Disguised Franchises: The License Agreement Trap
by Allison S. Becht

espite the ubiquity of franchised businesses

throughout New Jersey, the practice area

relating to such businesses remains an
understudied concept among corporate attorneys. It
is important for corporate attorneys to become more
familiar with the franchise rules in the applicable
jurisdiction. The operation of an illegal or disguised
franchise can not only result in civil or criminal liability
for the client, but even a typically diligent attorney may
face claims of malpractice when a licensing arrangement
is subsequently found to be a legally regulated franchise
relationship. This article addresses some of the common
issues and pitfalls that may arise in the licensing/
franchising context, and of which corporate counsel
should be aware, namely what a franchise is and the
ramifications of being identified as one.

What is a Franchise?

In the vernacular sense, a franchise is a business rela-
tionship where a trademark holder licenses another the
right to use its trademark, for a fee, in connection with
common business operations. The trademark holder is
referred to as the ‘franchisor’ and the person or entity
receiving the licensed rights is dubbed the ‘franchisee.’
Typically, in a franchise relationship there is a written
agreement commonly entitled a franchise agreement
that defines the rights of the parties. Notwithstand-
ing what the parties might entitle the legal agreement
among them (e.g, license agreement, joint venture agree-
ment, distributor agreement, dealership agreement),
the agreement may implicate both federal and state law
governing franchises and the sale and/or termination
thereof. In evaluating whether a franchise relationship
exists, government regulators and courts alike focus on
form over substance. Simply put, “if it looks like a duck
and it smells like a duck and it quacks like a duck, it’s
usually a duck.”

As an initial matter, it is important to understand
how a “franchise” is defined under applicable law. The
Federal Trade Commission (FTC) defines a franchise
as a “continuing commercial relationship” that meets

New Jersey State Bar Association Business Law Section

certain conditions, “whatever it may be called.” Accord-
ing to the FTC, each of the following elements must be
present in order for a business relationship to be deemed
a franchise for purposes of federal law:

(1) The franchisee must obtain the right to
operate a business that is identified or associ-
ated with the franchisor’s trademark, or the
right to offer, sell, or distribute goods, services,
or commodities that are identified or associated
with such trademark;

(2) The franchisor must exert a significant
degree of control over the franchisee’s business
operations, or provide significant assistance in
the franchisee’s method of operation; and

(3) As a condition to obtaining or commenc-
ing business operations, the franchisee must
make a minimum payment of at least $500, or
commit to make such a required payment, to
the franchisor or its affiliate.’

In short, a franchise relationship exists when there
is a trademark, control, and required payments to
the licensor. If each of these three elements exist, full
compliance with the federal disclosure requirements set
forth in 16 C.E.R. § 436 (the FTC rule) is required.

When Will a Licensor be Deemed a Franchisor?

It is possible that an attorney somewhere is reading
this article and realizing that his or her client may, in
fact, be a disguised franchisor—or that the licensing
documents that he or she is in the midst of preparing
are for the type of business relationship that would
satisfy the three requirements identified above. By coun-
seling clients on the reach of the FTC rule and ensuring
the business relationship at issue does not satisfy all
three elements of the FTC rule, the attorney can reduce
the likelihood that his or her client will be subject to
the franchise disclosure laws and the consequences that
stem from non-compliance.

For starters, if there is no common trademark, it will

Go to
:



be difficult to prove that a franchise exists. The question
of commonality, however, is based less on the intent of
the licensor and licensee and more on the perception
of the public.* Courts will look to see if the licensee
reasonably believed that customers would perceive a
substantial association between the licensee and the
licensor.” If a licensee substantially uses the licensor’s
trademarks to conduct business, there will be a good
chance that the first element of the FTC rule will be
satisfied. Ultimately, the best protection for a licensor
who wishes to avoid the first prong of the FTC rule
analysis is to contractually prohibit the licensee from
using the licensor’s marks, and to strictly enforce any
such prohibition.°®

