registration by franchisors, and a new Uniform Franchise
-and Business Opportunities ‘Act as 'W.ell ‘as a Model Law have been proposed; but problems still
.persist with-regard to such matters as the duty of good faith, earnings claims, and the.. .. .
introduction of random bills attempting to correct specific problems encountered by individual -
franchisees. (There is also an unresolved issue concerning attorney liability for due diligence in -
connection with franchise offering circulars.) At the same time, there are si gnificant economic
changes, within the marketplace demanding greatér levels of franchisor experience and financial -
strength, and the development of new forms. of franchising, such as combi_n'a_tﬁi_on‘fra,nghising and

niche franchising.”’

- In Article 33, § 680 of the New York General Business Law, the legislative -
finding and de¢laration of policy with respect to the offer and sale of franchises is expressly set”

1. The legislature hereby finds and declares that
- the widespread 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.

SRR 2. - Itis'hereby determined and declared that the

offer and sale of franchises, as defined in this article, is a matter
- affected with a public interest and subject to the supervision of the

state, for the purpose of providing prospective franchisees and

. »potential franchise investors with material details of the franchise -
offering so that they may participate in the franchise system in a
manner that may avoid defriment to the public interest and benefit - .
the commerce and industry of the state. Further, it is the intent of
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- +.-this law to prohibit the sale of franchises where such sale would
lead to fraud or a hkehhood that the ﬁ'anchlsor s promrses would
not be fulfilled. : R
(Added L. 1980, ¢. 730, § 1.)

The policy is set forth in §§ 681-695, which follow.

B'. o Wlnle a federal franchlse relatlonshrp Iaw of general applrcatlon was proposed as

" early 3 1971, no such Taw ias ever boen adopted at the federal level Instead the FTC jssucd 1tsm' o

_;Rule on franchlsmg, Whroh became effectrve in 1979 8 After an exhaustlve study that began in
1971, the FTC determined that the most serious abuses by ﬂ'anchlsors related to -' |
nusrepresentatlon and farlure to. dlsolose materlal facts The remedy contamed in the FTC Rule
is presale drsclosure The FTC Rule does not requlre any federal ﬁhng or reglstratlon nor doee
it regulate the relatlonshlp between franchlsors and ﬁ'anchlsees aﬂer the purchase of the o

ﬁ'anchlse.

- C. The FTC Rule nnposes six drfferent requrrements in connectton w1th the
advertrsmg, offermg, lrcensmg, contractlng, sale or other promotron of a franchrse inor

affectmg commerce.
1. Basic Disclosures

The FTC Rule requires franehisors to give potential investors a basic disclosure
docurnent at the earlier of the first face-to-face meetmg or at least ten busmess days before any |
m;onep is pard or.an agreement is 51gned in connect1on wrth the mvestrnent i In addrtlon the
_prospectrve franchlsee must recerve copres of aIl ﬁ'anchlse and related agreements cornpletely
 filled out.and ready for execution at least five busmess _days pn_'or‘tolthe tr_rne thatthe franohraee '

executes and such contract and/or pays any money to the franchisor.
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Two dlsclosure formats are avarlable to ﬁanchrsors - one prescrrbed by the FTC

Rule and the other, lcnown as the Umform Franchise Offermg Clroular ("UFOC“) prepared by

the North American Securities Administrators _Assoela_tron (and revised in 1_993). The FTC

penmts ﬁ'anchrsors to use the UFOC to comply w1th the Rule 5 drsclosure requrrements,

conversely, only a few states wrth franchrse regrstratron and chsclosure laws (Hawan Illmors e

Mlch1gan, New York and North Dakota) permrt the use of the FTC format As a result nearly all
franchrsors use the UFOC drselosure format

The UFOC format may be more appropnate for a nat1ona1 ﬁanchlsor beoause a

_ 'nurnber of states requmng regrstratron and/or drsclosure w1ll not pennlt use of an offerlng _

: clrcular utlhzmg the ex1st1ng FTC Rule format However 1f a franchrsor plans to lll‘mt 1ts sales .

activities to states in whrch only the FTC Rule apphes the exrstmg FTC disclosure format may

be advantageous since it is generally srmpler to prepare than the UFOC

Certam requlrements of the specrﬁc drsclosure format may help determme the
franchisor's .decrsron about whrch format to use. For example, a ﬁanchrsor may wrsh to use the
UFOC disclosure format because some of the Rule's disclosure requirements are particularlyd "

