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I.

INTRODUCTION
As the old adage goes, “If it walks like a duck and quacks like a duck, it is a duck,” the
same holds true in franchise law if a business relationship meets the three-prong test for a
franchise. Regardless of what the parties call the relationship, it is a franchise. The temptation
of avoiding franchise laws seems to be as prevalent among business owners as their desire to
franchise their business. With franchise laws on the books at the federal level, and, in many
states at the state level, avoiding the laws and rules that exist is no easy matter. This paper will
explore the various laws that would-be franchisors need to be aware of at different stages of
their franchise relationship such as state and federal disclosure laws, state relationship laws, as
well as industry specific franchise laws and business opportunity laws. It will look at alternative
distribution models that are similar to franchising and look at the potential pitfalls of those
models. It will also explore the consequences of non-compliance.

II.

DEFINITION—KEY ELEMENTS UNDER DIFFERENT STATUTES
A.

Franchise Laws - The Elements of a Franchise
1.

The Amended FTC Rule

In 1971, the Federal Trade Commission (“FTC”) initiated a rule-making procedure in
order to combat rampant fraud that was occurring in the 1950s and 1960s by some “fly-bynight” franchisors.1 As a result, the “Original” FTC Rule became effective in 1979.2 The Original
FTC Rule covered both “franchises” and “business opportunities.”3 In 1995, the FTC began
regulatory review of the Original FTC Rule, and, as a result, the “Amended” FTC Rule became
effective July 1, 2007. Franchisors were required to comply with the Amended FTC Rule by no
later than July 1, 2008.
The Amended FTC Rule focuses exclusively on franchises, and the portions of the
Original FTC Rule relating to business opportunities have been split into a separate FTC Rule
applicable only to business opportunities.4 While there is no uniform definition of “franchise,” the
Amended FTC Rule’s definition, which remained largely the same as the definition included in
the Original FTC Rule, is consistent with the principles underlying the states’ various definitions
of “franchise.”5 However, the new definition of “franchise” did affirm case law on two concepts:
(1) regardless of the names or labels used, if a relationship meets the required elements, it
constitutes a franchise; and (2) if the franchisor represents that the relationship being offered
has the characteristics of a franchise, the relationship constitutes a franchise, even if the
franchisor never performs as represented.

1

DAVID J. KAUFMANN AND DAVID W. OPPENHEIM, FTC DISCLOSURE RULES FOR FRANCHISING AND BUSINESS OPPORTUNITIES
11 (Wolters Kluwer Law & Business 2007).
2
16 C.F.R § 436 (1979).
3
16 C.F.R § 436 (2007) (replaced by the amended FTC Rule on July 1, 2007 (the “Amended FTC Rule”) with
continued use of the “Original” FTC Rule permitted until July 1, 2008).
4
16 C.F.R Part 436 (2007). Business opportunities are now governed by their own rule essentially containing the
same provisions as the Original FTC Rule, 16 C.F.R Part 437 (2007) - Disclosure Requirements and Prohibitions
Concerning Business Opportunities.
5
The Statement of Basis and Purpose for the Amended FTC Rule, 72 Fed. Reg. 61, 15444-15492 (March 30, 2007),
Bus. Franchise Guide (CCH) ¶ 6050.
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Specifically, under the Amended FTC Rule, a “franchise” is defined as:
any continuing commercial relationship or arrangement, whatever it may be
called, in which the terms of the offer or contract specify, or the franchise seller
promises or represents, orally or in writing, that:
(1)

The franchisee will obtain the right to operate a business that is identified
or associated with the franchisor's trademark, or to offer, sell, or distribute
goods, services, or commodities that are identified or associated with the
franchisor's trademark;

(2)

The franchisor will exert or has authority to exert a significant degree of
control over the franchisee's method of operation, or provide significant
assistance in the franchisee's method of operation; and

(3)

As a condition of obtaining or commencing operation of the franchise, the
franchisee makes a required payment or commits to make a required
payment to the franchisor or its affiliate.6
2.

The Definition of Franchise under State Laws

State franchise acts’ various definitions of “franchise” are similar to the definition in the
Amended FTC Rule, with a slight variation of the second element (the control/marketing plan
element). While the Amended FTC Rule speaks of the authority of the franchisor to exert
control or provide significant assistance over the franchisee’s method of operation, state
franchise statutes generally either contain a “marketing plan” requirement or, alternatively, a
“community of interest” requirement.
3.

The Elements of a “Franchise” under Federal and State Law
a.

Trademark Association

Both the Amended FTC Rule and state franchise laws require that the franchisee has
the right to associate with the franchisor’s trademarks. However, the extent to which the
franchisee must be granted the right to “associate” with the franchisor’s trademarks varies from
state to state. In general, however, there are two approaches to meeting this element: (1) some
state statutes require that the franchisee be granted a license to utilize the franchisor’s
trademarks; or (2) other states simply require that the franchisee be substantially associated
with the franchisor’s trademarks.
The License Approach
A minority of franchise acts use the “license approach” to the trademark requirement. A
contractual grant of the right to use the putative franchisor’s trade name or marks is sufficient to
meet the trademark requirement under the license approach. The grant of the right to use a
trade name need not be express.7 Additionally, some courts do not require that the franchisor
grant the franchisee the right to hold itself out as doing business under the franchisor’s name.
For example, under Minnesota law, the only requirement is that the franchisor allows the

6

The Amended FTC Rule, 16 C.F.R. § 436.1(h) (2007).
Unlimited Horizon Mktg., Inc. v. Precision Hub, Inc., 533 N.W.2d 63, 66-67; Bus. Franchise Guide (CCH) ¶ 10,717
(Minn. Ct. App. 1995).

7
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franchisee to use the franchisor’s name in some way, including, for example the use of
advertising that contains the franchisor’s trade name.8
The Substantial Association Approach
The FTC Rule requires that the franchisee has the right to operate a business that is
“identified or associated with the franchisor’s trademark, or to offer, sell, or distribute goods,
services, or commodities that are identified or associated with the franchisor’s trademark.”9
As used under the FTC Rule, the term “trademark” is intended to have a broad definition
and includes not only trademarks, but any service mark, trade name or other advertising or
commercial symbol.10 The FTC Rule does not require that the franchisor actually own the mark,
so long as the franchisor has the right to license others to use the mark.11 According to the
Franchise Rule Compliance Guide, if a supplier wants to avoid compliance with the FTC Rule,
the supplier can do so by expressly prohibiting the distributor from using the supplier’s
trademark.12 However, a supplier could fall within the coverage of the FTC Rule if the supplier
prohibits use of the trademarks in the written agreement but, in fact, allows the distributor to use
the supplier’s marks or fails to enforce the contractual prohibition against use of the supplier’s
marks.
The requirement under some state statutes’ that there be substantial association with
the franchisor’s trademarks have been more stringently interpreted than under other state
statutes. For example, the substantial association approach, generally, does not mean that the
putative franchisee has to carry exclusively franchisor-trademarked products, but “a showing of
a dependence on the public’s confidence in the franchised product for most or all of the
franchisee’s business is required.”13 However, courts have not ruled consistently on the degree
of association that is required. For example, one case interpreting the Connecticut Franchise
Act interpreted such language more strictly, requiring the putative franchisee to demonstrate
that its business is “nearly exclusively associated with the trademark.”14 Yet, interpreting the
same Act, the Connecticut District Court made a provisional finding that a putative franchisee
met the substantially associated requirement where the franchisor’s products accounted for only
23-27% of the franchisee’s business, but where the franchisee engaged in advertising linking
the franchisee with the franchisor’s products, used the franchisor’s trade name on business
cards and delivery trucks, and the phone answering system automatically directed callers to
push a button on their phone if they wanted to hear more information about the franchisor’s
product.15

8

RJM Sales & Mktg., Inc. v. Banfi Products Corp., 546 F. Supp. 1368, 1373; Bus. Franchise Guide (CCH) ¶ 7905 (D.
Minn. 1982).
9
The Amended FTC Rule, 16 C.F.R. § 436.1(h) (2007).
10
Federal Trade Commission, Franchise Rule Compliance Guide, at p. 2, available at
http://www.ftc.gov/bcp/edu/pubs/business/franchise/bus70.pdf (last visited July 11, 2009).
11
Id.
12
Id.
13
B & E Juices, Inc. v. Energy Brands, Inc., No. 3:07CV1321 (MRK)(WIG), 2007 WL 3124904 at *12 (D. Conn. Oct.
25, 2007).
14
Terex Corp. v. Cubex, Ltd., Bus. Franchise Guide (CCH) ¶ 13,498; 2006 WL 3542706 at *8 (N.D. Tex. Dec. 7,
2006) (holding that because Cubex goods only accounted for 0.125 percent of total sales, Terex was far from
meeting the substantial association requirement).
15
Spear-Newman, Inc. v. E.I. Du Pont de Nemours & Co., No. 3:91CV00652WWE, 1991 WL 318725 (D. Conn. Jan.
17, 1991).
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Illinois defines more specifically what it means by the term “substantially associated” in
the state regulations. As provided by the Illinois Regulations, a franchisee’s business is
substantially associated with the franchisor’s trademark or other marks within the meaning of
the Illinois Franchise Disclosure Act, “if the franchise or other agreement, the nature of the
franchise business or other circumstances permit or require the franchisee to identify its
business to its customers primarily under such trademark . . . or to otherwise use the
franchisor’s mark in a manner likely to convey to the public that it is an outlet of the franchisor.”16
Furthermore, the Illinois Regulations explicitly state that an absence or silence in the franchise
agreement of a grant to use the franchisor’s name or mark, in and of itself, is not enough to
avoid the trademark requirement.17 Even if there is a contractual prohibition on the use of the
franchisor’s name or mark; the contractual prohibition must also actually be policed and
enforced to insure that the name or mark is not being substantially used without the franchisor’s
knowledge.18
There is at lease one case that has stretched the trademark element quite far. In Kim
vs. Servosnax,19 the franchisee was not granted the right to use, and in fact did not use, a
trademark belonging to the putative franchisor and the public never saw one. In that case, the
putative franchisor was in the business of developing employee cafeterias and then licensing
the completed cafeteria to a licensee who was prohibited from using the developer’s name in
the operation of the cafeteria. The court found that the licensed business was nevertheless
substantially associated with the developer’s trademark or commercial symbol within the
"franchise" definition of the California Franchise Investment Law because the host company in
whose building the cafeteria was located had relied on the developer’s name, goodwill and
reputation in granting the right to develop the cafeteria, and that association was sufficient to
satisfy the trademark element.
b.

Significant Control or Assistance Concerning Franchisees
Method of Operation, Marketing Plan or Community of
Interest
i.

Significant Control or Assistance

The Amended FTC Rule requires that the franchisor “exert or has the authority to exert a
significant degree of control over the franchisee’s method of operation, or provide significant
assistance in the franchisee’s method of operation.”
Significant types of control include:
•

site approval for unestablished businesses;

•

site design or appearance requirements;

•

control over hours of operation;

•

control over production techniques;

•

control over accounting practices;

16

Ill. Admin. Code tit. 14, § 200.103.
Id.
18
Id.
19
10 Cal. App. 4th 1346, 1355-57 (Cal. Ct. App. 1992).
17
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•

control over personnel policies;

•

promotional campaigns requiring franchisee participation or financial
contribution;

•

restrictions on customers; and

•

approval of locale or area of operation.20

Significant types of assistance include:
•

formal sales, repair, or business training programs;

•

establishing accounting systems;

•

furnishing management, marketing, or personnel advice;

•

selecting site locations;

•

furnishing systemwide networks and website; and

•

furnishing a detailed operating manual.21

In United States v. Protocol, Inc., the court held that a vending machine manufacturer
provided “significant assistance” to its distributors within the meaning of the FTC Rule by
providing extensive marketing and sales advice, including, among other things, a marketing
manual, sales training, sales support literature, ongoing support and customer service, and an
accounts program.22
Unless accompanied by additional forms of assistance or control, in general, the
following do not constitute “significant” control or assistance:
•

promotional activities intended to help the distributor in making sales;

•

trademark controls designed solely to protect the trademark owner’s legal
ownership rights to the mark;

•

health or safety restrictions required by the law; or

•

aiding the distributors in obtaining financing to be able to conduct business.23

Unlike in the Protocol case, in FTC v. Communidyne, a breathalyzer manufacturer provided
its distributors with promotional materials representing that it would assist its distributors with
financing, technical support, training materials and instructions on how to promote the
breathalyzers. The court held that the representations did not constitute significant assistance
20

See supra note 10, at 2-4.
See supra note 10, at 2-4.
22
Bus. Franchise Guide (CCH) ¶ 11,184 (D. Minn. May 21, 1997).
23
See supra note 10, at 4.
21
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within the meaning of the FTC Rule because, at most, the representations were simply “offers”
to provide assistance rather than “promises.” Furthermore, the court held that, even if the
representations could be construed to be “promises,” the substance of the promises tended to
fall within the “promotional activities” safe harbor.24
ii.

