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BUSINESS PLAN AND
EARNINGS CLAIM
TRAPS FOR THE HELPFUL
BUT NAIVE FRANCHISOR

By: David E. Holmes, Partner,
Holmes & Lofstrom LLP.

The Scenario

Peter Prospect is a prospective
Franchisee who is considering the
purchase of one of your franchises.
He’s well-qualified, would be a
great addition to the system, and
may become a multi-unit owner.
However, before he makes a pur-
chase decision, he plans to take
his accountant’s advice and do a
preliminary business plan, to see if
this really makes economic sense
for him.

To do that, he’s asked you, the sys-
tem’s Vice President of Franchise
Development, to assist him, by pro-
viding some numbers for gross
revenues, labor cost percentage,
rent factor and other amounts,
based on historical numbers
achieved by company-owned
stores and for franchised units. All
of these numbers are easily avail-
able to you, as shown by royalty
and other reports already in your
company’s accounting system.

Alternatively, he may come up
with these numbers, and the draft
business plan, on his own, and
then ask you to “look it over and
let me know if you think the num-
bers are reasonable.”

Once the business plan is put to-
gether, he’ll probably use it to se-
cure financing from your recom-
mended SBA lender, or some
partners he may bring on board.

As Peter says, “l just want to do
that kind of review, with your
guidance, before | make what is
probably the most important

Continued on page 3

State Tax “Nexus”
Questionnaire

Questionnaires or other
requests for information from
state tax or other agencies
should not be answered until
reviewed by tax and
franchising counsel.

As various states continue to
deal with fiscal challenges,
their tax agencies have
intensified their searches for
additional sources of
revenue. As part of that
dynamic, those tax agencies,
whether focusing on sales,
income or gross receipts
taxes, have recently
concentrated their attention
on franchise systems, hoping
to characterize various
sources of revenue, including
(but not limited to) royalty
receipts by Franchisors, as
subject to the tax laws of the
states concerned, including
the states where Franchisees
may be located.

As part of this effort, states
often send questionnaires
(and/or letters) to Franchisors
or Franchisees inquiring as to
their activities and operations.
Responses to such
questionnaires or otherwise
can be used as the basis for a
state claim that past activities
give rise to tax obligations
(possibly fines and penalties),
and that revenue to be
received in the future is also
subject to tax.

Franchisors should not
respond to such inquiries
without first discussing the

inquiry and all related matters
with tax counsel, working
closely with the system’s
franchise counsel, since any

Continued on page 7
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Business Plans continued from page 2

business decision of my life, especially in an industry |
know almost nothing about, and where you are the
experts. And I’ll be glad to sign something that says
this was at my request, I’ll hold you harmless and not
sue, you can’t guarantee I’ll achieve those results,
whatever you want.”

Are there any problems with giving Peter the help he
so obviously needs, and that you can so easily

supply?
The Danger

Doing what Peter requests is probably, for many
systems, the front end of what a six figure lawsuit
(with equivalent legal expenses) looks like, if Peter is
wants to sue you and is successful.
“Earnings claims” are defined by the UFOC
Instructions to include:

“information given to a prospective Franchisee
by the Franchisor from which a specific level or
range of actual or potential sales, costs,
income or profit from franchised or non-
franchised units may be easily ascertained.”

The UFOC Guidelines make it clear that an earnings
claim made in connection with the offer of a
franchise must be included in the UFOC, in Item 19,
and comply with Item 19’s requirements. The FTC
Franchise Rule mandates a similar result.

Supplying your prospect with numbers (even if
historically accurate) regarding unit level sales, costs,
operating income, etc., whether for use by the
prospective Franchisee in putting together a business
plan or otherwise, could be held to satisfy the
definition of “earnings claim.”

Providing such numbers outside of Item 19 (and
without complying with its requirements regarding
substantiation, cautionary statements, statistical
analysis, etc.) could be held to be a violation of both
state franchise registration and disclosure laws and
the FTC Franchise Rule.

