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I. INTRODUCTION.

They’re not your folks’ franchisees anymore.  As markets have become increasingly more global and less local, and as franchise systems have matured, franchisors have found that the nature of their franchisee partners has changed significantly.  These changes have altered materially certain traditional franchise relationships.  While many “mom and pop” owners still inhabit the franchise landscape, for some time now a new breed of franchisee, larger and more sophisticated, has appeared with increasing frequency.  Not happy with just “buying a job” and “being their own boss” of one or a small number of units, these entrepreneurs are looking for more.  They seek to establish “empires” of their own within particular franchise systems; and they are prepared to contribute the necessary resources, effort, guts and expertise to the venture.  Do franchisors welcome this development and if so, how do they deal with their increasingly worthy teammates?  Do they deal with them differently than they did in the past with their smaller brethren?  In representing and dealing with multiple unit franchisees, does size and sophistication really matter?  

We address this phenomenon from both a legal and a business perspective.  First, we discuss factors that are beneficial to multiple unit franchise owners that may result in leverage in their dealings with the franchisor, both before the franchise is sold and during the ongoing franchise relationship.  We address the impact of state and federal franchise sales laws on multiple unit franchise transactions, with particular attention to how they affect franchise contract negotiations.  Among others, we explore different contractual approaches to these relationships (e.g., sub-franchising, area representation and area development arrangements) and different corporate structures that these larger franchisees may require.  We also explore in detail many significant issues for negotiation including development schedules, cross-default clauses, personal guarantees, pricing provisions, competition restrictions, real estate controls and the franchisee’s exit strategy, to name a few.  Finally, we consider issues that arise between a franchisor and its multiple unit franchisees during their business relationship after the initial sale is completed.

II. FACTORS BENEFICIAL TO MULTI-UNIT FRANCHISEES RESULTING IN LEVERAGE.  

In many cases the size and sophistication of multi-unit franchisees give them more leverage in their dealings with franchisors as compared with smaller operators.  This is true both before inception of the franchise relationship and afterward.  There may be different “size” factors such as financial strength, a comparatively large workforce, contacts with the “right” people, desirable real estate, or a well-established marketing presence in a particular geographic market.  Also, there may be different “sophistication” factors such as a higher education level, experience in a particular industry, business generally, franchising generally, multiple unit operations or the particular franchise system under consideration.  Consider the following.

A. Before the Sale. 

The main focus at this stage is to address rights that may be negotiated in the franchise agreement and any other agreements between the parties as well as any other extra-contractual concessions.  Some or all of the following factors may benefit the franchisee and persuade the franchisor in negotiations to establish a multiple unit franchise relationship. 

1. Experience. 

Many franchises are offered for sale with the statement: “No experience necessary.”  In part, this is because virtually all franchisors offer new franchisees basic training in the operation of a franchise business.  Indeed, franchisors want their franchisees to “follow the system” and operate the franchise business “their way”.  With a long term franchisee partner who will operate multiple units, however, many franchisors want more. 

They may look for valuable experience in the industry specific to the franchise under consideration.  Moreover, those with experience in the franchisor’s system may be even more attractive to some.  In fact, many franchisors require that would-be multiple unit franchisees first obtain significant experience operating one system unit successfully.  In addition, they will consider whether such a prospect has been financially successful, a “team player” and one who has complied substantially with franchise obligations.
  Also, it may be a plus that the prospect has experience in franchising generally even if that experience was not in the franchisor’s system.  With such experience these larger franchisees may not have to be educated as much (if at all) in the nature of the franchise relationship or franchise operations.  Such experience could reduce a franchisor’s costs in training and otherwise servicing the franchisee.  And this is wholly aside from a general sophistication that comes with larger franchisee organizations, some of whose personnel may have more/better formal education as well as business experience putting that education to good use. 

A subset of candidates with valuable experience consists of competitors whose businesses may be converted to the franchisor’s brand (“conversion franchisees”).  While they would have no experience in the franchisor’s system (and perhaps not in franchising at all), their considerable experience and market presence in the industry of the franchisor’s business should be attractive to competing franchise companies.  Conversion franchisees may even be offered favorable terms to convert to the franchisor’s brand.  Further, as they constitute a distinctly different category of prospective franchisee, a franchisor’s disclosure document could set forth different (and more favorable) terms available to them. 

2. Financial Strength. 

Clearly, all franchisors seek adequately capitalized franchisees.  Because multiple-unit franchising helps the franchisor expand more quickly than does traditional single unit franchising, those who take on multi-unit development obligations necessarily must have significantly greater resources to handle the expansion.  At a minimum, needs for working capital, leasehold improvements, inventory, equipment and the like are multiplied by the number of units to be developed.  In some systems certain franchisees actually are larger and financially stronger than the franchisor.  This may be a negative for some franchisors, as they may not be used to dealing with franchisees that wield significant bargaining power.  Frequently, however, for the right candidate franchisors are willing to take that risk in exchange for the benefits expected to flow from accelerated expansion with multi-unit owners. 

3. Valuable Locations. 

For franchises where location is important to the success of the franchised business, prospective franchisees with access to high traffic sites may enjoy increased bargaining power with franchisors.  These may include institutional facilities such as airports, train stations, universities, and sports venues.  According to a 2002 IFA Education Foundation study, in single brand franchise systems slightly more than 56% of all multi-unit franchises were concentrated in six industry categories: automotive, fast food, personnel services, restaurants, retail, and services businesses.
  In most (if not all) of these categories, location of the franchised business is one of the most important factors.  Experience shows that some franchisors are more willing to compromise on a number of contract issues, such as allowing these franchisees to hold interests in businesses that operate under competing brands, in order to secure prime locations.

4. Useful Contacts In/Outside of the Franchisor Organization. 

“It’s not what you know but who you know.”  This old adage is as true in multiple-unit franchising as in any other aspect of business and politics.  Whether it is a prospect’s relationship with those of influence at high levels of government or high levels in the franchisor’s organization, such favorable relationships may translate into more attractive terms.  This may mean not only concessions on typical provisions in franchise contracts; but also common business terms such as reduced initial franchise fees and royalties as well as favorable pricing and credit terms.  Of course there are risks, both political and legal, in giving certain multi-unit franchisees special treatment.  See section III below where this is discussed in greater detail.  Apparently many franchisors think this risk is worth taking, however, in light of the rewards that may be obtained.  

5. Attractive Labor Personnel. 

This dovetails with Section II.A.4. above.  If a prospective multi-unit franchisee shows that it has a cadre of employees or workers with good experience that is able to operate system units properly and successfully, that helps its negotiating position.  It reduces risk to both franchisee and franchisor because it is more likely that the franchises will be run properly and well. 

6. More Sophisticated Franchise Acquisition Approaches by Prospects. 

Increasingly, prospective multiple unit franchisees are approaching the franchise selection process with greater care, investigation and preparation as well as a willingness to take on some pre-sale risk.  Because the potential rewards from operation of a single unit are inadequate for many more ambitious prospects, they are prepared to sink substantially more time and money into the process.  They will take the time and spend the money to investigate the franchise/franchisor more thoroughly.  They may prepare a business plan and engage counsel to negotiate meaningful rights for them in the contracts with the franchisor.  Under these circumstances, it is probable that they would be considered seriously for larger deals. 

Typically, when evaluating prospective franchisees, franchisors establish specific criteria for them in terms of experience, business acumen, moral character, financial stability and work ethic, as well as any other qualities they deem significant or essential.  Oftentimes, there will be stricter standards for prospective multiple unit franchisees because of the greater obligations they take on and the greater impact their businesses will have on the franchisor’s system.  With that said, however, for desirable candidates who bring some of the aforementioned leverage factors to the table, franchisors may be willing to apply their basic criteria less strictly and to negotiate contract concessions that they might not negotiate otherwise.

B. After the Sale of the Franchise.  

During the franchise relationship some of these leverage factors remain important in the franchisor’s dealings with the multiple unit franchisee, but in ways unrelated to pre-sale contract negotiations.  After the sale, the franchisee’s experience in the system becomes vitally important.  How well has the franchisee functioned in the franchisor’s system?  Has it paid its bills satisfactorily?  Has it operated its outlets satisfactorily?  Has it substantially complied with its other contract obligations, particularly its obligation to develop, open and operate units in compliance with a development schedule?  Though its financial strength and certain of the other leverage factors still carry weight, its performance as a franchisee should matter most during the relationship.   

