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I.
BASICS OF FRANCHISING


The terms “franchise” and “franchising” are used in a variety of ways, sometimes for arrangements which have no real connection with commercial or “business format” franchising – for instance television, legal aid or train franchises.  Equally some commercial franchises do not call themselves a franchise, preferring instead to refer to their arrangements as partnerships (not to be recommended!), licenses, or by some other term.  In the UK having a clear definition of franchising is not terribly important, at least, from a legal perspective, because there are no laws which apply specifically to franchises and therefore trying to establish whether you are or are not a franchise is not, generally speaking, something which arises very often.  In other countries such as Italy, Canada, USA and Australia which do have franchise specific franchise laws knowing whether your commercial arrangements are franchises is very important.  


Although not legally significant it’s a good starting point to have a clear understanding of what is or is not a franchise.  Business format franchising contains four essential elements:

-
the franchisor allows the franchisee to use a name which is associated with the franchisor;

-
the franchisor exercises continuing control over the franchisee;

-
the franchisor provides assistance to the franchisee;  and
-
the franchisee has periodically to make payments to the franchisor. 


These elements are reflected – although the language makes it difficult to decipher - in the European Franchise Federation definition of franchising (which has been adopted by the British Franchise Association (“the BFA”)) and is set out below:

“Franchising is a system of marketing goods and/or services and/or technology, which is based upon a close and ongoing collaboration between legally and financially separate and independent undertakings, the Franchisor and its Individual Franchisees, whereby the Franchisor grants its Individual Franchisees the right, and imposes the obligation, to conduct a business in accordance with the Franchisor’s concept.  The right entitles and compels the Individual Franchisee, in exchange for a direct or indirect financial consideration, to use the Franchisor’s trade name, and/or trade mark and/or service mark, know how, business and technical methods, procedural system, and other industrial and/or intellectual property rights, supported by continuing provision of commercial and technical assistance, within the framework and for the term of a written franchise agreement, concluded between parties for this purpose.”


The definition is wide enough to include “man and a van” operations as well as multi million pound hotel franchises but franchising is different from other arrangements for distributing products or services such as: 

Distribution.  A manufacturer or sometimes wholesaler appoints an independent third party to market its goods.  The independent third party purchases the goods on his own account and trades under his own name.  His business name will usually have no connection with the name of the wholesaler or manufacturer.  Nor will the supplier regulate the way in which the distributor operates his business other than, perhaps, to oblige the distributor to reach minimum turnover levels, to undertake advertising, to maintain minimum stocks both of goods and spare parts and to provide servicing.  These provisions are much less extensive than the obligations which a franchisor seeks to impose on its franchisees.  Further, in franchising there is almost always a requirement to pay the franchisor an initial and continuing fees.  The continuing fees contains the franchisor’s profit.  In a distribution arrangement the supplier’s profit arises from the difference between the price at which he manufactures or which he pays for the goods and the price at which he is able to sell the goods to the distributor. 

Franchising is different from distribution but franchise agreements do have many of the features of a distribution agreement from which franchise agreements developed. 

Agency.  Agents do not purchase products in their own name.  All contracts are made either directly by the supplier and the ultimate customer or by the agent on behalf of the supplier.  A supplier imposes relatively few restrictions on his agent and these normally relate to the agent’s powers to incur liabilities on behalf of the supplier.  Some franchises do, however, contain an agency-principal relationship.  This frequently occurs in parcels delivery franchises where contracts with customers are generally entered into by the franchisor but delivery and collection is effected through franchisees. 

Licensing.  Intellectual property rights (such as trade marks) or know how are frequently licensed to another manufacturer to enable that manufacturer to produce and/or sell goods.  Whilst most franchise agreements contain a license to use the franchisor’s trade mark, brand names and know how, franchise agreements are unlikely to relate to the manufacture of products, and a franchisor will seek to regulate the way in which the franchisee operates his business in much more detail than a simple license agreement which normally regulates only quality control issues.  That having been said, some “low cost” franchises are little more than licenses.  


In practice these clear distinctions between franchising and other distribution arrangements are sometimes, for perfectly good commercial reasons, blurred but mostly the “purer” the form of franchising which is adopted the greater the chance of success.  

II.
ADVANTAGES/DISADVANTAGES OF FRANCHISING

Any number of reasons is put forward as to why franchising has substantial advantages, but broadly the perceived advantages of franchising for a franchisor are:

- 
the availability of finance for growth;

- 
harnessing the motivation of franchisees;  and
- 
speed of network expansion.  


These advantages will not arise “automatically”.  These elements only occur when a franchisor does it right.   


Availability of finance - The leading UK banks all have franchise units which seek to provide finance to franchisors and their franchisees.  


Where banks are prepared to make funds available to franchisees, the general rule of thumb is that they will match pound for pound every pound provided by a franchisee.  For highly rated and successful franchises banks may be prepared to lend on ratios of 1:2 or even 1:3.  In exceptional cases banks have been known to provide 100% of the finance to franchisees wishing to take up an established franchise.  


Franchisors must give themselves the best possible chance of securing finance for their franchisees.  To do this they need to know what banks look for when deciding whether to lend to franchisees.  Broadly, banks look for the following:

-
is there a proven demand for the products or services?

-
has the franchisor sufficient business, financial and managerial resources to develop a franchise network adequately?

-
are the profit margins sufficient for both a franchisor and a franchisee to operate viable businesses?  A split for each outlet of 70/75% for the franchisee and 25/30% for the franchisor of the net profit before drawings, interest payments, taxation and depreciation is a good starting point.

-
is the franchisor a member of the national franchise association or planning to join? 

-
the period of the loan should not generally exceed the initial term of the franchise agreement.

-
has the franchise agreement been prepared by a recognized and experienced franchise lawyer? 

-
does the franchisor have sufficient procedures in place to track the performance of franchisees and, in particular, are there early warning systems to alert a franchisor if things go wrong?  Ideally, these systems should be IT based.  

-
how “choosey” is the franchisor in selecting franchisees and what are its profiling and selection procedures? 

-
initial fees should cover the franchisor’s costs but should not include any significant profit element for the franchisor, and the on going fees should provide an equitable split based on the 70/75%/25/30% ratio referred to above.  

-
the training programs provided by franchisors should not only relate to technical matters but should also include marketing, financial and business management.  This is an area which is usually considered to be important. 

-
the franchisor has a recognized brand and ideally a registered trade mark. 

-
the franchisor should be constantly seeking to innovate and improve its products or services.

-
the on going services provided to franchisees in relation to marketing, purchasing, training and field support has to be of a high quality and the management service fee should be based on the level of such support.  