Marketing Plan/Community of Interest

Marketing Plan
Depending on the state statute, the second element that a putative franchisee must
meet is the marketing plan or community of interest requirement—trying to define these terms is
equally elusive.
Under the marketing plan requirement, the franchisee must be granted the right to offer,
sell or distribute goods or services, under a marketing plan or system prescribed (or,
sometimes, suggested) in substantial part by the franchisor. California, Illinois, Indiana,
Maryland, Michigan, New York, North Dakota, Oregon, South Dakota, Rhode Island, Virginia,
Washington, and Wisconsin25 follow the marketing plan approach.26
Whether a marketing plan exists turns largely on the amount of control that the
franchisor exercises over the franchisee’s business. Some factors a court might consider to
determine if there is a marketing plan include whether the franchisor: (1) requires a marketing
plan; (2) has power over franchisee pricing; (3) has power over hiring and firing the franchisee’s
personnel; (4) has power to require training of the franchisee’s personnel; and (5) has power to
examine franchisee’s financial records.27 The franchisor’s power over pricing is a key factor that
is indicative of a marketing plan.28 However, a franchisor’s lack of power over pricing does not
mean that the marketing plan requirement cannot otherwise be met.
Additionally, some courts have determined that a marketing plan exists even when
participation in the marketing plan is optional.29 A marketing plan may be prescribed by
implication. Under the California Franchise Investment Law, a marketing plan is prescribed by
implication where “the franchisor supplies the franchisee with sales aids or props, such as
demonstration kits, films, or detailed instructions for personal introduction and presentation of
the product, possibly including the text of a sales pitch and especially where such a program is
supported by training material, courses, or seminars.”30

24

Bus. Franchise Guide (CCH) ¶ 10,465 (E.D. Ill. April 21, 1994).
Wisconsin has both a disclosure and relationship act that governs franchises. Wisconsin’s disclosure act, the
Wisconsin Franchise Investment Law, Wisconsin Statutes Section 553.01 et seq., has a marketing plan requirement,
while the relationship act, Wisconsin Statutes Section 135.01 et seq., (which does not require a franchise fee) follows
the community of interest requirement rather than the marketing plan requirement.
26
Cal. Corp. Code § 31005(a)(2); 815 Ill. Comp. Stat. 705/3(1)(a); Ind. Code Ann. § 23-2-2.5-1(a)(1); Md. Code, Bus.
Reg. § 14-201(e)(1)(i); Mich. Comp. L. § 445.1502(3)(a); N.Y. Gen. Bus. Law § 681(3)(a); N.D. Cent. Code § 51-1902(5)(a)(1); S.D. Codified Laws § 37-5B-1 (closing following the FTC’s “substantial control” requirement); Or. Rev.
Stat. § 650.005(4)(a); R.I. Gen. Laws § 19-28.1-3(7)(i)(A); Va. Code § 13.1-559 (A)(1); R.C.W. § 19.100.010(4)(a)(i);
Wis. Stat. Ann. § 553.03(4)(a)(1) (West 2009).
27
Hartford Electric Supply Co. v. Allen-Bradley Co., Inc., 736 A.2d 824 (Conn. 1999).
28
Id.
29
Blakenship v. Dialist Int’l Corp., 568 N.E.2d 503, 506-507 (Ill. App. Ct. 1991).
30
Commissioner of Corporations Release 3-F Revised, June 22, 1994, When Does an Agreement Constitute a
“Franchise”? reprinted at Bus. Franchise Guide (CCH) ¶ 5050.45.
25
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In Boats & Motor Mart v. Sea Ray Boats, Inc.31, the Ninth Circuit analyzed whether a
boat dealership was “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,” thereby meeting one of the three requirements for protection under the California
Franchise Relations Act, Cal. Bus. & Prof. Code § 20001. The court began its analysis by
stating that “a mere promise to sell aggressively … [is] too vague to constitute a marketing
plan….”32 The court went on, however, to find that requiring the plaintiff to engage in
“aggressive advertising,” “conduct a variety of promotions and to carry [the defendant’s] array of
accessory sales devices,” and the fact that the plaintiff received its “instructions and its basic
sales information” from the defendant were more than enough to support a finding that the
plaintiff followed a “marketing plan or system prescribed in substantial part by a franchisor.” 33
Illinois specifically defines “marketing plan or system” within its statute and
corresponding regulations. Under the Illinois definition, the focus is on such factors as: (1)
specification of price; (2) use of particular sales or display equipment; (3) specific sales
techniques; and (4) use of advertising or promotional materials or cooperation in advertising
efforts.34
Community of Interest
Hawaii, Minnesota, Mississippi, Missouri, Nebraska, New Jersey, South Dakota, and
Wisconsin follow the community of interest requirement.35 The Wisconsin Fair Dealership Law
(“WFDL”) contains the community-of-interest requirement. In order to determine whether there
is a community of interest for purposes of the WFDL, two general guidelines are used, including:
that the grantor and dealer must possess a continuing financial interest in their business
relationship and there must be an interdependence of the grantor and dealer, which requires “a
likeness or similarity of interest” in the common business of the dealer and the grantor.36 In
order for there to be a continuing financial interest and interdependence, generally, a person is
required to demonstrate a large enough stake to make the grantor’s power to terminate, cancel
or not renew a threat to the economic health of the person—i.e., that the grantor’s threatened
action would have a significant economic impact on the dealer.37
In Moe v. Benelli, the Wisconsin Court of Appeals overturned the circuit court’s summary
judgment determination that a hardware store owner, who sold Benelli guns and accessories at
31

825 F.2d 1285 (9th Cir. 1987).
Id. at 1289.
33
Id.
34
815 Ill. Comp. Stat. § 705/3 (18) (2008).
35
Haw. Rev. Stat. Ann. § 482E-2; Minn. Stat. § 80C.01, subd. 4(a)(1)(ii); Miss. Code § 75-24-51(6); Mo. Stat. §
407.400(1); Neb. Rev. Stat. § 87-402(1)(a); N.J. Stat. Ann. § 56:10-3(a); Wis. Stat. Ann. § 135.02(1).
36
In analyzing whether there is a continuing financial interest and interdependence between the parties, the courts in
Wisconsin use a ten-factor analysis, including: (i) how long the parties have dealt with each other; (ii) the extent and
nature of the obligations imposed on the parties in the contract or agreement between them; (iii) what percentage of
time or revenue the alleged dealer devotes to the alleged grantor's products or services; (iv) what percentage of the
gross proceeds or profits of the alleged dealer derives from the alleged grantor's products or services; (v) the extent
and nature of the alleged grantor's grant of territory to the alleged dealer; (vi) the extent and nature of the alleged
dealer's uses of the alleged grantor's proprietary marks (such as trademarks or logos); (vii) the extent and nature of
the alleged dealer's financial investment in inventory, facilities, and goodwill of the alleged dealership; (viii) the
personnel which the alleged dealer devotes to the alleged dealership; (ix) how much the alleged dealer spends on
advertising or promotional expenditures for the alleged grantor's products or services; and (x) the extent and nature of
any supplementary services provided by the alleged dealer to consumers of the alleged grantor's products or services
and Ziegler Co. v. Rexnord, Inc., 139 Wis. 2d 593, 606, 407 N.W.2d 873, 879-80, Bus. Franchise Guide (CCH) ¶
8882 (1987), on recons., 147 Wis. 2d 308, 433 N.W.2d 8, Bus. Franchise Guide (CCH) ¶ 9317 (1988).
37
Moe v. Benelli U.S.A. Corp., 743 N.W.2d 691, 697 (Wis. Ct. App. 2007).
32
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its store, was a “dealership” within the meaning of the WFDL.38 The Court of Appeals refused to
find the requisite community of interest where only 4.7% of the store’s overall revenue in goods
sold was from Benelli products, only 400 of the hardware store’s 9,500 square feet was
dedicated to Benelli products, and the fact that the store’s gross sales increased by 6.5% the
year after it stopped carrying Benelli products.39
In contrast to Wisconsin, Minnesota courts have held that there is a community of
interest when the parties shared fees from a common source.40 In Martin Investors, Inc. v.
Vander Bie, the Minnesota Supreme Court concluded that a community of interest existed
where the franchisor was contractually entitled to a 1% share of the franchisee’s sales.41
c.

Fees

The Amended FTC Rule and most state franchise acts include a fee or required
payment element that must be satisfied in order for a relationship to constitute a franchise.
Generally, a franchise fee is considered any payment for the right to do business as a
franchisee. For example, the Amended FTC Rule states the fee element as follows: “as a
condition of obtaining or commencing operation of a franchise, the franchisee makes a required
payment to the franchisor or its affiliate” and goes on to define a “required payment” as “all
consideration that the franchisee must pay to the franchisor or an affiliate, either by contract or
by practical necessity, as a condition of obtaining or commencing operation of the franchise.”42
Similarly, the California Franchise Investment Act states the fee element as the requirement to
pay, directly or indirectly, a franchise fee and defines a franchise fee as “any fee or charge that
a franchisee or subfranchisor is required to pay or agrees to pay for the right to enter into a
business under a franchise agreement, including, but not limited to, any payment for goods and
services.”43
As is evident from the language in the above examples, the fee element is expansive
and includes everything from contractually-required direct payments to the franchisor to
payments to a franchisor’s affiliate based on practical necessity. Further, the fee element has
been interpreted in state and federal courts to include so-called “hidden” franchise fees that on
their face may not look like traditional franchise fees. These hidden fees may include royalty
payments,44 equipment purchases,45 inventory purchases,46 marketing and promotional
materials,47 training fees,48 and rent payments paid on behalf of a franchisor.49

38

Id.
Id. at 698-700.
40
Martin Investors, Inc. v. Vander Bie, 269 N.W.2d 868, 872 (Minn. 1978).
41
Id. at 874.
42
The Amended FTC Rule, 16 C.F.R. § 436.1(h)(3) (2007).
39

43

Cal. Corp. Code §31011 (West 2006), Bus. Franchise Guide (CCH) ¶ 3050.13.

44

Intermark, Ltd. v. H.B. Smith Co., Inc. (W.D. Wash 1990), Bus. Franchise Guide (CCH) ¶ 9660 (royalties paid by a
sublicensee constituted a "franchise fee" under the Washington Franchise Investment Protection Act).
45

DataCard Corp. v. Secure Data Systems, Inc. (D.C. Minn. 1993), Bus. Franchise Guide (CCH) ¶ 10,154 (excess
paid above fair market value for a Mexican distributorship could be considered a "franchise fee" under the Minnesota
Franchise Act).
46

Am. Parts Sys., Inc. v. T & T Automotive, Inc., 358 N.W.2d 674 (Minn. Ct. App. 1984) (minimum inventory purchase
requirement could constitute a franchise fee under Minnesota law, even if the inventory was purchased at fair prices,
when the quantity exceeded the reasonable requirements of the business).
47
Boat & Motor Mart v. Sea Ray Boats, Inc., 825 F.2d 1285 (9th Cir. 1987) (extensive advertising required by the
dealership agreement constituted indirect payments of fees for the manufacturer's benefit).
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On the other hand, courts recognize that the broad statutory fee definitions potentially
encompass payments that were never intended to be considered “franchise fees” and generally
construe the definition of franchise fees to apply to fees that are, at a minimum: (i) required
(rather than optional), and (ii) made for the right to enter into the business. For example, in
2006 a California appellate court upheld a ruling that certain payments made by a U-Haul dealer
plaintiff for a monthly telephone line and directory listings and other incidental expenses did not
constitute franchise fees because the plaintiff had made no payments to U-Haul at the timing of
entering into the contract and because the fees were not “required as a condition to becoming”
a U-Haul Dealer.50 The majority of courts have also generally held that fees paid to third parties
(rather than the franchisor or an affiliate) do not constitute franchise fees.51
There are also definitional limitations that limit what payments constitute “franchise fees.”
First, the Amended FTC Rule includes a minimum payment exemption, which excludes
relationships that would otherwise be franchises if “the total of the required payments…to the
franchisor or an affiliate that are made any time from before to within six months after
commencing operation of the franchisee’s business is less than $500.”52 Thus, one way to
structure a transaction to avoid the federal franchise definition is to defer any payments for six
months.53 Some states, including California and New York, also permit up to $500 (or some
lesser amount) in fees to be paid annually without finding a “franchise fee.”54 Illinois has a
similar, but stricter, standard—if a franchisee is required to pay less than $500 to the franchisor
or its affiliates over the entire life of the arrangement, the fee element is not satisfied.55 These
(Cont’d)
48
Metro All Snax, Inc., David Uglem, and Keirstin Uglem v. All Snax, Inc., (D.C. Minn. 1996), Bus. Franchise Guide ¶
10,885 (snack distributor's payment of $34,500 for training and assistance provided in building up its distribution
network constituted a franchise fee for purposes of the Minnesota disclosure/registration law).
49

An interpretive opinion from the California Commissioner of Corporations (which regulates franchising in California)
has indicated that if a franchisor leases real estate from a third party and then subleases the real estate to the
franchisee, with the franchisee paying rent directly to the prime landlord, the rent paid by the franchisee to the thirdparty landlord can be considered paid “on behalf of” the franchisor and therefore count as a franchise fee. See
“When Does an Agreement Constitute a ‘Franchise’?” Release 3-F from the California Commissioner of Corporations,
reprinted at Bus. Franchise Guide (CCH) ¶ 5050.45 (June 22, 1996).
50

Thueson v. U-Haul Intl’l, Inc., 50 Cal. Rprtr.3d 669 (Cal. Ct. App. 2006), Bus. Franchise Guide (CCH) ¶ 13,459.
See, e.g., RJM Sales & Mktg., Inc. v. Banfi Prod. Corp., 546 F. Supp. 1368 (D.C. Minn. 1982) (wine broker's
payments to outside firms for advertising materials did not constitute a franchise fee within the meaning of the
Minnesota Franchise Law—the payments were ordinary business expenses); and Kempner Mobile Elec., Inc. v.
Southwestern Bell Mobile Sys., LLC, No. 02 C 5403, 2003 WL 22595263 (D.C.N.D. Ill. Nov. 7,2003), Bus. Franchise
Guide (CCH) ¶ 12,699 (payments to third parties for construction improvements were ordinary business expenses).
Note, however, that a fee paid by the franchisee “for the account of the franchisor” can be considered a required
payment. See “When Does an Agreement Constitute a ‘Franchise’?” Release 3-F from the California Commissioner
of Corporations, reprinted at Bus. Franchise Guide (CCH) ¶ 5050.45 (June 22, 1996). For example, “payments
required in the franchise agreement to be made by the franchisee for advertising and promotion to enhance the
goodwill of the franchisor’s business, even though the advertising and promotion also benefit the franchisee’s
business, may be deemed made for the account of the franchisor, especially where the agreement gives the
franchisor discretion to determine the manner and content of the publicity.” Id.
51
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The Amended FTC Rule, 16 C.F.R. § 436.8(a)(1) (2007).