Oncrous.
2. Advertised Claims ¢

The FTC Rule affects only advertlsements that mclude an oarmngs clarm Such
ads must chsclose the number and percentage of exrstmg franchrsees who have achleved the

clarmed results along w1th cautlonary language Their use tnggers requlred comphance with the

Rule S earmngs clarm drsclosure requrrements
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- 3. . Eamings Claims |
' If‘a franchisor makes earnings claims, whether historical or forecasted, thejr must
have a reasonable basis, and presCribed substantiating disclosures must be given fo a potential
investor in-writing at the same time-as the basic' disclosures. -~
b g FranchlseAgreements o L e Tl

The franchrsor must grve mvestors a copy of 1ts standard-form franchrse and related agreements
: _at the same tlrne as the basm dlsclosures, and ﬁnal coples mtended to be executed at least 5

busmess days before s1gn1ng
> . _,R*?_f.'smds o

- 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 fo provide irivestors with any promotional or other
materials they wish, no written or oral claims may contradict information provided in 2 required

disclosure.

" D. | T Fallure to cornply w1th any of the six reqmrements rs a wolatlon of the FTC Rule
“Franchrsor and “ﬁ‘anchlse brokers are Jomtly and severally hable for the wolatlon(s) Any
person who sells a “franchrse covered by the FTC Rule is consrdered a Franchrsor under the -
statute. Any person who* sells, offers for sale, or arranges for the sale, of a covered ﬁanchlsc is

defined as a “ﬁanchlise broker.””




The FTC can impose civil penalties of up to. $10,000-per violation of the FTC
R_ul‘e.47 __ The FTC can also require rescission reformation payment of refunds or damages, or

_ combmatrons of these remedles, and it can 1ssue 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,” whlch typrcally cover the sale of franchrses and |
frequently rnake anylvrolatron. of the FTC Rule a state law vrolatron generally provrde a prtvete
right of actron for rescrssron, darnages costs and attorneys fees, and sometlmes multrple or |
punitive damages.” Willful violations of state laws may also result in cnrnmal penaltxes, |
including fines and imprisonment. The FTC’s enforcement of its ‘Fra'rrchise Rule has steadily
accelerated throughout the past decade culminatinig in its significant victory in Federal Trade
-Commission v’.'Minutem'cn Press, et al,; 53 F, Sup 2d 248 (ED.N.Y 1998). RS
You should beware that the FTC Franchise Rule is about o undergo a most T
dramatic overhaul for the first time since the regulatior'r”took effect in1979. On October 22,
1999, the Federal Trade Comm_ission.release_d_a_.t_“Notice of Proposed Rulemaking” (NPR”)
detailing such forthcoming changes. (64 Fed, Reg. 7294 October 22, 1999, 911,713 (“NPR”) . .
The NPR is the culmination of the FTC’s 4 1/2 year review of the Rule. The FTC requested -
public comment on the NPR The comrnent perrod closed on December 22, 1999 with a rebuttal
‘co‘mment perlod that ended on J anuary 31 2000 The FTC is currently evaluatmg the cornments
On June 25 2002 the congressronal Subcommrttee on Commerce Trade and Consumer o
Protectron of the House Energy and Commerce Commrttee conducted a heanng (t1t1ed "The -
| .FTC‘s Franchise Rule: Twenty-Three Years After Its Promulgatlon) WhICh focused on over31ght

of the FTC Rule, including a revrew of its effectiveness since its promulgation in 1979, and a
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review of proposed revisions to the FTC Rule. As indicated by the FTC's representative at the -
hearing, it is unlikely, however, that a new rule will be implemented until late 2003.

