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Introduction

A feature of intellectual property
is the ability to let others use it.’
This expands the reach of the
licensed property, benefits licensees
by letting them use the property to
enhance their own ventures, and ben-
efits the owner by generating rev-
enue in the form of royalties or other
kinds of payments.> The mechanism
by which a property owner permits
use by someone else is a license.?
Licensing lets others use valuable
product and service brands, patented
inventions, copyrighted expressions,
and confidential know-how compris-
ing trade secrets.

An increasingly widespread form
of intellectual property license is the
business franchise. Franchises are
familiar to businesspeople and consumers; fast-food, hotel,
automotive, and other franchises are well-known parts of
the American economy. Entrepreneurs who create these
franchises either know or quickly learn that they are subject
to special legal requirements under a rule of the Federal
Trade Commission® and the laws of thirteen states requiring
franchisors to either register or file their disclosure
documents with a specified state agency before offering or
selling franchises to prospective franchisees.’

Because of the importance and value of letting others use
intellectual property, licensing is an important part of the
American economy and of many intellectual property (IP)
law practices. But many IP practitioners are not aware of
the franchise laws. Because the scope of franchise laws is
not intuitive, practitioners do not consider them or else
assume they apply only to transactions intended to be fran-
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chises or involving multiple look-alike locations with
periodic royalties to be paid.

Many business transactions, however, that are not tradi-
tional franchises involve elements common to franchise
operations, thereby subjecting them to the rules and regula-
tions that govern franchises.® Transactions that IP lawyers
view as simple intellectual property licenses may have all
the elements that make their agreements franchises, subject-
ing them and the relationships they create to regulations that
govern business franchises.

Ignorance of franchise laws and their wide scope have
unintended risks and consequences for clients and counsel.
Ignorance may unwittingly expose clients to risks of violat-
ing the law by failing to satisfy statutory registration and dis-
closure requirements for offering and/or selling a franchise.
Ignorance may deprive clients of statutory benefits to which
they are entitled as franchisees. Lawyers who overlook fran-
chise laws may be criticized (or worse) by their clients;” and
a lawyer’s failure to advise clients properly regarding the law
does not excuse any resulting violation by the client.®

To reduce these risks, IP practitioners need to have at
least a basic understanding of the nature of a franchise
relationship, the elements of a relationship that turn it
into a franchise, how and when an IP license may be a
franchise, and how a licensing or other transaction can be
structured to avoid the broad reach of the franchise laws.

What Is a Franchise?

There is no uniform, nationwide definition of what
constitutes a business franchise. Rather, there are multiple
(continued on page 9)
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Franchise Surprise
(continued from page 1)

defmitions adopted by the Federal Trade Commission,
by various states that regulate offers and sales of
franchises, and by states that regulate the ongoing
franchisor—franchisee relationship or the termination of
that relationship.

Franchises are regulated under both federal and state
law Federal rules governing franchise arrangements have
been promulgated by the Federal Trade Commission
under authority of the Federal Trade Commission Act.’
State franchise laws are preempted by the federal rules but
only to the extent that state laws are less protective of
franchisees than are the federal rules.’

The Federal Trade Commission rule defines a franchise
as a continuing commercial relationship created by any
arrangement in which (1) one party (a franchisee) offers,
sells, or distributes goods or services supplied, directly or
indirectly, by a franchisor and identified by a trademark or
other commercial designation owned by the franchisor; (2)
the franchisor exercises significant control or provides sig-
nificant assistance in the franchisee’s method of operation
and secures, directly or indirectly, a retail outlet or other
site for the sale or distribution of the goods or services; and
(3) the franchisee is required as a condition of obtaining or
starting the franchise operation to make a payment to the
franchisor or an affiliate of the franchisor of $500 or more
within six months after starting the franchise operation.!!