A plethora of situations arise during the franchise relationship where the size and sophistication of the multiple unit franchisee can materially improve its chances of extracting benefits and advantages from the franchisor that smaller franchisees may not realize.  These include: (i) avoiding termination (both as to units and development rights) notwithstanding one or more substantial failures to comply with material contract obligations;
 (ii) negotiating favorable renewal terms (to the extent not negotiated at the time of the original agreement); (iii) negotiating favorable relationships and terms with suppliers and vendors; (iv) obtaining superior benefits from advertising fund expenditures and enjoying enhanced input with the franchisor on advertising and promotion decisions; (v) favored treatment when new sites or franchise opportunities become available whether under the same brand or other brands controlled by the franchisor or its affiliates; (vi) obtaining more flexible and/or attractive payment arrangements for fees and other sums due to the franchisor, such as reductions for volume purchases or higher sales levels; (vii) greater willingness on the franchisor’s part to resolve disputes before commencing litigation or arbitration; (viii) more leniency in enforcing system standards; and (ix) better treatment in the event of system-wide dealer consolidation plans. 

Note also that during the franchise relationship franchisors enjoy more freedom from legal exposure (as opposed to political risks) if they extend certain benefits or advantages to select multiple unit franchisees. In part, this is because there are few state anti-discrimination laws that apply after the sale of the franchise.
  Moreover, many franchise contracts contain clauses whereby franchisees acknowledge that not all franchise contracts in the system are the same and thus, not all franchisees will enjoy the same rights as others in their franchise relationships.  Further, many of these contracts contain clauses to the effect that the franchisee (who may complain of unfavorable treatment) acknowledges that in dealing with other franchisees the franchisor may take such action as it deems appropriate (e.g., to enforce or not enforce its rights) in dealing with a particular franchisee and that the complaining franchisee has no say in the matter (that is, no franchisee is a third party beneficiary of any other franchisee’s agreement).  
III. IMPACT OF FRANCHISE LAWS ON SALES OF MULTIPLE UNIT FRANCHISEES.  

When multi-unit franchisees try to exercise their bargaining power, they will often encounter resistance from the franchisor.  Sometimes that resistance will be predicated on the existence of franchise disclosure laws—“We’d love to do that for you, but legally, we can’t vary from what’s in the disclosure document.”  What level of truth underlies that assertion (or similar statements)?  

In a refrain that will probably be repeated throughout this year’s Forum, the recent changes to the FTC Rule have had an effect here.  The amended FTC Rule no longer requires delivery of a disclosure document at the first personal meeting—which means that a franchisor can actually explore the possibilities of an arrangement that is not described anywhere in its disclosure document.  For example, if the franchisor has offered only single-unit franchises historically, the franchisor may not have a disclosure document that describes the details of any multi-unit arrangement that a potential franchisee would want to enter (or that the franchisor would be willing to agree upon).  If none of the registration states are implicated, the franchisor is free to explore the possibilities of a multi-unit arrangement before preparing any disclosure document for the arrangement.  If an agreement (in concept) is reached, then the franchisor can determine whether a separate (or amended) disclosure document is needed.  If it is, the franchisor has until 14 days before execution of an agreement (or payment of fees) to prepare and deliver the necessary disclosure document.
  

In registration states, the answer is not so simple, even in those states that do not require delivery of a disclosure document at the first personal meeting (or otherwise earlier than the FTC Rule).
  That is because the states typically prohibit “offers to sell” or “solicitations of offers to buy” a franchise that is not registered.
  If the franchisor has prepared and registered a disclosure document only for a single-unit franchise, this may limit the ability of the franchisor to explore multi-unit agreements or other arrangements that differ from what is registered (while the franchisor could sign more than one single-unit agreement, the registration would not extend to a multi-unit agreement not contained in the disclosure document).
  

There may, however, be circumstances even in registration states in which a franchisor can discuss the sale of a franchise arrangement that is not registered—at least in those states that have exemptions for “large,” or “experienced,” or “sophisticated” franchisees.
  In those states, a sale to a potential franchisee that meets the requirements for a statutory exemption can be exempt from the registration requirements.  For example, in California, if the prospective franchisee has been responsible for the financial and operational aspects of a business offering substantially similar products or services for at least 24 months in the last seven years, and the franchisee is not controlled by the franchisor, then a sale to that prospective franchisee will be exempt from the registration and (state) disclosure requirements, provided that the franchisor files a notice concerning the sale (and pays the associated fees) with the California Department of Corporations no later than 15 calendar days after the sale.
  This would allow a franchisor to enter into a unique arrangement with a qualified franchisee without registering the agreement with the state (and without revealing the terms of the agreement to other franchisees).  

Beyond the question of selling (or discussing the sale of) a multi-unit agreement when only a single-unit agreement is registered, there is also an issue of the ability of a franchisor to negotiate the terms of the franchise agreements (including multi-unit agreements) that are registered in a state.  If the franchisor has registered the document to be negotiated, none of the state laws currently prohibit negotiation.
  In fact, Virginia’s franchise law provides that, for 30 days after signing a franchise agreement, a franchise is voidable at the option of the franchisee if the franchisee was not given an opportunity to negotiate the terms of the franchise agreement (with exceptions for portions of the agreement relating to uniform image and quality standards of the franchisor).
  Additionally, Washington’s law expressly states that its code does not preclude negotiations at the request of the franchisee.
  What legal risks, then, does the franchisor take on when it negotiates with franchisees?  

A. State Anti-Discrimination Laws.  

The states of Hawaii, Illinois, Indiana, Minnesota, and Washington prohibit “discrimination” against “similarly-situated” franchisees.
  What constitutes prohibited discrimination under these laws?  Is it enough to show a difference in treatment, or must evil intent be shown?  Cases applying the various civil rights laws (which prohibit discrimination on the basis of race, national origin, etc.) have applied two conflicting standards for what constitutes discrimination— the “disparate treatment” theory requires at least some evidence of discriminatory motive, while the “disparate impact” theory allows discriminatory motive to be inferred from the mere existence of a difference in outcomes.
 

There have not been a great number of cases asserting discrimination under the franchise laws.  One of the few is D & K Foods, Inc., v. Bruegger's Corp.
  In that case, the plaintiffs agreed to develop Bruegger’s Bagel restaurants in Washington, Oregon, New Mexico, Maryland, Virginia, and Washington, D.C.  The case also implicated the laws of Vermont (where the franchisor was headquartered when the parties first entered into development agreements) and Indiana (where the franchisor later moved its corporate headquarters).  Among many other claims, the plaintiffs asserted that the franchisor violated the prohibitions in Washington law against discrimination, on the basis that the franchisor extended financial assistance (apparently loans) to other franchisees without making similar loans available to the plaintiffs.  On a motion to dismiss, the court in that case refused to dismiss and allowed discovery to go forward on the issues of whether the franchisor’s lending policies were reasonable and not in violation of the statute.  The court did not opine on what the standard for liability was, or whether bad intent would need to be shown.  As a practical matter, of course, even if a case ultimately is won by the franchisor, the cost of discovery could be substantial, and risk-averse franchisors will therefore avoid any sort of differences in treatment that could lead to similar litigation.  

To avoid claims of this type, a franchisor should be certain that it does not grant to any franchisee a concession that it would not be willing to grant to another franchisee in the same circumstances.  Further, the franchisor should have processes in place to track concessions that have been granted to other franchisees.  A franchisor can be certain of two things once it begins to negotiate franchise agreements.  First, there is a real possibility that other franchisees will eventually learn about the concessions that have been made, even if there are confidentiality provisions that purport to limit that disclosure.  Second, any negotiated changes that are somehow not widely known among franchisees may still come out during discovery in certain cases.  As a result, the best advice to the franchisor remains not to make any changes that it would not be willing to make for other franchisees in the same circumstances.  

B. California Negotiated Change Rule.  

In addition to the anti-discrimination provisions described above, if any of the franchisees with whom a franchisor negotiates are located in California, it will be necessary to comply with California’s negotiated change scheme.
  California actually has two different provisions on negotiated changes—one statutory
 and the other regulatory
—with slightly different provisions.
  

The statutory provisions on negotiated changes apply only if “the negotiated terms, on the whole, confer additional benefits on the franchisee.”
  The statute requires that the prospective franchisee with whom negotiations will be conducted be given a “separate written appendix” to the FDD that has a summary description of each material term that has been negotiated in the prior 12 months, a statement that copies of the negotiated terms will be made available upon request, and the name and contact information for the person from whom the copies of the negotiated terms can be obtained.
  Copies of the negotiated provisions must be retained for five years and made available to the Department of Corporations upon request (but not otherwise filed).
  Further, if the franchisor relies on the statutory exemption for negotiated changes in any year, the franchisor must certify at the time of renewing its registration that it has complied with the statutory requirements.
  

By contrast, the regulation on negotiated changes does not include any provision that says that the negotiated changes must be beneficial to the franchisee.  It provides that within 15 business days after selling a franchise on terms that differ from the registered offering, the franchisor must file a notice of negotiated changes with the Department of Corporations that describes the nature of the change negotiated.
  Then, before selling another franchise in California, the franchisor must amend its Disclosure Document to state that “The terms of Item(s)_____of this Offering Circular have been negotiated with other franchisees.  A copy of all Negotiated Sales Notices filed in California in the last twelve months is attached as Exhibit_____."
  The regulation goes on to provide that this mandatory language can be contained either in the Item of the FDD that was negotiated or in an appendix to the FDD, and must (in effect) remain in the FDD until 12 months have passed from the date of the last negotiations.
  Also, at the time of renewal, the franchisor must certify that it has filed all required notices of negotiated changes.
  