Motivation - The argument is that franchisees have a stake in their own business and this will be motivating because they will know that the effort that they put in will have a direct impact on their remuneration.  This may not be true of employees and may not even be true of employees who have their remuneration linked to their performance.  Unfortunately, the evidence suggests that a number of prospective franchisees fail to distinguish between operating their own franchise business and having a job.


Provided that the recruitment criteria and procedures are rigorously enforced there is certainly anecdotal evidence to support the view that franchisees perform better than employees.  One leading UK optician which has been franchising for a considerable period of time and which initially franchised its more marginal outlets in terms of size or location found that franchisees were able radically to improve the performance of these outlets.  McDonald’s UK has recently announced that it intends substantially to reduce the number of company owned outlets in the UK and to franchise them on the basis that the evidence is that their franchised outlets perform better.  This is undoubtedly true when the right franchisees have been recruited but will not be true if recruitment criteria aimed at selecting only those with drive and enthusiasm are not rigorously enforced.


Speed of network expansion - The suggestion that franchising enables rapid expansion is, of course, linked to the availability of finance which, as already discussed, may not be readily available to new franchisors or those with a significant number of franchisee failures.  


Further the cost of launching a franchise can by high.  A recent survey has indicated that the average cost of launching a franchise in the UK is now £166,000, broken down as follows:

	
	£

	Lawyers, Consultants and Accountants 
	10,600 

	Staff and Franchisee recruitment costs
	21,800

	Advertising, Marketing and Market Research 
	24,700 

	Pilot Scheme
	11,600

	IT
	19,200

	
	87,900



Great care needs to be taken with these figures which will undoubtedly vary from franchise to franchise.  Many believe that the figures substantially overstate the cost of launching a franchise and certainly the figures include the proverbial “kitchen sink” but prospective franchisors do tend to underestimate the costs involved.  What you can say with certainty is that launching a franchise is not a cheap exercise!


Franchising does, of course, also have disadvantages for a franchisor as follows:

-
Whilst the franchise agreement will impose substantial restrictions and obligations on franchisees, it is important to remember that franchisees are independent third parties who will be seeking to maximize their profits, sometimes at the expense of the franchisor.  It is important for the franchisor to keep a very close eye on franchisees because one “rotten egg” may well affect the good name and reputation of the entire franchise network. 

-
Part of the franchisor’s profit element is used in supporting an additional entity, the franchisee, in the distribution chain. 

-
In involving third parties in their business, franchisors have to divulge substantial know how and information concerning their business.  The franchise agreement will contain restrictions on the franchisee’s ability to make use of this information for his own purposes, but such provisions are usually difficult and expensive to enforce. 

-
The skills required to get the best out of franchisees and provide the back up required are different from those involved in operating a business through employees.

III.
IS THE BUSINESS FRANCHISABLE?


In order for a business to be capable of being franchised it has to be capable of being replicated, must be able to last for so long as there are franchisees and the franchisee must be able to operate the franchise profitably. 


Whilst it is possible for a franchise to be launched successfully on the basis of simply an “idea” this is not to be recommended.  Certainly franchisors who launch a franchise without pilot testing, will find it difficult to recruit franchisees.  


Essentially all businesses are franchisable except for the following: 

-
creative businesses – those businesses which require particular skills whether of an artistic or creative nature which cannot be easily taught.  In other words it is most unlikely that a design business which requires the flair of a designer could be replicated and franchised.  That having been said there are existing successful networks of franchised hairdressers in the UK under which franchisees are required to recruit stylists, so provided that the franchise does not depend on the franchisee himself being taught skills which, in practice, he is unlikely to have or is unlikely to be able to learn in a relatively short period of time even creative businesses can be franchised. 

-
technical businesses – are unlikely to be franchisable because in the great majority of franchises a relatively short period of induction training is provided by the franchisor.  Whilst in some high cost franchises such as McDonald’s very extensive training over a long period of time is provided, this is very much the exception to the rule.  If a franchise requires a high level of technical expertise in a highly technical area this is unlikely to be franchisable unless the franchisor takes on franchisees who already have that technical expertise or the technical aspects are referred back to the franchisor so that, in effect, franchisees are salesmen or the interface with the customer.  The BFA may have some doubts as to whether this type of franchise is a genuine business format franchise which would satisfy its criteria.  

-
low margins – there needs to be sufficient margins not only for the franchisor to make a profit but also for the franchisees.  In low margin businesses there may not be sufficient margin to enable this to occur.  

-
fashion products/service – the great majority of UK franchises last for at least five years and give  franchisees the right to renew, usually on two occasions or on one occasion if a ten year term is granted.  In other words the franchise business must be capable of operating for at least fifteen years.  Only those businesses providing goods or services which will continue to have appeal over this period can be franchised.  

-
no advantages – at the risk of stating the obvious there is no point in franchising your business if there are no genuine advantages in doing so.  

V.
PILOT TESTING

In the United Kingdom the British Franchise Association (“the BFA”) attaches considerable importance to pilot testing as do banks’ franchise units, prospective franchisees and their advisors. 


Section 2 of the BFA’s Code of Ethics provides as follows:

“The Franchisor shall

- have operated a business concept with success for a reasonable time and in at least one pilot unit before starting its franchise network;”

Both the expressions of “success” and “reasonable time” are vague, but guidance has been provided on this in the BFA’s “The Ethics of Franchising”.  In the Ethics of Franchising “success” is defined as demonstrating that the level of profitability was sufficient when a business is operated by a franchisee:

“-
to enable the franchisee to obtain a reasonable return on investment;

- 
to enable the franchisee to make payment to the franchisor of all fees;  and
-
to enable the franchisor to earn sufficient from the continuing fees or other payments to enable the franchisor to operate profitably.”

An area of uncertainty is what is meant by a “pilot” unit or operation.  A franchisor does not, in order to operate a pilot unit, have to recruit a pilot franchisee (although many franchisors do this) but can instead operate a pilot unit using its own staff.  The crucial element is that the pilot must be operated as nearly as possible to the way that the franchisor intends to operate its franchise after the pilot stage.  The franchisor must ensure that the pilot, whether he is a staff member or a newly recruited franchisee, operates remotely from the franchisor’s business, from an outlet or in an area which is representative of the types of outlets/areas which are to be franchised and operates as if he were an independent franchise.  If an employee is used the employee chosen should not have been actively involved in developing the franchise himself or be a very senior member of the franchise business if that level of seniority does not represent the sort of person that the franchisor is likely to recruit as a franchisee.  