53

16 C.F.R. § 436.8(a)(1) (2007); see also FTC Informal Staff Advisory Opinion 98-5.
Cal. Code Regs. Tit. 10, § 310.011 (2005); N.Y. Gen. Bus. Law § 681.7(e) (1996).

54
55

See To-Am Equip. Co. v. Mitsubishi Caterpillar Forklift Am., Inc., Bus. Franchise Guide (CCH) ¶ 11,456 (7th Cir.
1998), affirming 953 F. Supp. 1987 (N.D. Ill. 1997) (holding that the required purchase of parts and service manuals
with a value of $1,600, over a period of eight years, was sufficient to satisfy the “fee” element of the franchise
definition for purposes of Illinois law).
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minimum payment exemptions provide ways for companies and practitioners to structure
relationships so that they fall outside of the franchise disclosure and registration obligations, but
they are not universally available.
Second, all jurisdictions (both state and federal) exclude from the fee element payments
for inventory that do not exceed the bona fide wholesale price of inventory. The FTC expressly
stated in its Statement of Basis and Purpose that this exemption extends to encompass both
start-up inventory purchased at the franchisee’s option and inventory purchased as a matter of
contractual or practical necessity.56 Although, some states have limited this bona fide wholesale
exemption to a reasonable quantity of merchandise for which there is an actual market.57
4.

Exemptions, Exclusions and Jurisdictional Issues

A company wishing to franchise its concept, but also wishing to avoid the franchise
disclosure and relationship statutes, must structure its system in such a way that it avoids one
or more elements of the applicable franchise definitions. Doing so is not an easy task. As
discussed above, the different franchise definition elements are often broadly interpreted
making them hard to avoid. In addition, the same elements differ slightly between jurisdictions
and, the same element may be interpreted differently in different jurisdictions. As a result, a
work-around that is available in one jurisdiction may still fall squarely within the franchise
definition of another jurisdiction.
For those intent on avoiding the applicability of federal and state franchise laws,
exemptions and exclusions available under the franchise laws may also provide an out. The
examination of all available exemptions is a topic in and of itself,58 and this paper is only
intended to provide a high level overview of available exemptions.
The federal and state law exemptions are created to carve out certain franchise
relationships from the applicability of franchise laws because something in the exempt
relationship reduces the risk that the franchisee will be taken advantage of by the franchisor and
therefore doesn’t require the same degree of government oversight as other franchise
relationships are perceived to require. Unfortunately, what specific relationships lawmakers and
regulators have deemed low-risk, and therefore exemption-worthy, vary tremendously between
different jurisdictions. It would be an unusual feat to establish a functional, uniform franchise
system that would be exempt in all U.S. jurisdictions. This does not mean exemptions are
useless. Exemptions may not be the complete answer for the system that is planning to have
nation-wide presence, but may still be helpful to the system that only intends to franchise in a
few states or for the franchise system that has chosen to register only in a small number of

56

The Statement of Basis and Purpose for the Amended FTC Rule, 72 Fed. Reg. 61, 15464-15465 (March 30, 2007),
Bus. Franchise Guide (CCH) ¶ 6050.
57

See, e.g., Cal. Comm. Op. Nos. 73/1F and 73/10F (advising that the bona fide wholesale price exception applies
only if no obligation is imposed upon the purchaser to purchase or pay for a quantity of such goods in excess of that
which a reasonable business person would normally purchase by way of a starting inventory or supply, or to maintain
a going inventory or supply.); see also Flynn Beverage Inc. v. Joseph E. Seagram & Sons, Inc., 815 F. Supp. 1174,
Bus. Franchise Guide (CCH) ¶ 10,237 (C.D. Ill. 1993) (franchisee found when distributor was required to buy $500 of
new brand products for which there was no market).
58

See Karen B. Satterlee and Leslie D. Curran, Exemption-Based Franchising: Are You Playing in a Minefield?
Franchise Law Journal Vol. 28, No. 4, Spring 2009; as well as Jan S. Gilbert, Robin Day Glenn, Joan M. Painter and
Karen B. Satterlee, Managing a Franchise Registration and Exemption Practice, American Bar Association 29th
Annual Forum on Franchising, for excellent overviews of current state and federal exemptions.
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states and is interested in completing a single transaction in a state where the franchise is not
registered.
a.

Specific exemptions
i.

Federal

When the Amended FTC Rule came into force in 2007, it not only added new
exemptions, but it also partially changed the scope of federal franchise regulation, and clarified
that scope. The Amended FTC Rule also does not regulate the offer and sale of franchises to
be located outside of the U.S. It does not matter if the prospective franchisee is a U.S. person
or a foreigner.59 Since there is no registration requirement under the Amended FTC Rule, if a
sale is exempt under the Amended FTC Rule, the franchisor does not have to provide the
franchisee with a franchise disclosure document at all, though state law may still impose such a
requirement.
There are several different exemptions available under the Amended FTC Rule:
1.

Minimum Payment Exemption,60

2.

Fractional Franchise Exemption,61

3.

Leased Department Exemption,62

4.

Relationships covered by the Petroleum Marketing Practices Act, 15 U.S.C.
2801,63

5.

Sophisticated Investor Exemptions (Large Investment, Large Franchisee,
Insider),64 and

6.

Oral Agreement Exemption.65

Minimum Payment Exemption
The Minimum Payment Exemption is fairly self-explanatory: If before or during the first
six months after beginning operations the franchisee is required to pay to the franchisor or its
affiliates less than $500 in total or commits to make such a payment during that time period, the
Amended FTC Rule does not apply to the relationship. However, as discussed above, the
franchise fee element of the franchise definition has been broadly interpreted, and many types
of fees, including different “hidden” fees, can count towards the $500 threshold. It is noteworthy
that if during the time period the franchisee commits to pay money to the franchisor after the
expiration of the time period those amounts do not count towards the $500 threshold.66 The

59

As will be discussed below, while the Amended FTC Rule may not reach outside of the U.S. borders, some state
laws may claim to extend their reach abroad.
60
The Amended FTC Rule, 16 C.F.R. § 436.8(a)(1) (2007).
61
The Amended FTC Rule, 16 C.F.R. § 436.8(a)(2) (2007).
62
The Amended FTC Rule, 16 C.F.R. § 436.8(a)(3) (2007).
63
The Amended FTC Rule, 16 C.F.R. § 436.8(a)(4) (2007).
64
The Amended FTC Rule, 16 C.F.R. § 436.8(a)(5) and (6) (2007).
65
The Amended FTC Rule, 16 C.F.R. § 436.8(a)(7) (2007).
66
Federal Trade Commission, Franchise Rule Compliance Guide, at p. 7.

- 11 12597833\V-13

reasoning behind this exemption is that the minor financial investment made by the franchisee
does not warrant the supervision of the FTC.67
Fractional Franchise Exemption
Fractional franchises are defined under the Amended FTC Rule as a franchise
relationship where (i) the franchisee or its directors or officers (or directors or officers of a parent
or affiliate) have at least two years of experience in the same type of business as that of the
franchise system, and (ii) the sales arising from the relationship are not expected to exceed
20% of the franchisee’s total volume of sales during the first year of operations.68 Experience in
“the same type of business” is interpreted narrowly. The focus is on whether the prospective
franchisee is already familiar with the goods or services to be offered under the new franchise
system, and therefore is able to assess the financial risks involved in the venture.69 Thus,
experience in the same industry may not be sufficient to qualify a prospective franchisee for this
exemption.
Leased Department Exemption
The leased department exemption applies where a retailer licenses a business to
operate out of the retailer’s location. The franchisee does not purchase any goods or services
from the retailer. Examples of a leased department franchise are make-up or jewelry counters
in department stores.70
Sophisticated Investor Exemptions
Large Investment Exemption
If a franchisee’s initial investment is $1,000,000 or more, exclusive of funds from the
franchisor and the cost of unimproved land, the franchise sale may qualify for the large
investment exemption under Section 436.8(a)(5)(i) of the Amended FTC Rule, if none of the
restrictions (outlined below) on this exemption apply.
In order to qualify for the exemption, the franchisee must sign an acknowledgement that
the exemption applies and the transaction is excluded from the applicability of the Amended
FTC Rule.71
If there is more than one investor acquiring the franchise, at least one investor must
invest $1,000,000 or more. It is not enough that multiple investors collectively invest
$1,000,000, if none of them invests above the threshold amount.72 The costs and expenses
counted towards the “initial investment” means those costs and expenses disclosed in Item 7 of
the franchise disclosure document. Investments made over the life of the franchise agreement,
apart from those listed in Item 7, do not count towards the threshold amount.73
In some respects, the large investment exemption is more permissive than may be
apparent at first glance. For example, the $1,000,000 threshold applies not only to single-unit
67

Supra, note 56, at 15520.
The Amended FTC Rule, 16 C.F.R. § 436.1(g) (2007).
69
Supra, note 56, at 15459.
70
The Amended FTC Rule, 16 C.F.R. § 436.1(l) (2007).
71
The Amended FTC Rule, 16 C.F.R. § 436.8(a)(5)(i)(2007).
72
Supra, note 56, at 15526.
73
Id.
68
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franchises, but is also applicable where a franchisee acquires rights to develop multiple units,
and the total initial investment for those units exceeds the threshold amount.74 A conversion
franchisee can count all of its prior investments in the existing unit for purposes of meeting the
threshold amount.75
Large Franchisee Exemption
If the prospective franchisee has been in business for at least five years and has a net
worth of $5,000,000 or more, the transaction is also exempt from application of the Amended
FTC Rule. In contrast to the fractional franchise exemption, this exemption does not require the
prior experience to be the same kind of business as the franchised business.76 The franchisee’s
business experience does not even have to be in the same industry as the franchised business.
It is not necessary that the franchisee entity itself has the required business experience and net
worth: the exemption also applies where it is the franchisee’s parent or affiliate that has the
required business experience or net worth.77 The reasoning behind exempting sales to “large
franchisees” from the protection of the Amended FTC Rule is that an entity that has operated for
at least five years and has at least a $5,000,000 net worth is likely to be sophisticated enough to
negotiate the franchise agreement so as to protect its interests.78
Insider Exemption
Where a majority ownership interest in the franchisee is held by one or more persons
who are, or within 60 days prior to the acquisition have been, officers, owners, or managers of
the franchisor with responsibility for the offer and sale of franchises, and that person or persons
have held such positions for at least two years, the transaction is exempt from the Amended
FTC Rule. Since the management responsibility of the franchisee has to be with respect to the
offer and sale of franchises, the exemption does not apply to a franchisor who has not yet
started to offer franchises to the public, but wants to offer units to insiders: the insider’s prior
management responsibility couldn’t relate to offers and sales of franchises as the exemption
requires.79
Oral Agreement Exemption
A relationship that is not evidenced by any writing falls outside of the Amended FTC
Rule.
This exemption likely will only apply in very limited circumstances since any writing,
whether signed or not, brings the relationship back within the purview of the Amended FTC
Rule. For example, it is enough to have a purchase invoice issued for goods or equipment for
the Amended FTC Rule to apply.81
80

74

Supra, note 56, at 15526.
The Statement of Basis and Purpose for the Amended FTC Rule, 72 Fed. Reg. 61, 15526 (March 30, 2007), Bus.
Franchise Guide (CCH) ¶ 6050. See also FTC Franchise Rule Compliance Guide, at 11, which clarifies that it is the
franchisee’s investment into its existing unit that matters for purposes of calculating the investment, not the current
value of the unit.
76
Federal Trade Commission, Franchise Rule Compliance Guide, at 13.
77
Supra, note 56, at 15528.
78
Supra, note 56, at 15527.
79
Federal Trade Commission, Amended Franchise Rule FAQ’s, FAQ no. 26 (available at
www.ftc.gov/bcp/franchise/amended-rule-faqs.shtml).
80
16 C.F.R. §436.8(a)(7) (2007).
81
Federal Trade Commission, FTC Franchise Rule Compliance Guide, at 9.
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Exclusions
In addition to the exemptions from the Amended FTC Rule, several types of
relationships are discussed as falling outside of the Amended FTC Rule in the Statement of
Basis and Purpose: employment relationships, general partnerships, cooperatives, certification
and testing services, and single trademark licenses.82 The general partnership and single
trademark license exclusions are further discussed below.
ii.