Numerous states have enacted definitions of franchises
for purposes of their presale registration and disclosure
law, to restrict a franchisor’s freedom to terminate a fran-
chise early, or not to renew the franchise at the end of its
term. State franchise statutes can generally be divided
into two categories. Most states define a franchise as
containing a “marketing plan or system” element.?
Several states define a franchise based on a “community
of interest” between the parties to the relationship.’

States that use the marketing plan framework define a
franchise as a continuing commercial relationship in which
(1) the franchisor grants the franchisee the right to engage
in a business using a marketing plan or system prescribed
in substantial part by the franchisor; (2) the franchisee’s
business is substantially associated with the franchisor’s
trademarks, service marks, trade names, or other commer-
cial designation; and (3) the franchisee pays a fee."* These
elements are often referred to in shorthand as a marketing
plan, trademark license, and franchise fee.

States that use the community of interest framework
define a franchise as a relationship in which (1) the fran-
chisor and franchisee have a community of interest; (2)
the franchisee has the right to use the franchisor’s trade-
marks; and (3) the franchisee pays a fee.’> Community
of interest is generally defined as a continuing financial
interest between the franchisor and franchisee in operat-
ing the franchised business.'®

If the relationship between parties satisfies the defini-
tion of a franchise, compliance with the state’s registration
and disclosure requirements is needed.

In the most common form, under any of the defini-
tions, the elements combine into businesses that are
familiar to almost everyone in the form of traditional
quick service restaurant, gasoline station, hotel, real
estate brokerage, and myriad other franchises. The
typical franchise features the sale of branded goods or
services, like McDonalds hamburgers, Texaco fuel,
Century 21 real estate brokerage services or Hilton hotel
services, sold at retail locations that are independently
owned, but have a common appearance and operating
procedures. The operator of each unit pays the fran-
chisor a royalty for the privilege of using the name and
business system.

The Definitional Elements of a Franchise
Have Wide Scope

The definitional elements of a franchise are often
interpreted broadly by courts and agencies that adminis-
ter the franchise laws. As a result, business transactions
that deviate from the traditional lay conception of a fran-
chise may still fall within statutory definitions.

For example, an agreement permitting a licensee to
practice a patented invention or use a body of trade
secret knowledge can meet the definition of franchise. If
the licensor provides the licensee training, operational
guidance or recommendations for marketing, the market-
ing plan element may be satisfied. If the licensor allows
the licensee to associate the business with the licensor’s
trademark, the trademark association element may
be satisfied. A transaction of this nature inevitably
includes payment to the patent or know-how owner, thus
satisfying the franchise fee element.

This discussion is not hypothetical; a number of reported
decisions discuss the definitional elements of a franchise.

The Trademark Element. Authorities state that a mere
grant of authority to use another’s trademark, service
mark, trade name, or other commercial designation,
whether or not the licensee actually uses the mark, is
sufficient to satisfy the trademark requirement. When a
licensee sells goods or services bearing marks owned by
a licensor or when a licensee’s operations are conducted
under a name associated with a licensor, the required
trademark use can also be present. Any substantial asso-
ciation of a product or operation with another’s mark can
be sufficient.

The wide scope of the trademark association element
is illustrated by the California Court of Appeal decision
in Kim v. Servosnax."” An office lilding’s cafeteria
operator was prohibited from displaying the licensor’s
“Servosnax” name to customers. Despite this, the court
still found the business was substantially associated with
the licensor’s trademark as contemplated by California’s
Franchise Investment Law. This was because the licensor’s
goodwill and reputation were important to the property
owner in deciding to allow the cafeteria to operate on the
premises. The licensee was associated with the licensor in
the property owner’s mind.

More recently, a U.S. district court in Ilinois held that
merely pleading the bare minimum facts of association of a



business with a licensor’s trademark was a sufficient
allegation of the trademark element.!® The plaintiff,
Ward Enterprises, which operated a retail business sell-
ing audio and video products, received a five-year
license from the defendant to sell the Olufsen brand of
products. After the defendant terminated the license
early, Ward sued, claiming violation of the Washington
State franchise law. In rejecting the motion to dismiss
the franchise law claim, the court noted that under feder-
al pleading rules, the complaint needed only to state bare
minimum facts sufficient to notify the defendant of the
claim so it could answer. According to the court,
“Plaintiff’s allegation that its operation was substantially
associated with [Defendant’s] trademark, trade name and
advertising was sufficient to state a claim under the
Washington Franchise Act.”"?