The purpose of the pilot franchise is not only to prove the financial viability of the franchise and to enable the franchisor to ensure that it is able to transfer its know how but also to refine the franchise offering itself.  In other words it envisages a two way process for transferring know how and experience between the pilot franchisee and the franchisor.  During this period the franchisor will develop its operations manual.  Operations Manuals are likely to deal with: 

OPERATIONS MANUAL 

1. Introduction 
-
Brief summary of the franchise business

-
What the franchisee will have to do 

-
What the franchisor will provide

-
Details of the existing franchise network 

-
The franchisor’s business philosophy 

2. System
-
A detailed description of the system and each of its elements

3. Operating Methods
A list of what is required in the business should be set out and should include:

-
Equipment

-
How the equipment is to be operated

-
Equipment problems

-
Stock requirements

-
IT requirements (hardware and software)

-
Vehicle requirements
4.
Operation Instructions

All matters relating to the operation of the business should be set out in detail and will include:

-
Standard forms

-
Standard procedures

-
Financial records

-
Financial reporting

- 
Payment of franchise fees

-
General accounting, VAT, PAYE and Income/Corporation tax matters with information on how to complete necessary forms

-
Cash control and banking procedures

-
How to deal with cheques, debit cards and credit cards

-
Staff requirements

-
Staff uniforms

-
Staff training

-
Procedure for disciplining staff

-
Summary of employment legislation

-
Breakdown of job description for staff

-
Opening times

-
Trading pattens

-
Purchasing requirements and stock levels

-
Pricing policies

-
Insurance 

-
Advertising and marketing recommendations including:

-
use of Yellow Pages

-
local newspapers

-
PR companies

-
launch procedures

-
marketing material 

-
point of sale advertising

-
local advertising policy

-
recommendations concerning PR and advertising
5.
Outlet
-
Suggested location of store

-
Store layout

-
Display and merchandising techniques

-
Cleanliness

-
Complaints procedure
6.
Standard Forms

All standard documentation and forms required to be used in the business should be set out.  This may include:

-
Business Names Act notices

-
Accounting and financial forms

-
Ordering forms

-
Stationery

-
Data Protection Act forms 

-
Contracts of employment 
7.
Legal Issues
A summary of relevant legislation should be provided.

8.
Franchisor’s Directory
-
A list of the franchisor’s employees with their job descriptions and reporting structure

-
Useful telephone numbers and contact details

V.
INTELLECTUAL PROPERTY 

It is a requirement of the Code of Ethics that the franchisor either is “the owner or [has] legal rights to the use of its network’s trade name, trade mark or other distinguishing identification” (Section 2.2).  Accordingly, if the franchisor is not the owner of the trade marks to be used in the franchise business a license agreement needs to be in place between the owner and the franchisor.  That license agreement should be exclusive because otherwise franchisees would have to compete with third parties using the same brand/trade marks but not necessarily subject to the same restrictions and the trade mark owner should not be in the position to terminate the license other than by virtue of the franchisor’s insolvency.  Ideally, the franchisor should be the owner of the relevant trade marks. 


It is surprising the number of prospective franchisors who leave obtaining a registered trade mark to the last possible moment.  Trade marks/brands are fundamental to franchising.  Without a well known brand or the prospect of having a well known brand, it is unlikely that a franchisor will be able to retain franchisees.  It is the ability of the brand to attract customers that draws in franchisees.  Without a recognized brand, unless franchisees are able to purchase items for their franchise at a substantial discount through the franchisor, inevitably franchisees will argue that they are obtaining little value from their participation in the franchise.  


It is, of course, not a legal requirement for a franchisor to have a registered trade mark, but relatively few franchisors do not because if they have not registered their trade mark this is likely to put franchisees’ lawyers on notice that there may be difficulties in either using or protecting their brand against infringers.  Whilst it is certainly true that an unregistered trade mark can be protected by bringing a “passing off” action, these actions are complex and expensive and, in practice, few franchisors would wish to go to the expense of proving the five requirements for a passing off action:
-
a misrepresentation;

-
made by a trader in the course of trade;

-
to prospective customers of his or ultimate consumers of goods or services supplied by him;

-
which is calculated to injure the business or goodwill of another trader (in the sense that this is a reasonably foreseeable consequence);  and

-
which causes actual damage to a business or the goodwill of the trader by whom the action is brought.


In passing off actions franchisors would have to undertake surveys to demonstrate that their prospective customers associated their unregistered trade mark and brand with the franchisor and not the infringer.  Whilst a franchisor, once established, might be in a position to do this, almost certainly it would not be in a position to prove confusion at the early stage of its development because it simply won’t have the necessary reputation or brand awareness.  Hence, the need to obtain a registered trade marks.  This process needs to be started early because it will not take less than six months. 

VI.
FRANCHISE AGREEMENT – INTRODUCTION

Either prior to pilot testing or once a prospective franchisor is able to establish that the pilot test has been successful, a franchise agreement will have to be prepared.  The care and skill taken in preparing the franchise agreement will be fundamental to the success of the proposed franchise for the following reasons:

-
a badly prepared franchise agreement will have a negative impact on franchise recruitment. 

-
the franchise agreement should reflect then current custom and practice to ensure that it does not “stand out from the crowd” to its detriment in this respect.

-
the franchise agreement must accurately reflect the way that the franchisor intends to operate its business.  If it does not the franchisor may be unable to comply with its provisions and this will give franchisees an opportunity to claim breach of contract.  

-
the franchise agreement must protect the franchisor from franchisee claims so far as possible.

VII.
FRANCHISE AGREEMENT – GUIDING PRINCIPLES 

Franchise agreements are prepared by franchisors to protect their reputation and the reputation of their franchisees.  They are “tough” commercial agreements but nevertheless franchise agreements need to strike the right balance by following some guiding principles:

-
Balanced – although franchise agreements are inevitably one sided in favor of the franchisor because they have been prepared to protect the franchisor (who after all is providing franchisees with all of its know how and allowing franchisees to use its brand), there are limits to how one sided they should be.  Some clauses simply give too much power to a franchisor.  An example of such a provision is a “time of the essence” clause.  The BFA has recently published a technical bulletin to the effect that franchise agreements should not contain time of the essence clauses which would entitle a franchisor to terminate a franchise agreement if the franchisee was one day late in performing any of its contractual obligations however unimportant the contractual provision!

Neither, for instance, should agreements give the franchisor too great a discretion on matters such as fees – franchisees need to know how much they are expected to pay and know that this cannot be altered (upwards!) by the franchisor;  or minimum performance – a number of franchise agreements require franchisees to prepare annual business plans (no bad thing!) which have to be approved by the franchisor (again no problem) but if the business plan is not approved or the franchisee fails to achieve the figures in the business plan, the franchisor - may take certain specified actions which includes termination.  Quite apart from mixing up two distinct concepts (business planning and minimum performance) this type of clause simply gives the franchisor too much power to move the goal posts.  Finally, although the agreement will refer to the operations manual, the manual should not override the provisions of the franchise agreement nor should the manual contain provisions which should, because of their importance, be in the franchise agreement itself. 