State

Just because a distribution model fits a federal exemption or exclusion does not mean
that the state franchise disclosure laws will contain similar exemptions or exclusions. Currently,
there is little consistency between the exemptions permitted by different state laws, and even
exemptions that are similar by name may be different in fact. For example, minimum payment
exemptions exist in many states,83 but the minimum payment threshold differs from state to
state and the period over which such payments must be made also varies between states.84
Likewise, the large franchisor exemption exists in several states,85 but, the franchisor’s net
worth and guaranty requirements vary if a parent or affiliate net worth is relied upon. Also, while
a federal exemption eliminates a franchisor disclosure duty, state exemptions usually only
exempt franchisors from state registration of their franchise disclosure document, but still
require disclosure.
In recent years, several states have revised their franchise law exemptions. Rhode
Island has added an insider exemption for sales to officers and directors of the franchisor,86 and
South Dakota eliminated its large franchisor exemption. Virginia added several new exemptions:
a large franchisor exemption, sale of additional franchises to existing franchisees, sale by
franchisees of their units, and sales to banks and other financial institutions.87 At the time of
writing, in Illinois, amendment to the Illinois Franchise Disclosure Act is pending the governor’s
signature. If signed into law, the amendment will add several new exemptions, including a large
franchisee exemption and an insider exemption to the statute. A chart of federal and state law
exemptions is attached at the end of this paper.
NASAA, the North American Security Administrators’ Association, has a project under
way to create more consistency amongst state and federal exemptions. A formal proposal from
the NASAA project group may be presented for public comment as early as this fall. The
exemptions to be proposed will likely include a fractional franchise exemption, a seasoned
franchisor exemption,88 sophisticated franchisee exemption, as well as a discretionary
82

Supra, note 56, at 15520.
Cal. Code Regs. Tit. 10, §310.011 (1996); 815 Ill. Comp. Stat 705/3 (c)(2008); Md. Code Regs. 02.02.08.10 C
(2009); Mich. Comp. Laws §445.1506(1)(c) (2002); Minn. Stat. §80C.01(c) (2009); Wash. Rev. Code § 19.100.030
(4) (1999); and Wis. Admin. Code §32.05(1)(b) (2009).
84
See To-Am Equipment Co. v. Mitsubishi Caterpillar Forklift Am., Inc., Bus. Franchise Guide (CCH) ¶ 11,456 (7th
Cir. 1998), affirming 953 F. Supp. 1987 (N.D. Ill. 1997) (which considered payments made over several years in
determining if there was a franchise fee).
85
Cal. Corp. Code §31101 (2006); Ill. Admin. Code tit. 14 § 200.202 (e) (2008); Ind. Code § 23-2-2.5-3 (2005); Md.
Code Regs. 02.02.08.10 E (2009); N.Y. Gen. Bus. §684 (2)(a) (1996); N.D. Cent. Code § 51-19-04 (2008); R.I. Gen.
Laws §19-28.1-6; 21 (2006); Va. Admin. Code § 5-110-75 (2006); and Wash. Rev. Code §19.100.030(4) (1999).
86
R.I. Gen. Laws § 19-28.1-6(c) (2006).
87
Va. Code Ann. § 5-110-75 (2006).
88
This exemption would, like the FTC seasoned franchisor exemption, require a certain operating history and net
worth. Given the current economic climate and the volatility of many venerable companies, this exemption may not
be included in the final proposal.
83
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exemption. Except for the fractional franchise exemption, the proposed exemptions would only
exempt franchisors from registration, but not from disclosure.
b.

Jurisdictional issues: scope of franchise laws

An additional difficulty in determining applicability of franchise laws is the jurisdictional
scope of franchise disclosure laws. The Amended FTC Rule settled once and for all that the
scope of federal franchise regulation is limited to franchised businesses that will be located in
the U.S. and its territories.89 State laws are not, however, always limited to transactions
occurring within the borders of the state; sometimes state laws reach any franchise transactions
involving citizens of the state, no matter where the franchised unit is to be located or,
conversely, apply to transactions involving a business which will be operated in the state even if
neither party is a resident and no pre-sale communications take place in the state.90
Most statutes specifically exclude “out of state sales” from their scope, but define out of
state sales only as sales to a citizen of another state of a franchise to be located and operated
completely outside of the state.91 By negative inference, it would follow then that a sale to a
person domiciled in a state who wants to buy a franchise to be located and operated outside of
that state is still covered by the state statute. In addition, under some statutes, other factors,
such as where a franchise agreement was negotiated and signed, will affect its applicability.92
Another aspect of the scope of the out-of-state exemptions may also make the
exemption narrower than franchisors may expect. For example, the California out-of-state
exemption has been interpreted to only apply to registration and disclosure obligations, but not
to other sections of the California franchise statute, such as anti-fraud provisions in the statute.93
The complexity of determining what state law applies to a relationship is highlighted in
Goldwell of New Jersey, Inc. v. KPSS, Inc.94 in which, on summary judgment motions, the U.S.
District Court for the District of New Jersey analyzed an alleged franchise relationship between
a manufacturer of hair care products and one of its distributors, and whether the manufacturer
had violated the New Jersey Franchise Practices Act (“NJFPA”) by failing to renew the parties’
agreements. The parties had entered into three separate distribution agreements, only one of
which covered New Jersey. The court held that while a franchise agreement covering multiple
states, including New Jersey, could be subject to the NJFPA in its entirety, it was not the case
where the parties had entered with separate agreements for different states.95 However, the
court’s analysis went beyond the letter of the agreements in determining NJFPA applicability. It
also looked to the actual conduct of the parties taking into account that the distributor would
place aggregated, cross-territorial orders for products; that the manufacturer shipped orders to
the distributor’s New Jersey location; and that the sales reports of the distributor aggregated
89

16 C.F.R. § 436.2 (2007).
See, e.g., Va. Code Ann. § 13.1-559.B (2007, pocket part 2009).
91
See e.g., Cal. Corp. Code § 31105 (2006), Bus. Franchise Guide (CCH) ¶ 3050.28; Haw. Rev. Stat. § 482E-4
(2008), Bus. Franchise Guide (CCH) ¶ 3110.04.
92
See, e.g., Cal. Corp. Code §31013 (2006), Bus. Franchise Guide (CCH) ¶ 3050.15 (the California statute applies
where the offer was made in the state, accepted in the state, and where the offer was received in the state); 815 Ill.
Comp. Stat. 705/3(20) (2008), Bus. Franchise Guide (CCH) ¶ 3130.03 (the Illinois statute applies where the offer
originates from the state, is directed to the state, and where acceptance is communicated to or from the state).
93
It’s Just Lunch Int’l LLC v. Island Park Enter. Group, Inc., No. EDCV 08-367-VAP (JCRx)., 2008 WL 4683637 at 4
(C.D. Cal. Oct. 21, 2008).
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Goldwell of New Jersey, Inc. v. KPSS, Inc., ---F.Supp.2d ---, 2009 WL901158, Bus. Franchise Guide (CCH) ¶
14,111 (D. N.J.)
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Goldwell of New Jersey, Inc. at 16.
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sales numbers for the territories under all of its distribution agreements.96 Based on the parties’
conduct, the court refused to rule that, as a matter of law, the NJFPA would not apply to the
agreements for other states.
A discussion of scope of franchise law would be incomplete without mentioning that the
State of New York takes an unusually broad approach to its regulatory powers. There are two
peculiar aspects to the New York statute. First, the definition of a franchise is very broad.97
Second, the statute lacks the type of out-of-state sales exemption that state franchise laws
usually have. Under the New York Franchise Act, an offer or sale is considered made in the
state, when the actual offer is made in the state, the offer is accepted in the state, the franchisee
is domiciled in the state, or the franchised business will be operated in the state. It is also made
in the state when the offer originated from the state or is directed to the state.98 While this type
of provision is not unusual, without an exemption of sales where neither the franchisee is
domiciled in the state nor the franchise will be operated in the state, any negotiations in New
York of an agreement otherwise unrelated to the state, will be subject to its franchise law.99
Also, a franchisor who is located in New York, but does not sell franchises in the state, would
still be required to register in the state before being able to sell any franchises.
5.

Differences Between the Scope of State Disclosure Laws and
Relationship Laws

The franchisor or distributor who is able to avoid registration of its franchise disclosure
document or disclosure altogether in the sale of system units cannot assume that it has made it
out of the franchise regulatory maze. The regulation of franchises goes beyond just proper
disclosure; in fact, much regulation awaits the course of the relationship. Those laws and
regulations may be applicable to distribution systems that are not considered franchises under
the state or federal disclosure laws, or that were subject to an exemption from registration or
were exempt from disclosure altogether.
All of the states requiring registration or filing of the franchise disclosure document,
except for New York and North Dakota, regulate the ensuing relationship between franchisors
and franchisees. Most common are regulations of the franchisor’s right to terminate the
franchise agreement, and the franchisor’s obligations to the franchisee upon renewal of the
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Goldwell of New Jersey, Inc. at 17.
The New York statute contains two parallel franchise definitions. The first one defines a “franchise” as an
agreement by which a franchisee is granted the right to engage in the business of offering, selling, or distributing
goods or services under a marketing plan or system prescribed in substantial part by a franchisor, and the franchisee
is required to pay a franchise fee. The second defines a “franchise as an agreement by which 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, and the franchisee is required to pay, directly or indirectly, a franchisee fee. See N.Y.
Bus. Corp. Law § 681 (1996). Thus, instead of defining a franchise by three elements, in New York, an agreement is
a franchise if there is either a marketing plan or trademark association (in each case coupled with the payment of a
franchise fee). The exceptionally broad definition was motivated by a desire to stem corruption in the state and
ensure the public that New York was a good place to do business. However, it has also been argued that the broad
definition unintentionally sweeps agreements such as trademark license agreements within its scope and as such
dissuades franchisors from setting up business in New York. Thomas M. Pitegoff, Franchising in New York After the
Revised FTC Rule, NY Business Law Journal, Fall 2007, Vol. 11, No. 2 at 17.
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See N.Y. Bus. Corp. Law § 681 (1996).
99
See Mon-Shore Management, Inc. v. Family Media, Inc, 584 F. Supp 186 (S.D.N.Y. 1984). Even a franchise
intended to be located abroad would fall within the scope of the statute if, for example, the parties negotiate the
franchise agreement in New York.
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agreement.100 However, some statutes go further, regulating discrimination between
franchisees, the franchisor’s right to collect rebates from suppliers to the franchisees
(Indiana101), and even the minimum length of the term of the agreement (Connecticut102).
For states regulating disclosure, the discrepancy between disclosure laws and
relationship laws should not be overstated. A distribution system that does not fall within the
definition of a franchise for purposes of registration will, in most states, also be able to avoid
applicability of the relationship statutes. However, several of the registration states—Maryland,
Rhode Island and Wisconsin—do not have relationship provisions in their franchise laws, but
instead regulate a broader scope of distribution arrangements through their fair distributorship
statutes. For example, the Wisconsin Fair Dealership Law defines a “dealership” as:
[a] contract … by which a person is granted the right to sell or
distribute goods or services, or use a trade name, trademark,
service mark, logotype, advertising or other commercial symbol, in
which there is a community of interest in the business of offering,
selling or distributing goods or services at wholesale, retail, by
lease, agreement, or otherwise.103
“Community of interest” is defined as “a continuing financial interest between the grantor
and grantee in either the operation of the dealership business or the marketing of such goods or
services.”104 Thus, distribution systems that do not fall under the disclosure statutes in
Maryland, Rhode Island and Wisconsin may be within the scope of the post-sale statutes in
those states.
Many states that do not regulate franchise disclosure, where franchise disclosure is
therefore only regulated by the Amended FTC Rule, regulate the ensuing franchise relationship.
There is a plethora of relationship statutes in non-registration states. Some regulate franchising
in general, while other statutes regulate franchising in certain industries only, such as motor
vehicle dealerships, farm and industrial equipment distributorships, and liquor distributorships.
Of the states that regulate franchising in general, some statutes cover only franchise
relationship,105 with definitions of a franchise similar to those found in state registration statutes,
but other statutes use definitions that are broader.106 Of the states with broad definitions, many
incorporate the “community of interest” element into their franchise definitions.107 Also, in many
states there are relationship statutes that apply not only to “franchises,” but to distributorships in
general, just as the Maryland, Rhode Island and Wisconsin post-sale statutes. Finally, there are
a few state statutes that may take even the seasoned franchisor, used to state regulation, by
surprise. For example, Louisiana has a statute that specifically regulates non-competition
100