Therefore, both the underlying numbers Peter
Prospect is asking you to supply, as well as the
projection or forecast implicity made by a business
plan based on numbers you’ve supplied, or
reviewed and commented on by you (even if the

numbers were generated by the Franchisee
independently), could be held by a court to
[ [ ]
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constitute an earnings claim.

The FTC has ruled, consistent with Item 19 Instructions,
that a chart or table (similar in concept to a business
plan or related spreadsheet) showing possible results
at different levels of sales, is an “earnings claim.”

In addition, the FTC rule has indicated that if a
Franchisor supplies information regarding financial
performance to a prospective Franchisee, where the
purpose of supplying that information is to assist the
prospective Franchisee in making a loan application,
then an “earnings claim” has been made.

Therefore, supplying a prospective Franchisee such
as Peter with unit-level operating results, or other
numbers relevant to financial
performance of units, is highly dangerous, even
where it is simply for the purpose of the prospect
completing a business plan.

Also, reviewing any numbers generated by the
prospective Franchisee, whether in a business plan or
otherwise, can generate similar levels of risk of
litigation, whether on the basis that the Franchisor
directly violated the UFOC and FTC rules regarding
earnings claims or, in effect, “ratified” the numbers
generated by the prospective Franchisee. In fact, if a
plan is required of a prospect before awarding the
franchise, an implicit approval of its reasonableness
might be found in the act of awarding the franchise
itself, thereby subjecting the Franchisor to exposure
for having made an earnings claim.

Note that essentially the same potential for legal
problems exists even if the numbers you’ve supplied
or reviewed are reasonable, truthful and accurate
and you had no intention to defraud. Unfortunately,
there’s no provision in the UFOC Instructions or the
FTC Rule that grants you immunity based on “good
faith”; providing an earnings claim without
complying with the relevant UFOC and FTIC
requirements may subject you to possible liability.

Finally, having the prospective Franchisee sign a
waiver or similar document will probably not be
effective; many states have anti-waiver provisions in
their franchise and other consumer protection laws.
The Solution

How can the ethical Franchisor help Peter Prospect
with his legitimate need to have some understanding
of the economic realities associated with the
franchised business?

Continued on Page 4
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Business Plan Continued from page 3

The most effective and legal way to do so is
for the Franchisor to have a formal Item 19
earnings claim as part of their UFOC, based on
historical results of company-owned and
franchised units, as prepared by experienced
franchise counsel.

While not entrely free of legal risk this
approach may represent a reasonable
balancing of the Franchisor’s desire to avoid
legal entanglements and the prospective
Franchisee’s understandable need for the
Franchisor to share significant economic
information.

Finally, reviewing business plans after the
Franchisee has joined the system, as a
legitimate paurt of training or counseling during
operation, is generaly acceptable. And
should be done professionally and not in
connection with the offer or sale of an
additional or other franchise. u

UniFran Alliance Continued from page 1

UniFran

Holmes & Lofstrom is a Alliance members:

founding member of
UniFran.

HOLMES &

Franchise & Businras Counsal

The goal of UniFran is to
faciltate a “seamless”
international expansion
for our clients.

United States

Lori Lofstrom WLE honor
Continued from page 1

RIDGE
lawyers

contributed to entitled,

What No One Ever Tells Australia

You About Franchising,

byJan Norman, has re-

cently been released

and will be available at | HamiztoNPraTT

the WLE conferences
and to the public gener-
ally. Congratulations!

United Kingdom

Next events: May 17th in
Chicago, Aug. 8th in
Long Beach, and Sept.
19th in Atlanta.

SGL

STEWART GERMANN LAW OFFICE
n Lawyers, Notary Publlc

New Zealand

LOFSTROM, LLP
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Jury Trial Waivers -
Choice of Law

By: David E. Holmes, Partner,
Holmes & Lofstrom LLP

Franchisors are generally
reluctant to have disputes
with Franchisees decided by
a jury. They believe the jury
is likely to identify with and
be friendlier to the
Franchisee. In order to
avoid juries, one technique
used is including a jury trial
waiver in the Franchise
Agreement. Often this is
done in connection with a
clause selecting binding
arbitration as the required
method to resolve any
disputes.