-
Selling document – clearly contractual documents are not aimed at encouraging parties to enter into them, but they should not have the opposite effect.  In other words, for a relatively low cost or non complex franchise the franchise agreement should reflect that and should not be over detailed, complex or over burdensome.  Equally, the agreement needs to be well set out and contain no drafting errors or “typos”.  These will have the effect of putting off prospective franchisees and, in particular, their legal advisors.  

-
No legal terminology – franchise agreement are, by their nature, complex commercial agreements.  They last for considerable periods of time (longer than the great majority of commercial agreements) and are very prescriptive as to what the parties can and cannot do, but one of the parties – the prospective franchisee – is unlikely to have entered into similar commercial contracts in the past and it is essential that franchisees are able to read and understand the agreement.  For this reason franchise agreements should contain plain English and avoid legal terminology.

-
Well presented – it is, of course, quite possible for franchise agreements simply to be photocopied and stapled.  Indeed most franchise agreements are sent out in this way but there are significant advantages in ensuring that franchise agreements have been printed and bound properly before they are forwarded to prospective franchisees and their lawyers – this will discourage them being amended – and highlights the importance the franchisor attaches to the quality of the franchise agreement. 

-
Easily understood – as already indicated, franchise agreements are, by their nature, complex and are likely to be submitted to prospective franchisees with little or no experience of commercial contracts.  It is therefore essential that they are written in terms that are easily understood.  


Complex clauses should be avoided to reduce the risk that a franchisee can argue that he did not understand the provision.  A further way of reducing this risk is to require franchisees to obtain legal advice.  Whilst at one level this may, from a franchisor’s perspective, slow down the recruitment process and result in extra expense for the prospective franchisees, franchisors are well advised to make it a requirement that franchisees obtain legal advice on the franchise agreement because if the franchisor can prove that this was indeed a requirement and the franchisee chose not to obtain legal advice or did obtain legal advice and the consequences of the agreement were explained it is less likely that the franchisee will be able to argue that he did not understand a provision in the franchise agreement.  Requiring franchisees to obtain legal advice is, in any event, in the United Kingdom a requirement of the BFA disclosure requirements.

-
Not changed – it is one of the guiding principles of franchising that franchisors should not change their franchise agreement.  There are many number of reasons for this principle.  The first is that if a franchisor negotiated franchise agreements, then this would involve the franchisor in a very substantial amount of management time and,if it involved its lawyers, a substantial amount of legal costs!  Further, a franchisor would be likely to experience difficulties with the franchise network if some franchisees had different or better terms to others as well as causing administrative nightmares because the franchisor would have to refer constantly to each individual franchise agreement to establish precisely what its rights and obligations were.  These are all powerful reasons for franchisors to ensure that their franchise agreement are not altered.  Not only should this be the case but franchisors should make it clear that there will be no alteration to their agreements.  Certainly, in the early days this requires a high level of self confidence to be displayed by franchisors who, of course, at that stage are extremely keen to recruit franchisees.  

Having said this it is permissible, certainly when pilot franchises are granted to third parties, for beneficial terms to be granted to those pilot franchisees to reward them for the extra risk that they are taking and for their contribution to the development and refinement of the franchise system.  There may also be an argument for encouraging the “early bird” franchisees on to the system by offering beneficial terms.  They too will be taking a greater risk.  If any beneficial terms are to be offered they need to relate to financial aspects of the franchise, either in terms of a reduced initial fee or reduced continuing fees.  Furthermore, they should be personal to the franchisee – in other words they should not be capable of being passed on to purchasers of that franchisee’s business.  They should be set out in a side letter to the franchise agreement because this highlights the personal nature of the benefits offered.  

One final point need to be made in relation to changing the provisions of the franchise agreement.  Franchisors should, of course, constantly review their franchise agreements to ensure that the agreement reflects what they are currently doing and is updated to reflect any legal developments.  It is sensible for franchise agreements to be reviewed every two to three years.  These reviews will undoubtedly bring up amendments to the agreement which would need to be incorporated from that moment on.  Updating a franchise agreement is permissible and is entirely different to granting “one off” amendments for a particular franchisee. 

-
Variables – all franchise agreements will contain variable elements such as the premises from which the franchisee will operate, the equipment package, the persons involved (whether they are a sole trader/partnership or limited company and so on).  It is essential that these elements are correctly set out in the agreement and that the agreement is executed properly.  If it should become necessary to take action on the agreement any such action could be substantially prejudiced if the franchise agreement has not been properly executed or has not been completed properly.  Anecdotally, some 40% of franchise agreements are not executed properly.  Franchisors should consider instructing their franchise lawyers to issue agreements on their behalf.  Most franchise lawyers are prepared to do this for a relatively modest fixed fee.  This will relieve the franchisor of having to deal with franchisees’ lawyers, will ensure that the agreement is executed properly and, if so required, the franchisor’s lawyer will deal with all relevant aspects of the transfer of funds.  

VIII.
OUTLINE FRANCHISE AGREEMENT

Clearly no two franchise agreements are (or should be) the same and the purpose of this book is not to set out a drafting precedent for franchise agreements but  franchisors do need to know what are the basic provisions in a franchise agreement.  The agreement set out below is in “skeleton” form and contains notes.  

Parties
(i)
Franchisor

(ii)
Franchisee

(iii)
Individuals
Note

“The franchisor will almost inevitably be a limited liability company but the franchisee may be a sole trader/partnership or a limited liability company.  This will depend largely on the requirements of the franchisor and the advice which has been given to the franchisee concerning the tax/legal implications of carrying on business without limited liability.
If a franchise is to be given to a franchisee trading as a limited liability company it is desirable to obtain a guarantee of the obligation of the franchisee company from the individuals who have set up the company and who will operate the franchise.  The reason for this is that franchisee companies are very often newly incorporated with few or no assets and should the terms of the franchise agreement be breached the franchisee may not have sufficient assets to meet a claim.  It is more difficult for individuals to put their assets beyond the reach of a franchisor.”
Recitals

Note

“The recitals to an agreement set out the background to the agreement and do not have any legal effect.”
1. Definitions
Note

“It is desirable in order to assist understanding to set out definitions of terms used in an agreement although it may be better to put the recitals at the end of the agreement because several pages of definitions may be intimidating for franchisees as soon as they look at the franchise agreement.”
2. Rights Granted

The Franchisor grants the Franchisee an exclusive/sole/non-exclusive licence to:
(i)
operate the Business within the Territory from the Premises

(ii)
use the trade names, trade marks etc

(iii)
use the Franchisor’s copyright, material, know-how, knowledge etc

(iv)
use the benefit of the Franchisor’s accounting management and marketing knowledge and experience.
Note

“Not all franchise agreements will grant exclusive territories and indeed many franchisors are hostile to the grant of exclusive rights.