The Marketing Plan Element. A typical franchise
arrangement involves a level of control exerted by the
franchisor over the franchisee’s operating hours and
techniques, accounting practices, employment policies,
advertising, and business location. However, the market-
ing plan element may be present if assistance is provided
in such areas as business training, management, person-
nel, or in cases where there are site or warranty require-
ments, inventory controls, or display requirements. A
marketing plan may be deemed to exist merely on the
basis of controls designed to protect ownership rights in
a trademark or service mark.

The marketing plan element was found to be broad in
Gentis v. Safeguard Business Systems.” Gentis had sales
representatives who solicited orders for Gentis’s record-
keeping systems and office products and provided
follow-up service but did not control the terms of sales
or close deals. They did not buy and resell goods nor set
sale prices; they could not make binding agreements
with customers nor did they handle billing or collection.
The court found that the sales representatives’ role in
taking orders amounted to the grant of a right to offer or
sell goods under a system, which satisfied this element
of a franchise relationship.?'

The Franchise Fee Element. A franchise fee includes
any fee or charge that a franchisee is required to pay for
the right to enter into a franchise arrangement. Typical
are payments for such items as royalties, rents, advertis-
ing, training, promotional materials, supplies, bookkeep-
ing, and other services. Purchases from third parties in
which the franchisor or an affiliate of the franchisor
receives revenue can also satisfy the fee requirement.
However, a franchise fee does not include charges for the
purchase of goods at a bona fide wholesale price if no
obligation is imposed to purchase a quantity in excess of
what a reasonable businessperson would purchase under
normal circumstances to start or maintain an inventory.
The federal franchise fee requirement is satisfied by a
payment or payments from the franchisee to the fran-
chisor, required as a condition of obtaining or commenc-
ing the franchise operation, of at least $500 within six
months of commencing operation.

The wide scope of the franchise fee element is

illustrated by a decision of the Court of Appeals for the
Ninth Circuit.?? The Ninth Circuit said that payments
made by a boat dealership to the manufacturer for
promotional materials that are a common part of many
product distributorships—like promotional films, banners,
posters, and brochures—could be franchise fees.

As these cases show, the courts take a broad view of
what constitutes each element. At the same time, at least
in federal courts, plaintiffs can maintain a claim by
pleading only the “bare minimum facts sufficient to noti-
fy the defendant of the claim.” The result is a broad
view of what constitutes a franchise.

Unexpected Franchises

With the broad view of the law applied by courts, it is
not difficult to hypothesize parties to a seemingly routine
patent, trademark, or copyright license facing the sur-
prise of a cogent assertion that the license includes all
the elements of a franchise. As an example, a patent
license might include a commitment by the patent owner
to provide training in the use of the invention and even
ongoing marketing and sales consultation. It would not
be unusual for the license to encourage the licensee to
make use of a clever name or trademark conceived by
the patent owner. If, as is usual, the patent licensee pays
a royalty to the owner, then all of the elements of a busi-
ness franchise are potentially present in the relationship.

This common scenario may well include all the
elements of a franchise. The patent license, together with
consultation and guidance provided by the owner, may
satisfy the marketing plan element. The licensee is per-
mitted to associate the business with the patent owner’s
trademark. Royalty payments readily satisfy the fran-
chise fee element. The same unexpected results could
occur as part of the licensing of a trademark, trade
secret, or even a copyright, if accompanied by the use of
a brand or trade identity, consultation and guidance to
the licensee, and payment of a fee.