Are jury trial waivers in fran-
chise agreements valid and
enforceable? Although
they may not be enforce-
able in California, they are
enforceable in a number of
other states, and Franchisors
should not assume that they
are generally unenforce-
able.

Bishop v. GNC Franchising
[CCH Bus. Fran. Guide ¢
13,248] involved a dispute
between GNC and its Fran-
chisees, each of whom had
signed franchise agree-
ments containing clear and
conspicuous jury trial waiv-
ers. As a result, the Franchi-
sees claims would not be
presented to a jury.

In this case, the court held
that the jury trial waivers
were conspicuous in the
franchise agreements and
the fact they were not ne-
gotiable did not invalidate
the waivers.

Given Callifornia’s laws, if the
Franchisee Agreement se-
lects California as the source
for the applicable law, the
Franchisor runs the risk that
many pro-Franchisee laws
will be applied, one of
which would be California’s
prohibiton of pre-dispute
jury trial waivers.

In a related case, Hopkins v.
GNC Franchising [CCH Bus.
Fran. Guide { 13,247] a fed-
eral court in Pennsylvania
held that the clause in the
Franchise Agreement select-
ing Pennsylvania law as ap-
plicable was enforceable,
since the Franchisor was in-
corporated and headquar-
tered in Pennsylvania. And
that the Franchisor had a
legitimate interest in the uni-
formity of its dealings with
Franchisees located
throughout numerous states.

Finally, a federal appeals
court, in a separate case
(Bakrac v. Villager Franchise
Systems CCH Bus. Fran.
Guide 1 13,213) involving a
jury trial waiver in a hotel
Franchise Agreement, held
the waiver enforceable.

The Franchisee had been
able to negotiate portions of
the Franchise Agreement
(including a reduced fran-
chise fee and royalties, plus
multiple no-penalty termina-
tion rights), indicating that
the Franchise Agreement
was negotiable.

On that basis, the court con-
cluded that the jury trial
waiver was knowing, volun-
tary and binding.

Continued on Page 7
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FRANCHISE INTERNATIONAL LEGAL UPDATES

CANADA

Prince Edward Island (Canada)
has released a draft of proposed
franchise regulations, which wiill
affect those franchise systems
planning to award franchises in
that province.

Recently, Canada’s smallest prov-
ince, Prince Edward Island (PEI),
released for comment a draft
form of regulations related to the
Franchise Act put into effect last
June. This is of some interest to
Franchisors which might award

Greece

As anticipated for at least a yearr,
Greece is in the process of draft-
ing a franchise disclosure law.
While the details have not yet
been settled, features of the new
law could include the following:

e 30 day pre-sale disclosure of
specified information, includ-
ing a copy of the proposed
agreement, trademark infor-
mation, a “system summary,”
and information regarding dis-
putes.

e Possible registration by Fran-
chisors, although it’s unclear if

franchises in this province, since,
when regulations are finalized, the
PEl Franchise Act will come into
effect.

[The draft regulations can be
found at www.gov.pe.ca/oag/
index.php3

under “Online Resources,
chises Act Regulations.”]

Fran-

Among other things, the draft
Regulations: will allow use of a dis-
closure document prepared un-
der the laws of another jurisdiction
(such as the U.S.)), with a

this would involve any sub-
stantive review of agreements
or disclosure documents, or
merely a “notice” filing.

It’s also possible that the new law
will include specific requirements
that a Franchisor will need to
meet before it is allowed to fran-
chise in Greece. These may in-
clude a requirement that there
first be an operating unit in place
for a minimum of two years.

This requirement may be some-
what less onerous if it can be met
through a unit located anywhere
in the EU, but that’s unknown at
this time. Clearly, a requirement

disclosure law.

“wrapper” related to the PEl re-
quirements, make “substantial
compliance” with disclosure re-
quirements a possible defense to
Franchisee claims for rescission,
and provide for certain exemp-
tions for larger Franchisors.

The PEI Government realistically
understands that if it adopts regu-
lations that mandate substantially
greater burdens than other Cana-
dian provinces, many U.S., Cana-
dian and other franchisors will sim-
ply not award franchises within
the small PEI market.

for such a unit to have been in
operation in Greece, a relatively
small market, might prove to be a
significant barrier to entry to many
franchise systems, especially if it
was a barrier to awarding a coun-
try-wide master license.