If exclusivity is granted care should be taken in establishing the territories to be granted.  If, for instance, customers for a franchised business are likely to be obtained by way of telephone directories, the territories to be given should be linked to the area covered by the directory.”
3. Franchise
The Franchisee will pay an initial fee of £[           ] plus VAT on execution of this Agreement.
Note

“It may be desirable to stagger payment of the initial franchise fee if it is a large amount but no franchisee should be trained until he has paid all of the initial fee because otherwise you have given away the “crown jewels” with out the certainty of having received payment.

The initial fee should not generally contain a significant profit element for the franchisor because otherwise a franchisor’s business may be the selling of franchises to prospective franchisees who have a pulse and a cheque book.  Ultimately, the amount which can be charged by way of an initial fee will depend on the reputation of the franchisor and the profitability of his franchise.”
4. Term
The term of the agreement is [       ] years from the date of this Agreement.
Note

“Most franchises are for an initial term of 5 years with a significant minority of franchises being granted for longer periods.  Anything less than 5 years is unlikely to be a franchise.”
5. Rights of Renewal

(a)
The Franchisee may renew the Agreement for a further term unless he has committed a material breach or has not substantially performed the terms of the Agreement.

(b)
Prior to renewal the Franchisee may be required to enter into the then current form of agreement and may have to refurbish the Premises.
Note

“It is important for a franchisee to ensure that he can renew the franchise at the end of the initial term and that the renewal can be exercised without further payment.  The right to renew should not be lost merely for minor breaches of the franchise agreement.”
6. Franchisor’s Initial Obligations

The Franchisor will on execution provide the following:
(a)
Advice on finding premises;

(b)
Advice on alterations to and fixtures and fittings in the Premises;

(c)
General advice on how to set up the franchise;

(d)
Such equipment, stock, fixtures and fittings as are listed in the Schedule;

(e)
A PR launch;

(f)
A copy on loan of the Operations Manual;  and
(g)
An initial training programme for the Franchisee.
Note

“The purpose of the franchisor’s initial obligations is to put the franchisee (who probably has no knowledge of the business to be franchised) in a position to open and operate the franchised business.  If a franchisee “fails” the initial training the franchisor usually reserves to itself the right to terminate the agreement and return to the franchisee payments which have been made less all expenses incurred by the franchisor.”
7. Franchisor’s Continuing Obligations
(a)
Provide the Franchisee with know how, advice and guidance relating to the Business;

(b)
Supply products to the Franchisee;

(c)
Supply stationery when required;

(d)
At cost, train the Franchisee’s personnel;  and
(e)
Organise an annual conference for Franchisees.
Note

“It is advisable to set out in some detail the obligations accepted by the franchisor.   Franchisees will find it unacceptable to enter into an agreement where the obligations which they will have to accept are extensive but those accepted by the franchisor are limited or vague.”
8. Franchisee’s Obligations
The Franchisee shall:
(a)
Refurbish and equip the Premises as required by the Franchisor.

(b)
Only use stationery, invoices, and products which are supplied by the Franchisor.

(c)
Operate the Business in accordance with the Operations Manual.

(d)
Use only signs and packaging in connection with the Business as have been approved by the Franchisor.

(e)
Maintain the Premises to the highest standards and not carry out any alterations without the Franchisor’s consent.

(f)
Use his best endeavours to promote and extend the Business.

(g)
Operate the Business during hours specified by the Franchisor.

(h)
Ensure that staff is well dressed, clean and polite.

(i)
Not employ as a manager any person who has not completed the Franchisor’s training course and been approved by the Franchisor.

(j)
At the request of the Franchisor provide potential franchisees with information as reasonably requested.

Note

“This clause contains only a short selection of those provisions which may be appropriate to be imposed on a franchisee.

It is important to stress that obligations and restrictions are being imposed on all franchisees for the protection and benefit of franchisees generally because a franchisee who does not comply with the franchisor’s system may have a detrimental effect on the entire franchise network.”
9. Training
The Franchisor shall provide training for the:
-
Individuals.

-
Franchisee’s employees.

Note

“It is desirable to set out the training obligations in summary.  The initial training is usually provided free of charge, but further training during the term of the franchise is usually provided subject to the reimbursement of the franchisor’s standard charge.”
10. Continuing Fees
(a)
The Franchisee shall pay a Management Fee of [        ]% of gross turnover on monthly sales and the Marketing Levy of [   ]% of gross turnover on monthly sales.

(b)
The Management Fee is to be paid within two weeks of the end of every month with interest of 2% per month on late payments.
Note

“Ideally, from the franchisor’s point of view, the Management Fee should be paid weekly since this will improve the franchisor’s cash flow and enable the franchisor to establish at an early stage a franchisee’s ability (or willingness!) to pay, but weekly payments will usually only be used in high turnover franchises because otherwise the administrative burden of making weekly payments is too high for a franchisee.  If a franchisor requires its franchisees to purchase goods/services the franchisee will usually wish to establish the level of any mark up on the goods/services supplied to ensure that a franchisor is not charging a high mark up and Management Charge.”
11. Accounting Records

The Franchisee shall:
(a)
Maintain records of gross turnover and submit a statement of gross turnover with the Management Fee and the Marketing Levy in the form specified in the Operations Manual.

(b)
Maintain all records needed to verify the gross turnover for not less than 6 years.

(c)
Allow representatives of the Franchisor to enter the Premises to review the Franchisee’s records.

(d)
Supply to the Franchisor copies of all VAT returns.
Note

“The extent of the accounting records to be provided to the franchisor will depend on whether the franchisor charges a continuing fee.  VAT returns are usually required to be provided because they enable the franchisor to check the financial information provided by the franchisee.”
12. Advertising
(a)
The Franchisee shall spend a minimum of £[       ] per year on advertising in the Franchisee’s territory.

(b)
All advertising is to be approved by the Franchisor.

(c)
The Franchisor shall pay the Marketing Levy into a separate marketing account which will be used on national advertising.  The account shall be audited annually. 

Note

“Most franchise agreements require franchisees to contribute to national advertising and marketing by way of a marketing levy to be held by the franchisor in a separate fund so as to ensure that it can only be used for advertising and marketing.”
13. Insurance

(a)
The Franchisee shall take out with a reputable insurance company all such insurance cover relating to the Business as the Franchisor shall reasonably require.