IX. - State Registrationand Disclosurel.,aws.50

A | Because d1sclosures reqmred by state reglstratlon and drsclosure laWs can be used
o to satxsfy the requn'ements ol‘ the FTC Rule, itis appropnate to review the state disclosure laws =
in connectron Wlﬂl the FTC Rule Slxteen states requrre franchmors to regrster and dlssemlnate |
 to prospectrve ﬁ'anchlsees a prospectus type drsclosure document pnor to engagrng‘m any. o
franchlse sales act1v1ty These state regrstratlon and dlsclosure laws provrde that unless a -
statutory exemptron is ava:rlable, no offer or sale of a franchlse can take place unless and untﬂ the
ﬁ'anchlsor has ﬁled w1th the appropnate state agency, and that agency has approved and o
| 'reglstered a prospectus settmg forth honestly and in deta11 a11 of the matenal facts of the
franchise sales transactlon Th1s reglstered prospectus must then be glven to prospectlve
-:ﬁ-anchlsees at the earlier of (1) the first personal meetlng between a ﬁanchrsor and 1ts prospectrye :
ﬁanchrsee (1 e. the ﬁrst face—to~face meetmg held for the purpose of d1scuss1ng the sale or .
'pcss1b1e sale, ofa ﬂanch1se), (11) ten busmess days pnor to the execunon by the prospectlve
ﬁ:anchlsee of any ﬁ:anch1se-related agreement or, (111) ten busmess days pnor to the payment by
the prospectlve ﬁ'anchlsee of any monies or other conmderatlon in connectlon w1th the sale or

5t The most 1mportant exemptlon ﬁ'orn the reg13trat10n

.proposed sale, of a franchlses
.requlrement is the “blue chlp” exemptwn set forth in the CFlL sectlon 3 1 101 whlch is avaulable
to substantial franchisors who have been operating a minimum number of franchlses for a -
specified period of time. In addition to the “bhie 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
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powers of section 31100 which explicitly grant to the Commissioner the power 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

approprlate in the pubhc 1nterest for the protectlon of 1nvestors ” Cal Corp Code 311 10 (West

1997) Among the exemptlons set forth in the CFIL and the correlate regulatlons are exemptrons

for the sale of a franchrse or area franchlse by a ﬁ'anch1see or subﬁ'anchlsor on then' own
account 1d 31 102 (West 1997), certam transfers of franchmes to persons out31de the state of
Cahforma, 1d 31 105 (W est 1997) certaln offers, sales or transfers of franchlses 1nvolv1ng the
wholesale d1str1but10n or marketmg of petroleum products, 1d 31 104 (W est 1997) or mvolvmg
.franchrsees possessmg certaln levels of experlence and sophlstlcatlon, 1d 31 106 (West 1997)
offers or sales of franchlse to a bankmg orgamzat:lon ﬁnanc1al orgamzatlon or l1fe insurance
orgamzatlon transactlons relatmg to “bank credlt card plans ” 1d 31 103 (W est 1997), B
transactlons in Wlnch the franchlse fee is no more than $IOO Cal Code Regs t1t 3lO 011 or the
amounts pald for ﬁxtures eqmpment and the hke are no more than $ 1 000 annually, as long as_
those amounts are not more than comparable wholesale prlces 1d 33310 011 l(West 1998) The
state laws also contam s1gn1ﬁcant cnnnnal penaltles It allows dlstnct attorneys to prosecute
certaln v1olat10ns Sectlon 3 1410 of the CFIL states that a party found guﬂty of a w111ful |
'Vlolatlon of “any prov1sron or of “any rule or order under” the CF IL can be ﬁned up to

- $10 000 1mpr1soned for up toa year, or both unless the party can estabhsh that he or she had no

knowledge of the rule or order v1olated
- The di_sclos_ur_e and_ registration requirements of New York are extensive, and
strict compliance is required. § 687 sets forth the_practic,es 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,
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- ‘statement, prospectus or report filed with the department under this
article, or willfully to omit to state in any such application, notice,
statement, prospectus or report any material fact which is required fo
be stated therein or to fail to notify the department of any material
change as required by this article.

_ 2, It is unlawful for a person, in connection with the
- offer, sale or purchase of any franchise, to directly or-indirectly; -

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

~.(b) Make any untrue statement of a material fact or omit fo
state a material fact necessary in order to make the
. . statements made, in light of the circumstances under which
they were made, not mlsleadmg Itis an affirmative
defense to one accused of omitting to state such a material
fact that said omission was:fiot an intentional act.

. (c) Engage in any act, practlce, or course of business which
~ operates or would operate as a fraud or decelt upon any
.., person.