Similarly, a client can remain outside the scope of the
FTC rule by avoiding the ‘significant control’ require-
ment. As a matter of practice, if a licensor wants to avoid
being inadvertently deemed a franchisor according to
the FTC’s definition, the licensor should try to exert as
little control as possible over the licensees’ business
operations and provide as little assistance to the licensee
as possible. Assistance to the licensee can come in a
variety of ways, including, for example, selecting/approv-
ing site locations, training employees, setting hours of
operation, assisting with marketing and promotional
campaigns, establishing accounting systems, and advis-
ing as to personnel policies.” Licensors walk a fine line
with respect to the element of control—while providing
limited assistance and avoiding such control “is possible
in theory, the practical reality is that almost any assis-
tance or control could conceivably meet the assistance or
control element.”® Every licensor likely will want to—or
need to—exert a certain degree of control over the licen-
sor to protect the goodwill of its trademarks.

The final element of the FTC rule analysis is that of
‘required payment.” The FTC’s objective in interpreting
the required payment factor is to capture all sources of
revenue that a franchisor or its affiliate receives from
the licensee in connection with the trademark license or
the right of the licensee to associate with the licensor in
the sale or provision of its goods or services.” A required
payment is not limited to a simple franchise fee, but
may include any other type of payment that a licensee
is required to pay to the licensor or its affiliate—whether
by contract (i.e., payments pursuant to the license
agreement or a real estate lease agreement) or by practi-
cal necessity (e.g., payments for supplies, inventory or
equipment that are required by the licensor and can
only be obtained from the licensor or its affiliate)."”
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Responsibilities of Franchisees
Once a business relationship is determined to be a

franchise, the franchisor is obligated to comply with the

FTC-mandated disclosure requirements. The franchisor’s

principal obligation is to provide potential franchisees

with a franchise disclosure document (FDD). A FDD can

take months to prepare and cost a company thousands

of dollars in legal fees.! Among other things, a FDD is

required to contain certain delineated information about

the franchise offer and the following 23 items:

1. Detailed information about the franchisor and its
business;

2. The names and positions of any management-level
individuals within the franchisor’s business;

3. Past and/or pending litigation;

4. Past and/or pending bankruptcy litigation;

5. All initial fees relating to the purchase of the
franchise;

6. Any other fees that a franchisee may or will be
obligated to pay to the franchisor;

7. The total estimated initial investment;

8. Any restrictions on products and services;

9. The franchisee’s obligations;

10. The terms of any financing agreement;

11. The services and obligations of the franchisor;

12. The territory of the proposed franchise;

13. Any trademarks that will be licensed to the
franchisee;

14. Any patents, copyrights, or proprietary information
owned by the franchisor;

15. The obligations of the franchisee to participate in
the actual operation of the franchise;

16. Any restrictions on what the franchisee may sell,

17. Renewal, termination, transfer, and dispute
resolution clauses;

18. Any endorsements given by the franchisor to public
figures;

19. Financial performance representations of the
franchise;

20. The total number and names of any existing
franchisees;

21. Financial statements from the previous few years;

22. Any proposed contracts regarding the franchise;

23. Acknowledgment of receipt of the FDD.!

It is a violation of the FTC rule for a franchisor
to sell—or even offer to sell—franchises without
the required FDD in place. Such a violation not only
subjects the franchisor to a number of civil and criminal
penalties under the FTC rule, but the failure to make
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the appropriate disclosures can also be considered an
unfair or deceptive act or practice in violation of Section
5 of the Federal Trade Commission Act.

Although New Jersey does not require franchisors
to register their FDDs or franchise opportunities with
the state—like some other states do'”—the failure
to have a compliant FDD may be a violation of the
New Jersey Consumer Fraud Act, in which case the
franchisor would have to contend with the possibility
of treble damages.**

New Jersey Franchise Practices Act

The rules promulgated by the FTC are applicable in
every jurisdiction. However, like many other states, New
Jersey has enacted additional laws to regulate the opera-
tion of franchises. The New Jersey Franchise Practices
Act (NJFPA)" is a franchisee-protective statute that is
designed to establish a more balanced franchisor/fran-
chisee relationship.

