


By Nora Caley

The Federal Trade Commission’s
amended Franchise Rule became man-
datory July 1,2008. The rule, 16 C.F.R.
Part 436, is an update of the FTC’s
Franchise Rule, which went into effect
in 1979. The changes, which include
when to disclose, how to disclose, and
what information franchisors must
disclose to prospective franchisees,
took more than a decade of debate
and discussion before being approved
in January 200j.

“I would call the rule evolutionary,” says David French, vice
president of government relations for the International
Franchise Association in Washington DC. “In many respects
franchising has matured significantly from the late 1970s. The
FTC felt it was appropriate to reconsider some of the issues.”

Attorney Andréw Loewinger, a partner in the law firm Nixon
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Peabody LLP, explains that the new FTC rule includes
a series of refinements that have become neces-
sary over time. “Over the last 20 years or so,

a number of franchise systems have grown
dramatically. There have been certain conflicts
arising, and there has been a lot of discussion in
the franchise legal community about the need
for greater regulation,” he says. The firm has
offices in Washington DC and 16 other cities,

ABOVE: Red Mango is very happy with the

FRANCHISORS HAVE NEW LEGAL

HOOPS WITH FTC RULE.

says Chris Henry, executive vice pres-
ident at Kahala Corp, franchisor of
Cold Stone Creamery, Blimpie, and
10 other quick service concepts. The
Scottsdale, Ariz.-based company has
more than 3,500 locations open.
Also, the franchisor may provide the
FDD electronicaily by CD or email.

“Approximately 98 percent of our

fact that franchisors can provide copies of the

and represents franchisors.

French says the most significant change is
the elimination of the “first personal meeting” requirement.
Under the old rule, the franchisor had to deliver the Uniform
Franchise Offering Circular (UFOC) the first time representatives
from the franchisor and franchisee met, or 10 days before the
franchisee signed the franchise agreement or paid money to
the franchisor. “That was pretty ambiguous,” French says. “If
this were to happen over email, would that be considered the
first meeting?”

Under the new rule, the UFOC, now called the franchise dis-
closure document or FDD, has to be provided to the franchisee
14 calendar days before they sign.

So far, no one is complaining. “Changing the waiting period
from 10 to 14 days provides potential franchisees with the
ability to make more informed and knowledgeable business

decisions, and that’s something we fully support at Kahala,”

franchise disclosure document electronically.

potential franchisees request an
electronic FDD,” Henry says. “This
change also supports Kahala’s commitment to sustainability.”

James Franks, vice president of franchising for Red Mango
Franchising Company in Dallas, says everyone likes that change.
“In the old days you had paper copies, and it was a 200 to 400
page document.” Red Mango Frozen Yogurt has more than 60
stores open.

Robert Zarco, an attorney whose Miami firm, Zarco Einhorn
Salkowski & Brito, P.A. represents franchisees, says the new
deadlines are not the most important part of the new rule. “The
fact is if you didn’t read it in 10 days you're not going to read it
in 14,” he says.

A more significant change, he says, is the required litigation
disclosures. The franchisor must disclose lawsuits involving the
franchisor, its predecessors, parent companies, and affiliates.

That includes lawsuits initiated by the franchisor. That’s impor-




tant information for the potential franchisee to have, Zarco says.
“twill be able to look at the history and tell my client, “You've got
to be careful because this franchisor is attacking franchisees for
immigration violations, failure to file to I-g forms, or other regu-
lations,” he says. (For example, he says, Dunkin Donuts filed 356
lawsuits against franchisees from 2006 to 2009. Zarco's firm has
represented Dunkin Donuts franchisees.)

That rule could be tricky for a company purchased by a chain
that had lawsuits in the past. But Abby Whetstone, manager of
franchise development at Denver-based Qdoba Mexican Grill,
which since 2003 has been owned by San Diego-based Jack in
the Box, says that has not been a problem for the soo-plus unit
Qdoba. “That hasn't caused any problems for us,” she says. “We
are not shy about it at all. Most people know we are owned by
Jack in the Box.”

The new rule requires disclosure of bankruptcy of the franchi-
sor, its affiliates, predecessors, and now, parents. Under the old
rule, Zarco says, “ABC Parent Corp would have a lot of trouble,
file bankruptcy, and then open ABC Franchising Corp, so the
franchisee believes they are dealing with a corporation that has
never been sued.”

