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"Most franchise contracts mandate
that business disputes be settled in
arbitration," Kezios says. "So decisions
on resolving these issues are occurring
behind closed doors in private, and so
we don't really know what is going on.

"But we do know one thing:
Wherever and whenever encroachment
occurs, the franchisor is always better
off," she continues. "Whether it's
another franchisee moving in or a com­
pany outlet, they always win because
the franchisor gets their money oIT the
top, no matter what."

In the spring of 200 I, the General
Accounting Office released a report on
the state of franchising in the United
State intended to assess, through
analysis of franchising complaints
filed with the Federal Trade
Commission, whether the nation need­
ed a stronger federal law regulating
Franchi ed businesses.

Instead, what the GAO found was
that the FTC and other state agencies
do a poor job of collecting tatistics
and other details that could weigh the
merits of strengthening and updating
the Federal Franchise Rule - the
nation's major law governing franchis­
ing.

The GAO found only 288 franchis­
ing disputes filed with the FTC over a
four-year period with 134 dismissed
because of a lack of evidence and 20
prosecuted in court. In each of those 20
cases, the FTC won relief for the fran­
chisee.

The GAO concluded that the lack of
data about franchising made it impos­
sible to give congressional

legislators enough information to
decide if the country needed a new fed­
eral franchising law.

The IFA saw the sttldy as a sign that
franchising was a "self-policing"
indu try that did not require more
scrutiny by Congress or the FTC. The
AFA saw the report as a sign of an
industry in shambles, unregulated and
running roughshod over entrepreneurs.

Shay insists that one reason why
encroachment disputes are declining is
that more restaurant companies are
granting territorial exclusivity than in
earlier years.

He pointed to a 1998 srudy of 1,600
IFA member contracts - more than
300 of them foodservice agreements
- in which the vast majority alTered
territorial exclusivity.

For example, of the 214 fast-food
contracts examined - the largest cate­
gory among 18 franchised industries
urveyed - 151, or 71 percent, grant­

ed exclusive territory-development
rights.

"I've heard franchisees ay the thing
they fear more than encroachment is
when a franchise system fails to ade­
quately penetrate the marketplace,"
Shay asserts. "Thi i a recognition on
the part of the franchisee, mare acutely
than anyone else, on what the dangers
are that come from the absence of sig­
nificant market penetration.

"But the question remains: when
docs market penetration cross the line
and become encroachment'?" he con­
tinues. "And, as our srudy shows, many
sy tems have found a way to avoid that
with exclusives."

Robert Zarco, a Miami-based con­
tract attorney known for handling
high-profile lawsuits on behalf of fran­
chisees, ays he does not believe the
[FA numbers.

lIe insists that territorial exclusivity
rarely is granted in foodservice, main­
taining that with the exceptions of a
few tableservice brands and a short­
lived generation of Burger King con­
tracts, none of the major brands allows
territorial exclusivity.

HaImibal Meyers, vice president of
new business development at Atlanta­
based AFC Enterprises, charged prin­
cipally with the expansion of the com­
pany's Church's Chicken and Popeyes
Chicken & Biscuits brands, says that
although his company has granted ter­
ritory exclusives in the past, it is a risky
practice for franchisors with national
ambitions.

Of the senior-level executives at five
major restaurant chains, Meyers is the
only one who returned e-mailed ques­
tions or phone inquiries regarding
encroachment. He says it ha been the
company's experience that territory
exclusives work best when franchisees
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lime frame thaI they told us they'd
build them. we have the right to sell
addlllonalulllts or put company outlets
there," l3unch says. "Bul at this poinl
\\c have no lIltention ofputling units in
areas thac we have suld to area devel­
opers:'

Zarco, the franchisee attorney, says
that perhaps the biggest reason why
fights over encroachment arc fewer has
to do with the reversal of Scheck v.
Burger King, a federal court decision
in the rnid-1990s that mitially was
hailed by the franchisee bar as a long­
sought solutIon to samc-brand canni­
balization.

In that decision a federal court found
thai breach of contract and unfair deal~

ing occurred when franchisors
encroached on existing units without
first spelling out such intentions or
rights in the agreement.

Sevenll years later Weaver v. Burger
King overturned the Scheck decision
and allowed franchisors

to draft clauses that gave them the
right to compete with franchisees al
any location as an "independent
action" that did not violale the terms of
good-faith dcaling, z',rco explains.