See Cal. Bus. & Prof. Code § 8-5.5-20020 (2006) (termination) and Cal. Bus. & Prof. Code §8-5.5-20025 (2006)
(renewals); 815 Ill. Comp. Stat. Ann. 705/19-20 (West 2008); Ind. Code Ann. § 23-2-2.7-3 (West 2005); Md. Code
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part).
106
See, e.g., Ark. Code Ann. §4-72-202 (2004), Conn. Gen. Stat. § 42-133e (2007); and P.R. Laws Ann. Tit. 10 §278
(2004).
107
See, e.g., Miss. Code Ann. §75-24-51 (6) (1999), Mo. Rev. Stat . §407.400 (2001, 2009 pocket part), Neb. Rev.
Stat. §87-402 (2007), and N.J. Stat. Ann §56:10-3(a) (2001).
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restrictions with franchisees. Kansas recently enacted a statute that voids certain
indemnification provisions and insurance requirements in franchise agreements, as well as
forum selection clauses.108
A case demonstrating a relationship not subject to disclosure laws that was nonetheless
subject to the relevant relationship statute is Fitzpatrick v. Teleflex, Inc.109 In this case, a
manufacturer terminated the distributor of truck heat/cooling components when the
manufacturer found an alternative national distributor for its products. The distributor sought the
protection of the Maine Franchise Law for Power Equipment, Machinery and Appliances
(“MFLPE”) against the termination without cause. Under MFLPE, a “franchise” is defined as “an
oral or written arrangement … pursuant to which a manufacturer grants to a dealer or distributor
of goods a license to use a trade name, trademark … and in which there is a community of
interest in the marketing of goods and services …”110 At the outset of the relationship, the
dealer Fitzpatrick had received a letter saying he was part of the “Teleflex Family”, and that
Teleflex would advertise Fitzpatrick as one of its exclusive distributors and expected Fitzpatrick
to invest time and money to help develop the market for its products as well as the products
themselves.111 On those facts, the court found that the plaintiff had alleged sufficient facts to
support plausible grounds to infer a “community of interest.”112
The regulatory landscape in this area continues to change. Over the last couple of
years, there have been efforts made by state legislatures in several states to introduce new
relationship statutes. For example, Arizona is considering the introduction of a statute that
would require franchisors to renew agreements unless there has been a material breach of the
franchise agreement.113 Likewise, Massachusetts has been contemplating a statute requiring
good cause for terminations and renewals.114 For existing agreements with potential to fall
within the scope of such new relationship laws, these prospective laws should not be of
concern, since statutes usually are not retroactively applied. However, in recent years, some
states have taken a creative approach to what constitutes retroactive application and, at least in
cases where agreements have lacked explicit term provisions, interpreted such agreements as
continuously renewing, thereby being able to apply to statutes enacted long after the
agreements were entered into. This was the case in John Deere Construction and Forestry Co.
v. Reliable Tractor.115 In 1984, Reliable entered into a dealer agreement with John Deere to
operate as an authorized dealer. The agreement provided that John Deere could terminate
without cause upon 120 days’ notice. In 2007, John Deere gave Reliable notice pursuant to the
termination provision. The Maryland Court of Appeals was faced with the issue of whether the
Maryland Equipment Dealer Contract Act, enacted in 1987, which requires good cause for
termination, applied to the case before it. The court found that the statute applied reasoning
that since the contract provided that it could be terminated upon 120 days’ notice, at no time
could the parties expect that the agreement would last for more than 120 days from any given
date.116 “By continuing to perform their obligations under the contracts without providing notice

108

Kan. Stat. Ann. §16-121 (2007, 2008 pocket part).
Fitzpatrick v. Teleflex, Inc., No. CV-08-400-B-W, 2009 WL 393406 (D. Me. June 29, 2009).
110
Me. Rev. Stat. Ann. tit 10, §1361(3).
111
Fitzpatrick at 2-3.
112
Fitzpatrick at 7.
113
HB 2582.
114
SB 142, 2007 session.
115
John Deere Const. & Forestry Co. v. Reliable Tractor, 957 A.2d 595, 600 (Md. 2008).
116
John Deere at 600.
109
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of termination, the parties effectively renewed their contracts consistent with the applicable law
in effect at the time.”117
Another issue facing the franchisor who is trying to assess state franchise laws is that
states will frequently consider franchise laws as involving state fundamental policies and may
not enforce contractual choice-of-law provisions. In New England Surfaces v. E.I. DuPont de
Nemours and Company,118 the First Circuit reviewed a franchise agreement between DuPont,
based in Delaware, and New England Surfaces, based in Maine. The franchise agreement
provided that it was to be governed by Delaware law. New England Surfaces operated in
Maine, Rhode Island and Connecticut. Before the court was the issue of whether the
Connecticut Franchise Act applied to the agreement. The statute, like many other franchise
relationship statutes, applies exclusively to franchise agreements—“the performance of which
contemplates or requires the franchisee to establish or maintain a place of business in
[Connecticut].”119 The statute also voids any waiver of its applicability.120 The court found that a
choice-of-law clause can be abrogated in two situations: if there is a provision in the agreement
between the parties that specifically does this, or if one state has a materially stronger interest in
the agreement than the choice-of-law provision states.121 The court concluded that Connecticut
had a fundamental policy against terminating Connecticut franchisees at will, and that it was not
clear whether Delaware’s policy in this respect was materially greater and remanded the claim
to the trial court.122 Other courts yet have held that out-of-state exemptions apply only to initial
sales and not to renewals.123
B.

Business Opportunity Statutes - The Elements
1.

Introduction

In addition to laws regulating franchises, 26 jurisdictions in the United States have
adopted laws governing the sale of “business opportunities.”124 The FTC Rule entitled
“Disclosure Requirement and Prohibitions Concerning Business Opportunities” also requires
disclosure in business opportunity offerings.125 In their simplest form, business opportunities

117

John Deere at 600.
New England Surfaces v. E.I. DuPont de Nemours and Co., 546 F.3d 1 (1st Cir. 2008), Bus. Franchise Guide
(CCH) ¶ 13,989.
119
Conn. Gen. Stat. § 42-133h (2007).
120
Conn. Gen. Stat. § 42-133f (2007).
121
New England Surfaces at 10.
122
It’s Just Lunch Int’l LLC v. Island Park Enter. Group, Inc., No. EDCV 08-367-VAP (JCRx)., 2008 WL 4683637 at *4
(C.D. Cal. Oct. 21, 2008).
123
Mahroom v. Best Western Int’l, Inc., No. C 07-2351 JF (HRL), 2007 WL 2123565 at *5 (N.D. Cal. July 23, 2007).
124
Alabama, Alaska, California, Connecticut, Florida, Georgia, Illinois, Indiana, Iowa, Kentucky, Louisiana, Maine,
Maryland, Michigan, Minnesota, Nebraska, New Hampshire, North Carolina, Ohio, Oklahoma, South Carolina, South
Dakota, Texas, Utah, Virginia and Washington have adopted business opportunity laws. In addition, consumer
protection laws of Tennessee and the District of Columbia expressly prohibit fraudulent practices or conduct in
connection with the sale of business opportunities.
125
Note that, prior to July 1, 2008, the Original FTC Rule was entitled “Disclosure Requirements and Prohibitions
Concerning Franchising and Business Opportunities” and covered both franchises and business opportunities under
one part. The “new FTC Rule” (16 C.F.R § 436), which came into effect on July 1, 2008, no longer applies to
business opportunities. Business opportunities are now addressed separately at 16 C.F.R § 437. The proposed new
Business Opportunity Rule, which, as of June 1, 2009, was not finalized, includes a slightly different definition for
business opportunities and has less stringent disclosure requirements. The current draft of the proposed rule requires
pre-sale disclosures for business opportunities if the following elements are met:
118
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might be described as packaged business investments that allow buyers to begin a business.
However, unlike a franchisor, the business opportunity seller typically exercises little or no
control over the buyer’s business operations.
Some common examples of business
opportunities are vending machine routes and work-at-home businesses.
The business opportunity laws were originally designed to protect innocent investors
when purchasing a business to sell goods or services at retail using racks or vending machines,
or entering other questionable ventures. They have since been applied to numerous business
ventures. While the specifics of the statutes vary, the state business opportunity laws usually
cover a relationship where a “seller” provides or offers to provide or sell products, equipment,
supplies, or services to enable a “purchaser” to start or, in some states, to operate a business.
The laws generally make it unlawful to offer or sell business opportunities without appropriate
presale disclosure and (where required) registration. Usually, sellers must also be able to
substantiate any earnings claims they make to potential purchasers and some states impose
burdensome bond requirements.
In some states, the business opportunity law is the state’s only statute imposing
registration or disclosure requirements on business opportunities, while, in others, the business
opportunity laws coexist with franchise disclosure and registration laws.
2.

The Elements

In general terms, a business opportunity is defined by the following four elements:
1)

A seller directly or indirectly provides goods or services to the buyer.

2)

The goods or services provided enable the buyer to start a business.

3)

The seller makes one or more enumerated representations about the business to
the buyer.

4)

The buyer pays some sort of consideration in exchange for the goods or
services.126

(Cont’d)
(a)
The purchaser sells goods or services supplied by the seller or its affiliate, or by suppliers with
which it is required by the seller to do business;
(b)
The seller secures retail accounts for the goods or services, or secures locations for vending
devices or racks, or provides the services for a person to do either; and
(c)
The purchaser is required to pay the franchisor or its affiliates, within six months after commencing
operation of the purchasers business, $500 or more in order to obtain or commence the business.
126

The Illinois Business Opportunity Sales Law (Ill. Bus. Opp Sales Law of 1995, Bus. Franchise Guide (CCH) ¶
3138) is a typical state business opportunity statute and defines a “business opportunity” as:
[A] contract or agreement, between a seller and purchaser, express or implied, orally or in writing,
wherein it is agreed that the seller or a person recommended by the seller shall provide to the
purchaser any product, equipment, supplies or services enabling the purchaser to start a business
when the purchaser is required to make a payment to the seller or a person recommended by the
seller and the seller represents directly or indirectly, orally or in writing, any of the following, that:
(1) The seller or a person recommended by the seller will provide or assist the purchaser in finding
locations for the use or operation of vending machines, racks, display cases or other similar
devices, on premises neither owned nor leased by the purchaser or seller;
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a.

Goods / Services

This first element is fairly straightforward and is satisfied in any arrangement whereby
the seller provides goods or services of any kind to a buyer. The goods or services may be
provided directly by the seller to the buyer or, in most cases, indirectly by the seller through one
of its affiliates or a recommended third party. Also, this element is satisfied even if the goods or
services are leased, rather than sold, to the buyer.
b.

Starting a Business

The second element of a business opportunity is met if the goods or services provided
enable the buyer to start a business. This element creates a distinction between “business
opportunities” and arrangements where a seller is simply selling goods or services to an end
user or to an existing business operator. This distinction is in line with the general purpose
behind the disclosure requirements of the business opportunity laws to assist a prospective
buyer that is considering starting a risky business venture. However, in a few states, this
element is satisfied if the goods or services are used either to start a business or to continue the
operation of an existing business.127
c.

Fee / Payment of Consideration

Like the franchise statutes, the state business opportunity laws are typically triggered
only if the buyer is required to pay some sort of consideration in exchange for the business
opportunity. However, the “fee” element of the business opportunity statutes is considerably
less uniform among the states than in the case of the franchise statutes.
The majority of the statutes have a minimum dollar amount threshold that must be met
before the statute will apply.128 In California and Illinois (as well as other states), for instance,
the business opportunity statute is only triggered if the buyer makes an initial payment of more
than $500. While in other states, the initial expenditure/investment threshold is even lower (e.g.,

(Cont’d)
(2) The seller or a person recommended by the seller will provide or assist the purchaser in finding
outlets or accounts for the purchaser's products or services;
(3) The seller or a person specified by the seller will purchase any or all products made, produced,
fabricated, grown, bred or modified by the purchaser;
(4) The seller guarantees that the purchaser will derive income from the business which exceeds
the price paid to the seller;
(5) The seller will refund all or part of the price paid to the seller, or repurchase any of the products,
equipment or supplies provided by the seller or a person recommended by the seller, if the
purchaser is dissatisfied with the business; or
(6) The seller will provide a marketing plan, provided that this Law shall not apply to the sale of a
marketing plan made in conjunction with the licensing of a federally registered trademark or
federally registered service mark.
127

California Civil Code Section 1812.201(a) (2009); Indiana Code 24-5-8-1 (2006); Nebraska Rev. Stats. 1943,
Chapter 59, Article 17, Section 59-1703 (2006).
128
Three of the state statutes, California, Indiana and Ohio, also have a maximum payment threshold of $50,000.
Thus, if the consideration paid by the buyer to the seller is greater than $50,000 the arrangements would not be
subject to these states’ business opportunity statutes.
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$100 in Minnesota and $300 in Louisiana). Some state statutes, in fact, have no minimum
expenditure requirement at all.129
In addition to providing differing minimum dollar thresholds, the specific statutory
language regarding the buyer’s minimum expenditure varies greatly from state to state. For
example, the California Seller Assisted Marketing Plan Act requires “an initial required payment
over $500”; the Oklahoma Business Opportunity Sales Act requires a payment “of over $500
within the first year”; and the South Dakota business opportunity statute requires an “initial
payment of $250 or more during the first six months.”130 Further, the fee element of some of the
statutes only comes into play if the fee is paid in consideration for a marketing program.131
Finally, the vast majority of the statutes specifically provide that they do not apply to notfor-profit sales of demonstration equipment, materials or samples when the total costs for such
equipment and materials does not exceed a certain dollar amount—typically $500.132
As a result of the numerous differences between the state statutes with respect to the
minimum initial investment or expenditure requirement, sellers must pay close attention to the
specific language of any potentially applicable business opportunity statute to determine
whether the consideration they receive may subject them to the statutory disclosure and
registration requirements.
Assuming the other three definitional elements are present, the state business
opportunity statutes will likely be triggered if, in connection with offering the business venture,
the seller makes any one of several stated representations to a prospective buyer. Sellers
should bear in mind that this element is satisfied by both written and oral representations, and
even express written disclaimers of representations do not relieve a seller from complying with a
business opportunity statute.133 Also, the specific triggering representations vary from statute to
statute, and sellers wishing to avoid the application of business opportunity laws must analyze
each potentially applicable statute independently.
d.

