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If it walks like a duck, talks like a duck . . . it probably is a duck.


Unfortunately for a lot of start-up entrepreneurs, the same rule of thumb applies with franchises.


Franchising is a regulated industry, and a “franchise” is defined under various federal and state laws.  Complying with franchise laws, and providing the comprehensive disclosure documents that must accompany the sale of a franchise can be expensive and time consuming.


However, not complying can be even more devastating—entire businesses have been lost, or millions expended when a robust “licensee” organization discovers (usually in litigation) that it is in fact a non-compliant franchisor.


Definition of a Franchise


The Federal Government (through the Federal Trade Commission) and approximately 20 states have franchise laws that define a franchise.  While the definitions vary, they typically involve three elements:


(1)
Use of a trademark;


(2)
Payment of a fee;


(3)
Substantial control or an offer of assistance by the franchisor.


Since the first two elements are fairly straightforward, the nature of the relationship often turns on the third element, often referred to as the “marketing plan” element.  California, Connecticut, Illinois, Indiana, Iowa, Virginia, and Washington are “marketing plan” states.  While, Missouri, Nebraska, New Jersey, Wisconsin simply require that the two parties have a ‘community of interest.’  A ‘community of interest’ usually arises when the franchisee makes specific investments or is otherwise highly dependent on the franchisor.


The Deck is Stacked


Courts have determined that the statutory definition of a franchise should be construed liberally to broaden the group of investors protected by the Franchise Investment Law and to carry out the legislative intent. (Kim v. Servo Snax, Inc., 10 Cal.App.4th 1346; 13 Cal. Rptr.2d 422, Bus. Franchise Guide (CCH) 10,124 (Cal.Ct.App. 1992).  


In Boat & Motor Mart v. Sea Ray Boats, Inc., the court found that a dealership agreement between the manufacturer of Sea Ray Boats and one of its California dealers satisfied marketing plan requirements to qualify as a franchise under the California Franchise Relations Act.  Sea Ray had argued that it did not prescribe a marketing plan, but only required the dealer to “aggressively” market its boats.  In rejecting that argument, the court noted that Sea Ray provided the dealer with a marketing program and a computer printout of prospective customers.  Sea Ray’s advertising agency provided the dealer with press kits, promotional tools, and marketing advice.  Sea Ray would not allow the dealer to advertise outside of its assigned territory:


“Sea Ray provided detailed instructions on what Boat’s salesmen should do, especially at boat shows.  It provided instructions how to lay out the booth, including instructions that all boats should be wiped down each day.  It said that a telephone was ‘a must,’ as was a carpet.  It gave detailed instructions as to other booth accessories.  It insisted on a dress code for salesmen.  It told Boat what to supply the salesmen with.”  Boat & Motor Mart v. Sea Ray Boats, Inc. 825 F. 2d 1285, 1289, Bus. Franchise Guide (CCH) 8846 (9th Cir. 1987).


No Waiver


Attempts to avoid the application of franchise laws by clever drafting, waivers, or use of the phrase “license” instead of franchise, are typically futile.  The California Franchise Relations Act specifically states that “Any condition, stipulation or provision purporting to bind any person to waive compliance with any provision of this law is contrary to public policy and void.”


So, even though a purported agreement contains exculpatory language, you cannot rely on it.  The question will be, ‘is the License Agreement really a Franchise Agreement, or not?’ not what you have labeled it.


Damages


Investigation and action by state regulators against unregistered franchisors is rare, but not unheard of.  The problems typically arise, however, when a nominal licensor decides they are having trouble with a “licensee.”  The licensee consults an attorney and learns that, as a licensee they have few rights.  But, as a franchisee, an array of laws may protect them from non-renewal or termination without cause.  Furthermore, if the (now former) licensor actually sold them a franchise without being registered, the franchisor is exposed to civil and criminal liability, and may have to offer rescission to the franchisee (i.e., return all their money).


What Can You Do?


First, before you enter into a distributorship or license arrangement, have a qualified attorney review the relationship and the agreement to ensure compliance with relevant laws.


Second, if you may already be pregnant, you can take actions now to minimize past breaches of the law, and clean your act up going forward.


Finally, if you are flexible enough, you may find that you are a franchisor, but that (depending on the jurisdiction), the transaction falls into one of a number of limited exemptions.
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