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The Unintended Franchise and
How to Avoid It
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INTRODUCTION

IT 1S COMMON FOR IP PRACTITIONERS to
draft trademark, copyright, patent and
other license agreements in their daily
practice. If not drafted with care, the
agreement may inadvertently include all
the elements of a franchise. Franchises are
highly regulated in the United States. Ifa
relationship is deemed to be a franchise,
the Federal Trade Commission (which
regulates all 50 states and U.S. territo-
ries) imposes certain pre-sale disclosure
requirements before the licensor may
enter into an agreement with a licensee.!
Thirteen states require pre-sale registra-
tion before offering or selling franchises
to residents or businesses in their states.”
Six additional states require notices to
be filed with state agencies before sales
are made.? Twenty states regulate the
franchise relationship.* Violation of the
FTC Franchise Disclosure Rule or the

franchise registration or relations acts

of .any state may subject the franchi-
sor, its principals, officers and directors
to severe penalties, including criminal
prosecution. It is therefore important
to understand what is a franchise, the
elements that comprise a franchise and
proactive steps one can take to avoid
becoming a franchise.

WHAT IS A FRANCHISE?

When one thinks of a franchise,
the types of businesses that come to
mind include fast food restaurants like
McDonalds® or Burger King®, real
estate companies like Century 21° or
Coldwell Banker®, or hotel franchises
like Marriott® or Hilton®. However,
many franchises are not typical.
Examples of these include product dis-
tributors, car washes, maid service busi-
nesses, bakery, sushi departments at
supermarkets and others.

What is common to all franchises
is that a person/entity sets up some-
one else’s business to provide goods or
services to others. In California and
other registration states, it makes no
difference if the arrangement between
the parties is written or oral’ The FTC
Rule, however, specifically exempts
agreements that are completely oral and
where no facet of the relationship is put
to writing (such as in purchase orders
or invoices).® Furthermore, the name
the parties give the agreement does not
matter. The agreement may be called
a trademark license agreement, know-
how license, distributorship agreement,
or some other name. As long as the ele-
ments discussed below are satisfied, the
agreement will be deemed a franchise.

So what is a franchise? Franchises
typically have 3 elements: a marketing

plan element (the FTC uses the term
“significant control or assistance”), an
association with the grantor’s trade-
mark and a fee’ This is not the only
definition, but it is the most often used
definition. Instead of the marketing
plan element, some states require the
licensor and licensee to have a com-
munity of interest (a common financial
interest) or for the licensor to provide
substantial assistance to the licensee.®

The marketing plan element can be
satisfied in many different ways, includ-
ing by providing the licensee a method
of doing business, procedures or guide-
lines to follow (whether through an
operating manual or other directives
provided to the licensee from time to
time), training on how to engage in the
business, information on the licensor’s
methodologies, restrictions on the types
of customers and geographies in which
the licensee may sell, advertising method
protocols, marketing program participa-
tion requirements, troubleshooting and
other assistance.” Importantly, however,
the FTC has opined, that following the
requirements will not alone satisfy the
marketing plan element. Additionally,
the FTC requires the licensor’s imposi-
tion of trademark controls designed to
protect the licensor’s rights in and to
the licensor’s marks, such as inspec-
tion rights and restrictions on how to
display the marks, imposing health and
safety restrictions as required by federal
and state laws and assisting distribu-
tors obtain financing.'’ As a whole, the
key question to look at is the degree of
control over the licensee maintained by
the licensor and whether participation
in the licensor’s programs are required
or merely optional.
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The trademark association element is
typically satisfied through a trademark
license whereby the licensee is granted
the right in some respect to use the
licensor’s marks in connection with the
licensee’s business. The term trademark is
defined broadly and includes word marks,
sfogans, logos, trade names and other
advertising and commercial symbols.”? To
avoid satisfying this element, manufac-
turers, for example, may opt to expressly
prohibit the distributor from using the
manufacturer’s marks. However, if the
licensee has the mere option to use the
licensor’s marks, the trademark element
will likely be satisfied.®

The third element of a franchise
is a fee paid by the licensee to the
licensor. This element will be satisfied
with virtually any required payment
from the licensee to the licensor. Some
examples include charging an initial fee
for the right to transact business with
the licensor, rent, advertising assistance,
training, bookkeeping charges, equip-
ment rental fees and continuing royalty
charges. In California, the fee must
exceed $500 annually to be deemed
a franchise.® Other states have simi-
lar thresholds.’® Under the FTC Rule,
the fee element will be satisfied if the
licensee is required to pay the licensor
more than $500 through first 6 months
of operations.” ’