If the franchisor intends to negotiate only on a one-time basis, and can establish that the changes are beneficial to the franchisee, the franchisor may prefer to rely on the statutory exemption, which does not require disclosure of the matters negotiated except to other franchisees with whom the franchisor intends to negotiate.  If the franchisor intends to negotiate more regularly, the regulation may be the preferable approach.  Note, however, that the “price” of using the regulation (and therefore avoiding the question of whether the changes are beneficial to the franchisee) is that a notice of the negotiated change must be filed with the State within 15 business days and the FDD amended to reflect that various provisions have been negotiated.  If the franchisor neglects to file this notice, or prefers not to do so, the franchisor can still rely on the statutory exemption provided that the other requirements of the statutory exemption are met.  

C. Other States Addressing Negotiations.  

Although no other states regulate negotiations in the same way that California does, a handful of states do have provisions in their statutes or regulations that address negotiation in one way or another.  

In Illinois, by statute, an amendment to the registered FDD is not “required if the terms of the franchise agreement merely reflect changes from the franchisor's registered franchise made pursuant to negotiations between the franchisee and the franchisor.”
  There is, however, a regulatory gloss on this provision.  “[I]f the same change is consistently made in additional consecutive franchise sales and it is a material change, it is considered to be a permanent change in the franchise agreement and an Amendment reflecting the change must be filed within the applicable time period.”
  

Both Minnesota
 and New York
 have rather ambiguous regulatory provisions on negotiations.  Both states define a “material change” that requires an amendment of the FDD as including a significant change in the franchise agreement, including amendments thereto.  Some commentators have asserted that these provisions would mandate that the registered FDD be amended each time there is a negotiated change in favor of even a single franchisee, on the basis that the change affects an amendment to the franchise agreement.  As of the date of this paper, however, there are no cases or other definitive interpretations on this point in either state.  

Finally, Washington is the least restrictive state concerning the need to amend the FDD.  As long as the negotiations are initiated by the franchisee, the franchisor is not obligated to amend its registered FDD as a result of any negotiated changes.
  

D. Other Disclosure Requirements.  

With the exception of these few states, there is little guidance as to what must (or should) be done if provisions of the franchise agreements are negotiated.  The instructions to Item 5 of the FDD do require that the range of initial fees charged in the franchisor’s last fiscal year must be disclosed, but that is the only provision of the FDD that specifically requires discussion of matters that may have changed in the past.  Nonetheless, thought should be given to whether the franchise agreement contained in the disclosure document is actually the one being “offered” by the franchisor if the franchisor consistently negotiates changes to the franchise agreement.  This is especially true if the franchisor routinely negotiates changes to the same section(s) of the franchise agreement, and even more so if those changes are typically variations on a single change.  In that regard, the regulation in Illinois may be a generally-useful guide.  Similarly, if the franchisor is generally willing to negotiate any terms of the franchise agreement, that may itself be a fact worthy of disclosure in the FDD.  

E. Little FTC Acts.  

In addition to more specific legal restrictions, franchisors are advised to remember the more general laws prohibiting “unfair” or “deceptive” practices in trade or commerce.  Most states have laws of these types, typically referred to as “little FTC Acts” because of their similarity to the Federal Trade Commission Act (15 U.S.C. § 41, et seq.).  A creative attorney could argue that a franchisor’s refusal to agree to certain changes by a franchisee (when the franchisor granted similar concessions to other franchisees) constitutes an unfair of deceptive practice in contravention of these laws.  

For example, in the case of D & K Foods, Inc., v. Bruegger's Corp.
 described above, the plaintiffs asserted that the franchisor violated the New Mexico Unfair Trade Practices Act,
 which is New Mexico’s little FTC Act, on the basis that the franchisor collected royalties from the plaintiff, but not from other franchisees.  The court in the D & K Foods case dismissed the claims under the New Mexico law, on the basis that the plaintiffs could point to no provision of the New Mexico Unfair Trade Practices Act that (specifically) prohibited discrimination.  Whether similar claims would survive under the laws of other states is not clear.  

F. Duty of Good Faith.  

As anyone who has attended more than a few of these Forums can attest, the laws of most states impose a duty of good faith and fair dealing on the parties to all commercial contracts.  In many (if not most) states, this is considered an implied covenant in the contract.  What that duty means can be subject to a great deal of debate, which will not be resolved in this paper.  

There is an argument, however, that discriminating between or among franchisees can be a violation of this duty.  In the D & K Foods
 case, the plaintiffs had asserted that the franchisor’s lending practices discriminated against the plaintiffs in violation of Vermont law (which had been chosen to govern the contract because of the location of the headquarters of the franchisor).  Specifically, Vermont law imposes a duty of good faith and fair dealing on all contracting parties, which the plaintiffs asserted would prohibit the franchisor from discriminating among franchisees.  The franchisor sought to dismiss that aspect of the complaint.  After an extensive quotation from Carmichael v. Adirondack Bottled Gas Corp., 635 A.2d 1211 (Vt. 1993), which emphasized that the existence of good faith is normally a question of fact under Vermont law, the court refused to dismiss pending further factual inquiry.
  

As noted above, if the franchisor cannot get a case dismissed at the pleading stage (whether the case alleges violation of the duty of good faith, violation of the applicable state’s Little FTC Act, or another cause of action), the franchisor has already “lost” in some sense, because it will be required to divert time, money, and other resources to discovery (and potentially trial).  There are advantages to conducting business so that litigation is avoided as much as possible.  Conversely, because the implied covenant usually does not trump express contractual provisions, franchisors may prevail on claims of this sort if their contracts make plain that not all franchisees have the same contractual rights.  

G. Other Legal Risks.  

Sometimes, discrimination claims are brought on less-specific grounds.  Gateway Equipment Corporation v. Caterpillar Paving Products, Inc.,
 was a confirmation of an arbitral award involving a dispute between the western New York distributor of Barber-Greene asphalt paving equipment and Caterpillar, which acquired Barber-Greene.  In a case reminiscent of Coelho & Bachetti, Inc. v. Ford New Holland, Inc.,
 after Caterpillar acquired Barber-Greene, Caterpillar began manufacturing its own asphalt paving equipment that was identical except for color.  In addition, for several years, Caterpillar gave more favorable financing terms to Caterpillar dealers than to Barber-Greene dealers.  The plaintiffs asserted (among other things) that this difference in financing terms was an illegal discrimination.  Without determining what (if any) laws were violated by any such difference in financing terms, the arbitrators determined that the plaintiffs had not established any damages from alleged discrimination.  As a result, the arbitrators found that the plaintiff’s “request for ‘rescission’—really a forced sale of the business to [Caterpillar] is premature.”  Clearly, however, the arbitrators left open the possibility that the plaintiff could obtain rescission if it could establish “actual loss either in the profitability or value of its business as a result of” Caterpillar’s differences in financing terms.  

H. “Earnings Claims” Rules.  

Finally, with respect to legal risks associated with large, multi-unit franchisees, franchisors are well advised to bear in mind the rules on making financial performance representations.  Sometimes, in dealing with a large, financially-sophisticated franchisee, franchise sales personnel are tempted to lower their guard concerning what can and cannot be said.  It is important to bear in mind that the laws concerning the making of financial performance representations are not the same as the laws for fraud.  While a franchisee may be required to show detrimental reliance in order to prevail on a claim concerning an inaccuracy in the franchise disclosure document,
 the same is not true for a claim by the FTC or a state that the franchisor has violated the disclosure rules.
  

It is not clear what the standard would be for a private plaintiff suing under a state Little FTC Act for a claim cognizable under the FTC Rule, or whether the plaintiff would be relieved of the obligation to prove intent to deceive or reasonable detrimental reliance.  For example, in Lynn v. Nashawaty,
 the Massachusetts Appeals Court held that, in a case involving the sale of a stationery store where the seller overstated the value of inventory to be transferred, the seller committed a deceptive act in violation of G.L. c.93A, the Massachusetts little FTC Act, even though the misrepresentation was not knowing or willful.  Multiple damages were not awarded, however.
  

IV. ON-GOING ISSUES WITH MULTI-UNIT FRANCHISEES.  

The potential for concerns with large, multi-unit franchisees does not immediately dissipate once some form of multiple-unit agreement is signed.  When a small franchisee is presented with the possibility of an immediate increase in the number of franchised locations, it may be hard to focus on these “downstream” issues, but they should be considered in the beginning, instead of put off until the time they arise.  

Further, the franchisor should be alert to the possibility that the needs and interests of multi-unit franchisees may be different from those of single-unit franchisees (or even of the franchisor itself).  

