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SO YOUR CLIENT WANTS TO PURCHASE A FRANCHISE – 

GIVING ADVICE AND COUNSEL


The phenomenal growth of franchising during the past 25 years has drastically changed many of our traditional views regarding business ownership and retail marketing.  Franchising has changed the basic methods by which Americans, and now the entire world, purchase goods and services and, for better or worse, has created a totally new retail landscape of shopping malls and strip centers with signage that is recognized around the world.  Franchising has also had a lasting impact upon American culture, values and life styles.

I. What is Franchising?
Franchising is merely one particular method of distributing products or services; however, it is important for lawyers to examine the legal definitions of “franchise” which appear in various state franchise statutes and in Federal Trade Commission (FTC) regulations in order to know which statutes or regulations apply to the particular circumstances presented.  For example, the Michigan Franchise Investment Law (MFIL) defines a franchise as follows:

“Franchise” means a contract or agreement, either express or implied, whether oral or written, between 2 or more persons to which all of the following apply:

(a) A franchisee is granted the right to engage in the business of offering, selling, or distributing goods or services under a marketing plan or system prescribed in substantial part by a franchisor.

(b) 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, service mark, trade name, logotype, advertising, or other commercial symbol designating the franchisor or its affiliate.

(c) The franchisee is required to pay, directly or indirectly, a franchise fee.  M.C.L.A. 445.1502 (3)

The FTC, however, defines “franchise” in more conceptual terms as a “continuing commercial relationship” between two persons whereby:

(l)(i)(A) a person (hereinafter “franchisee”) offers, sells, or distributes to any person other than a “franchisor” (as hereinafter defined), goods, commodities, or services which are:

[Mark, Name, Symbol]

(1) Identified by a trademark, service mark, trade name, advertising or other commercial symbol designating another person (hereinafter “franchisor”); or

[Quality Standards]

(2) Indirectly or directly required or advised to meet the quality standards prescribed by another person (hereinafter “franchisor”) where the franchisee operates under a name using the trademark, service mark, trade name, advertising or other commercial symbol designating the franchisor; and

[Control]

(B)(1) The franchisor exerts or has authority to exert a significant degree of control over the franchisee’s method of operation, including but not limited to, the franchisee’s business organization, promotional activities, management, marketing plan or business affairs; or

[Assistance]

(2)
The franchisor gives significant assistance to the franchisee in the latter’s method of operation, including, but not limited to, the franchisee’s business organization, management, marketing plan, promotional activities, or business affairs; Provided, however, That assistance in the franchisee’s promotional activities shall not, in the absence of assistance in other areas of the franchisee’s method of operation, constitute significant assistance;

(Note:  This excerpt does not contain the complete definition of a franchise but serves to illustrate the different ways in which a franchise can be legally defined).

At least two levels of organizations are involved in a franchise system:

(1) the franchisor, which licenses its trademark or tradename and business system to the

(2) franchisee, which pays a royalty and an initial franchise fee for the right to do business under the franchisor’s name and to use its business system.

The hallmark (and heart and soul) of all franchise systems is a registered trademark under which the goods and services are sold.

Generally, a franchisee is an independent agent acting as a franchisor’s or manufacturer’s licensee and, for all practical purposes, as its sales outlet to the general public.  The franchisee does business under the name of the franchisor using its trademark and the style as prescribed by the franchisor.  By using a uniform single business system, independent local franchised businesses present themselves as a part of a larger and sometimes nationwide or even international business organization.

What is the difference between “product” franchising and “business format” franchising?

There are generally two distinct types of franchises – product franchises and business format franchises.

A. Product Franchises
Product franchises, sometimes referred to as dealership franchising, involve the sale of a manufacturer’s product line through authorized outlets but they do not normally follow a rigidly prescribed business format.  Automobile dealers, gasoline service stations and some office product dealerships fall within this category.  According to the Department of Commerce,  product franchises account for almost 75% of all franchise retail sales.


B.
Business Format Franchise

Business format franchises are generally recognized by the public as exemplifying franchising as we normally describe it.  Fast food restaurants, convenience stores, hotel chains, printing services, muffler and other automotive services, fall within this category.  The Department of Commerce recently estimated that over 550,000 business format franchise outlets now dot the American landscape.