.3.  Ttisunlawful for any person to violate any
prowsron of th1s article, or any rule of the department promulgated
_hereunder, or any condition to the effectiveness of the reglstratlon of an L
offering prospectus or of an exemption from the reglstratlon provisionsof
: _thls artlcle L

. 4, Any cond1t10n, stlpulatlon, or provision purportmg
“to bind any person acquiring any franchise to waive compliance with any -
_ provision of this law or ruIe promulgated hereunder shall be V01d '

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

" ‘release, assignment, iovation, waiver or estoppel which would relieve'a’’
person from any duty or 11ab111ty nnposed by tlns artrcle

The departrnent of law (§ 689) 18 empowered to bnng an action in the name of the
people of the State of New York agamst any person concerned orin any way partlc1pat1ng n any
of the enumerated unlawful or fraudulent pracuees and for m] unctzon and other rehef as may be

mdlcated The FTC Rule preempts state franchrse laws to the extent that state franchlse laws
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provide less protectlon to. prospectwe franch13ees than the Rule and to the extent that state
. franchlse laws are meons1stent w1th the Rule A |
X. Franchise Relationship Law’>

A.V: N Elghteen states, PuertoRlco and theDlstrlct of Colombia'have adopted franchise
- relationship laws since California passed the California Franchise Investment Law-in 1971
While cach state relationship 1aw Has a different definition for the term “franchise,” most
deﬁnit'ions have :a:corribinati:on of the following elements: (i) either a marketing plan or
communlty otf;intere_st el_ement; (11)at1‘ademarke1ement,and (iii) a fee element.

" ‘The term“marketmgplan” refers _'t'o: a grant _.of the right to engage in business

‘under a marketing plan or system prescribed in substantial part by the franchisor. Generally, a
marketing plan emsts whenever thefranclusor presents the gro_apf_of, franchised outlets to the
public as aumt w1th the'appearahoe of soniie centrahzedmanagementand uruform standards.
.Under the Ca11forma state law, a franchisee is granted the right to engage in the busmess of
offering, selllng, or d1str1but1ng goods or serv1ces under a marketmg plan or system prescribed
- by the franchisor and the operation is substantially associated with the franchisor’s trademark,
service mark trade name, logo advertrsmg or other commermal symbol and the franchisee is
required to pay a franchise fee In Ill1no1s the Franchlse Dlsclosure Act prov1des that a
lrnarketmg plan means a plan or system relatmg to some aspect of the conduct of a party to a
lcontract in conductmg busrness, mcludmg but not hrmted to (a) speclﬁcatlon of prlce or specral
| pncmg systems or dlscount plans (b) use of partlcula:r sales or dlsplay eqmpment or o
merchandlsmg devmes, (c) use of speclﬁc sales techmques (d) use of advemsmg or promotlonal

materials or cooperation in advertising efforts. The marketing plan approach in defining what




e
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constitutes a franchise has been adopted by a majority of the states, including:Catlifomia, and the

FTC.
2.7 Community of Interest

. T h1s approach has been adopted by a few states, mcludmg New J ersey and

- Wisconsin. Some of the franchise laws requlre that a franchlsor and franchlsee maintain a e —

“community of interest” in the marketing of the goods or services. Thls is usually a much
broader element than the marketing plan. In Wisconsin, for example, a community of interest

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

~ Thisbroad deﬁtxition can refer to almost any on-going business relationship in which the dealer
has an investment in the business.* Tn New Jersey, on the other hand, the courts have construed
‘fcomniu:riity‘of interest” more narrowly and require the ﬁ'a;ocltisof to'méiotath ahlgher 'Eleg'ree of
| :Aooﬁtrol'.‘: In effect .:thjs'meé.ns that there must be a sufficient inequality between the parties such
. | that termination of the relanonshlp by the stronger paxty would shook the court’s sense of

_. equlty

Under the “community-of interest”” approach, an agreement is considered to be'a
franchise where: (1) the franchisee is granted a right to engage in business using the franchisor’s

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

~ goods or services of the businees; (3) the franchisee is'required to pay a franchise fee of some

sort:;: Due to the fact that the phrase “community of interest” is generally taken to mean simply a
continuing financial interest between parties, the likelihood that a particular business
arrangement might fall under such a definition is relatively strong. Therefore, “community of

interest” type definitions tend to be regarded as, potentially, quite broad.
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By contrast, the “marketing plan” definition prdirides- a narrower-focus. Under
this approach, a business arrangement will be found to be a franchise if (1) the franchisee is
granted the right to operate a business involving a marketing plan or system substantially
prescnbed by the franch130r (2) the franc}:used busmess is substantlally assoczated with the

propnetary marks or property of the franchlsor and (3) the ﬁ-anclusee is requlred to pay a

franchlse 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 franchisor
the right to engage in the business of offering, selling or distributing goods or.se_fvices; (2) that -
business mﬁst be operated pursuant to a marketing plan or system prescribed in substantial part -
by the franchisor; (3) that business must also be substantially associated with the franchisor’s -

proprietary marks; and (4) the franchisee must have to pay, directly or indirectly, a franchise fee.
03 Trademark -