There may be a provision in the
law addressing a Franchisee’s
rights in intellectual property, such
as improvements to the system.

Finally, the law will, likely contain
relationship elements
(termination, renewal, etc.) and
will not be limited to merely disclo-
sure obligations.

While similar in

Belgium

Belgium was scheduled to put into
effect a new franchise disclosure
law on October 18, 2005.
However, the implementation of
this law has been delayed by
action in the Belgian Senate and
is now under review by the Senate

Commission on Finances and
Economics.
The effective date or whether

== HOLMES & LOFSTROM

there will be any changes to the
proposed law are unknown.
Since the review requirement was
the result of a parliamentary
exercise by a political party which
is not part of the national
government, it’s entirely possible
that no significant changes will be
made.

Belgium has joined the expanding
list of countries which regulate
franchising by enacting a pre-sale

some ways to laws in North
America, it has a significant
number of distinct, and

ambiguous, provisions and should
be approached with caution by
those considering franchising in
Belgium.

Over the past few years, Belgium
has been considering various
franchise law proposals. That
process has now come to a close

continued page 6
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Belgium expanded update continued from page 5

and a new franchise law came
into effect on September 1,
2005. We will address the main
points as well as some of the
guestions and concerns that
remain unaddressed.

The new law, perhaps
creatively, uses the phrase
“commercial partnerships” to

refer to what we would call
franchise relationships and uses
a definition differently from
those common in the U.S. and
Canada. The effect of this
different definition of this
“partnership” concept may
have some unintended
consequences.

The law requires the Franchisor
to deliver a disclosure
document at least one month
prior to closing the prospective
Franchisees. The Franchisor
cannot accept any sums for
one month following the
delivery of the disclosure
document. From a general
policy standpoint, this is similar
to the approach taken in the U.
S., Canada and many other
jurisdictions.

A disclosure document
prepared for, and accepted
by, another jurisdiction (such as
the UFOC) cannot be used,

even with a “wrapper”
document noting the
information required under
Belgian law. In effect,

Franchisors will have to go to
the expense of having their
home country’s legal counsel
prepare a draft disclosure
document, which should then
be reviewed by Belgian
counsel hired for the purpose.

The disclosure document will
have two sections, one
summarizing the “main terms”
of the franchise agreement,

[6] FRANCHISE LAW INSIDER™

and the other supplying
"information relating to the
correct evaluation of the

commercial partnership
agreement [the franchise]."

The first section is essentially a
summary of the main points of
the Franchise Agreement (or
possibly the Master Franchise

Agreement). These “main
points” will include such
predictable topics as a
description of obligations,

means of calculating
payments, renewal rights, non-
competition clauses,
termination provisions and
exclusive territorial or other
rights.

The requirements of the second
section of the disclosure
document are much more
problematic. The Franchisor is
required to provide information
regarding the prospects of the
market in which the activities
are carried out from both a
general and a local point of
view, the background, and
status where appropriate for
each of the three previous
years.

To North American attorneys,
this type of requirement
appears very difficult to comply
with. For example, how can a
Franchisor situated in California
or Calgary reliably estimate the

prospects for what level of
market share might be

obtained by a unit operator in
Brussels?

Litigators will probably
characterize such a
requirement as “what the front
end of the multi-milion dollar
lawsuit looks like.”

Even with disclaimers, providing
such projections is extremely

dangerous, and is almost never
done in North American
practice. If Franchisors are
compelled to make such
projections and if local counsel
cannot develop appropriate
alternatives and a means of

reducing that liability to
manageable levels, their
potential liability seems very

high and may affect the
viability of franchising in
Belgium.

Statements of historical
performance in the Franchisor’s
home markets are not easily
compared to estimates of
“prospects” particularly if that
requirement is interpreted to
mandate estimates of future
performance in Belgium.

These provisions are especially
disturbing in light of a clause in
the law allowing rescission by
the Franchisee if the Franchisor
fails to comply with the
disclosure requirements,
particularly in the absence a
provision providing a defense
where there has been
“substantial compliance,” even
though a technical violation
may have taken place.