II. What is the Impact and Scope of Franchising in Today’s World?
A.
Economic Impact

In the United States, the International Franchise Association has recently reported that franchising constitutes more than one-third of all retail sales and that there are more than 2,000 franchisors operating more than 500,000 franchisee and company operated outlets.  Franchisors and their franchisees employ more than 8,000,000 people.  


B.
Social Impact

The growth of franchising has materially changed the retail landscape, the development of cities and towns, and the tastes, expectations and impressions of an entire generation of people.  Franchising has absorbed entire segments of retail good and services industries.

C.
Franchise Systems Available

Franchisors now offer franchises in virtually every business form one can imagine.  Entrepreneur Magazine divides its listing of franchise systems into over 150 categories.  The Fast Food category contains over 22 choices from Bagels to Submarine Sandwiches; the Retail Stores category ranges from Apparel & Accessories to Wireless Communication Stores; and even the Automotive Category offers 12 itemized services such as Appearance Services, Brakes, Oil Changes, Tires, Rentals, Transmission Repair, Tune-Ups, Windshield Repair, Auto-Parts and Radio and Sound Systems.

III. Does you client have a basic business understanding of Franchising?

The rapid growth of franchising shows no indication of running out of steam in the near future.  For a brief period, there was an excess of franchise offerings but not a sufficient number of qualified franchisees to pursue them.  During the past few years, however, many of our largest corporations are scaling down in size and their middle management employees have been offered early retirement benefits.  This phenomenon has created a large pool of potential franchisees who have business experience and, possibly of more importance, sufficient capital to purchase a franchised business.  Further, this pool of people is very motivated to purchase a franchised business because they are too young for retirement, they do not believe they can obtain similar positions in their respective industries and they want to continue in some type of business to apply their acquired skills and experience.

A. What are the advantages and disadvantages of Franchising?
Franchising is built upon the legal relationship between the franchisor and franchisee.  The parties will enter into this relationship for a considerable period of time during which there may be considerable changes.  This legal relationship will, at one time or another, come to an end.  At every stage of this relationship, there will be various business and legal consequences.  Some of these consequences will persuade a prospective franchisee to conclude whether or not the advantages of franchising outweigh its disadvantages.

Prospective franchisees need to be informed of these “pros” and “cons” in order to make an educated decision.

B. Advantages of Franchising
· Individual Business Ownership

Franchising makes the possibility of owning one’s own business a reality to thousands of people who would never otherwise have such an opportunity.  For those who have no previous business experience, franchising offers an opportunity to learn business practices and procedures.

· New Opportunities

Franchising has created vast numbers of new business opportunities in myriads of fields.  There are now so many different business categories in which franchises are offered that every prospective franchisee can choose one or more categories which are attractive to his or her interests.

· Reduction of Risk

Franchising substantially reduces the risk of owning and running a new business.  Because franchising is founded upon a trademark license, the franchisee should find that potential customers recognize the trademark and that they will patronize the business because of it.  The franchisee, therefore, runs less risk of failure because the franchisor has previously tested its system for the delivery of its products or services and has established customer awareness through its trademark.

· Easy Entry to the Marketplace

Franchising reduces the barriers to opening one’s own business.  In a mature franchise system, the franchisee is relieved of the burden of creating a product, identifying a market, finding a location, and preparing a business plan for raising capital.

· Established Business System

Franchising eases the burden of operating a business.  Many franchise systems pave the way to suppliers, provide established accounting systems tailored to the business, train the franchisee in operations, and provide continuing guidance and counseling.

C. Disadvantages of Franchising
· Control Over Franchise Operation

Franchising requires the franchisee to follow the business format and procedures prescribed by the franchisor and permits the franchisor to exercise significant control over the franchise business.

· Limited Life Span

Franchise agreements are written for a limited term or duration.  In most instances, the franchisor is not obligated to renew the franchise agreement.

· Termination of Franchise

Under certain circumstances of breach or default by the franchisee, the franchisor may terminate the franchise agreement and the franchise operation must close it doors.

· Transfer of the Franchise

The franchisor generally restricts the sale or transfer of the franchise business to someone acceptable to the franchisor.

· Compliance with Franchise Requirements

The franchisor will insist that the franchisee follow certain procedures and observe certain requirements.  The franchisee will often disagree with the necessity of the imposition of these requirements.