(b)
The Franchisee shall ensure that the Franchisor’s interest is noted on policies and/or furnish to the Franchisor copies of policies and evidence of payment of premiums.
Note

“Franchisors are usually concerned to ensure that their franchisees are adequately insured because of the possibility of claims being made against the franchisor for the acts of the franchisee.”
14. Telephones
The Franchisee will only use the telephone numbers which have been notified to the Franchisor for the Business. 
Note

“If the use of telephones is an important part of the franchised business because, for instance, the business is advertised through Yellow Pages, consideration should be given to the franchisor subscribing to the telephone number and being reimbursed  telephone charges by the franchisee or, alternatively, obtaining from the franchisee an undated but signed instruction to transfer the franchisee’s telephone numbers to the franchisor who would only use the instruction on termination of the franchise agreement.”
15. Sale of Business
(a)
The Franchisee shall have no right to transfer the franchise without the Franchisor’s consent.

(b)
The Franchisor shall consent to a transfer provided that:
(i)
the purchaser meets the Franchisor’s minimum standards

(ii)
payment of the costs of investigation and training are made

(iii)
there are no subsisting breaches of this Agreement
(c)
The Franchisor shall have the option to match any offer for the Business which is made to the Franchisee.

Note

“Special provisions will have to be inserted if the franchisee is a limited liability company to ensure that the franchise cannot be transferred simply by transferring shares.”
16. Non-Competition

Neither the Franchisee nor the Individuals will during the term of the franchise:
-
carry on any other business

-
entice employees from the Franchisor or other franchisees

-
use or disclose confidential information for any purpose other than a purpose set out in the Agreement.
17. Death of Individual

(a)
The Franchisor will provide a manager for a period of three months following the death or incapacity of the last of the Individuals to die, on payment of the Franchisor’s then current costs and expenses.

(b)
Within the three months period the Individual’s personal representatives or beneficiaries must either:

(i)
Qualify as a Franchisee by training, etc., or

(ii)
Notify the Franchisor of their desire to sell the franchise, 

failing which the Franchisor may terminate this Agreement
Note

“A franchisee’s family or personal representatives may want the franchised business to continue to operate because this increases the value of the business should it have to be sold.  Further, a franchisor may not wish a franchise outlet to cease trading because of adverse publicity that would result.”
18. Termination

The Franchisor may terminate this Agreement if the Franchisee:
(a)
fails to commence business within three months of execution of the Agreement

(b)
is in breach of specific terms of the Agreement which should be listed

(c)
persistently defaults in payment of any amounts due to the Franchisor

(d)
is found to have supplied materially false or misleading information in or supporting the franchise application

(e)
goes into liquidation/bankruptcy or is insolvent
19. Consequences of Termination

Following termination of the Franchise Agreement the Franchisee:
(a)
must cease use of the Franchisor’s trade name and trade marks and must not thereafter hold itself out as being a franchisee of the Franchisor

(b)
must pay to the Franchisor all sums payable to the Franchisor whether or not then due

(c)
shall return to the Franchisor all manuals, literature, promotional material, letter heads, invoices or anything else which bears the trade name of or indicates any association with the Franchisor

(d)
shall provide the Franchisor with a list of all customers and potential customers of which it is aware

(e)
shall not make use of or disclose any confidential information relating to the system or the franchised business

(f)
shall not compete with the Franchisor.
Note

“Clause 19(f) is of supreme importance.  Great care will need to be taken to ensure that the clause is enforceable – it will only be enforceable if it is considered to be reasonable by a judge.  If a franchisor is unable to enforce a post termination non compete obligations there may be nothing to discourage franchisees from going on their own.”
20. Individuals’ Guarantee
The Individuals shall indemnify the Franchisor against any breaches of the Agreement by the Franchisee.
21. Representations

The Franchisee and the Individuals confirm that they have not relied on any representation or warranties from the Franchisor in entering into this Agreement.

Note

“This is another clause which must be drafted with very great care to ensure that it is effective to protect the franchisor from misrepresentation claims.” 

IX.
FRANCHISE AGREEMENT – DURATION/RENEWALS 

In the UK the most common length for franchise contracts is five years.  A very small percentage of franchise agreement are for less than five years, but it is doubtful whether a term of less than five years, other than in very low cost franchises, would be likely to be granted in a genuine franchise.  Equally, a small percentage of franchises are granted for seven or ten years and an even smaller percentage are granted for longer.  Franchisors such as McDonald’s, Burger King and KFC grant franchises for twenty years which mirror the lease of the premises which franchisees take and, of course, reflect the high start up costs involved.  


In practice there would have to be exceptional circumstances why a franchisor would grant franchises for periods other than for five years.  A five year term in any commercial contract is extremely long and generally commercial parties would not wish to commit themselves for such a long period of time.  In franchising, franchisors have the added flexibility of an operations manual which enables operational changes to be made although such changes cannot conflict with the franchise agreement.  Some franchisors argue that if they are to have a long term relationship there is little advantage in bringing that arrangement to an end after five years but the advantage of having a five year term is that it enables a franchisor to submit an updated franchise agreement to a franchisee on renewal and also enables the franchisor to withhold renewal if the franchisee’s performance has been poor.  It is usually easier for a franchisor to withhold a renewal than to terminate the agreement.  


It is certainly considered to be an essential feature of franchising in the UK that the franchisee is able “automatically” to renew the agreement subject to certain safeguards for the franchisor.  Whilst the BFA has not been prescriptive with its approach to franchise durations and renewals it has indicated that in relation to a five year franchise agreement it would expect to see two renewals and in respect of a ten year franchise agreement one renewal should be offered so that franchisees are guaranteed at least fifteen or twenty years.  On a resale the BFA would like the incoming franchisee to have a “guaranteed” period of time in which to operate the franchise, equivalent to that offered by a new franchisee.  


Franchise agreements must be renewable by franchisees unless they are granted for fifteen or twenty years or more.  This right needs to be “automatic” in the sense that if the franchisee wishes to renew then subject to complying with the conditions set out in the renewal clause, the franchisor should not be in a position to refuse renewal.  The conditions that you would expect to see relate to:

-
when the franchisee must give notice to the franchisor of his wish to renew.  This is usually between three and nine months before the expiry of the term.  The correct period needs to be linked to how long it would take a franchisor to replace a franchisee if the franchisee did not wish to renew.  

-
the franchisee should not have committed any serious breaches, should generally have complied with the agreement and should not be in breach of the agreement at the time he serves notice of renewal or when renewal occurs.  Franchise agreements should avoid clauses which take away the right to renew from a franchisee if minor or trivial breaches of contract have occurred because in a five year term it is inevitable that minor breaches will occur.  

-
the franchisee must give up claims against the franchisor.  The thinking behind this clause is that franchisors do not want to have to renew “difficult” franchisees.  As a result the franchisor wants to be in a position to say to franchisees “you choose, you can sue me but then you don’t get a renewal or you can have a renewal but you can’t sue me”.  At one level this seems fine but it is not clear why a franchisee with perfectly valid claims against a franchisor should be required to give those up if he wants to renew.  Why couldn’t a franchisee pursue both?  That having been said, this clause is now standard in franchise agreements.