Finally, and almost uniquely
among international franchise
laws, with respect to each
disclosure document, there will
be an evaluation report issued
by a government agency
reviewing the degree to which
the document "contributes to
the integrity, the clarity and the
balance of [franchise]
agreements." Any terms will be
highlighted in proposed
franchise agreements which
are believed to "create an
imbalance between the
parties, [such as] non-
competition clauses and

continued page 7
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Jury Trial Waivers continued from page 4

Termination for Good Cause — Master Franchise

Cases involving master franchise arrangements are
relatively rare, and those involving termination of
the Master Franchisee for failure to meet its devel-
opment obligations are even rarer. But, a recent
Wisconsin case gives insights into how a court, even
in a state with a strongly pro-Franchisee relationship
law, will enforce the termination provisions of the
Master Franchise Agreement.

Brown Dog v. Quinzo’s [CCH Bus. Fran. Guide
13,229] involved a Master Franchisee who admitted
to failing to meet its development schedule obliga-
tions for six quarters in a row.

The Master Franchisee claimed that it had substan-
tially complied with those requirements. By missing
the target numbers of one or two restaurants in
each quarter The Master Franchisee caught the
stores up with the previous quarter’s requirements in
the next quarter. The federal court rejected the ar-
gument, on the basis that the Master Franchisee
did not have the prerogative to redefine the
agreement’s requirements to show that it was
“close enough.”

The court also noted that the Franchisor applied its
development quota policies fairly and uniformly,
and had not discriminated against the Master Fran-
chisee.

However, the court found that the Franchisor had
not suffered any economic damage as a result of
the Master Franchisee’s breaches, and only al-
lowed $1 in damages. The Franchisor was able to

terminate, but not collect any substantial monetary
award.

Arbitration Clauses — Enforceability

Arbitration clauses in Franchise Agreements are an-
other technique used by Franchisors to avoid hav-
ing disputes with Franchisees decided by either a
jury or a judge. Although some cases have chal-
lenged the enforceability of such clauses, most
courts have enforced them. This has been con-
firmed by a recent Ohio case, English v, Cornwall
Quality Tools [CCH Bus. Fran. Guide 1 13,218], with
multiple claims that the clause was
“unconscionable,” or inherently unfair, and there-
fore invalid.

Applying Ohio law, the court rejected the argu-
ment that the arbitration clause was unconscion-
able because the costs to the Franchisee in arbitra-
tion would be higher than in a court trial. The court
pointed out that costs of litigation, through trial and
possible appeal might actually be greater, and
that the arbitration clause was, therefore, a com-
mercially reasonable term in the agreement.

Similarly, the Franchisees’ arguments that they were
discouraged from reading the contracts before
signing and that they had unequal bargaining
power compared to the Franchisor were rejected.
The court concluded that the Franchisees could
have obtained legal advice prior to signing, and
that the Franchisor had no obligation to suggest
that they read the Franchise Agreement or retain

counsel. -

Belgium expanded update continued from page 6

clauses which determine the re-
sale value, the rescission and
termination clauses, and the

guestions as to the effect of a
negative evaluation. Does such
a report imply non-enforceability

Clearly, the new Belgian law
raises at least as many questions
as it answers and we can only

obligations to achieve a result."

This provision is very interesting,
clearly goes beyond the
relatively pure disclosure
philosophy adopted by most
other countries and raises

of the disapproved provisions?
Or, alternatively, if the report is
provided to the purchaser
before any closing, put him or
her on notice as to those
provisions and enhance
enforceability?

advise Franchisors planning to
approach the Belgian market to
do so with caution, and with the
assistance of experienced
franchise U. S. legal counsel and
their correspondent firms in
Belgium. =

Nexus continued from page 2

statements in a response could
be used against the Franchisor
and/or its Franchisees. Similarly,

== HOLMES & LOFSTROM

Franchisors should alert their
Franchisees to the possibility of
such inquiries and ask that the

Franchisees contact the Franchi-
sor before any response is gener-
ated.

|
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