· Payment of Royalties

The franchisee will be required, during the term of the franchise agreement, to pay royalties or fees for the privilege of doing business in the trade style of the franchisor.  This royalty or fee is generally based upon a percentage of gross sales and is due and payable whether or not the franchise operations are generating a profit.

After evaluating these various factors, the prospective franchisee must make the determination whether or not he or she is willing to accept the restrictions of franchising in order to obtain its benefits.

D. Contacts With Existing Franchise Operators – The Only True Source of Objective Information
If the potential franchisee does nothing else, he or she MUST contact as many of the existing franchisees in the franchising system as is practically possible to obtain information about the franchisor and the franchising system.
Franchisors are no different than anyone else – they want to sell franchises.  The information franchisors provide is obviously slanted in their favor.

Many franchise lawyers provide a list of questions which their clients should ask of existing franchisees.  These questions are often divided into two general categories:

The first set of questions deals with the owner’s satisfaction with the business, its operations and its profitability.

· How long has the franchise been operating?

· Is the business currently generating a profit?

· How much can an owner take out of the business?

· How do the results of the business compare with the “average” earnings or other earnings claims made by the franchisor?

· Do you have a friendly banker who helped you get started?

· How easy (or difficult) is it to get good help?

· Any unpleasant surprises regarding unexpected expenses, slow business periods, etc.

· Do you have a franchisee association or franchisee advisory committee?

The second set of questions deals with the support provided by the franchisor and the ongoing relationship with the franchisor.

· How much support did the franchisor provide during the start-up of the franchise?

· How much ongoing support does the franchisor currently provide?

· Is financing provided by the franchisor or is it otherwise readily available for equipment, leasehold improvements and other start-up expenses?

· Are you given an exclusive territory?  Are there territory restrictions?

· Does the franchisor have an effective management team (national, regional or local)?  Is the management team sympathetic to your problems and receptive to your suggestions.

There is then the one final catch-all question:

· If you had to do it all over again, would you purchase your franchise?

-or-

· Would you recommend that I purchase this franchise?

If your client is not prepared to conduct such an investigation, then your client is probably not prepared to purchase a franchise!

IV. Does your client have a basic legal understanding of Franchising and how it is regulated?

We now turn to the basic disclosure requirements imposed by federal regulation and state statutes upon franchisors engaged in offering and selling franchises in the United States.

The offering and selling of franchises is one of the most heavily regulated of business activities and it is beyond the scope of this outline to provide a complete analysis of the various federal and state laws and regulations applicable to franchising.  Many statements in this outline are subject to specific state or federal statutory and regulatory definitions, qualifications, policies, exemptions and exclusions which must be interpreted by the franchisee’s attorney to determine if any such statement is applicable to a particular transaction.

A. Federal Trade Commission Franchising Rule
The Federal Trade Commission’s Franchising Rule (FTC Rule), 16 C.F.R. 436 et seq. requires that every franchisor offering franchises anywhere in the United States deliver an offering circular using a prescribed format to all prospective franchisees.  The FTC Rule preempts state franchise laws and regulations only to the extent that they are “inconsistent” with the FTC Rule or provide less protection to the prospective franchise than that provided by the FTC Rule.  Accordingly, franchisors and their agents who are covered by the FTC Rule must also comply with all state franchise registration, disclosure and administrative laws and regulations.

The FTC Rule specifies a disclosure format which is seldom used by national franchisors because there are seven or eight states which do not accept the FTC format whereas the FTC has accepted the Uniform Franchise Offering Circular (UFOC) as a format which may be used to comply with the FTC’s disclosure requirement in all states.


B.
Uniform Franchise Offering Circular (UFOC)
The franchise laws of some 15 states prescribe the form and contents and/or advance registration of the disclosure documents which must be delivered to prospective franchisees.  These states include California, Hawaii, Illinois, Indiana, Maryland, Michigan, Minnesota, New York, North Dakota, Rhode Island, South Dakota, Texas, Virginia, Washington and Wisconsin.  Oregon also has specific disclosure requirements but does not require registration.

C.
Michigan Requirements
In Michigan, a franchisor is required to file a notice that it is selling franchises within the state with the Michigan Attorney General’s office prior to offering and selling franchises but is not required to file or register its franchise disclosure documents.  The franchisor must, however, adapt its UFOC to Michigan requirements including certain notice provisions which are required to be included in the UFOC.  A copy of the Michigan notice provision is attached to the end of this outline.  If the notice is not included in the UFOC, this omission may be reported to the Michigan Attorney General’s Office and the UFOC would not be deemed by that office to comply with Michigan statutory requirements.