A. Relationship Issues.  

One purely practical concern for the franchisor is independent of any legal requirements.  That is how other franchisees will react to any special arrangements that are made in favor of larger franchisees.  Even if franchisees do not have any legal claims, they may object to concessions made to the multi-unit franchisees.  There are several circumstances where this could have an adverse effect.  For example, if the franchisor is actively selling franchises, disgruntled franchisees could give unfavorable reports to prospective franchisees.  Also, if votes of franchisees are needed (for instance, in an advertising or purchasing cooperative), they may be harder to obtain if large numbers of small franchisees are unhappy because of preferential treatment afforded to a small number of multi-unit franchisees.  

B. Leverage.  

The opposite problem can occur as well.  If a single franchisee operates a large portion of the total franchised units, the franchisor can be reluctant to enforce its policies against the franchisee.  If the franchisee refuses a demand by the franchisor, the franchisor can be in an uncomfortable position.  If the franchisor then issues a default notice, and the franchisee still refuses to comply, will the franchisor be willing to terminate the franchisee?  While this question lurks in all confrontations with franchisees, it can have a greater impact when the franchisee being confronted is sufficiently large.  Is the franchisor willing to lose that source of revenue?  Also, must the franchisor amend its disclosure document to show the loss of the franchised units?
  

A closely related question has to do with the “break-away franchisee” issue.  Whether the franchisor chooses to terminate or not, the franchisor must consider the possibility that a large franchisee may be more willing and more able to terminate its relationship with the franchisor and continue as an independent (or affiliate with another brand).  This issue is exacerbated in jurisdictions where a franchisor is not allowed to enforce post-term non-competes, but it also exists even in jurisdictions with no such limits.  It can be difficult for a smaller franchisor to try to enforce a covenant of this sort against a large, well-funded opponent, due (among other issues) to the distraction of time and resources.  

C. Discrimination, Good Faith and Related Claims.  

The anti-discrimination rules (discussed above, Section III.A.) continue to apply during the course of the relationship.  Thus, the franchisor must always weigh whether it is treating one franchisee differently than it would treat other, similarly-situated franchisees.  

Additionally, a franchisee that is terminated for an activity that another franchisee is permitted (or even encouraged) to engage in may be able to sustain a claim for violation of the duty of good faith, for violation of a statute (such as state little FTC acts) prohibiting unfair methods of competition or unfair trade practices, or for the tort of unfair competition, even if there is no express state prohibition on discrimination.  

V. ISSUES FOR NEGOTIATION.  

A. Structuring the Multi-Unit Franchise Relationship

Often, if a franchisor has given advance thought to the possibility of dealing with multi-unit franchisees, the franchisor will also have considered how to structure the overall business relationship.  The franchisor may have determined that it wants to grow through the use of sub-franchising, area development agreements, or area representatives (also known as “development agents”).
  As a result, the franchisor’s disclosure document may already contain a form of multi-unit agreement.  

Depending on the background, sophistication, etc., of the prospective franchisee, there may be a desire to change this structure.  For example, if the franchisor has put together a structure calling for area representatives (development agents), the prospective franchisee may want to argue for a master franchise (subfranchising) relationship, on the basis that the franchisee wants greater control over a “region” and wants to avoid the possibility that the franchisor will change the structure (by eliminating the area representatives) in the future even if the franchisee is performing in accordance with the contract (i.e., without “cause”).  Alternatively if the prospective franchisee foresees substantial development itself, it may prefer an area developer arrangement, which is a structure more oriented to development directly by the franchisee.  

B. Franchisee Corporate Structure.  

Many multi-unit franchise arrangements contain a provision attempting to limit the proliferation of separate entities all owned by the same person (or small group).  Franchisors typically dislike dealing with multiple entities all under common ownership.  By contrast, franchisees (especially sophisticated franchisees with sophisticated counsel experienced in tax matters) will want maximum flexibility.
  There are many reasons for choosing a particular structure—including liability limitations, isolation of risks, tax treatment, financing considerations (or lender requirements), estate planning, regulatory requirements, and even preferences of the franchisees’ lawyer or accountants.
  The focus here, however, is not on the reasons the franchisee may want a particular provision, but on negotiations with the franchisor concerning whether a particular structure will be permitted.
  

1. Holding Company / Operating Companies.

Many area development agreements provide that a separate franchise agreement will be issued to the franchisee for each unit to be developed.  Further, the area development agreement may provide that the franchise agreement must be issued to the same “person” (individual or entity) that holds the area development agreement, and that the franchise agreements cannot be transferred independently of the area development agreement.  The net effect of this type of provision is that all of the units developed by the area developer are part of a single “block” that must be owned (and transferred) as a whole.  Some multi-unit franchisees will object to this type of provision because they want the ability to transfer some, but not all of their holdings in the franchise system.  

For various reasons, the franchisee may desire the ability to establish separate operating companies for each franchised unit, perhaps with a “parent company” (an entity that holds all or most of the equity of these operating companies) instead.  If the franchisor allows the franchisee to do this, the franchisor may impose requirements such as (a) cross-default provisions, cross-guarantees, and personal guarantees, as discussed below; (b) providing that the franchisor can withhold consent to transfer of any company(ies) that own an operating unit if the company that holds the area development rights is not simultaneously transferred to the same buyer (and vice-versa); and (c) provisions for addressing (or even amending) protected territories surrounding individual units as necessary to assure development of required numbers of units.  

Although cross-default and cross-guarantee provisions could address many of the issues that would be raised when ownership of the operating companies and the development company are separated, that would still leave the issue of territorial protections and encroachment.  When a single company is developing all of the units in a particular area, there is generally no issue with territorial protections or encroachment.
  When ownership gets split up, however, there is a greater chance of conflict between the owner of an existing unit and the [unrelated] developer of a new unit.  That alone may be reason for a franchisor to refuse to allow ownership of the operating units to vary from ownership of the developer until all potential development (or at least all required development) has been completed.  

2. Separate Real Estate Company(ies).  

Another fragmentation sometimes seen in franchisee companies is to hold real estate in a separate company from operations (at times, this is required by a lender that wants to make loans secured solely by the real estate).  Often, this issue is not even addressed by the franchise agreement, as the franchisor does not (and often cannot) know in advance whether the franchisee will own or lease locations for the units.  If this issue does cause concern for the franchisor, one way that it can frequently be addressed is to have the real estate company grant an option (or right of first refusal) to the franchisor, triggered by termination or expiration of the franchise agreement.  This is often seen in a required “lease rider” that is part of the FDD.  

3. Separate Management Company.  

Finally, the franchisee may want to have a separate management company that handles operations of its units, even though ownership of the units varies somewhat (for example, the franchisee may have differing investor groups in various units, or may want to give ownership interests in some units to managerial personnel).  Most issues raised by this type of structure can be addressed adequately by cross-default and cross-guarantee provisions.  

C. Development Schedule.

This is perhaps the most important term to be negotiated between the parties to an area development agreement (or other form of multiple unit agreement, such as a sub-franchise or area representation arrangement).  From the franchisor’s perspective, it wants the franchisee/developer to agree to establish, open, and operate a specific number of units in a territory (to be agreed-upon by the parties) in accordance with a schedule.  Specific dates are agreed upon with respect to when each particular outlet is to open for business as well as the cumulative number of units that must be open and operating at different times during the term.  Typically, the schedule is attached as an exhibit to the area development agreement, but the operation of each outlet is governed by a form of unit franchise agreement that is attached to the development agreement.
  The franchisor is taking a significant risk by removing the particular territory from the market (because few developers would take on such obligations without receiving exclusive development rights for the territory).  Accordingly, the franchisor wants the franchisee’s unambiguous commitment to open and operate system outlets in accordance with a specific schedule during the term of the contract.

From the franchisee’s perspective, however, there is serious risk to agreeing in this manner.  Why?  Because frequently when it comes to this type of undertaking there are many aspects to the venture that are outside the franchisee/developer’s control.  What if the economy turns sour, locally, regionally, nationally, or globally?  What if there is a natural disaster or civil unrest?  Franchisees depend on their earlier units to be successful in order for them to open units later.  What if these units are losers?  Should the franchisee be expected to throw good money after bad?  Do the answers to these questions vary if units operated by other franchisees are successful or are struggling?  What if the franchisor’s brand has not been competing successfully in the marketplace for an extended period and this is not the fault of the developer/franchisee?  What if despite all due diligence, in certain locations the franchisee/developer is running into serious opposition from local officials who don’t want this franchise in their city or town?  Simply put, because so many factors are outside the control of the franchisee/developer, to commit to a schedule without including a sound exit strategy and flexibility to account for these uncertainties involves a huge amount of risk.  This is particularly true where the developer pays the franchisor a large non-refundable development fee and commits to paying a lot more in initial fees and continuing fees (e.g. royalties and advertising fees) during the terms of the various contracts.  At the time of contracting, nobody—neither the developer/franchisee nor the franchisor—knows for certain if the development schedule is reasonable or achievable even with best efforts.  What is more, a modicum of empirical evidence suggests that the majority of development schedules (at least in the international context) are overly ambitious and that developers do not meet them.
  When it comes to evaluation by the courts, however, more often than not franchisee/developers are held to their agreements.
  What to do?