Representations

The most challenging element to assess in determining whether a business is a
“business opportunity” is whether the seller makes certain triggering representations to the
buyer. The most often listed representations include:
1) The business opportunity buyer will earn more money than he pays for acquiring the
goods or services.
2) The seller will provide the buyer with a marketing plan.
129

See, e.g., Code of Alabama 1975, Title 8, Chapter 19, Sections 8-19-1 through 8-19-15 (2002); Nebraska Rev.
Stats. 1943, Chapter 59, Article 17, Sections 59-1703 to 59-1714.01 (2006); New Hampshire Rev. Stats Annotated,
1977 Supplement, Title XXXI, Section 358-E:1 (2009).

130

California Civil Code Section 1812.201(a) (2009); Okla. Stat. tit. 71, §803 (2009); South Dakota Codified Laws and
1989 Pocket Supplement, Title 37, Section 37-25A-3(2) (2004, pocket part 2009).
131
See e.g., Ga. Code Ann. § 10-1-410 (2003) (including as one of the enumerated “triggering representations” that
“the company, in conjunction with any agreement which requires a total initial payment of an amount exceeding
$500.00, will provide a sales program or marketing program…”).
132
See e.g., Conn. Gen. Stat. §36b-60 (2004).
133
See e.g,, Martin v. Pilot Indus., 632 F.2d 271 (4th Cir. 1980).
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3) The seller will provide locations or location assistance for vending machines or racks
to be serviced by the buyer.
4) The seller will provide the buyer with leads or will itself purchase the goods or service
to be offered by the buyer.
5) The investment is free of risk.
6) The seller will buy back some or all of the goods sold to the investor.

C.

Industry Specific Statutes

In addition to state laws governing the franchisee/franchisor relationship and business
opportunity laws, a number of states have enacted industry-specific laws, such as those
regulating motor vehicle dealers, beer and wine distributors, and farm and other heavy
equipment dealers. The federal government has also enacted statutes protecting automobile
dealers and petroleum franchisees.
1.

Automobile Dealers’ Day in Court Act134

Congress enacted the Automobile Dealers’ Day in Court Act (“ADDCA”) in 1956 in order
to provide automobile dealers with basic protections and a federal forum to hear their
grievances. The ADDCA provides remedies for dealers who have been injured as a result of a
manufacturer’s unlawful conduct.
To assert a claim under the ADDCA, a dealer must establish five elements. First, the
party must show that it meets the ADDCA’s definition of “dealer,” which is defined as any entity
“operating under the terms of a franchise and engaged in the sale or distribution of passenger
cars, trucks or station wagons.”135 Second, the defendant must be a “manufacturer”—that is, an
entity “engaged in the manufacturing or assembly of passenger cars, trucks or station
wagons.”136
Third, the dealer must show that the manufacturer failed to comply with the written
franchise agreement or wrongfully terminated the franchise.137 Then, the dealer must establish
that the manufacturer’s actions were not in good faith.138 The majority of litigation revolves
around this fourth factor. Courts generally define “good faith” narrowly, holding for example that
general “unfairness” is insufficient to satisfy the ADDCA’s requirement that a manufacturer act

134

15 U.S.C. §§ 1221-1225.
Id. at § 1221(c). It is the entity itself – and not the shareholders or officers – that is the “dealer” under the statute’s
definition. See Pearson v. Ford Motor Co., 68 F.2d 1301, 1303 (11th Cir. 1995).
136
Id. at § 1221(a). Notably, manufacturers of buses, tractors, motorcycles and other motor vehicles do not fall
under the ADDCA’s definition of “manufacturer.” See River Oaks Motor Homes, Inc. v. Winnebago Indus., Inc., 371
F. Supp. 137, 140 (S.D. Tex. 1974).
137
Id. at § 1222.
138
Id. The ADDCA defines “good faith” as the duty of parties to a franchise agreement “to act in a fair and equitable
manner toward each other so as to guaranty the one party freedom from coercion, intimidation, or threats of coercion
or intimidation from the other party.” Id. at § 1221(e).
135
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without good faith.139 Rather, to establish “good faith,” the dealer must show “actual or
threatened coercion or intimidation.”140
Despite this high standard for establishing a lack of good faith, it is not impossible for an
automobile dealer to make such a showing. In North Broadway Motors v. Fiat Motors, the court
held that the dealer alleged a valid claim under the ADDCA when the automobile manufacturer
insisted that the dealer accept certain cars and parts that the dealer did not want or risk being in
violation of an “adequate stock” requirement in the franchise agreement.141 However, a dealer’s
simple assertion that a manufacturer unreasonably delayed in issuing credits or paying money
due to the dealer was insufficient evidence of bad faith when the dealer did not present any
evidence that the manufacturer used the conduct to coerce the dealer against its will.142
The final requirement for establishing a claim under the ADDCA is to show that the
manufacturer’s conduct actually caused the dealer’s injury.143 A wronged dealer can recover
those damages sustained as a result of the manufacturer’s conduct, which can be measured in
terms of both future and present lost profits. Further, the dealer can recover his costs in
bringing the action (although not attorneys’ fees).144
2.

State Motor Vehicle Dealer Acts

In addition to the ADDCA, all states have enacted a version of the federal act, and the
state legislation is generally more detailed than the federal legislation.
Specifically, state statutes often contain extensive lists of conduct constituting “unlawful
practices.” For example, state motor vehicle statutes often contain provisions similar to state
franchise acts, governing the manner and terms of termination, cancellation or nonrenewal of
the parties’ relationship.145 Additionally, state motor vehicle statutes often contain provisions
regulating transfer of the dealership and the manufacturer’s power to restrict the dealer’s
transfer.146
Many state automobile laws require that manufacturers provide dealers with some sort
of compensation upon termination.147 Further, dealers that are damaged by a manufacturer’s
violation of state motor vehicle law may have the right to injunctive relief and/or damages.148
3.

Petroleum Marketing Practices Act149

The Petroleum Marketing Practices Act (“PMPA”) was adopted in 1978 and focuses
mainly on termination and non-renewal issues. The PMPA gives franchisees a federal cause of
action, including the ability to obtain injunctions.150
139

See Autohaus Brugger, Inc. v. South Motor, Inc., 567 F.2d 901, 911 (9th Cir. 1978) (defining “good faith” under
the ADDCA as actions that are “unfair and inequitable in addition to being for the purpose of coercion and
intimidation”).
140
Wagner and Wagner Auto Sales, Inc. v. Land Rover North Am., Inc., 539 F. Supp. 2d 461, 473 (D. Mass. 2008).
141
622 F. Supp. 466, 472-473 (D.C. Ill. 1984).
142
Cycil Corley Motor Co. v. Gen. Motors Corp., 380 F. Supp. 819, 841-848 (M.D. Tenn. 1974).
143
15 U.S.C. § 1222.
144
Id.
145
See, e.g., Cal. Vehicle Code § 3060 (2000); Fla. Stat. Ann. § 320.641 (2005, pocket part 2009).
146
See, e.g., Conn. Gen. Stat. § 42-1330Y (2007).
147
See, e.g., Ala. Code § 20-5(f) (2009); Mass. Gen. L. ch. 93B, § 9 (2006).
148
See, e.g., N.Y. Veh. & Traf. L § 469 (1996 pocket part 2009).
149
15 U.S.C. § 2801 et seq.
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The PMPA applies to “franchises,” defined as any contract between a refiner and a
distributor, a refiner and a retailer, a distributor and another distributor, or a distributor and a
retailer, whereby the refiner or the distributor occupies leased marketing premises that are
“employed in connection with the sale, consignment, or distribution of motor fuel under a
trademark which is owned or controlled by such refiner or by a refiner that supplies motor fuel to
the distributor.”151 More simply put, a PMPA franchise is generally any arrangement to sell or
distribute motor fuel under a refiner’s trademark.
The PMPA lays out 12 events that constitute permissible grounds for terminating or
failing to renew the franchise relationship.152 All other terminations or non-renewals are
prohibited by the PMPA.
Under the PMPA, courts are empowered to grant equitable relief in order to remedy a
franchisor’s failure to comply with the statute.153 Further, a wronged franchisee may recover its
actual damages suffered as a result of wrongful termination, and a court may award exemplary
damages if it finds that a franchisor willfully disregarded the requirements of the PMPA.154
4.

Beer & Wine Distributors

Most states provide some protection for beer and wine distributors through industryspecific regulations. Some states require that the parties have a written franchise agreement for
the statute to apply; others do not require a written agreement, but may imply a franchise
agreement once the parties have worked together for a stated amount of time.155
State beer and wine laws generally make it unlawful for a brewer to attempt to induce or
coerce any wholesaler to accept deliveries of alcoholic beverages that the wholesaler did not
order.156 The state laws also usually prohibit a brewer from inducing or coercing the
wholesalers to perform illegal acts by threatening to terminate, fail to renew, or otherwise
change the parties’ agreement.157
Like other industry-specific statutes, beer and wine wholesaler laws typically contain
provisions governing termination, which commonly require good cause to terminate and notice
of intent to terminate. Remedies under these statutes generally include actual damages
suffered as consequence of the brewer’s violation, with the measure of damages defined as the
lost or diminished value of the wholesaler’s business.158
5.

Farm Implement and Heavy Equipment Dealers

The vast majority of states have also enacted legislation that governs the relationship
between farm implement and heavy equipment dealers and manufacturers. These statutes
generally use the term “supplier” to describe manufacturers, wholesalers, or distributors of farm
(Cont’d)
150
Id. at § 2805.
151
Id. at § 2801.
152
Id. at § 2802.
153
Id. at § 2805.
154
Id.
155
See, e.g., Ohio Rev. Code § 1333.83 (2004) (stating that a franchise relationship is established if beer or wine is
distributed for 90 days or more).
156
See, e.g., Mich. Code Ann. § 436.1305 (2001).
157
See, e.g., Iowa Code Ann. § 123A.5 (2007).
158
See, e.g., Fla. Stat. Ann. § 563.022(17) (2003, pocket part 2009).
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equipment and other heavy equipment. “Dealer” is typically defined as an individual who is
involved in the retail sale of such farm and heavy equipment.
Again, the most commonly-litigated and utilized provisions of farm and heavy equipment
acts are the provisions governing termination of the parties’ agreements. The majority of farm
implement and heavy equipment dealer acts also require the supplier to provide a dealer with
notice of its intent to terminate and an opportunity to cure any alleged defaults.159
Grounds for immediate termination are very similar to grounds for immediate termination
under state franchise relationship laws, including filing a petition for bankruptcy, defaulting under
a security agreement between the dealer and the supplier, or a change in location of the
dealer’s business without supplier’s approval.160
Often, farm implement and heavy equipment dealer laws require that a manufacturer
repurchase from a terminated dealer the dealer’s inventory of equipment and, in many cases,
repair parts. Under some state statutes, the repurchase requirement only applies when a dealer
is terminated without good cause.161 In other states, repurchase requirements apply in any
situation when a dealer is terminated.162
Failure to repurchase as required by state law usually results in civil liability, often for
100% of the current net price of the inventory, plus interest, costs and attorneys’ fees.163
III.

STRUCTURING TO AVOID FRANCHISE AND BUSINESS OPPORTUNITY LAWS
A.

Alternative Relationship Models

If there was an easy way to avoid franchise laws altogether those laws would have been
amended long ago to close up such loop holes. Nonetheless, many companies knowingly
continue to try to avoid these laws. The franchise laws are perceived as cumbersome, costly to
comply with, and causing delay in the sales process. The element of public disclosure of the
franchisor’s business and finances connected with the registration of the franchise disclosure
document is viewed as an additional downside to franchising.
Finding an alternative model to franchising will always be a fact-based inquiry without a
one size fits all solution. Depending on the goal of the franchisor/licensor/manufacturer,
different models will be appropriate. The solution, if any, is likely to be quite different for the
restaurant owner who is looking to let his brother-in-law in Arizona open up a “sister restaurant,”
than it will be for the alternative fuel manufacturer who is looking to roll out his system throughout the entire U.S. In general, the “trick” is usually to avoid one or more of the elements that
make up a franchise.
If the fee element, the market plan element or the trademark element can be avoided,
there usually is no franchise.164 Avoiding the elements of a franchise is often easier said than

159

See, e.g., Kan. Stat. Ann. § 16-1204 (2007) (90 day notice and 60 day cure period).