But not all charges constitute fees.
Certain states and the FT'C have exclu-
sions pertaining to the fee element. A
fairly common one is if the licensor
sells goods to their licensee at a bona
fide wholesale price for resale or lease.!®
However, some caution is warranted.
The exclusion will not apply to goods
that a licensee must use in their own
business, such as equipment or busi-
ness supply purchases.”” In addition, if a
licensor requires a licensee to advertise
the licensor’s marks, or if a licensee is
required to purchase certain promo-
tional materials for use in the licensee’s

business, these payments may also be
sufficient to satisfy the fee element.?

SO WHAT IF YOU SATISFY THE
ELEMENTS OF A FRANCHISE?

Franchises are highly regulated
on both the federal and state levels.
On the federal level, the FTC Rule
on Franchising applies nationwide.?!
Revamped in 2007, the new Rule
requires the Franchisor to provide pro-
spective franchisees pre-sale disclosure
on twenty three items. These include
disclosure of the identities of the fran-
chisor, its principal officers, direc-
tors, parents as well as certain of the
franchisor’s affiliates’ business experi-
ence, regulations and laws affecting the
franchised business, pending and past
litigation history, bankruptcies involv-
ing the franchisor and its principals,
initial fees and other fees payable to
the franchisor over the course of the
relationship, estimated initial invest-
ment, required franchisee purchases,
financing provided by the franchisor or
affiliates, initial and on-going support
provided by the franchisor, territorial
exclusivity and any minimum territory
provided by the franchisor, trademarks,
patents and copyrights licensed to the
franchisee, financial representations
regarding potential income the fran-
chisee may earn from the business,
personal - participation requirements,
whether the franchisor uses a public
figure to promote the franchise, num-
ber of existing outlets in each state, list
of franchisees who were terminated,
not renewed or ceased doing business,
list of franchisees who sold or otherwise
transferred their franchise to another,
the franchisor’s audited financials in the
last three fiscal years, and a copy of the
franchisor’s form agreements that the
franchisee may be required to sign.??

The disclosures are designed to pro-
vide the franchisee information on the
franchisor and the business, to enable the

franchisee to make an informed decision
whether or not to enter into the franchise
relationship with the franchisor.

In addition, thirteen states require
pre-sale registration before the franchi-
sor offers or sells franchises in that state
or to residents of that state. These include
California, Hawaii, Ilinois, Indiana,
Maryland, Minnesota, North Dakota,
New York, South-Dakota, Virginia,
Washington and Wisconsin.?

Among other reasons cited, these
required disclosure and pre-sale reg-
istration laws were enacted to protect
franchisees from unscrupulous franchi-
sors, to provide a layer of review by state
regulators to ensure franchisors plan-
ning to sell in these states satisfy certain
minimum disclosure requirements, to
alert state regulators of the franchises
being sold within their borders and to
ensure the franchisors have the finan-
cial wherewithal to provide the ini-
tial services described in the disclosure
document, such as initial training and
support.” To enforce these goals, state
regulators have the power to deny a
registration to franchisors who prepare
a grossly deficient disclosure document
or who pose a risk to franchisees in their
state, to refuse to renew a registration
and to require franchisors to escrow ini-
tial fees, or to defer charging initial fees
until the franchisor’s initial obligations
to franchisees have been satisfied.”

On top of the franchise registration
laws, twenty states regulate the ongoing
relationship between franchisees and
franchisors.?® These states recognized
that regulating the start of the relation-
ship did not sufficiently protect fran-
chisees and that they were still largely
at the mercy of franchisors.