The trademark element of the state relationship laws wili always be satisﬁéd' if the
franchisee is licensed to do business under the franchisor"s‘.name.or mark. Most of the marketing
plan franchise laws, however, do not require a license. In some of these states, the operation of °
-the franchisee’s business must be subst@ﬁally'associated with the franchisor’s -trademafk‘. no
other states, the trademark clement is satisfied where the franchisor’s trademark or service mark
_idéntiﬁes the goods or services sold, rather than the business itself, - This would include many -

ordinary distributorships.”®
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4. - Fee
" “The fee element of thie definition of a franchise generally means any fee or charge
that the franchisee is required to pay for the right to do business under the franchise agreement.

This payment does niot have to be in the form of a franchise fee; it may also bé royalties o sales.

- As-aresult; almost any trademark Ticenise agreement would satisfy this requirement. Tt may be, -

for example, 2 required payment for rent, advertising assistance, equipment and supplies.
Hov}ever, it does not include payment for a reasonable quantity of goods for resale at a bonafide
wholesale price:”’ For example, in Brawley Disbibution Co. v. Polaris Indus., the Minnesota
District Court held that minimum purchase réquiréments, required fees for advertising and
training and to process warranty work, and a charge of fifty percent over the sug'gested's{alé price
did not constitute franchise fees.”® The payment of a fee by the franchisee signals that the
franchisee is buying somiething of value from the franchisor namely; ‘the grant of arightto =~
~ engage in a business which includes the right to use the franchisor’s marketing plan, anda =

license to use the franchisor’s commercial symbols. In this regard, then, a ffahciliseé" occupies a
very different status from thét of an employee, agent or other similar business entity. The

ﬁanchisee; rather than being compensated by the employer or principal in exchange for ‘servi'ces,
purchases by means of the_;ﬁ‘anéhise fee, from the franchisor the right to own and operate his or
_her own business using lthe franchisor’s business expertise and commercial symbols. . -

XL - The Uniform Franchise Offering Circular (“UFOC”) "~

A : T As ﬁ'anchlsmg continued to expami .‘in the 19803 as'e.t fﬂé.fhod of do.inglbusi.n;s.;, |

htlgatmn 1nvolv1ng franchlsmg aléﬁébnﬁnued :.t'é incfeéls-é; The.fés.ﬁlt.i‘s Ethe‘tt 'thé‘right§: and o
obligationé of the partiés:tb franchise agféefﬁeﬁts under stéte relatlonslup léws and un.d.ér' the
common law were greatly clarified. Relatively little new franchise legislation was enacted
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during the 1980s, although many bills were introduced during this decade both at the state and (-
federal levels. Instead, there was a legislative reaction to the patchwork of inconsistent state
leg_islation‘gnapted in the 1970s. In 1983, the National Conference of Commissioners on. -

Uniform State Law (f‘NC_CUSL’.’)_,,aﬁthor of the Uniform Commercial Code (“UCC”), undertook

. the creation of a basis for uniformity among the state franchise laws.. The NCCUSL approved

the ﬁnal.vers:iqn-of the Uniform Franchise and Business Opportunities Act (“UFBOA”) in -
198{.‘7.?9 - The Act requires a simple notice filing with the appropriate state _agency in connection:
wii_;h ﬁ_ra._nch_ise sales and includes a private cause of action for yi_oi_atiqn-_ of the Act, w1_1ic_h does .
nét exist for violation of the FTC Rule.. In the area.of franchise relationships., the Act codifies

.the common law covenant of good faith and fair dealing, rather than mandating good cause and

" procedural rgquire;nents_similar to those contained in a number of existing _stat_e_ifranchj_se .
relationship laws. Passage of the Act by those states that have franchise laws would go a long
way tpWal_'d eliminating the i_npqnsi_stencies.iﬁ ﬁanqhise regulation and reducing the high cost _of

compliance for franchisors.” .