First, consider the following dire consequences that could await a developer who defaults on a development schedule: (i) the development agreement can be terminated; (ii) exclusive development rights in the territory may be lost; (iii) the initial development fee may be non-refundable; (iv) the franchisor may have the ability to seek payment of all initial fees, royalties and advertising fees that would have been payable during the term of the development agreement if all the unit franchise agreements had opened on time (or perhaps the contract includes a liquidated damages clause to address this eventuality) for which the developer’s principal owners may be liable under a personal guarantee; (v) depending on the terms of the agreements, rights to all franchised units may be lost pursuant to the terms of a cross-default clause; (vi) the developer/franchisee could be subject to post-term non-competition covenants, collateral lease assignments, and clauses giving the franchisor a right to acquire existing franchised units perhaps on very favorable terms; and (vii) the developer and its principals may be “on the hook” to repay substantial sums that may have been loaned to them for the venture.  Of course, all of this spells doom for the franchisee/developer; its investment destroyed and its future clouded with serious claims from the franchisor and perhaps others as well.

There are ways to deal with this dilemma by modifying terms of the area development agreement and franchise agreements.  Some franchisors may refuse to concede these points and some developers may not be savvy enough to request them.  For the great many cases where development schedule issues are a matter of serious concern, however, the franchisee is well-advised to consider requesting the following: (i) a clause providing that so long as the developer is acting with due diligence and/or exercising reasonable (or best) efforts to meet its schedule, its rights will remain intact; (ii) if the developer has been acting reasonably and with due diligence but still fails to meet the schedule, if its rights are terminated it need not pay future initial franchise fees, royalties or advertising fees on future franchise agreements contemplated by the schedule; (iii) cross-default language providing that termination of the development agreement for failure to meet the development schedule cannot be used as grounds for terminating franchise agreements for existing units or those under contract or under construction; (iv) a provision calling for a refund of that portion of the initial development fee that would have been applicable to future units that are not developed or that would allow that amount to be credited to the account of the franchisee/developer with the development territory reverting back to the franchisor; (v) a clause providing that to the extent similarly situated, area developers will be treated similarly so far as compliance with development schedules is concerned (for example, if a franchisor is lenient with certain developers, it cannot be a strict enforcer with others); and (vi) a clause providing that if failure to meet the schedule is caused in substantial part by the franchisor (such as failure to timely evaluate sites proposed by the developer) that the developer will not be penalized. 

D. Cross Default Provisions. 

Typically these clauses provide that a breach of one agreement (be it the area development agreement, the unit franchise agreement, or some other contract) is a breach of other agreements between the developer franchisee and the franchisor (or its affiliate).  Sometimes, the cross-default provision will provide that failure to meet a development schedule (without more) is not grounds for termination of the franchise agreements for individual units, although that is not universal.  Franchisors like cross-default provisions because they treat the franchisee/developer as a single entity, consistent with the manner in which the arrangement was originally negotiated.  Franchisees dislike the provisions  because they give franchisors tremendous power over the franchisee.  

Consider the example of a franchisee/developer with rights over a particular territory to establish ten units.  Five are operational.  Four units are operating in a manner satisfactory to the franchisor and one is in default for non-payment or standards violations.  The franchisee may feel that the non-compliance is justifiable, because the non-paying unit is a loser, or may believe that the operations issues have been resolved, even though the franchisor disagrees.  In this scenario, the franchisor could exercise its rights under the cross-default clauses to terminate all of the agreements.  Also, the development rights would be lost, allowing the franchisor to resell the territory to another developer.  Further, the franchisor could exercise its post-termination rights to enjoin the franchisee from competing (pursuant to the non-compete clause) and may be able to take over some or all of the units pursuant to collateral lease assignments or options to purchase (which can, in some cases, be exercised at a price substantially less than going concern value).  Such a result would be disastrous for the franchisee/developer.  From the perspective of the franchisee, the main purpose of these types of provisions is to motivate the franchisee to comply with its contracts even in the most adverse circumstances.  The franchisee may believe that the franchisor wants these provisions to give the franchisor overweening power should the parties find themselves in a messy dispute.  From the perspective of the franchisor, however, these clauses may be nothing more than a way to dissuade the franchisee from “picking and choosing” which portions of its obligations it will meet.  

From the franchisee’s perspective, it is not wise to give franchisors this power, particularly where each agreement standing alone typically grants sufficient power and remedies to the franchisor in the event it is materially breached by the franchisee.  Furthermore, some franchise relationships may be such that it is practically impossible for the franchisee to comply with the franchise agreement in all respects at all times.  There may be sound business reasons for development rights to disappear if a franchisee/developer materially breaches (and fails to cure after notice) a unit franchise agreement frequently or repeatedly.  It is less clear that the same is true if the franchisee commits a single, isolated violation or a number of minor violations, however.  The franchisor’s point here is that if one cannot operate a unit properly, it does not make sense for that person to enjoy development rights for a number of units.  While this point is well taken, the converse does not necessarily follow at all.  For that reason, many (perhaps most?) multiple-unit development agreements provide that failure to develop (standing alone) is not grounds for termination of the unit franchise agreements of units that are otherwise operating in compliance.  If a franchisee encounters a cross-default provision that allows termination of individual franchise agreements for failure to develop (standing alone), the franchisee should insist that the provision be changed.  If the individual units are being operated successfully and in substantial compliance with the unit contracts, there is no reason why the rights of the parties should not be governed by those agreements alone.  It is the perspective of many franchisee-oriented lawyers that franchisors typically reserve sufficient rights and remedies in individual franchise agreements to adequately protect themselves, and therefore as attractive as cross-default provisions may be, they are not needed by franchisors.  By contrast, franchisor lawyers see nothing wrong with cross-default provisions and no reason not to protect their clients further by including them.  This may, however, be fertile ground for negotiation, where franchisee lawyers may try to avoid cross-default provisions unless the franchisor’s attorney can articulate a sound business reason for including the provision.  

E. Personal Guarantees.

Typically, franchisors have required that they receive broad, unconditional personal guarantees from the individual principals of a franchise owner (franchisee) that is an entity such as a corporation or limited liability company.  These can extend to payment obligations as well as performance obligations.  In some cases these have been required of all equity owners while in others they have been required of only the principal owners.  This is understandable as no franchisor wants to be in the unenviable position of looking to collect what it is owed from a corporate “shell”.  Conversely, for obvious reasons franchisee owners understandably seek to avoid such personal exposure. Historically, this practice grew out of a franchising model with so-called “mom and pop” franchisees.  It made perfect sense from the franchisor perspective.  With the advent of large multiple-unit franchisees some of which may be public companies, however, it has become less likely that such guarantees will be provided.  Still, the typical multi-unit franchise offering contains a personal guarantee.
 

The franchisor’s objective in this area is to have the franchisee entity’s principals be personally liable for all obligations of the franchisee under the franchise and other agreements.  This protection (for the franchisor) and exposure (for the franchisee’s principals) extends far beyond payment obligations for royalties, ad fees, and other sums due in the relationship.  While it may make sense for applicable individuals to be bound personally to non-compete, confidentiality, post-term trademark usage, and comparable obligations (the “performance obligations”), the exposure of individual owners becomes far more risky when they become personally liable to the franchisor for: (i) future fees (for the remaining years of a franchise term in the event of early termination) and (ii) under an indemnity clause, such as in the case of a serious personal injury to a customer of the franchise business.
  Wholly aside from seeking to negotiate changes to the indemnity clause to provide for indemnification (or the absence of it) based on fault as opposed to the typical strict liability of the franchisee for claims that arise from the operation of the franchised business regardless of fault, franchisee/developers should seek to negotiate typically broad guarantee provisions to limit their personal exposure.  There are a number of ways to address this situation.

Aside from guaranteeing the performance obligations, multiple unit franchisees should attempt to use their bargaining power to avoid a payment guarantee altogether or to limit it.  This can be approached in a variety of ways.  In the first instance, they could offer to maintain the franchisee entity’s financial condition or net worth at a certain minimum level and if that is done no personal guarantee would be required.  For example, they could commit to maintaining certain capitalization requirements such as a minimum net worth or minimum debt-to-equity ratio, among others.  Alternatively, they could offer a limited guarantee with a financial ceiling ($X,000) or one that runs through a date certain and disappears if and when the franchisee operates satisfactorily until that time.  Under this type of approach, the franchisee will have demonstrated dependability and reliability for an acceptable period thereby allaying the franchisor’s concerns about collectability.  Another alternative is that the personal guarantee would apply only to royalties, ad fees, and certain liquidated debts (perhaps for products purchased from the franchisor or its affiliates) owed by the franchisee prior to any termination. Any or all of these provisions could be contingent on the franchisee carrying insurance in excess of the minimum required by the terms of the franchise agreement.  Some franchisors have been amenable to these types of suggestions.

