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Am | My Brother’s Keeper?

Franchisor Liability for a Franchisee’s Conduct

by Justin M. Klein

hen a consumer visits a Dunkin’

Donuts store, they may recognize

on some level that the store is a

franchised business owned and

operated by an individual or corpo-

rate entity separate and apart from
Dunkin’ Donuts (i.e., the franchisor). But while the consumer
may be aware that the store is owned by a franchisee, and not
Dunkin’ Donuts, most are unaware of the identity of the fran-
chisee operating the store. Simply stated, as a result there often
is no perceived distinction between the individual store opera-
tor and the franchisor, primarily due to the shared name and
concurrent use of trademarks and trade dress by the parties.
However, despite this blurring of legal independence, the fran-
chisor and franchisee are, in fact, separate legal entities with a
business relationship that is formed at arms length.’
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This fundamental misunderstanding of how a franchise
relationship works creates a multitude of issues for the legal
system. One such issue arises when an injury occurs at a fran-
chised location. Because consumers (and their lawyers) are not
familiar with the respective roles of the franchising parties,
franchisors often are named as defendants in lawsuits for
alleged misconduct on the part of one of its franchisees. This
may be because the franchisor is the assumed ‘deeper pocket,’
or, more likely, because the injured party does not know
against whom the suit should be brought.

To be successful against a franchisor, a plaintiff will need to
adequately allege and prove the franchisor can be held vicarious-
ly liable for the acts of its franchisee. Vicarious liability claims
must involve allegations that the injury occurred because the
franchisor either mandated the wrongful conduct or failed to
monitor the franchisee’s operations appropriately.> While pre-
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vailing in an action against a franchisor
for the acts of its franchisee is possible—if
the plaintiff has the right set of factual cir-
cumstances and submits a very precise
pleading—it is rare.

This article discusses when a fran-
chisor may be held liable for the con-
duct of its franchisees. Many lawmakers
view the franchisor/franchisee relation-
ship to be akin to an employer/employ-
ee relationship.” While a variety of argu-
ments can be made with respect to the
accuracy of such a comparison, the
resulting analysis becomes one based on
an agent/principal theory of relation-
ship. It is through this lens that the
vicarious liability inquiry in this article
is scrutinized.

Demonstrating Actual Authority
In order to establish vicarious liability
of a party, a plaintiff must prove the exis-

tence of either actual or apparent author-
ity.* In the franchise context, a showing
of actual authority requires a
principal/agent relationship be estab-
lished between the franchisor and fran-
chisee.® This type of relationship can be
difficult to prove because it is common
practice in franchise agreements for the
parties to explicitly state that the fran-
chisee is not an agent of the franchisor, is
a separate and independent businessper-
son, and cannot bind the franchisor in
connection with any of its actions.
Beyond the four corners of the fran-
chise agreement, however, courts will
look to the level of control exerted by
the franchisor relating to the particular
type of alleged wrongful conduct. For
example, in J.M.L. ex rel. T.G. v. A.M.P.
the New Jersey Appellate Division
addressed the issue of the liability of a
karate chain franchisor for the tortious

acts of its franchisee.® In this case, the
court found “the relationship between
[the franchisee] and [the franchisor]...
[did] not evince the degree of control
that would warrant the imposition of
vicarious liability under agency princi-
pals or liability as an aider or abettor.””
Here, the Appellate Division looked to
see the extent to which the franchisor
“compelled, coerced, encouraged or
assisted” the franchisee to determine the
degree of control held over them.® As
such, the franchisor was successful on
summary judgment.

Similarly, in Simpkins v. 7-Eleven, Inc.
the Appellate Division again analyzed
the issue of the franchisor’s alleged lia-
bility for its franchisee’s actions.” The
court determined the franchisor could
not be held vicariously liable under the
theory of actual authority for the wrong-
ful acts of its franchisee.' In that case,
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“there [was] no evidence that 7-Eleven
participated in the day-to-day affairs of
the [franchised] store, other than in
respect to certain financial activities.”"