- In order to eliminate the confusion eng’ender_edfby the varying (and sometimes

| conflicting disclosure requirements of the different states; and to facilitate legal compliance by |
national or regional"franchisc)rs,.-the state franchise 'adminisfrators originally acting under the "
umbrella of the North American Securities Administrators Association, or “NASAA” in the mid-
1970’s developed the “Uniform Franchise Offering _Circgl_ar’?, known as the “UFOC”. -This
UFOC, when ‘accom‘_panied by certain addenda a_nd _When P_re_pared jn a_gcordance with the UFOC

| Guicie_liﬁes promulg_a_.ted by NASAA (di.c:tati;.lg.{J‘I;Q.(J' cr.)ntct'l_tg),. w111 “sat_isfy the_ requjren;entg of

~ all franchise registration states and will satisfy the Federal Trade Commission as well. .
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. ‘A coordinated review: of a UFOC is provided that streamlines registration by - -
franchisors filing in multiple states: It 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. .. .

i ?*"'-‘"""'-:On"-Apﬁl*-QS;f1993';?the‘NASA'A mernbc’r'ship’ voted unanimously to-adopt the New
* UFOC Guidelines: The phase-in‘adopted by NASAA provides that the New UFOC guidelines -
are effective six months after the FTC and each NASAA member whose jurisdiction requires -
presale registration of a franchise adopts the New UFOC. New York was the laét-state to adopt -
- the New UFOC. - As of January 1, 1-996',5all'-ihitiai-ﬁ'ahchise aﬁplicatio_ns and renewals must
 comply with the New UFOC.% ...
; XiL  Recent Administrative Developments':~ - -
A Tollowing years of study, hearings and submissions, the FTC is about to conduct
the first wholesale revision of ts FTC Frarichise Rule since its adoption nearly 20 years ago. In
an Adv'aﬁc'eéﬁbticé'df Proposed Rulemaking (“ANPR”) pubhshedmthe Federal Reglster, the
FTC reveals its plansfor rewsmg theRuIe and addresses a number of issues of critical Goncerh
fo franchisors and franch1sees alike. fhe FTC has no interest iﬁ"‘app‘lyﬁig the FTC Franchise
Rule to international transactions involving __Ameﬁcan franchisors, ® Accordingly;;;:igﬁiﬁéaﬁ'th '
relief may be granted to ﬁankchisorsiwhen they need to. comply with the FTC Franchise Rule:
when sqlling_ franchises abroad. At the same time, the FTC has hinted that it mdy impose new
disclosure requirements in connection with the sale of “‘co-branded” -.franchiéﬁs (in which two or
more franchisors combine forces to offer-a franchisee the opportunity to:operate two or more.
~ trademarked franchises in one outlet), The ANPR notes that the FTC “is uncertain whether the.
(co-branded) ﬁ‘énchisee is purchasing two individually trademarked franchises (énd thus should
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receive separate disclosures from each franchisor) or is purchasing a hybrid franchise
arrangement that has its own ﬁsks;'(and thus:should receive a single unified disclosure -

document).”

B.  Further, the FTC is exploring whether its Franchise Rile should be modified to
_.embrace franchise sales activity. taking place.over the Internet and through other:electronic
communication modes. Simﬂarly,- the FTC. -suggests in the-ANPR that the “first pérsonal "« - .
meeting’’ language of the Franchise Rule's requirement may be replaced by a “first substantive -
discussion”, disclosure requirement for disseniinating-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 disclosure
requirements. The ANPR suggests that the FTC might mandate that franchisors.set forth
epmings olaim disclosuros i their isclogure dooements. . On the ofher band, the FTC sppeers
ready to require franchisors to set forth prominently in their dlsclosure dq:cmne:p?g that the FTC.
Franehi'_saRulé PF’ﬁ.n.itS a franchisor to provide a prospective ftanéhisée. with earnings claim
information and that if such__informatiqﬁ is ot set _foﬁh_in the franchisor’s disclosure document,
no other camings clam information imparted should b relied wpon absent wiiien
' substantiation. . . | |
XL : - Antitrust .

In the early 1970s, the federal antitrust laws, as then interpréted-and applied by
the 'co"ﬁfcs,:"prpvided'a’powérfﬁl'baSis for clairs against franchisors. The é.ntitrﬁs’t laws provide -
in many circumstances for treble ‘damages as well as attorneys’ fee awards. At that time; the "

legality of vertical restrictions was ili‘doﬁbt;f'ln'practi'éé,' :'many"ﬁ‘anc':hisors were engagingin
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tying practices. Many franchisees were forced to buy equipment from the franchisor orits - - -
affiliates when there were perfectly acceptable alternative sources of supply. - e