160

See, e.g., Mass. Gen. L. Ch. 93G, § 2(b) (2006).
See, e.g., Ohio Rev. Code Ann. §§ 1353.01-1353.05 (2004).
162
See, e.g., Md. Code Ann. Com. Law §§ 19-201 to 19-204 (2002, pocket part 2008).
163
See, e.g., N.D. Cent. Code § 51-07-01, 51-07-03 (2008); Md. Code Ann. Com. L. § 19-305 (2002, pocket part
2008).
161
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done, and, in the end, it may be more costly for the franchisor than the dollars initially saved by
avoiding franchise disclosure.
Giving up the trademark license often defeats the very purpose of using a franchise-like
distribution system both for the franchisor and the franchisee. The strength of franchising to a
large extent lies in the customer’s recognition of each unit being one of a network the customer
is already familiar with, and that recognition mostly depends on trademark association.
Because of the extremely low standards required for trademark association,165 it may be very
hard to avoid this element short of outright prohibiting the franchisee from using the franchisor’s
trademark in relation to customers. It is also easy for a franchisee to inadvertently use
franchisors’ trademarks.
Likewise, the assistance, control, marketing plan element is hard to eliminate. As
discussed below, trademark laws make it hard for franchisors to allow franchisees free range
with their licensed trademarks without jeopardizing the franchisors’ trademark rights, yet too
much control over the franchisees will squarely land them in franchise law territory. Also, there
are many indicia that comprise this element and it is not always clear whether one has
completely avoided it.
The easiest (but not bulletproof) way of avoiding franchise designation is to avoid the
payment of a franchise fee. As discussed above, many different payments can be construed as
a franchise fee, and a franchise system would have to truly commit to only charge a bona fide
wholesale price for goods sold to the franchisee to avoid this element of the franchise definition.
For many distribution systems, this may not be a palatable or practical solution.
1.

Joint Ventures/Partnerships

Many franchisors have tried to avoid franchise laws by changing the vertical relationship
between franchisor and franchisee into a (seemingly) horizontal relationship by having the
“franchisor” and “franchisee” form a joint venture. Joint ventures can take many different
shapes or forms,166 but the simplest form is the general partnership, where the different partners
each contribute something of value to the joint undertaking.167 It is not unusual for a party with a
good business idea, but without the necessary capital to bring its idea to market or expand the
idea to a broader market, to seek investors to capitalize the business plan. Often, these
investors will receive an interest in the business in exchange for their capital contribution. It
may be counterintuitive that co-owners could be franchisor and franchisee respectively, but if
the joint venture relationship is analyzed from a franchise law perspective, what the investor is
buying is a franchise: the investment made for a share in the business is a fee; in exchange for
that fee the investor likely gets the right to use a trademark; and the use of the trademark will be
restricted by the business plan of the inventor/original business owner.

(Cont’d)
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Note that business opportunity laws and sales representative laws may still be applicable and some states, such
as New York, have unusually broad franchise definitions. In addition, as noted above, relationship statues may still
apply.
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companies and limited partnerships. General partnerships, however, have been granted a special status by being
singled out for an exemption from the FTC Rule. The general partnership exemption is discussed below.
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Under the Original FTC Rule, selling an ownership interest in a joint venture entity to
another person could constitute the sale of a franchise. Whether this is still the case under the
Amended FTC Rule is not clear. The basic definition of a "franchise" under the Original FTC
Rule and the Amended FTC Rule is different in some respects, but contains the same, basic
elements: there must be a continuing commercial relationship between the franchisor and
franchisee; there must be a trademark license granted; the franchisor must exercise or have the
right to exercise control or provide assistance to the franchisee; and a franchise fee must be
paid. Nonetheless, the scope of the Amended FTC Rule may differ from the Original FTC Rule
due to the difference between who is a "franchisee" under the Original and the Amended Rule.
Under the Original FTC Rule the definition of a "franchisee" encompassed the "person (1) who
participates in a franchise relationship as a franchisee ... or (2) to whom an interest in a
franchise is sold."168 A common scenario would involve a joint venture entity set up by the
putative franchisor and the investor. The putative franchisor would grant the joint venture entity
a license to use its trademark and system.169 Under the Original FTC Rule, the sale to the
investor of a share in the joint venture entity could fall under the Rule because the investor
would fall under the definition of a "franchisee." Under the Amended FTC Rule, a "franchisee"
is defined as "any person who is granted a franchise."170. The reference to persons acquiring
an interest in a franchise was intentionally done away with as the FTC recognized that the old
definition arguably covered shareholders of publicly traded companies, as well as other
investors.171 Using the same example as above, but applying the Amended FTC Rule, it is
unclear how to apply the Rule: The franchisee would be the joint venture entity, not the
investor, so the franchise relationship could only be between the franchisor and the entity.172
The purchase by the investor of an interest in the joint venture entity does not squarely fit within
the franchise definition of the Amended FTC Rule. Other comments made by the FTC,
however, indicate that a sale of an interest in a joint venture is still likely to be within the purview
of the Rule. Under the Original FTC Rule several types of relationships, including general
partnerships, were excluded from the scope of the Rule.173 While the FTC deleted these
exclusions from the Amended FTC Rule, it specifically maintained the viability of the exclusions
in the Statement of Basis and Purpose of the Amended FTC Rule.174 If franchise relationships
structured as joint ventures were intended to be excluded from the scope of the Amended FTC
Rule, there would be no need to retain the general partnership exclusion since a general
partnership would be one of the types of joint venture entities already excluded from the scope
of the Rule.175 Until further guidance from the FTC or the courts on the implications of the
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revised scope of the Amended FTC Rule, it would be dangerous to assume that the Rule can be
avoided in all instances by structuring a distribution system as a series of joint venture entities.
At the time of writing, parties contemplating a joint venture arrangement in lieu of a
franchise, but concerned about the applicability of the FTC Rule to the relationship could
consider structuring the joint venture as a general partnership fitting within the scope of the
general partnership exemption. The general partnership exclusion does not automatically
exclude all general partnerships from the scope of the FTC Rule. It will always be a question of
fact. Whether a particular relationship falls within the FTC Rule hinges on the nature of the
relationship between the partners. In a true partnership, the partners exercise control over each
others’ conduct.176 In a franchise relationship, the franchisee would not have much control over
the franchisor’s conduct. If a joint venture general partnership resembles a franchisorfranchisee relationship rather than a true partnership, it may fall under the Amended FTC Rule
in spite of the general partnership exemption from the Rule. The FTC has also made clear that
the exclusion does not apply where the partnership is a limited partnership, and the “franchisor”
is the limited partner, since it perceives that as giving the franchisor an unfair advantage over
the franchisee/general partner.177
The FTC Informal Staff Advisory Opinion 98-5 includes an illustrative example of how
the FTC analyzes joint ventures. The requestor wanted to start a system where each investor
would form a corporation of which the investor would be the majority owner. The investor would
be responsible for the operations of the corporation’s business. The requestor would be the
minority owner and it would license its trademark to the corporation and would also provide
support and controls to the corporation. Under the license agreement, there would be no
payments due for the first six months of operations, and there were no other direct payments
made by the investor to the requestor. Nonetheless, the FTC found that the requestor/
franchisor’s right to receive a share of the profits from the business equated to a royalty
payment under a franchise agreement and could be considered a franchise fee, thereby making
the arrangement subject to the FTC Rule.
In spite of the question of scope of the Amended FTC Rule, joint ventures must be very
carefully structured if the parties want to avoid federal franchise laws. The partnership must be
general and not limited. The division of responsibilities and powers must also be structured so
that the relationship is a general partnership in fact. If the business owner or inventor is willing
to part with this much control over its trademark and system and willing to be subject to the
fiduciary duties that partners have towards each other, the general partnership model may be a
good option. To the extent the operations of the general partnership will be in a state which
regulates franchises, the parties must ensure that state law contains a similar exclusion.
2.

True License Arrangements

In a true license arrangement, while the trademark or other intellectual property licensed
is at the heart of the agreement, and there is a fee being charged for the right to use the
intellectual property, the restrictions on how the licensee can use the intellectual property are
limited to quality control of the intellectual property. The licensor’s limited control over the
licensee’s business is thus the primary distinguishing factor between a franchise and a license.
It is a fine line to walk: too much control will render the relationship a franchise and too little
176
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control may lead to a forfeiture of the licensor’s rights in the trademark. Under the federal
Lanham Act, if a trademark owner allows a third party to use its trademark without controlling
that use (a so-called “naked” license), the trademark may be deemed abandoned, and the
licensor may lose its rights in the trademark. From a franchise law perspective, very little control
is necessary to satisfy the “marketing plan” element of the franchise definition, and it is not even
necessary that the franchisor exerts control over the franchisee as long as it has the right to do
so.178
Notwithstanding these limitations, for a small business that has been approached by its
first prospective franchisee, licensing may be a good solution. The FTC recognizes a single
trademark license exemption under the Amended FTC Rule. The difference between a
trademark license and a franchise, for purposes of the FTC Rule, is the degree of control that
the licensor or franchisor exercises over the franchisee/licensee. A licensor is more interested
in the outcome—the final goods that the licensee manufactures—than in the process. Simply
put, “the license conditions and restrictions [must be] reasonably tailored to preserving the
integrity of licensor’s mark.”179 Going beyond that level of control, the control becomes akin to
that under a franchise agreement falling outside of the exclusion. A franchisor cares not only
about the final good or service, but also cares about the process and imposes its marketing plan
or system on the franchisee for that reason. The kind of control that a licensor would exercise is
often referred to as “passive” control. When the control imposed by the licensor covers
methods of operation and is significant, it is no longer a license agreement, but a franchise. By
reference to the Statement of Basis and Purpose for the Original FTC Rule, the FTC has
continued the single license exemption in the Amended FTC Rule.
Considering the potential for abuse of the single license exclusion, the FTC allows
licensors more leeway than may be expected within the framework of the “single” license
exemption. For example, if a licensor and one licensee enter into a license agreement for
multiple locations, the single trademark license exemption still applies. The same is true where
a licensor enters into a license agreement with one licensee and then wishes to enter into
additional license agreements for additional locations with the same licensee. Those additional
license agreements could still fall within the single trademark license exemption.180
There are several issues the licensor needs to be aware of in relying on the single
trademark exclusion. To the extent the license will involve franchise registration/relationship
states, the licensor must determine if the license agreement falls within the franchise definition
of the states involved. Unless the agreement falls outside of all applicable statutes, the licensor
may be subject to the disclosure and registration requirements of the state. Even if the license
agreement is not subject to state registration and disclosure laws, termination or non-renewal of
the license agreement may be subject to state relationship laws.
Also, the licensor should consider the long-term effects on growing its system that may
stem from entering into a license arrangement in the early stages of system development. If the
initial license agreement goes well, and the licensor later desires to expand its business through
a true franchise arrangement, it will have to decide how the single licensee will fit into the
franchise system. The terms of that first license agreement are often times quite different from
what the terms of a desired franchise agreement may be. One tempting approach could be to
include provisions in the license agreement that would permit or require the licensee to convert
178
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its license agreement to a franchise agreement if the licensor later decides to start a franchise
system. However, under the Original FTC Rule, the FTC has equated the sale of an option to
purchase a franchise to the sale of a franchise, and it is not clear whether the Amended FTC
Rule changes that interpretation.181
3.

True Distributorships

A distributorship is a relationship where the distributor purchases goods from the
manufacturer at the bona fide wholesale price and then distributes the goods to retailers or the
public. Distributorships can often be similar to franchise relationships. The manufacturer may
award the distributor an exclusive territory or exclusive sales channels; the distributor is often
expected to align its business to some extent with that of the manufacturer and hold itself out in
a more or less extensive way as related to the manufacturer; and it is not uncommon for the
distributor to be prohibited from selling competing brands of goods. There may be minimum
sales requirements tied to the distributor’s right to continue as the manufacturer’s distributor, or
those requirements may have to be met in order to maintain exclusivity. While there are
similarities between distribution agreements and franchise agreements, there are also important
distinctions. A distributor will usually clearly hold itself out to be known to the general public as
an independent business and will have more control over how it operates its own business than
the typical franchisee. However, with the trademark element and the marketing plan element of
many statutory franchise definitions being vague and easily satisfied, the distributor’s
independence alone may not be enough to distinguish it from a franchisee. The real difference
between a true distributorship and a franchise is the absence of a franchise fee in the
distributorship relationship.
To avoid franchise laws, once the distributor has paid for the goods it distributes which
price must be a bona fide purchase price, there should be no further payment obligation to the
manufacturer. If there is truly no other payments going from the distributor to the manufacturer,
this type of relationship would not be a franchise, even if there is trademark association between
manufacturer and distributor, and if there is a marketing plan that the distributor must follow.
If the manufacturer is content with the remuneration that comes from the sale of the
goods to the distributor, this may be a viable alternative to franchising. The temptation that
exists, however, is to try to extract additional money from the distributor for the right to use the
trademark and system or sometimes just for little extras that the manufacturer provides to the
distributor. For example, maybe the distributor could be required to pay for marketing materials
that they will have to purchase; or maybe the distributor will be required to purchase additional
goods above what they are expected to sell. To avoid franchise law applicability, the answer to
both these suggestions must usually be: No. As discussed above in the section on franchise
fees, the payment of many minor fees, when added up, may exceed the minimum payment
threshold and trigger the franchise fee element. The FTC Compliance Guide states that the
terms “fee” or “payment” should be broadly understood and lists many different types of
payments that satisfy the requirement (assuming they exceed $500): initial franchise fee, rent,
advertising assistance, equipment and supplies, training, security and escrow deposits,
bookkeeping charges, promotional literature, equipment rental, and continuing royalties on
sales.182 The FTC Compliance Guide also makes clear that payments for reasonable amounts
of inventory do not constitute a fee under the FTC Franchise Rule.