The guarantee issue is not unique to franchising.  The concern over unlimited personal exposure arises in many business contexts.  Typically, franchisors advance sound arguments as to why they need this type of protection in relationships with franchisees and developers.  Similarly, franchisee/developers advance sound arguments as to why they would refuse to take on the huge exposure created by such guarantees.  This issue is almost certain to be among the most important ones raised by prospects when they negotiate to acquire multi-unit franchise rights.

F. Pricing Controls

For decades franchise contracts contained provisions stating that notwithstanding the many controls franchisors may exercise over franchisees in the operation of their businesses, the franchisees were free to set their own prices for the goods and services that they sold to the public.  Recently, however, antitrust law has changed significantly with new decisions by the U.S. Supreme Court in the area of vertical price restraints, particularly resale price maintenance.
  These decisions have caused many franchisors to modify their contracts reserving to themselves significant power over pricing decisions by franchisees.  Citing persuasive economic theory, the Court’s rationale for this major change in antitrust law is that it will be better for consumers and interbrand competitors if such restraints are analyzed fully under the Rule of Reason (as opposed to dispensing with such an analysis under the per se rule) to see if that is the case.  The strong dissent in Leegin (a 4-3 decision) makes plain, however, that this vesting of pricing power in manufacturers, suppliers and franchisors over their dealers and franchisees may not be best for consumers, the economy or small businesspersons.

Anecdotally, there is evidence that franchisors are including price control provisions in their unit franchise contracts with increasing frequency.  The rationale may be that these clauses are needed so that franchisors can cause their chains to adapt to changing market conditions on a system-wide basis.  From the franchisee’s perspective, however, the absence of freedom to set prices over the goods and products that they offer to the public may be extremely problematic.  Franchisees may be concerned that if they cannot raise prices sufficiently to cover costs they will not make a fair profit, or perhaps any profit at all.  Accordingly, they should use any bargaining leverage at their disposal to avoid such clauses or if that is not possible, to minimize their impact.

G. Real Estate Controls and Franchisee Exit Strategy.

For franchised businesses where location is important, often franchisors include collateral lease assignments or similar location control provisions with their unit franchise contracts.  Usually these are three-party clauses (between franchisor, landlord and franchisee as tenant) that are added to the lease for the premises of the franchised facility.  They provide that in the event of a termination or expiration of the lease or the franchise contract (and in some cases in the event of a mere default under such agreements without termination or expiration), the franchisor can elect to take over the premises and be substituted for the franchisee as tenant under the lease so long as all lease defaults are cured and the franchisor or its designee assumes the tenant’s obligations under the lease.  These clauses may be combined with a post-term right (but not obligation) on the part of the franchisor to purchase some or all of the assets of the franchised business as the franchisor chooses, perhaps based on a pre-determined formula such as book value less depreciation as opposed to a valuation method that may credit the franchisee for the actual going concern value including an amount for good will
 of the franchised business that a willing buyer might pay under normal operating circumstances.
 

Like the personal guarantee, this is another business issue where there are no secrets in the goals of the parties.  The franchisor wants to preserve each location (that it selects at its option) for the franchise system if it makes sense to do so when the franchise relationship ends.  Conversely, at this time the franchisee/developer wants to preserve the value of the (once franchised) business as a going concern rather than lose it to the franchisor or a third party for substantially less than going concern value (that is, what a willing buyer would pay a willing seller, with or without the franchise).  Clearly, franchisors are not interested in training their competition.  By the same token, however, the franchisee/developer needs an exit strategy that preserves the value of (and its substantial investment in) each such business.  What is more, this problem becomes especially acute in situations where the franchisor seeks to terminate, the franchisee does not want to terminate and they disagree strongly over the merits of each side’s claims in the dispute. 

The savvy prospective franchisee/developer will try to negotiate changes to the aforementioned post-term contract provisions (collateral lease assignment, non-compete clause and franchisor right to buy assets of the business, among others) to achieve its goals.  Put aside for the moment the thorny issue of providing fairer compensation in proper cases and not providing it in cases where serious non-performance by the franchisee brought about the termination.  One approach might be to allow these clauses to go into effect only if the franchisor or a third party pays fair value to the franchisee for the unit franchised business(es) being acquired.  Instead of the typical formula where the franchisor pays nothing for good will or leasehold rights and book value less depreciation for those hard assets it elects to acquire, less all sums purportedly owing to the franchisor (which could include future fees payable over the remainder of the term), the franchisor could pay the going concern value of the franchised business to be acquired, which can be determined by an appraisal procedure that is fair to both sides.  Alternatively, if the franchisor does not want to take over the business but would allow the franchisee to operate as an independent, another approach would be the payment of a reasonable termination fee by the franchisee to the franchisor for the right to compete post-term.  This amount could be based on a fair estimate of the lost profits that would have been realized by the franchisor over the term of the non-compete clause (if reasonable) subject to a duty on the franchisor’s part to mitigate its losses by establishing another system unit in the former franchisee/developer’s area. 

H. Competition Issues.

In addition to the post-term non-compete covenant discussed above, practically all franchise contracts contain so-called “in term” non-compete (or exclusive dealing) clauses.  These forbid the franchisees from engaging in a competing business during the ongoing franchise relationship.  In addition, typically these contracts contain confidentiality clauses.  These forbid franchisees and their principals from disclosing the franchisor’s trade secrets and confidential information during the franchise term and thereafter and from using them in the service of a competitor.  Certainly it is reasonable for franchisors to want this protection as normally they are not interested in having their franchisees as competitors.
  But the franchisor’s position in this area may be negotiable if the prospective franchisee/developer puts on the table something that the franchisor wants very much; such as desirable locations at airports or comparable sites.  Further, there may be a difference between the franchisor entering into a relationship with a franchisee that has a pre-existing relationship with a competitor and one who does not but wishes to reserve the right.  Many franchisors will not negotiate this point.  Others will try to avoid this concession wherever possible.  But if this type of concession is necessary for one of the franchisor’s primary goals to be achieved it may become part of the mix of significant points to be negotiated at inception with the franchisee/developer.  

I. Managerial Responsibility.

Many franchisors require that the principal owner(s) of a franchisee manage personally the franchised business on a full time basis.  Also, typically the unit franchise contract requires that the franchisee exercise best efforts to maximize performance of the franchised business.  Equally as typical are provisions in unit contracts that allow the business to be operated on a full time basis by a manager so long as that person has completed necessary training to the franchisor’s satisfaction and has been approved to be the manager by the franchisor.  Similar clauses on managerial responsibility for developer operations may be found in area development agreements for the developer’s business (that is separate from the operation of each of the units).  For multiple unit franchisees, it seems plain that certain units must be operated by managers because the franchisee principal(s) cannot be in more than one place at one time.  That is not necessarily so for the developer operation, however, and some franchisors may be more insistent on full time participation by developer principals for that aspect of their operations.  Putting that aspect to the side however, practically speaking this requirement simply does not work when dealing with large franchisee entities, some of which are publicly held companies.  In the big picture, this issue does not appear to be a crucial one.  Both sides recognize that quality staff personnel must operate the units (as well as the developer operation) and that they be satisfactory to both franchisor and franchisee.  Accordingly, reaching agreement on this point should not be difficult.

VI. Conclusion 

As franchisors encounter larger and more sophisticated franchisees, they will also encounter more frequent demands to negotiate the terms of the franchise agreement, and may even encounter requests for new types of agreements (such as requests for multi-unit development agreements in a franchise system that has previously grown through single-unit franchises).  We have tried to address some of the issues that may be raised, and potential responses to those issues.  We have also attempted to outline the thinking that franchisees and franchisors may bring to some of these issues—such as why a franchisee may think a provision is outrageous over-reaching, while the franchisor may believe it is critically necessary to the success of the franchise.  Who is right?  Perhaps both, perhaps neither, and perhaps a little of both.  

Barbara Toffler, a professor and expert of business ethics, is sometimes credited with originating the phrase “Where you stand depends upon where you sit.”  That may be no more true than in the world of franchising, in which the perspectives of franchisors and franchisees can diverge so widely.  Many of these issues are perceived as “black” or “white” by the parties, when in truth they are shades of gray.  If the parties can work past some of these perceptual issues, there is much to be gained (for both sides) by incorporating multi-unit franchisees into a franchise system’s mix.  
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� 	This is to be compared with typical language in many franchise agreements that require the franchisee to be in full and complete (or strict) compliance at all times during the relationship.  Notwithstanding such language, many franchisors realize that strict compliance at all times in every aspect of the relationship during the entire franchise term is neither realistic nor necessary if the franchisee has substantially complied and has been a solid member of the franchisee community.  