Another change covers earnings claims, which are now called
financial performance representations, or FPRs. The amended
rule permits, but does not require, franchisors to include these
estimates in the main text of the disclosure document in Item
19, not in the attachments. “If it's a separate exhibit people don't
read it. it's like reading footnotes,” Zarco says.

Most franchisors don't include these numbers because they
don’t want to be held liable if a franchise earns less money than
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estimated. “The reality is roughly one quarter to a third of fran-
chisors use FPRs,” Loewinger says.

French, who says membership in the IFA includes franchisors,
franchisees, and suppliers, thinks some parties might be disap-
pointed. “I think franchisee advocates would have liked to see
mandatory earnings claims,” he says.

The new rule also requires a2 summary of outlets, a table that
shows net changes in the number of franchise and company-
owned units the franchisor had over the last three fiscal years.
This section of the FDD shows how many franchise units were
transferred or sold to another franchisee, how many franchise
agreements were terminated, how many franchises became
corporate owned, and other changes.

“A lot of times a franchisee is buying a business, and the
franchisor doesn’t tell the franchisee the location has been
disastrous,” Zarco says. Sometimes a failing location is taken
over by the franchisor. “I believe that every franchisee who buys
a location shoulid ask, ‘Has this been ever owned by corporate?’
because that's a hot potato.”

Another topic is suppliers. The franchisor must disclose
whether any officer of the franchisor has an ownership interest
in a required supplier. That's supposed to show whether the
franchisor or any of its managers will receive revenue “or other
material benefit” from the supplies the franchisee purchases
from this vendor.

Also, the section on computers has changed. The franchisor

no longer has to list details about every cash register and which

hardware and software to buy, thus giving
franchisees the ability to consider various types
of technology.

Other new disclosures include franchisee
associations. The franchisor must disclose con-
tact information for trademark specific franchise
associations. “The purpose of that is to alert
prospective franchisees there is an independent
association they may want to speak with before
the individual buys a franchise,” Loewinger says.
“That’s one simple example of a provision that
was clearly designed to answer issues raised by
the franchisee community.”

The amended rule exempts franchise offers
and sales where the initial investment is at least
$1 million, excluding purchase of land. Another
exemption is franchises outside the U.S. Also,
the new rule differentiates business opportuni-
ties that are not franchises, for example, vend-
ing machine routes and brochure racks. Those
are covered in 16 C.F.R. Part 437.

“We were pleased they separated franchising
from business opportunities,” French says. “If
you look at complaints, most of those involved
business opportunities.”

Now states are evaluating their own rules.
Whetstone says some states still have rules
with timelines and deadlines similar to the old
FTC rule. “You could be in compliance with the
federal rule, but what if you were violating a
state rule?” she says. “The states are trying to
catch up.”

There are other rules that have not yet gone
into effect. In New York, there is a franchisor
information reporting rule that requires franchi-
sors to submit annual transaction information
to the New York State Department of Taxation
and Finance. That means a franchisor that has
locations in New York would have to report
gross sales, sales to franchisees by suppliers,
and other financial details, The rule’s first dead-
line has been extended from September 20 to
December 20. “it's making franchisors informa-
tion agents, if you will, of the state, which is
pretty unusual frankly,” Loewinger says.

Finally, one more rule from the FTC s the Red
Flags Rule, which requires certain businesses
to have a written program on how to handle
identity theft. The rule applies to financial insti-
tutions and creditors, so it would be relevant for
franchise companies that grant loans to fran-
chisees. Companies do not have to follow any
specific best practices, but they have to have a
written procedure. The rule was supposed to
take effect August 1 of this year, but was moved

to November 1. B

For more information on the FTC New Rule, visit

http://www.ftc.gov/bcp/edu/pubs/business/
franchise/bus7o.pdf

or www.ftc.goy,

then click on Rules,

then under Contents, click on FTC Rules (16 CFR...)
then scroll down to Part 436,

Disclosure Requirements and Prohibitions
Concerning Franchising.

For more information on the FTC Red Flags Rule,
visit http://www.ftc.gov/redflagsrule
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