-
the franchisee will have to do everything necessary to ensure that the franchise is up to the standards then set by the franchisor – the franchisor could have rebranded or imposed additional equipment requirements on franchisees since granting the franchise to the renewing franchisee.

-
the franchisee may be required to pay a renewal fee.  Generally speaking renewal fees should not be charged because a franchisor’s primary interest is to have a franchisee who is performing well staying in the system.  If any fees are to be charged they should be set at a low level and aimed principally at reimbursing the franchisor’s legal, administrative and managerial costs in issuing a new agreement. 

-
the franchisee may lose the right to renew if performance has been poor.  Whilst there are substantial doubts as to the desirability of minimum performance requirements during the term of the agreement, such clauses in relation to renewals are an entirely different matter.  Why should franchisors have to renew a franchisee who is coasting? To avoid having to do this franchisors should consider inserting a provision whereby they do not have to renew if a franchisee’s performance has been in the bottom 10% although this only works if franchisees territories or catchment areas are broadly similar. 

-
the franchisee will be required to enter into the franchisor’s then current franchise agreement.  Most franchise agreements give the franchisor a free hand as to the terms of the renewal agreement because franchisors do not know how their franchise will develop or what legislative changes will occur.  This is a difficult area – can a franchisor make radical changes to the franchise on renewal so that, for instance, the management service fee is increased from 5% to 15%?  The answer is probably, “no”.  

X. 
FRANCHISE AGREEMENTS – EXCLUSIVITY CLAUSES

A majority (but by no means all) of franchise agreements contain some sort of exclusivity for franchisees – clauses which prevent the franchisor from appointing another franchisee in the franchisee’s territory.  


Undoubtedly, exclusive territorial protection is something to which prospective franchisees attach considerable importance but from a franchisor’s perspective exclusivity is dangerous, particularly for those franchises that are just launching.  Body Shop granted very substantial exclusive territories for large cities at a time when it had no knowledge of its future success.  As a result it found that territories which could contain three or four outlets were only being serviced by one outlet and Body Shop had to buy back, at considerable cost, a number of the large exclusive territories that it had granted.  So the first reason for being cautious about granting an exclusive territory is that it is very difficult to calculate, going forward, the correct size of the proposed territory.  Assistance can be provided on how to evaluate territories and establish the right territories, but evaluation can only take place on the basis of assumptions provided by a franchisor and these assumptions could change.  A second reason why franchisors are, or should be, reluctant to grant exclusive territories is that it is often difficult to terminate an under performing franchisee but it may be easier to place another franchisee near to the under performing franchisee with a view to encouraging the under performing franchisee to perform or simply to service the territory properly.  No expensive legal action is required to do this – it’s just a matter of appointing another franchisee.  


The disadvantage of not granting an exclusive territory is undoubtedly that prospective franchisees do, in practice, look for the grant of  exclusivity, added to which exclusive territories facilitate (if this is required) minimum performance clauses.  It is difficult to impose minimum performance obligations on franchisees if the territory is non exclusive and if the franchisor is in a position to “crowd” the territory with franchisees because a franchisee’s performance will be affected by the number of other franchisees with whom he is competing.  There are some doubts as to whether, in fact, minimum performance clauses are desirable from a franchisor’s perspective but clearly if a franchisor wishes to incorporate them into his franchise agreement it is likely only to be feasible if an exclusive territory is granted and if all territories have broadly the same potential. 


If exclusive territories are to be given, great care needs to be taken in selecting the territory.  Expert advice can provide assistance on this but the following steps should be taken by all franchisors in establishing the correct territory:
-
Establish the criteria for selecting a territory.  If, for instance, the franchise relates to the provision of tools to garages then territories should be linked to the number of garages in a particular area.  Likewise if a franchise relates to the provision of lawn treatment services, territories should be allocated on the basis of houses with large gardens.  

-
How are customers to be approached?  If customers are to receive marketing material by direct mail or leaflet drop, then this will not impinge directly on the calculation of the territory.  If, however, customers are to be obtained through advertising in local newspapers or on local radio or Yellow Pages or other directories then care needs to be taken to ensure that the territories allocated are linked to the territories of the media to be used.

-
Should territories be granted based on postcodes or on maps?  If the former you should be aware that postcodes change – not fundamentally but at the edges.  As a result you need to decide whether the postcodes that you grant will “flex” with any changes or whether the postcodes are fixed as at a specific date.  If so, you need to say so.  An alternative is to grant territories by way of maps.  There are a number of guiding principles in using maps as follows:

-
ensure that the territory map (if one is to be used) is very precise.  Too many franchise agreements contain maps  from which it is very difficult to establish clearly the territory.  Thick lines to indicate the territory should be avoided because they will cause uncertainty as to whether the franchisee’s territory is inside or outside the line.  

-
make sure that the territory “makes sense” and doesn’t simply consist of random straight lines.  Territories should follow roads and rivers and should not (without sound commercial reasons) cut towns into two. 

The grant of exclusivity or seeking to prevent franchisees from having customers outside their territory may be subject to limitations imposed by competition laws which are discussed in Chapter 8. 

The other side of the coin in relation to giving franchisees exclusivity is that franchisors may want their franchisees only to service customers in their allocated territory.  Indeed, this type of restriction is often imposed even when a franchisee does not have any exclusive territory.  The only exception to the common use of such clauses is in relation to retail franchising where franchisees’ customers will come from potentially anywhere and it simply does not make sense for a retail franchisee to turn a customer away because he or she comes from outside his territory.  
XI.
FRANCHISE AGREEMENT – CHARGES

In franchising there are a number of “standard” charges which franchisors use to obtain payment from franchisees.  

The Initial Fee

-
The initial fee sometimes relates only to the franchise right granted to franchisees and sometimes includes payment for equipment, stock and training.  For presentational reasons it may be sensible to break down the initial fee so that it does not appear too high which could put off prospective franchisees.


The most important guiding principle concerning the initial fee is that the franchisor should not make a profit or a substantial profit from the initial fee.  The initial fee is there to reimburse the franchisor’s very substantial costs in recruiting a franchisee, providing stock, equipment and training and to make a contribution to all of the other costs that the franchisor will have incurred.  If franchisors make a profit from the initial fee the danger is that their aim is to sell franchises rather than having successful franchisees.  As already indicated the banks are likely to look at the initial fee to satisfy themselves that this is not a profit stream for franchisors.