�	 International Franchise Association Education Foundation, Multi-Unit Owners Study at 5 (Washington, D.C. 2002).  


� 	An important concern in this area is that the franchisor may be held to have waived its right to terminate based on certain breaches if it permits the franchisee/developer to continue operating without taking prompt action.  For example, this argument can be made when important development schedule deadlines are missed but the franchisor does not send notice of the default and seeks to terminate for that reason, but decides to do so later.  See Amy Cheng and Andrew F.  Perrin, Multi-Unit Franchising-The Risks and Benefits, 28th Annual Forum, Tab 6, American Bar Association (Orlando, FL 2005) 24-25.


� 	Some franchisees may claim that selective enforcement of franchisor rights under certain circumstances is an unfair trade practice in violation of state little FTC acts, such as Massachusetts G.L. c. 93A. 


� 	Note that § 436.9(f) of the FTC Rule also obligates a franchisor to present the Franchise Disclosure Document (“FDD”) earlier “upon reasonable request.”  The FTC’s “Frequently Asked Question” number 14 addresses the question of whether a franchisor is obligated by this provision to present an FDD while the franchisor is in the middle of an annual or quarterly update.  The answer to that FAQ advises that the franchisor should present the existing (that is, soon to be outdated) FDD; in addition, the FTC staff advises that the “best practice” would be to also inform the prospective franchisee that an update is in progress and that the updated document will be made available once it is complete.  By analogy, in the circumstance of a franchisor that has an existing single-unit FDD while negotiating a multi-unit arrangement, the franchisor would seem to be able to respond to a request for the FDD by delivering the existing single-unit FDD, and promising to make the multi-unit FDD available once it is prepared.  


� 	The states of Illinois [Ill. Rev. Stat. § 602/5-10(f)], Iowa [Iowa Code § 551A.4(1)(b)], Maryland [Md. Code Ann. [Bus. Reg.] § 14-223], New York (except for exempt, large franchisors) [N.Y. Gen. Bus. Law § 683(8) and § 684(2)(c)], Oklahoma [Okla. Stat. tit. 71, § 803(6)], Rhode Island [R.I. Gen. Laws § 19-28.1-8(a)(1)], and South Dakota [S.D. Codified Laws § 37-25A-3(5)] require that a disclosure document be delivered no later than the first personal meeting, either as part of the state franchise law or as a condition to exemption from the state business opportunity law.  In addition, the states of California (as to some issues) [e.g., Cal. Corp. Code § 31101 (large franchisor)], Maryland [Md. Code Ann. [Bus. Reg.] § 14-223], Michigan [Mich. Comp. Laws § 445.1508(1)], New York [N.Y. Gen. Bus. Law § 683(8)] , Oregon [Or. Admin R. § 441-325-020(2)], Rhode Island [R.I. Gen. Laws § 19-28.1-8(a)(2)], and Washington [Wash. Rev. Code § 19.100.080] still require delivery of the disclosure document 10 business days before execution of a binding agreement or payment of any money; that deadline may be earlier than 14 (calendar) days.  


� 	Although the concept is fairly consistent across all registration states, the language used to express the concept varies considerably.  For examples of the language used, see, Ill. Rev. Stat. § 705/5(1) (“It is unlawful for any person to offer or sell any franchise required to be registered under this Act unless the franchise has been registered under this Act ….”); Md. Code Ann. [Bus. Reg.] § 14-214(a) (“[A] person must register the offer of a franchise with the Commissioner before the person offers to sell, through advertisement or otherwise, or sells the franchise in the state.”); and Wash. Rev. Code § 19.100.020 (“It is unlawful for any franchisor … to sell or offer to sell any franchise in this state unless the offer of the franchise has been registered under this chapter ….”).  


� 	Generally, the registration states take the position that a franchisor not registered in a particular state cannot hold any discussion with a resident of that state other than taking name and contact information pending registration (that is, the states would not allow a franchisor to hold an in-depth discussion with the resident under the cover of a statement that the discussion is “not an offer, which can be made only through an FDD registered in the state.”)  While there may be room to disagree whether that position is correct, it can be presumed that, if the franchisor is registered to sell only single-unit franchises in the state, the state would be likely to take the same position about discussions to sell some form of multi-unit arrangement.  


� 	California [Cal. Corp. Code §§ 31106 and 31109], Illinois [Ill. Admin. Code tit. 14, § 200.201], Maryland [Md. Regs. Code § 02.02.08.10E], Rhode Island [R.I. Gen. Laws § 19-28.1-6(c), (d), and (e)], Washington [Wash. Rev. Code § 19.100.030(5) and (6)], and Wisconsin [Wis. Stat. § 553.22].  


� 	Cal. Corp. Code § 31106(a).  


� 	Prior to the case of Southland Corp. v. Abrams, 560 N.Y.S.2d 253, Bus. Franchise Guide (CCH) ¶ 9661 (Sup. Ct. 1990), the New York Attorney General (which enforces the New York franchise law) took the position that § 683(2) of the New York franchise law, which requires registration of an offering circular before any sales are made in the State, prohibited negotiation of the registered agreement.  The attorney general lost that case, and no longer takes that position.  


� 	Va. Code Ann. § 13.1-565(b).  


� 	Wash. Rev. Code § 19.100.184.


� 	Haw. Rev. Stat. § 482E-6(C), Ill. Rev. Stat. § 705/18, Ind. Code tit. 2, art. 2, chap. 2.7, § 2(5), Minn. R. § 2860.4400B, Wash. Rev. Code § 19.100.180(2)(c).  


� 	See, e.g., Peyton v. Department of Human Rights, 298 Ill. App. 3d 1100, 700 N.E.2d 451 (1998).  


� 	Bus. Franchise Guide (CCH) ¶ 11,506 (D. Md. 1998).  


� 	If the prospective franchisee qualifies for an exemption (for example, as a “sophisticated franchisee”), it will not be necessary to comply with the negotiated change provisions as to that franchisee.  Nonetheless, changes negotiated with an exempt franchisee may still need to be disclosed to other prospective franchisees.  


� 	Cal. Corp. Code § 31109.1.  


� 	Cal. Admin. Code tit. 10 § 310.110.2.  


� 	Although the regulation pre-dates the statute, it has not been amended or repealed since enactment of the statute, so it appears that franchisors have the choice to comply with either the statute or the regulation.  


� 	Cal. Corp. Code § 31109.1(a)(4).  There is no statement of how this is to be measured, and (thus far) no cases on point.


� 	Id., subsection (a)(2).  


� 	Id., subsection (a)(3).


� 	Id., subsection (a)(3).


� 	Cal. Admin. Code tit. 10 § 310.110.2(a)(4).


� 	Id., subsection (a)(3).  


� 	Id.


� 	Id., subsection (a)(5).


� 	Ill. Comp. Stat. ch. 815, § 705/11.


� 	Ill. Admin. Code tit. 14, § 200.114. 


� 	Minn. R. § 2860.2100 and 2860.2400(f).


� 	N.Y. Code, R., and Reg. tit. 13, § 200.5, subsections (a) and (b)(4)(iv).  


� 	Wash. Rev. Code § 19.100.184.  


� 	Bus. Franchise Guide (CCH) ¶ 11,506 (D. Md. 1998).  


� 	N.M. Stat. Ann. § 57-12-10.  


� 	Supra, note 16.  


� 	For an example of liability arising out of selective enforcement, see Dunafon v. Taco Bell Corp., Bus. Franchise Guide (CCH) ¶ 10,919 (W.D. Mo. 1996), holding that the failure to provide contractually-required support to a franchisee in retaliation for participation in a franchisee association may have breached the implied covenant of good faith and fair dealing.  


� 	Bus. Franchise Guide (CCH) ¶ 11,846 (W.D.N.Y. 2000).  


� 	Bus. Franchise Guide (CCH) ¶ 10,923 (Amer. Arb. Assn. 1996).  This case is the source of the memorable quote that “Respondents [the franchisor], when they created their dubious and short-lived scheme of dual distributorships [of identical, but differently-colored tractors], undertook to cordon off the former Hesston dealers in an increasingly bleak terra cotta world of Fiat tractors.”  


� 	See, e.g., California Bagel Company 18, LLC v. American Bagel, Bus. Franchise Guide (CCH) ¶ 11,880  (C.D. Cal. 2000) (plaintiffs were manifestly unreasonable to rely on earnings claims outside the UFOC, in light of language in Item 19 that no employees of the franchisor were authorized to provide “any oral or written information concerning the actual or potential sales, costs, income or profit of” franchised units).  