Franchisors subject to the NJFPA should be wary that
the protections afforded by statute cannot be released or
waived by contract, as it is a strict violation of the statute
to require franchisees to agree to any such release or
waiver.'® Because of New Jersey’s public policy in favor
of protecting franchisees, courts will invalidate choice-
of-law provisions that are included in an attempt to
circumvent the NFJPA.

The NJFPA applies to a wide range of business
associations in New Jersey—even if the parties to the
relationship do not intend to establish a franchise rela-
tionship. Under the NJFPA, a franchise is defined as a
“written arrangement for a definite or indefinite period,
in which a person grants to another person a license to
use a trade name, trade mark, service mark, or related
characteristics, and in which there is a community of
interest in the marketing of goods or services at whole-
sale, retail, by lease, agreement, or otherwise.”” Once
a business is determined to be a franchise under New
Jersey law, the following additional requirements must
be satisfied in order for the NFJPA to apply:

the performance of the franchise contem-
plates, or requires the franchisee to establish or
maintain, a place of business within the State
of New Jersey;

the gross sales of products or services
between the franchisor and franchisee
covered by such franchise shall have exceeded
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$35,000.00 for the 12 months next preceding
the institution of suit pursuant to the NJFPA;
and

more than 20% of the franchisee’s gross
sales are intended to be or are derived from
such franchise."

While the FTC regulations are already inherently
broad, the NJFPA definition of a franchise is perhaps
even broader. For any business that falls within the three
NFJPA-specific categories, there are responsibilities above
and beyond those required by the FTC, the failure to
abide by which can impose additional layers of liability.

Among other things, it is a violation of the NJFPA to
prohibit the free association among franchisees, require
any change in the franchisee’s management, or impose
unreasonable standards of performance.'” In addition,
the NJFPA restricts the franchisor’s ability to withhold
its approval of a sale or transfer of the franchise—the
franchisor bears the burden of proving that there are
“material reasons” for which the proposed transfer
should be denied.?® Finally, and perhaps one of the
frequently litigated NJFPA-related issues, is that it is
a violation of the NJFPA to explicitly or constructively
cancel or terminate, or even fail to renew, a franchise
without “good cause.” Good cause requires a material
breach of the franchise agreement by the franchisee.”!

Liability Resulting from Franchise Violations

If a company is found to be operating a disguised
franchise and does not otherwise comply with the feder-
ally mandated disclosure requirements, or is in violation
of any of New Jersey’s franchisee-protective laws, it will
be subject to liability.

The FTC rule does not create a private right of action
for aggrieved franchisees who believe their franchisors
have violated federal law. However, the FTC is given
broad discretion to enforce the FTC rule and has at its
disposal a number of tools to police unfair methods of
competition and/or unfair or deceptive acts or practices
in or affecting commerce. The FTC may commence civil
actions against franchisors that have violated the FTC
rule and recover up to $10,000 per violation.”* In addi-
tion, the FTC can issue cease and desist orders against
such franchisors, and any continuance of violations after
such orders are issued will be treated as separate viola-
tions for purposes of the $10,000 per violation limit.*

Unlike its federal counterpart, the NJFPA provides

Go to
10



franchisees with a private right of action. Any aggrieved
franchisee covered by the NJFPA may bring an action for
damages or injunctive relief against its franchisor—even
an illegal or disguised one—if it violates the NJFPA.**
New Jersey does not have a limit on damages. Moreover,
successful franchisees are entitled to reimbursement
for the costs of the action, including, but not limited
to, reasonable attorney’s fees.”” In one New Jersey case,
the constructive termination of a franchise in violation
of the NJFPA resulted in a judgment of $4,514,848.25,
including attorney’s fees and costs.*®

New Jersey is not the only state with harsh penalties

if a company violates applicable franchise laws. Several
other states have just as strict penalties for failing to
comply with state-mandated laws relating to franchis-
ing.?” Thus, it is important for corporate attorneys to
be especially diligent in this area and ensure that their
clients are complying with the federal and state fran-
chise laws, if applicable. I

Allison S. Becht is a corporate attorney at Marks & Klein,
LLP, located in Red Bank, concentrating her practice on
corporate and franchise law, with a focus on mergers and
acquisitions and general corporate representation.
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