What legal advice do you give to a client if the Michigan notice provision or any other significant legal defect is noted in the UFOC?

V. Examination of the Required Contents of the UFOC.

VI. Hot Topics of Particular Interest in UFOC.

A.
Arbitration of Franchise Disputes

Until 20 years ago, the arbitration process was seldom used for the resolution of commercial disputes except in the fields of labor and construction law.  Other commercial issues were deemed to be too complicated or “too important” to be entrusted to the arbitration process.  During the 1980’s, however, the U.S. Supreme Court issued a series of opinions which made it clear that virtually all commercial issues are subject to arbitration and that binding arbitration clauses for such issues will generally be enforced.

Accordingly, a large majority of franchise contracts now contain binding arbitration clauses.  What does this mean to the prospective franchisee?

· Location of arbitration hearing (Note Michigan statutory restriction)

· Privacy, Promptness & Economy

· Limited Discovery

· Limited Procedural Safeguards

· No access to a jury

· Limited right of appeal

B. Choice of Law and Jurisdiction as it Affects MFIL.

The stated purpose of MFIL is to regulate the offer, sale and purchase of franchises in Michigan.  The MFIL accomplishes this purpose, in large part, by requiring certain disclosure items to appear in the UFOC and by declaring certain onerous provisions which might be contained in a franchise contract to be void and unenforceable.

The effectiveness of the MFIL to accomplish its stated purpose has recently been undermined due to recent court decisions regarding the effectiveness of “choice of law” provisions which are always found in franchise contracts.

A standard “choice of law” provision simply provides that the rights and obligations of the parties to a franchise agreement shall be governed by and construed in accordance with the laws of a particular state (usually, the home state of the franchisor).

A recent federal court decision has ruled that a “choice of law” provision which applies the law of a foreign state has the effect of bypassing the MFIL completely and thereby eliminates the protection its provisions are intended to provide to Michigan franchisees.

See and compare:

Hambell v Alphagraphics Franchising, Inc., E.D. Mich, 779 F. Supp 910 (1991)

Banek, Inc. v Yogurt Ventures U.S.A., Inc., C.A. 6 (Mich), 6 F.3rd 357 (1993)

Martino v Cottman Transmission Systems, Inc., (Mich. App.), 554 N.W. 2d 17 (1996)

C. Franchisee Associations and Franchise Advisory Councils
In providing advice to a prospective franchisee regarding a particular franchise system, one can often obtain a great deal of information from members of the Franchisee Association or the Franchisee Advisory Council, if either exists.  Further, as will be discussed later, the mere fact that either one or the other of such organizations exists is, in itself, a significant factor in evaluating a particular franchise system.

1. Franchisee Advisory Councils
Usually formed by the franchisor as a means of encouraging suggestions and other input from franchisees regarding the franchise system or as a means of discouraging franchisees from forming an independent franchisee associations which allows the franchisees to negotiate for benefits through strength of numbers rather than on an individual basis.

2. Franchisee Associations
Generally autonomous organizations which are formed, controlled and financed by the franchisees, frequently for purposes which are perceived by the franchisor to be hostile to the franchisor’s interests.  Such associations are formed to serve the best interests of their franchisee members which interests may, or may not, be similar to the objectives of the franchisor.

3. Hybrid Organizations
Those organizations which share some characteristics of both can be difficult to label.

4. Communication
Franchisors that lack a means of effectively communicating with franchisee through a cooperative organization such as a franchisee council are likely to be confronted by the hostile and unified action of a franchisee association particularly in regard to the implementation of changes in the franchise system.

· Modified renewal terms

· Merger of franchise systems

· New franchise agreement

· Acquisition of the franchisor

· Changes in senior management

5. Organization
· Who funds the activities of the organization?

· Who schedules the meetings and controls the agenda?

· Who selects or elects the members?

· Who selects the legal advisors and consultants?

· Must the members be in good standing?

· What action is taken on its decisions?

6. Objectives
· Training
· Testing new goods and services
· Advertising Funds
· Cooperative Purchasing Programs
· Group providers for insurance or financing
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