Key among the antitrust law’s prohibitions are those prohibiting' “tying”. A
“tying arrangement” is one in vtrhit;h the sellér of a product (the “tying” product)'conditions*its" -
..sale upon the buyer’s agreement to purchase a second \(presmnably...unwanted) product (the “tied” -
product). |

An 1llegal “tre” embraces the followmg elements D there are two d1st1nct o
' products, (i) the seller requlres the buyer to purchase the tled (second) product in order to obtaln
: the tylng (the first and Wanted) product' (111) the seller has “market power-” in the market for the -
| tymg product and (1v) the tymg arrangement affects a substantlal amount of commerce. Tymg
arrangements that meet these cnterra are p_er__s__ unlawful tymg agreements whrch do not meet
" these cnterra are sub_]ect to a“rule of reason’ analys1s o |

| In the ﬁanchlse arena, the Jud101ary early on ruled that the sale of a franchlse on

the one hand and the franchrsor s sale of goods or services to its franchlsees (or compelhng such
-purchases from franchrsor—approved supphers), on the other hand are two d1st1nct products for
purposes of tying analyms R B

Eastman Kodak Co V. Image T echmcal Servzces Inc _ 504 U. S 451 (1992)
| (“Kodak’ ’) - took the more reasoned approach that a ﬁ'anchlsor 8 franchlse is 1nherent1y S
1ndlst1ngutshable from the products 1t supplles or the methods and sources 1t approves }

F.rom a practlcal perspecttve, it generally mattered little whether a “ﬁ‘anchi.s.e;’”
could be considered distinct from thep\rodu‘:cts or s.e:r\'r‘ices whrch a ﬁ:'anchise_e was requrred to E
Epur'chase'ﬁ"oml it:s franchlsor(or from a trendor designated by the ﬁ'anchisor). The reason is

simple. ‘Before Kodak, the relerrant marl:ce't' for the ‘ltying” product, the franchise was cgen'erally)
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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 f;tying” issues,

since few were the franchisors who éccountsd._ for 30% or more of the compéti_ti_ve_franchise i

landscape. . e :

However, the increased comfort enjoyed by franchisors as a result of the above- -
referenced “ﬁ'anchlse mdlstmgulshable ﬁ'om products sold” and “msufﬁclent market power”
de0151ons was eradlcated by the U S. Supreme Court s landmark 1992 dec:1s1on in Kodak

J In Kodak mdependent photocopler repalr compames challenged Kodak’s abrupt

change of pohcy denymg them access fo Kodak parts and 1nstead requmng Kodak customers to
purchase both repalr semce and replacement parts ﬁ'om the company 1tse1f as an 111ega1 “t1e in
per se v101at10n of the Sherman Act Kodak expanded tradmonal antltrust “tymg analy81s by
concentratmg not just on the pnmary market in questlon (whlch in Kodak, was the market for all
photocopymg machmes) but also on any relevant aﬁermarket” (whrch in Kodak was deemed to
Vbe the market whlch Kodak photocop1er purchasers confronted when seekmg serv1ce and parts
for the1r Kodak machmes) | )

V.B__rie_ﬂy, Kodak a‘rgue_d that smce 1t possessed insufﬁclent “market_power” in thel
primary equipmentmarket itl”could not as. a matter of law exercise. any market p_ower in the .

_ aftermarket for service, even 1f it dld have a monopoly on certam parts needed to repalr Kodak
machmes The U S Supreme Court dlsagreed holdrng that competltron in the pnmary market
did not preclude Kodak’s exercise of power in the aﬁermarket

| | Although Kodak was only a demsron denymg summary _]udgment it breathed new

hfe mto the argument that ﬁ'anch1s0rs can possess monopoly power over thelr ﬁ'anchlsees o
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through supply relationships, the post-Kodak argument being that although a franchisor faces e
- stiff competition in the prithary market (the pre-contract market for-the sale of franchises) it may
nevertheless possess market power (or even monopoly power) over its franchisees in the post--

contract afiermarket (the market for the sale of goods and services from franchisor to