181
182

FTC Informal Staff Advisory Opinion, Real Am. Estate Corp., April 9, 1982.
Federal Trade Commission, FTC Compliance Guide, at 5.

- 31 12597833\V-13

The manufacturer who sets up a distribution system relying solely on the bona fide
wholesale exemption, but who imposes controls over its distributors, should be aware that the
distribution system will not exempt from all franchise legislation. In Connecticut, for example,
the franchise relationship statute defines a franchise by only two elements: the existence of a
trademark license and a marketing plan, and the absence of franchise fees will be irrelevant.183
Likewise, some of the state relationship laws will apply to the relationship.184 Likewise, the
distribution agreement may be subject to business opportunity laws and industry specific
franchise laws.
The difficulty of avoiding franchise laws through distributorship arrangements is
highlighted in several recent cases.
In Emergency Accessories & Installation, Inc. v. Whelen Engineering Co., Inc.,185 the
parties had entered into a “Master Distributor Agreement,” under which the distributor could use
the manufacturer’s trademark, had to maintain a full-time sales force, and was otherwise to use
its best efforts to promote the manufacturer’s products. Sales of the manufacturer’s products
accounted for over fifty percent of the distributor’s business, and it carried up to $1,000,000 in
inventory of the products at any time. The manufacturer tried to terminate the Master Distributor
Agreement, and the distributor resisted. On a motion for injunctive relief, the U.S. District Court
for the District of New Jersey found that the distributor had met its burden of proof for a
temporary restraining order based on the manufacturer’s alleged breach of the New Jersey
Franchise Practices Act.
In an effort to avoid disclosing an 8-year old felony conviction, the defendants in FF
Orthotics, Inc. v. Paul186 decided, on the advice of their attorney, to structure their distribution
system as a dealership instead of a franchise. While the appellate opinion is sparse with
respect to the actual terms of the dealership agreement, the agreement appears to have
granted the dealers exclusive territories, limited their rights to compete with the manufacturer’s
products, and required the dealers to carry the full line of manufacturer’s products. Additionally,
the manufacturer controlled advertising. At trial, the jury found that the manufacturer had
breached the California Franchise Investment Law.187
IV.

CONSEQUENCES OF NON-COMPLIANCE
A.

Litigation
1.

Statutes
a.

FTC Franchise Rule

The Federal Trade Commission has the authority and responsibility for prosecuting
violations of the FTC Rule. The FTC is charged with enforcing the Amended FTC Rule under
Sections 5, 13(b) and 19 of the FTC Act.188 Under Section 13(b) (15 U.S.C. § 53(b)), the FTC
183
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can seek preliminary and permanent injunctions to remedy “any provision of law enforced by the
Federal Trade Commission.” Under 15 U.S.C. § 57(b), a court can grant rescission and also
monetary damages for purposes of providing consumer redress. Finally, section 15 U.S.C. §
45(m)(1)(A) allows the FTC to also seek civil penalties of $11,000 per violation of the Rule.
Additionally, while courts have consistently held that the FTC Rule does not provide a
private right of action, a court may look to the FTC Rule as prescribing upon the franchisor an
obligation to disclose, as well as the standard of disclosure, in a common law fraud case to
determine whether the franchisor failed to provide the franchisee with material information.189
b.

State Franchise Statutes

The remedy provided by state franchise acts generally varies depending on whether the
violation of the act is based on fraud/pre-sale disclosure violation or a wrongful termination.
Pre-Sale Violations
Generally, state franchise acts allow an injured franchisee to seek actual damages,
and/or injunctive relief and, often times, its reasonable attorneys’ fees and costs. Additionally,
some statutes provide for double or treble damages for the violation.190 Many statutes expressly
provide that the franchisee may seek rescission of the franchise agreement. Rescission is the
unwinding of the actual franchise agreement and restitution is the remedy which provides for the
recovery of damages. The purpose of rescission and restitution is to restore the franchisee to
its pre-contractual position.
Rescission of a contract is an appropriate remedy if there has been a material
misrepresentation of fact upon which a party relied and which caused it to enter
the contract … Rescission, simply stated, is the unmaking of a contract. It is a
renouncement of the contract and any property obtained pursuant to the contract,
and places the parties, as nearly as possible, in the same situation as existed
just prior to the execution of the contract. A condition precedent to rescission is
the offer to restore the other party to its former condition as nearly as possible.191
Some courts take very seriously the condition precedent that the party seeking
rescission must offer to restore the other party to its pre-contractual position. In The Final Cut,
LLC v. Sharkey,192 the Superior Court of Connecticut struck a claim for rescission and a prayer
for rescission and restitution where the plaintiff failed to allege facts supporting that the plaintiff
offered to restore the defendant to its pre-contractual position.
Courts also differ in terms of how to restore the franchisee to its pre-contractual position.
In the pro-franchisee case of Young v. T-Shirts Plus, Inc., the Court of Appeals of Wisconsin
held that the franchisee was entitled to not only recover operating losses, but also lost wages
(subject to offsets for any income or profit received as the result of the franchise).193 Contrary to
the approach taken in Young, some courts approach restitution damages as awarding the
plaintiff only the benefits conferred upon the other party (and not reliance damages due to
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monies expended and paid to third parties).194 When a court takes the approach that restitution
is limited to the benefit conferred on the other party, a franchisee can seek to recover its
operating losses and monies paid to third parties as a result of the franchise agreement as
“consequential damages” or “other relief” provided for in the statutes.195
In additional to private actions for rescission and restitution, state registration and
disclosure laws often grant state officials the right to restrain franchisors from taking actions in
violation of state statutes, or to suspend the franchisor’s right to sell franchises in the state.196
Further, statutes often provide for civil penalties and criminal prosecution of franchisors that fail
to comply with registration and disclosure violations.197
Relationship/Termination Violations
Generally, state franchise relationship laws provide for injunctive relief and/or
compensatory damages and often provide for recovery of reasonable attorneys’ fees and costs.
A franchisee who has been wrongfully terminated can sue for lost profits and lost business
value (but not both usually because the damages are duplicative). Treble damages may also
be available in some state franchise acts. State relationship statutes may also impose buy-back
obligations on franchisors/manufacturers if the franchisor/manufacturer violated the statute and,
sometimes, even if the franchisor/manufacturer complied with the statute.198
Lost profits is the most common mechanism for proving damages for a violation of a
relationship statute. If the dealer has a profit record established prior to the violation, the
dealer’s profit record prior to the violation is compared to the dealer’s profit record following the
violation.199 If the business is too new to have a clearly established profit record, a “yardstick”
study is done of business profits of a closely comparable business.200 A lost profits analysis is
the appropriate mechanism for determining damages when the statutory violation results in a
loss of line rather than the entire business. In Buono Sales, Inc. v. Chrysler Motors Corp., the
court held that, where there was a loss of a line and not complete destruction of the business,
and overhead or fixed expenses were not affected by defendant's breach of agreement, no
deduction should be made for them in calculating profits which plaintiff would have made had it
not been for the breach.201
If the entire business is destroyed or nearly destroyed, the proper measure of damages
is the loss of business value, which is equal to the change in worth of the going concern after
the statutory violation.202 Business goodwill and future profits are computed into the “going
concern” value loss.203
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c.

Little FTC Acts

Unlike the FTC Act, many state enacted consumer protection/unfair and deceptive trade
practices acts do provide franchisees with a private right of action. Remedies vary from stateto-state, but, generally, they provide for actual damages and/or injunctive relief and attorneys’
fees and costs, as well as, in some cases, double or treble damages.204 Furthermore, under
some little FTC Acts, control persons can also be subject to liability if the person is a direct
participant in the actions that constitute the violation.205
d.

Business Opportunity Statutes

Like the FTC Rule on franchising, the FTC Rule on business opportunities206 provides
the FTC with the authority and responsibility for prosecuting violations, pursuant to Section 5,
13(b) and 19 of the FTC Act. Under Section 13(b), the FTC can seek preliminary and
permanent injunctions to remedy. Under 15 U.S.C. § 57(b), a court can grant rescission and
also monetary damages for purposes of providing consumer redress. Section 15, U.S.C. §
45(m)(1)(A) establishes civil penalties of $11,000 per violation of the Rule.
As with the FTC Rule on franchising, there is no private right of action for violations of
the business opportunity Rule, but a court may use the FTC Rules to prescribe upon the
franchisor an obligation to disclose, and the standard of disclosure, in a common-law fraud case
to determine whether the franchisor railed to provide the franchisee with material information.
Business opportunity statutes generally offer two types of civil remedies for their
violation: rescission and recovery of actual damages. Many state laws allow a purchaser that
has been wronged by a violation of a business opportunity statute to rescind the business
opportunity contract upon written notice to the seller within one year of the date of the
contract.207
A rescinding purchaser may recover any money and other valuable consideration paid to
the seller in exchange for the business opportunity.208 Generally, the statutes require that a
rescinding purchaser return all equipment or other items received from the seller in order to
obtain a refund of consideration paid.
Many business opportunity statutes also provide for recovery of actual damages, costs
and attorneys’ fees.209 In California, the actual damages must be at least the amount of the
purchaser’s initial investment, and courts may award punitive damages.210 The Illinois statute
allows for recovery of treble damages when the seller has violated the provisions of the statute
prohibiting misrepresentations or fraudulent practices.211 Business opportunity laws that require
204
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the furnishing of a bond or establishment of a trust account also provide a method of making
claims against the bond or account.212
Some business opportunity statutes provide that a violation of their provisions amounts
to a violation of other state statutes, such as unfair and deceptive trade practices laws.213 Many
also contain provisions specifically stating that a party injured by violations of the business
opportunity act’s provisions is entitled to remedies available under other statutes or the common
law, in addition the remedies available under the business opportunity law.214
Under the state statutes, violations also are typically criminal acts. A violation may
constitute a felony,215 or a misdemeanor.216
B.

Effect on System and Growth

Apart from the immediate consequences of a violation of franchise laws described
above, a prospective franchisor must be mindful of the potential long-term consequences that
such breaches may have. If a system has been operated without regard to franchise laws
applicable to it, this fact will be hard to hide, once a true franchise program is developed. For
example, state examiners usually require disclosure of the prior distribution arrangements; and
often will refuse to register the franchise unless and until the franchisor stipulates to a cease
and desist, or similar order, pays a civil fine and in many cases offers rescission to the putative
franchisees; litigation with putative franchisees and government orders must often be disclosed
in Item 3 of the franchise disclosure document; and settlement agreements concerning the
putative franchisees may have to be discussed in some detail in Item 13. These types of
disclosures may raise doubt in the minds of prospective franchisees about how the franchisor
operates its business.
V.

CONCLUSION

A company contemplating growing its business through a distribution system of any kind
must carefully review both state and federal franchise and business opportunity laws. If
avoiding all regulation is a goal, the company must expect to be severely limited in its
structuring options.
Failure to comply with the statutes discussed in this article may have both direct and
indirect consequences. The direct consequences include fines, damages, and grant of
rescission rights to the franchisees. The indirect consequences that could result include having
to disclose prior illegal franchise sales in future franchise disclosure documents, and a tarnished
public image of the company.

212

See, e.g., Alaska Stat. § 45.66.120(a).
See, e.g., Ga. Code Ann. § 10-1-417 (2003, pocket part 2008).
214
See, e.g., 32 Me. Rev. Stat. Ann. § 4700 (1999); Neb. Rev. Stat. § 59-1752 (2006); S.D. Codified L. § 37-25A-53
(2009).
215
See, e.g., Alaska Stat. § 45.66.210(a) (2009); Fla. Stat., Ch. 559 § 559.815 (2006); and Ind. Code tit. 24, Art. 5,
Ch. 8, § 19 (2006).
216
See, e.g., Alaska, supra.
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“X” is statutory exemption. “R” is regulatory exemption. *Exemption from registration and disclosure
requirements only.
“SBP” is Statement of Basis of Purpose of Amended FTC Rule.
Note: Some exemptions or exclusions avoid the need to comply with both the disclosure and
registration obligations under the franchise laws. Others may only avoid the need to register or go
through the state review process.
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