A farm equipment manufacturer learned this lesson at
a high price. For over twenty years, a dealer sold
Mitsubishi forklifts. After Mitsubishi ended the relation-
ship, the dealer claimed it had been a franchise, protect-
ed from termination by state law. A jury found that a
total of $1,600 paid over the twenty-year relationship for
sales and service manuals was a franchise fee. This
resulted in a $1.5 million damage award for wrongful
termination. An appeals court noted that the specialized
meaning given to the word “franchise” could surprise
even sophisticated parties, as happened here.?

Surprises in this area are neither hypothetical nor rare.
In 2003 a Los Angeles jury awarded a plaintiff more
than $6 million in a case in which the parties expressly
agreed in writing that their arrangement was not a fran-
chise® The defense claimed the parties believed they
were not and did not intend or want to be a franchise.?

Implications of the Accidental IP Franchise

The FTC’s disclosure rule and state franchise investment
laws were enacted to provide prospective franchisees



with the information needed to make informed decisions
concerning an offered franchise and to prohibit sales of
franchises that would lead to fraud or a likelihood that a
franchisor’s promises would not be met.?* To achieve
these goals, the states with franchise registration and dis-
closure laws prohibit offering or selling a franchise
unless the offer is registered with the state or exempted
from registration.?”’

If an exemption is not available, an application for
registration of an offer must be filed with the state’s fran-
chise law administrator. The application includes exten-
sive information concerning the proposed franchise
arrangement, the franchisor, persons associated with the
franchisor, and financial information.

The application must be accompanied by an offering
prospectus that discloses material information to
prospective franchisees. When approved by the state, the
prospectus, together with copies of all proposed agree-
ments, must be provided to a prospective franchisee and
a cooling-off period must elapse before the franchisee
can sign any agreement or pay any money relating to the
franchise.?® The length of the state-mandated cooling-off
period varies, but because of a preemptive Federal Trade
Commission rule, as a practical matter the cooling-off
period is ten business days (fourteen calendar days in
Illinois).? Under the FTC’s franchise rule, the offering
circular must be presented with all attachments no later
than the first in-person meeting to discuss the possible
sale of the franchise or ten business days before the fran-
chisee either signs any agreement or pays any amount to
purchase the franchise, whichever is earlier.?’

Unknowingly entering into a franchise arrangement
creates unexpected risks and costs. Under the franchise
laws of many states any person who offers or sells a
franchise in violation of the registration, disclosure, and
cooling-off requirements is liable to the franchisee for
damages caused,*’ and in cases of willful violation, the
franchisee is entitled to rescind the agreement and recov-
er the investment.*?

Criminal sanctions are also potentially available.
Recently, the Justice Department obtained criminal con-
victions against promoters of a franchise scheme in an
action in which the FTC’s Franchise Rule Administrator
testified as an expert.* In a number of states that have
franchise registration laws, the failure to comply with the
law’s requirements is a felony.** Some felony prosecu-
tions, in fact, have occurred.>s

If a continuing business relationship is a franchise in
states with franchise relations acts, a franchisor cannot
lawfully terminate the relationship except in compliance
with the state’s statute.

Violating a state’s franchise law, even inadvertently,
can have other implications. When liability or a problem
accrues, clients may claim they were not properly
advised by their lawyer.” In a future transaction, such as
a corporate sale or financing, an ignorant franchisor may
not be able to represent, or get a legal opinion, that it is
in compliance with all applicable laws. A company
that discovers too late that it had inadvertently granted a

franchise may not be able to end the relationship
or may have to pay an unexpectedly high cost to end
the relationship.

H ow to Avoid Being an Accidental Franchise

L awyers often represent clients in transactions in
which the elements of a franchise may be present. A
logical way to avoid application of the franchise laws is
to structure the transaction to eliminate one of the ele-
ments so that the definition of a franchise is awided.
This means a choice of the following:

» Avoiding a marketing plan. If a transaction involves
payment of fees together with the license of a trademark,
then make sure it does not involve the right to distribute
goods or services under a marketing plan provided by
the entity granting the right. The most straightforward
way to avoid this element is to offer no assistance, con-
trol, or guidance to the other party to the transaction,
except the bare minimum inspection rights that may be
needed to protect the licensed trademark.