Now newer chains are followlIlg suit.

QU1zno's, Wolfgang Puck Express
and, morc recently, Crescent City
Beignets arc examples of fastgrowing
brands that are awarding their opera­
tor:. territorial exclusivity.

total-market sales 1I1crease long has
assigned territorial exclusivity that
often cncompassed whole regions.
That philosophy was key to the sys­
tem's rapid growth from the late 1980s
1I1to the late 1990s.

AI Crescent City l3eignets, a
Houston-based, IO-unit, fast-casual
concept with a menu dedicated to the
tmditional dishes of New Orleans, 50

--__-..,.__""~ outlets arc committed to be
opened by area developers in
the next two years, says Wayne
Bunch, president of the con­
cept.

l3unch says that lerritorial
exclusives through area devel­
opers are a fast way to propel a
brand hungering for a nalional
presence bUI Ihat area develop­
ers still are under some exact­
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are particularly well-capitalized famil­
iar with their markets and heavily
experienced. Otherwise, he says, mOSI
of AFe's contracts do not have lerrito­
rial exclusivity.

Meyers argues that the best way to
avoid fights over encroachment, or any
other issue, is to have opcn and honest
dialogues with franchisees before con­
tracts arc signed and to have a detailed
and mutual review of the Uniform
Franchise Offering Circular, or uroc,
as required by the Franchise Rule.

"From our slandpoint we try to make
:>ure up from that we have very strong
communications with our franchise
partners because, aller aIL they arc our
partners:' he says. "And the linchpin of
partnership is that the franchisee has
certain responSIbilities to us, and \\c
have cerlain responsibilities to the
franchisees.

"And it's our hope that if we are com·
municating and open, when is~ucs like
encroachment come up, we can avoId
connicts because we've alre;ldy dis­
cussed them:'

For up-and-coming chain concepts
with national aspirations. granting ter­
ritorial exclusives a surefire means
to avoid the encroachment quagnme

seems to be in vogue.

Applebec's with its "strategic can-
nibalization" philosophy that it is OK
if same-store sales suffer as long as
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lion may be at hand given the advent of
multibranded units. home delivery
through the Internet and the prolifera­
tion of branded products in thc frozen­
food cases of supermarkets.

"Encroachment IS taking on different
forms these days, and now we have this
whole new issue of what I call 'Internet
encroachment' because there arc alter­
native ways of gctting to the market."
he says,

Although Dady has not yet handled a
foodservice case concerning Intcrnel
cncroachment, he says cases involving
consumer sales over the Internet thai
bypass a local operator arc popping up
in other industries. He adds that it is
just a matter of time before such I;ases
appear in foodservice. •

Michael Dady, a
Minneapolis-based
attorney who repre­
sellls franchisees,
s..ys that what is
uncertain III the
debate on encroach­
ment is how new
ways of doing busi­
ness will impact
franchisees' future
performance.

Dady says he fears
a new era of litiga~

• Contracts that do allow territorial exclusivlly

• Contracts that do nol811ow lerritooal exduSl\Il1y

Foodservice franchisors
that grant territorial exclusivity

"Natur.t1ly, from time to time, there
will be things worth fighting over
legally:' he continucs. "Uut I really
think both franchisecs and franchisors
have become more aware and mature
about their responsibilities to one
another and what it takes for them both
10 prosper."
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Zarco concedes that many chains
have created encroachment-impact
programs as a result of the Weaver
decision. Those programs actually help
franchisees financially wilh any loss in
revenues resulting from encroachment.
But he further stresses that the days
when Burger King, McDonald's or
other large brands could open a thou­
sand units or Illorc a year are over.
forcing them to be more cooperative
with franchisees.

Bill O'Hare, a partner in the Irvine,
Calif.. law firm Snell & Willmcr
principally franchisor attorneys - sees
the tough economic conditions con­
fronting restaurant franchising and
encroachment in particular in a more
benign light.

"All franchise systems go through a
period of maturation and reflection,
ebb and flow;' he says. "!I's all about
developing relationships with people
you have 10 do business with and get·
ting the best out of that relationship,
for both parties.

"So, basical1y. what the court said 10

franchisees is that if you did not nego­
tiate those terms out of the contract
before you signed it, you cannot come
back latcr and complain about thcir
existence," Zarco says. "As a rcsult of
franchisees knowing they would lose if
the contract were drafted properly, it
makes no sense to sue over encroach­
mcnt:'
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