� 	See FTC Informal Staff Advisory Opinion 96-4, reprinted at Business Franchise Guide (CCH) ¶ 6479 (July 16, 1996) (parties cannot avoid coverage of FTC Rule by contractual agreement that arrangement is not a “franchise” or by waiver of the benefits and protections of federal law); see also FTC Informal Staff Advisory Opinion 94-4, reprinted at Business Franchise Guide (CCH) ¶ 6479 (May 12, 1994) (recitation in agreement that party had been in business for two years and did not anticipate that incremental business would exceed 20% might have been probative of the facts as to whether fractional franchise requirements were satisfied, but FTC remains free to conduct its own investigation to confirm the facts); but see Golden West Insulation, Inc. v. Stardust Investment Corp., Bus. Franchise Guide (CCH) ¶ 7567 (Ore. App 1980) (where parties agreed by contract that they waived all rights available under the California, Oregon, and federal franchise laws, franchisee was not permitted to assert violations of California law as defense to claims by franchisor).  


� 	12 Mass. App. 310 (1981).  


� 	Accord, Slaney v. Westwood Auto, Inc., 366 Mass. 688, 702 (1975).  


� 	Some states provide, by regulation, that loss of more than a stated number or stated percentage of franchised units in the state or nationally are considered “material changes” requiring amendment of the registered disclosure document.  See: Md. Regs. Code § 02.02.08.01 (10% of the franchisees in Maryland in any 3-month period or 5% of the franchisees anywhere in any 3-month period); Minn. R. § 2860.2400 (in any 3-month period, 10% of franchisees anywhere or 10% of franchisees in Michigan); N.Y. Comp. Codes R. & Regs. tit. 13 § 200.5 (in any 3-month period, the lesser of 10 franchisees or 10% of the franchisees, regardless of location); and Wis. Admin Code § SEC 31.01 (in any 3-month period, the greater of 1% or 5 franchisees regardless of location or the lesser of 15% or 2 franchisees in Wisconsin).  Moreover, in all jurisdictions, the franchisor must consider whether the loss of a large number of franchisees is a material adverse event that must be disclosed to prospective franchisees.  


� 	For a discussion of the benefits and detriments of these various structures, see: Andrew F. Perrin and Amy Cheng, Multi-Unit Franchising—The Risks and Benefits, 28th Annual ABA Forum on Franchising (2005).  


� 	For s discussion of some of the considerations in structuring the franchisee, see: Steven R. Buchenroth, Susan Grueneberg, and R. Samuel Snider, How Franchisors Should Cope with the Increasing Sophistication/Complexity of Franchisee Business Entities, 29th Annual ABA Forum on Franchising (2006).  


� 	Id.


� 	Note, also, that this paper does not address the relative wisdom of various types of entities, such as corporations, limited liability companies, etc.  That topic is addressed in depth in the paper by Buchenroth, Grueneberg, and Snider, supra note 44, and other resources.  


� 	Typically, a franchisee will not be concerned by a nearby unit operated by itself or its affiliates; however, if the same unit in the same location was owned or operated by the franchisor or by another franchisee, the original franchisee might be concerned.  


�	 Many franchisors want each unit to be governed by the form of franchise agreement that the franchisor is using when the particular unit is about to be built or opened for business (the “then-current” form of agreement).  Conversely, franchisee/developers prefer to have each unit governed by the form of franchise contract that was agreed upon at the inception of the relationship.  There are at least two reasons for this.  First, if there are different terms in a franchisor’s then-current franchise agreement, the chances are good that the franchisee will find those changed terms to be less attractive (or more onerous).  Second, if the franchisee/developers negotiate valuable changes to the terms of the franchise contract, they will want to preserve them for all units to be developed and operated.  One compromise will be to “carve out” certain terms that cannot be changed as to this franchisee, or to agree that the negotiated changes will carry forward.  


� 	According to one source, “[f]ranchisors should set minimum development schedules that are reasonable keeping in mind that historically most development schedules are too aggressive.”  John Fitzgerald and Max J. Schott II, “Expansion Option: Multi-Unit and Third Party Arrangements”, Franchising World, International Franchise Association (Washington, D.C. April 2008).  In a telling 2005 study out of Cornell University’s School of Hotel Administration, it was reported that out of 142 master franchise relationships between U.S. restaurant franchisors and their international master franchisees, only 39% were still in effect at the end of their development periods and only 11% of the franchisees involved actually met their development schedules.  The authors suggest that to help ensure that development schedules are reasonable, franchisors should conduct meaningful due diligence and obtain sound business plans from prospects.  They add: “Even with this information, however, it still may be difficult to determine what is “reasonable.”  They suggest, for example, that franchisors might consider dividing a development term into shorter segments and negotiating in good faith a separate schedule for each segment.  


� 	For the rare case where a developer stated a claim for breach of contract (specifically, the implied covenant of good faith and fair dealing) against the franchisor for refusing to renew its area development agreement, see Dennehy v. Cousins Subs System, Inc., Bus. Franchise Guide (CCH) ¶ 12,468 (D. Minn. 2002).  There the franchisee developer alleged that the franchisor contributed to its failure to meet the development schedule by rejecting qualified franchisee applicants, undercutting sales, withdrawing a local representative, ceasing advertising, and misleading the franchisee as to its renewal status.  The Court denied the franchisor’s motion to dismiss this count of the complaint holding that the franchisee/developer stated a claim under Wisconsin law.


� 	 For two excellent discussions of personal guarantees in franchise contracts, see Benjamin A. Levin and Doris Adkins Carter, Business Issues in Representing Franchisees, 25th Annual Forum, Tab 10, American Bar Association (Scottsdale, AZ 2002) 29-37 and Steven R. Buchenroth, Susan Grueneberg and R. Samuel Snider, How Franchisors Should Cope with The Increasing Sophistication/Complexity of Franchisee Business Entities, 29th Annual Forum, Tab 17, American Bar Association, (Boston, MA 2006) 25-26.


�	 It is this type of exposure under the guarantee that is most troubling to prospective franchisees.  Consider the following example.  Suppose a customer of a fast food franchise suffers a serious personal injury at the restaurant.  The franchisee asserts that it did nothing wrong.  The franchisee says either that the consumer was at fault or that the consumer got injured eating a product that was provided by the franchisor or a supplier approved or designated by the franchisor.  The franchisee has purchased the minimum amount of insurance required by the franchise agreement, but that insurance covers only part of the claim.  The franchisee’s insurance company tenders its policy limits.  The franchisor (or its insurance company) settles the case for an amount in excess of the franchisee’s policy limits.  After settling, it seeks to be made whole and notifies the franchisee because the injury arose from the operation of the franchisee’s restaurant.  It asserts a claim against the franchisee under the indemnity clause and proceeds against the franchisee’s principals under their personal guarantee.  Should the outcome differ based on whether it was the franchisor (itself) or the franchisor’s insurance company that paid the claim?  Should it make a difference whether the franchisee had the option to obtain greater insurance coverage, but chose not to do so?  Does the answer to that question vary depending on whether the franchisor recommended (but did not require) that the franchisee obtain additional insurance?  What if the cost to the franchisee to obtain additional insurance would have made the location unprofitable?  


� 	In Leegin Creative Leather Products, Inc. v. PSKS, Inc., 551 U.S. ___, Bus. Franchise Guide (CCH) ¶ 13639 (2007) the Court ruled in a 4-3 decision that minimum vertical price fixing should be evaluated under the Rule of Reason instead of the per se rule.  This decision reversed Dr.  Miles Medical Co. v. John D. Park & Sons Co., 220 U.S. 373 (1911) which had applied the per se rule to vertical price restraints for nearly 100 years.  Further, a little over ten years ago the Court decided State Oil Co. v. Kahn, 522 U.S. 3 (1997).  It held that vertical restraints that set maximum prices should be evaluated under the Rule of Reason.  In each case the Court cited persuasive economic theory in support of its conclusion that because such restraints may be pro-competitive, they should be evaluated more carefully under the Rule of Reason.  


�	Generally franchisors object to paying anything for good will because they own the primary trademark and all good will inherent in it.  Their contracts so provide.  This would appear to make sense as the franchisor rightfully can assert that it owns all good will inherent in the marks used in the franchised business.  Conversely, however, the franchisee can assert that in addition, there is “customer” good will or “location” good will that is an asset of the ongoing franchised business which is not necessarily inherent in the marks.  For an excellent discussion of this issue see, Benjamin Levin and Richard Morrison, “Who Owns the Goodwill at the Franchised Location?”, Franchise Law Journal, Vol. 18, No. 3, American Bar Association (Chicago 1999).


� 	These clauses typically apply only to actual franchised units; not the business premises of an area developer or subfranchisor.  That is because typically location is not nearly as important for developer operations, because usually they operate out of average business offices.  


� 	This is to be contrasted, however, with typical exclusions from the standard clause in a franchise contract that grants a purportedly exclusive territory to the franchisee.  The franchisor reserves the right to compete in the territory against the franchisee by offering competing products in the “exclusive” territory through other distribution channels or under other competing trademarks.  Indeed, the franchisor’s rationale for this protection seems less persuasive when it reserves for itself, the right to compete against system units that operate under its own marks.  
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