» Avoid the license of a trademark. If a business trans-
action involves permission to a party to distribute goods
and services together with guidance or assistance amount-
ing to a marketing plan, then prohibit the distributor from
associating its business with the originator’s trademark.

*» Avoid a franchise fee. In this regard, in most states
and under the FTC rule, the mere payment for goods to
be resold from inventory is not a franchise fee. If a
transaction involves the licensing of a trademark together
with distribution of goods or services, then limit the pay-
ment of any fees to only the payment of a bona fide
wholesale price for goods to be resold.

* Open only company-owned stores and expand distri-
bution through the use of employees or sales agents.
Employer-employe or principal-agent relationships do
not normally include elements of a franchise. This is
mainly because they do not involve payment of any kind
of fee, as the employer or principal typically pays the
employee or agent for his or her services.

There are more ways to avoid or reduce the effect of
the franchise laws. In a transaction that a practitioner
believes should not be subject to the law, it is possible to
request an interpretive opinion from the FTC staff,* or
to request an interpretive opinion from the state agency
that administers the franchise law confirming that the
law does not apply*® and a transaction conducted in
accordance with that opinion enjoys immunity from lia-
bility under the law.*

The franchise laws also include exemptions that can
be the basis for structuring a transaction to avoid the
laws’ most onerous provisions. The most common state
exemptions are based on:

» The size of the franchisor (large net worth);*

» The sophistication (business experience) of the fran-
chisee. Examples include sales of additional franchises to
existing franchisees;* sales to franchisor insiders, includ-
ing former or current officers, directors, managing agents,
or owners of the franchisor;* sales to franchisees with a
high net worth;* and experienced franchisees;*



» Sales by one franchisee to another either without or
with franchisor involvement. This exemption applies
most often to permit a franchisee to sell its franchise
without being required to comply with the franchise reg-
istration, disclosure, and cooling-off period procedures;*
Limited franchise offers (to one or two franchisees);*
Small initial investment;* and

*» The offer of a franchise that is merely the addition of
a product or service to an existing business, where the
parties do not expect that the additional product or ser-
vice will account for more than 20 percent of the sales of
the existing business.*

If the practitioner recognizes a transaction potentially
containing all the elements that could implicate the fran-
chise laws, alternatives may be considered to modify the
structure of the transaction to avoid being a franchise or
to comply with conditions for an exemption.

Conclusion

The franchise laws can have a surprisingly broad reach.
In transactions that include the grant of a right to distrib-
ute products or services with the use of a trademark and
guidance or a marketing plan in exchange for any kind of
fee, the business lawyer should consider whether franchise
laws apply. If so, then franchise law compliance may be
needed. As an alternative, it may be possible to structure
the transaction to avoid at least one of the elements that
make the relationship a franchise or to fit the transaction
within the requirements for an exemption.
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§14-227(c); MicH. CoMp. Laws § 445.1531; MINN. STAT. §
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N.D. CeNT. CODE § 51-19-14 (Class B felony penalties); R.I. GEN.
Laws §§ 19-28.1-20 (as provided by law); S.D. CoDIFIED Laws
ANN. §§ 37-5A-76,79, 80 (as appropriate for a Class 4, 5 or 6
felony); VA. CoDE ANN. §§ 13.1-569 (criminal penalty as appro-
priate for a Class 4 felony or misdemeanor as applicable); WASH.
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40. See, e.g., CaL. Corp. CoDE § 31511; N.D. Cent. CODE §
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02.02.08.10(d); N.Y. Gen. Bus. Laws § 684(2) and (3)(a); N.D.
CENT. CODE § 51-19-04(1); R.I. GEN. Laws § 19.28.1-6(a)(1);
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4(a)(6); Mp. CoDE ANN. Bus. REG. §14-214(b)(2); N.Y. GEN.
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