The Franchise Relationship Laws,
as they are commonly known, gener-
ally restrict franchisors from unfairly
terminating or refusing to renewing
their franchisees during the term of the
agreement and at its end.” The laws
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generally prohibit terminating a franchi-
see unless there is good cause, require the
franchisor to provide notice of the alleged
breach and an opportunity to cure most
breaches, and restrict franchisors from
refusing to renewing franchisees at the
end of the agreement’s term unless certain
conditions are satisfied.?®

Although outside the scope of this
article, there is also a third kind of regu-
lation in this area known as Business
Opportunities. Similar to the franchise
laws described above, they are regu-
lated by both federal and state laws”
and generally require those who offer
business opportunities to comply with
certain disclosure requirements, state
registration and bond requirements.
The definition of a business opportuni-
ty is somewhat similar to the definition
of a franchise except that the trademark
element is generally missing. Common
business opportunities are those that
grant a purchaser the right to oper-
ate a vending machines business, dis-
play racks or another type of business
whereby the grantor represents that by
engaging in the business opportunity,
the grantee will likely earn more than
the initial investment required to start
the business.

POTENTIAL RISKS OF VIOLATING
FEDERAL AND STATE FRANCHISE
LAWS

Violating the FTC Franchise Rule
and the state franchise registration laws
can subject franchisors, their principals
and agents to severe penalties.

The FTC has a number of
remedies available to deal with persons
and entities who violate the Franchise
Rule’s disclosure requirements. These
include injunctions, monetary redress
and other remedies. The FTC Act
authorizes preliminary and permanent
injunctions against Rule violations.”
The FTC can freeze the franchisor’s
assets®? and impose civil penalties of

up to $10,000 for each violation of
the Rule.®® In addition, the FTC may
seek monetary damages on behalf of
investors injured economically by a Rule
violation.** The Act also authorizes other
remedies as the court finds necessary to
redress injury to consumers from a Rule
violation, including rescission or reforma-
tion of contracts, the return of property
and public notice of violation.

In addition, each of the franchise
registration states authorize private and
public actions for franchise law viola-
tions. In California, the arsenal of
remedies available to the government
include instituting governmental inves-
tigations,*® secking injunctive relief
against the offender, instituting actions
for restitution, disgorgement and dam-
ages”” and seeking civil®® and criminal
penalties.”

Many states also allow for private
actions against licensors who violate
the state’s franchise laws. In California,
a licensee has the right to seek damages
against the licensor as well as rescis-
sion if he can prove a licensor will-
fully failed to register as a franchise or
provide a disclosure document or has
made a material omission or failed to
state material facts in their disclosure
document.®® California also provides
for personal liability of the franchisor’s
officers, directors, or employees who aid
in the act or transaction constituting
the violation.#! The risks and penal-
ties for violating the franchise laws are
therefore real.

CROSSOVER FOR IP LAWYERS

Knowing the definition and what
constitutes a franchise is important
for intellectual property lawyers. IP
lawyers prepare various kinds of agree-
ments including trademark licenses,
distribution agreements, patent licens-
es, know how agreements and others.
IP lawyers help clients resolve disputes
involving these kinds of relationships

and disputes arising from these types of
agreements.

For licensors, there is continuing risk
of a license becoming a franchise there-
by triggering disclosure and registration
requirements. This may occur if the
licensor inadvertently includes terms in
an agreement that satisfy each of the
elements of a franchise. It may also
occur over time if, for example, the
licensor starts charging new fees (such
as fees for brochures or pamphlets)
or requires the licensee to attend a
training seminar on new products or
services. It is not uncommon for an
agreement to start out as a mere license
and, over time, evolve into a franchise
agreement.

For licensees, there are also benefits
of knowing what constitutes a fran-
chise for use in litigation, negotiation
and dispute resolution. Licensees may
use franchise laws to potentially keep
an agreement from being terminated,
cancelled or notrenewed and to edu-
cate the licensor about why the rela-
tionship is a franchise and penalties
for not complying with the laws. In a
lawsuit, licensees may include causes
of actions for the licensor’s violation of
the state’s registration and relationship
laws. Licensees may also use the fran-
chise laws to potentially demand higher
compensation and benefits from their
licensor when a violation has occurred.

CONCLUSION

Knowing about state and federal fran-
chise laws is important for intellectual
property practitioners. For practitioners
representing licensors, knowledge of the
definition of a franchise will allow you
to develop and draft an agreement that
will avoid satisfying the franchise ele-
ments. It also provides practitioners the
ability to advise clients on how to avoid
the definition of a franchise and steps
that can be taken to avoid becoming an
inadvertent franchise.
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For practitioners representing fran-

chisees, knowing what constitutes a

franchise is important for strategic rea-

sons. It can help in negotiations, dis-

pute resolutions and litigation with the

licensor. =
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