franchisees). b anno oLt il e

* The question is whether Kodak applies fo franchising? Do franchise agreement
sourcing restrictions prohibiting franchisees from purchasing iJroduets other than fromthe =
franchisor or from franchisor-approved.sources constitute anfi}_leg.al_ “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
:.:7ldISCIOSCd pre—contract both by prospectus and by the franehlse agreement 1tse1f‘? | M
S The answer would appear to be yes to both questlons That 1s, the courts are now
: dlwded over whether Kodak should or should not apply to franchlsmg | o
Franchisors seeking to severely restrict their franchisees’ sources of supply of key
prodiicts have to be aware of Collins Irving Oil, 980 F. Supp. 1252 (m.D. GA. 1997) and
Campbell v. Irving Oil Corp. - FSupp -'CCH Bus. Franchise Guide §11.414 MS 1998) “For
they are the 651y post-Kodak decisions to hold that Kodak applies in the franchisc arena
notw1thstand111ga11 logic to the eontrezry:"(ﬁ;ah(':hisees', after all, receive the Veﬁ ‘dete‘ile&."pre- e
contractual dis'éldéui-e that was the ;‘missiﬁg: link” upon :'W'hi_ch the U.S. Supreme Court rested its
decision in Kodak). And the Collins and Trving Oil coutts, for reasors they are not disclosing,

elected to iéﬁofe all of thdse"se.l'ut'eijf cases of the 1980%s holdmgthat non “market power” :
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analysis applies to the franchise arena at all, since a franchise and the products which franchisees
~ must purchase from designated sources (including the_fra,nchiscr itself) are not.two distinct . - .
“tying” and “tied” goodsghus are, instead, part of a single integrated package.

_ Forthe time.being, .ﬁ'anchis_or_s,seeking-to compete with non—;franchised chains by
- obta;mlng the _ecchcr_h_i_es and reeuttihg lower retail prices associated with chain wide “exclusive -
dealing” contracts obtained from vendors or key products find they may not do so without the -
possibility of great legal peril..

As a result of changes in practices in the industry and changes in the attitudes of -
regulatory and judicial officials toward antitrust laws, claims of antitrust violations dropped off -
significantly in the 1980s and 90s. Antitrust laws tode.y'are-ﬁsed By'ﬁanchisees only in the more
egfegiOﬁs cases. | |
XIV Concluswn e

As is clear ﬁom the foregomg paper the concept of franchlsmg has taken hold
and exploded S0 exponentlally that 1ts permanency on the Amencan Iandscape can no longer be

questioned.

Asa ueefcl_ warning to practttioners cotlhseling actual and potential franchisors
and ftahch_isees, alesson to be_leamed 1s th;_tt a f_gilqre to prcperly- appreci_at_e the concept cf a ..
ﬁahchise,gpde;lying_ t_he,deﬁnition in se__ctic_)n 31_005_(_;1) of the C_FIL (see also the Neyv;_Yorlg_ .

General Business Lavw § 68 1) oan result in an indiscriminate and unwarranted appliation of the
state statutes that have __aglopted that statute as well as the FTC. To tlns end, ﬂlis_:A_rticle has.
sot_zght to sh_cw that the c_opcep_tcf f_‘franchi_ge”_ _enc_cmp_as_sed Lb_y_ the four elemer_tts_ccnteihed _ip E

independence and dependence. .
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A franchise is a relationship in which the franchisee is independent by virtue of

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

franehlse business. Asa result the ﬁ'anclnsee is the one who actually runs the busmess and

bears the risk 1f itis not successﬁﬂ At the same t:me the franchlsee is smgularly dependent

B upon the franchlsor due to the fact that the success of the busmess largely depends upon the ,

franchlsor s experttse in the fonn of the method of operatlon prov1ded by the ﬁ‘anctnsor and the

franchlsor 5 commerclal 1dent1ty, in the form of the franchmor 8 symbols Indeed 1t is the grant

of the right to engage in business using the ﬁ'anchlsor s method of Operatlon and commermal
symbols for which a franchisee pays a franchise fee. Wltheut_ tIns u.mquelblend of 1ndependence
and dependence, there simply is not a franchise. Absent an appreeiatien ef the conceptual basis
of the definition of “franchise”, the courts may well continue impreperly te.-txansfenn into
ﬁ‘anchlses trad1t10na1 forms ef busmess enterprlses Whlch do not in fact possess the necessary

bIend of 1ndependence and dependence

- Mention is made of an interesting article appearing in LIN s Fi'a,l‘ichi_si_i.l'ngusiness

‘& Law Alert, Vol. 9, No. 7, April 2003 which suggests the novel idea that the franchisor

consider business method patents and the threat of a federal pat'ent_ inﬁingement suit against

unfair competitors and insurgent franchisees and their serving te .:inci'ea_Se the ev_erall'ifaine of the

franchise.
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