Deposit

-
Deposit – A number of franchisors require their franchisees to pay a deposit to ensure that during the pre contract stage a prospective franchisee is serious about taking the franchise.  Normally, relatively small deposits are taken of £1,000 to £3,000 because, in practice that is all that is required to establish whether the prospect is a “time waster” or not.  On other occasions prospective franchisees may also pay a deposit so as to reserve a territory where, for instance, premises are required but premises have not, as yet, been found and the franchisee (and  the franchisor!) do not want to undertake expensive and time consuming property searching without some form of a commitment.  There is, of course, nothing wrong with the taking of a deposit but the basis on which the deposit is to be held needs to be very clearly set out in the deposit/intent to proceed agreement.  In other words franchisees must be clear as to whether they will have the deposit repaid, partly repaid or whether it will be kept by the franchisor.  Generally franchisees should, if they do not proceed with the franchise have their deposit repaid less any costs and expenses incurred by the franchisor.

Management Service Fee, Service Fee, Royalty, Continuing Fee 

Nearly all franchisors charge a management service fee (“MSF”) (however described) and the average fee in the United Kingdom is about 8% of a franchisee’s turnover.  The exceptions to the rule are those franchises that charge a mark up on products which franchisees are required to purchase and parcels delivery franchises where the franchisor’s fee is paid for the trunking and sortation of the parcels.

The amount of the continuing fee will be dependent upon the following factors:

-
what is required to reimburse the franchisor, the costs of providing the franchisor’s services to franchisees and an appropriate amount of profit – the MSF is the fee which contains the franchisor’s profit;

-
what are competitors charging;

-
what continuing fee the franchisee will be able to afford and still make a good profit;  and
-
whether the franchisor will require the franchisee to purchase products/services from the franchisor on which the franchisor will charge a mark up.  It is unethical for a franchisor to charge a large mark up on products supplied to a franchisee as well as a high MSF.  

In some franchises franchisors do not charge a percentage of turnover, but charge a fixed fee.  This approach is adopted in low cost/turnover franchises where franchisees may, for instance, be working from home on a part time basis in which case the amount of the MSF may be low and the costs of checking up on whether franchisees are fully declaring their turnover would, comparatively, be high.  Another situation where the franchisor may charge a fixed fee is in cash based franchises where it would be difficult to ensure that a franchisee is accurately disclosing the full amount of his turnover.  In practice, checking on franchisees to ensure that they are fully disclosing turnover is a major issue for franchisors and the franchise agreement will contain detailed provisions on this.  

Most franchise agreements are drafted in such a way that the MSF is calculated not on sums “received”, but on sums “receivable”.  In other words if a franchisee invoices a customer and that customer, for whatever reason, does not pay the franchisee, the MSF continues to be payable to the franchisor and the franchisee suffers a double “whammy”.  The reason for this is that the franchisee and not the franchisor is in a position to judge the credit worthiness of the customer and to take appropriate steps to ensure payment.

Marketing Levy 

Just over 50% of franchisees in the United Kingdom pay a separate marketing/advertising levy and the average rate is approximately 2% of “turnover”.  Not all franchisors require a separate marketing levy, but this is recommended not for the protection of the franchisor but for the benefit of franchisees.  If a franchisor requires a separate marketing levy then the franchise agreement will usually also provide for each franchisee’s marketing levies to be deposited into  a separate account, which is then certified annually by the franchisor’s accountants or independent accountants so that franchisees know precisely what the marketing fund has been used for.  This guarantees to the franchisee that the payment will only be used for marketing and advertising purposes and for no other purpose.  In other words it ring fences the payment.  If the payment is included in the continuing fees then the franchisee has no such guarantee.

The franchisor’s use of the marketing levy is a frequent source of friction between franchisors and franchisees.  There are a number of reasons for this:

-
the franchisor, in practice, simply “forgets” to prepare a certificate/audit of the marketing fund;

-
the franchisor uses the fund to search for new franchisees (instead of customers) which existing franchisees may not believe to be a proper use of the fund.  Ultimately, whether a franchisor is able to do this will depend on the wording in the franchise agreement, but franchisors normally argue that promoting a franchise through magazine articles, advertisements, the internet and at franchise shows does have the advantage of increasing brand awareness;

-
franchisors seek to include their internal costs such as the salaries of their marketing department in payments made by the marketing fund.  Here again there is nothing wrong in doing this, provided that the clause dealing with the use of the fund makes it clear that this can happen;  and
-
the fund is used in ways that do not directly benefit a particular franchisee by, for instance, undertaking marketing in, one part of the country when the franchisee is located in a different part of the country.

The majority of these issues should be dealt with by careful drafting of the advertising fund provisions to make it clear that the fund can be used for the purposes of seeking new franchisees and contributing to internal costs and that the marketing activities of the fund will not necessarily benefit all franchisees equally.  In addition, franchisors need to pay particular attention to providing franchisees with adequate information on the use of the fund.  This is an area where many franchisors involve franchisees in a marketing committee to discuss the use of the fund and to provide information to franchisees via the committee.  Franchisors should generally not give the committee the power to approve or disapprove specific marketing expenditure because franchisees’ requirements in relation to marketing may not reflect those of the franchisor.

Mark Ups 

A number of franchisors require franchisees to purchase products (and less commonly services) from them.  Most franchisors do this to maintain the quality of the products to be supplied or used by their franchisees. 

Another reason, of course, why franchisors may wish to oblige franchisees to purchase products from them or their nominated supplier is to earn profits from the supply.  This is perfectly acceptable but there are some guiding principles:

-
the franchisor should not charge high margins on products supplied as well as high continuing fees;

-
if the franchisor is receiving discounts, rebates or commissions from nominated suppliers for the supply of products to franchisees this should be declared to franchisees.  There is nothing wrong in franchisors receiving these payments provided that it is transparent;  and
-
franchisees must be able to purchase products at competitive prices.  If the products are supplied at uncompetitive prices, inevitably franchisees will purchase (whatever the terms of their franchise agreement) from other sources.

If a franchisor obliges franchisees to purchase products from the franchisor or its nominated supplier, the franchisor needs to consider what, if any, “comfort” will be given to franchisees that the price of the products will continue to be “fair”.  If the franchise agreement simply obliges franchisees to purchase products and no comfort is given, the franchisor is in a position to increase its profits (by increasing the mark up and therefore the price of the products to franchisees) at the expense of the franchisee’s margins/profits.  This is clearly potentially unfair and most prospective franchisees’ lawyers will draw this to the attention of their clients.  At the very least the franchisor should consider agreeing that the products will be supplied at competitive prices – this would simply reflect what the franchisor would, through commercial pressures, be obliged to do in any event although the term “competitive” is vague.  Ideally, from a franchisee’s point of view, the franchisor would agree to provide products at cost plus a specified maximum mark up.  Here again, the franchisee would be faced with the hurdle of proving that the mark up range had been exceeded but, at least, in theory this would be possible.  
[End of document]
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