Likewise, the Appellate Division in
Babhrle v. Exxon Corp., et al. also conclud-
ed that an oil company franchisor may
not be held liable for injuries caused by
its service station franchisee on a vicari-
ous liability theory.”” The Bahrle court
contrasted the United States Court of
Appeals for the Third Circuit’s decision
in Gizzi v. Texaco, which held the plain-
tiff’'s reliance upon Texaco’s advertise-
ments inviting patrons to use the service
station could be enough to impose lia-
bility on Texaco for the service station'’s
negligence."”

The Appellate Division, in Bahrle,
stated:

Unlike Shadel* and Gizzi, this is not a case
where a patron had relied on the oil com-
pany’s insignia or its advertising in seeking
out the service of a local station, and was
injured as a result of that service being
rendered. Plaintiffs produced absolutely
no evidence that they in any manner relied
upon the fact that [Franchisee’s] station
was a Texaco station. Not a single plaintiff
testified that they moved into the area
ultimately contaminated in reliance on the
fact that the station displayed the Texaco
insignia. Nor is there any proof that plain-
tiffs remained residents in the neighbor-
hood during the Texaco/[Franchisee] era
because they had relied on the fact that
Texaco was in control of the station and
would thus prevent it from becoming a
source of contamination. Therefore, there
was no factual or legal basis to hold Texa-

co liable on a vicarious liability theory.”

Note, however, that while the plain-
tiffs in Gizzi were unable to show they
had specifically relied on the advertis-
ing, the court’s dicta in Gizzi opened the
door to the notion that such reliance, if
properly pled and evidenced, may be
sufficient to establish vicarious liability.
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New Jersey courts are in agreement
with many other states around the
country on the issue. In New York, for
example, in Cullen v. BMW of North
America, Inc., the United States Court of
Appeals for the Second Circuit reversed
the decision of the Eastern District of
New York and held that the franchisor
in question—BMW-—could not be held
liable on either an agency or negligence
theory based upon the alleged tortious
acts of its franchisee, which included
theft and conversion of customer
funds.' The Second Circuit determined
that BMW, as franchisor, had no obliga-
tion to protect customers from unfore-
seeable injuries caused by its franchisee’s
intervening and unforeseeable tortious
acts. The court rejected the lower court’s
holding that BMW was liable for the
franchisee’s fraud because it was
“apprised of [the franchisee’s unscrupu-
lous] business transactions” and had an
obligation to “police the operation of
the BMW name and supervise the oper-
ation of its franchise.”"”

However, when actual authority can-
not be proven, plaintiffs may rely on
apparent authority with the goal of
achieving the same result.

Demonstrating Apparent Authority

If an argument for actual authority
cannot be made based on the facts of
the individual case, a claimant may
attempt to prove the existence of appar-
ent authority. The law in New Jersey
regarding the doctrine of apparent
authority is well settled—apparent
authority exists only “where the actions
of a principal have misled a third party
into believing the relationship of
authority existed.”'® The doctrine looks
to the actions of the principal and not
those of the alleged agent."” In addition,
before the doctrine of apparent authori-
ty can be applied, it is essential that the
“element of reliance...be present.”*

In actions against franchisors based

on an apparent authority theory, it is

also crucial for the plaintiff to establish
that he or she reasonably believed the
franchisee’s representations were bind-
ing on the franchisor.*’ Consequently,
these are fact-intensive claims that
require specific circumstances and
detailed pleading.

Finding a franchisor liable on the the-
ory of ‘apparent authority’ is the excep-
tion and not the rule—so it is not advis-
their

complaints on such a theory. While the

able for litigators to focus
amount of cases in New Jersey address-
ing this issue is scant, the issue has been
addressed by a number of state and fed-
eral courts across the United States, and
the relevant authority in support of dis-

missing these claims is overwhelming.”

Conclusion

Industry statistics demonstrate that,
in the United States, a newly franchised
business opens every eight minutes of
every business day.*® As this trend
toward franchising continues, the num-
ber of claims brought against franchisees
and their franchisors will likely increase
as well. In an attempt to create leverage
and go after the ‘deep pocket,” con-
sumers will continue—more often
unsuccessfully than not—to pursue
claims against franchisors on a vicarious
liability basis. Before suing a franchisor
for the acts of its franchisee, plaintiffs
and their counsel should weigh the
costs, risks and benefits of bringing such
an action—and, most significantly, con-
sider the scope of factual support they
will need to sustain these claims under

the current state of the law. &2
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