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Franchising is extremely popular and franchised businesses have been a significant sector 
of the United States economy for some time. The franchise system is based upon long-
term contracts for the transfer of products, know-how, and goodwill by franchisors in 
exchange for a share of the revenues of businesses operated by franchisees.  There are 
currently about one million franchise outlets in the United States which sell a variety of 
products and services.  Estimates put employment in the franchising industry—including 
franchised business, and business-format and product-distribution franchises—at over 20 
million jobs, and it is believed that there are 1,500 different franchisors operating in the 
United States and more than 320,000 franchise retail outlets in the United States.  It has 
been estimated that the economic output from the franchise industry in the United States 
in 2005 was over $2.3 trillion. Franchising is also flourishing in foreign markets and 
recent estimates were that approximately 500 United States-based franchisors have been 
operating in excess of 40,000 franchised units outside of the United States in a wide array 
of foreign countries. 
 
Franchising is subject to government regulation on both the federal and state level.  
Franchise laws generally reflect a concern for the purchasers of franchises by regulating 
franchise sales and requiring disclosures and/or registration in connection with such sales.  
The key regulatory elements in the franchising area are the Federal Trade Commission’s 
Rule on Franchising (“FTC Rule”) and the 2008 Franchise Registration and Disclosure 
Guidelines (the “Uniform Franchise Disclosure Document Guidelines” or “UFDD 
Guidelines”) promulgated by the North American Securities Administrators Association 
(“NASAA”).  In adopting the UFDD Guidelines NASAA has embraced the disclosure 
requirements set forth in the FTC Rule with minimal additional requirements. 
 
A. Offering Circular and Registration 

 
When launching a franchise system, franchisors need to consider the disclosure and 
registration requirements imposed at the federal level and in the various states where the 
franchisor is seeking new franchisees.  Before a franchisor can sell franchises, regardless 
of where the sales are to occur, it must first prepare a franchise disclosure document.  The 
disclosure document should, and will, be closely scrutinized by regulators and 
prospective franchisees, and is one of the most important elements in the evaluation of 
the opportunity and the business practices of the franchisor. In addition, if the franchisor 
intends to sell franchises in any of the franchise registration states, it must also first 
register to sell franchises in those states. 
 
1. Federal Requirements 

 
In 1979, the Federal Trade Commission promulgated "Disclosure Requirements and 
Prohibitions Concerning Franchising and Business Opportunity Ventures," commonly 
called the “FTC Rule.”  See 16 C.F.R. Part 436.  As the name implies, the FTC Rule laid 



 2 

out requirements for pre-sale disclosures about which the FTC concluded franchise 
buyers should be informed.  The FTC Rule was accompanied by final interpretive guides 
and a lengthy, detailed statement of basis and purpose that were to be consulted in 
determining the Rule's meaning. 
 
The FTC began a review of the FTC Rule in 1995 and issued a Notice of Proposed 
Rulemaking in 1999.  In August 2004, the FTC issued a Staff Report based on comments 
received in response to the 1999 Proposed Rulemaking, and the FTC continued to solicit 
and evaluate additional comments through the end of 2006.  Finally, on January 23, 2007, 
the FTC announced that it had approved substantial amendments to the FTC Rule (now 
referred to as the “Disclosure Requirements and Prohibitions Concerning Franchising”), 
with a Statement of Basis and Purpose and Regulatory Analysis (16 C.F.R. Part 436, as 
amended, 72 FR 15444 (Mar. 30, 2007)), and as of July 1, 2008 franchisors have been 
required to follow the amended FTC Rule exclusively (subject to minor changes that may 
be necessary in order to conform with state requirements that have not been preempted by 
the amended FTC Rule).   
 
The amended FTC Rule revised almost every disclosure item and significantly 
modernized the regulatory approach to franchise disclosure issues.  The FTC stated that 
one of the primary goals of amending the FTC Rule was to harmonize federal regulation 
of franchise arrangements with state franchise disclosure laws and the amendments 
brought the FTC Rule into much closer alignment with state franchise disclosure laws.  
The amendments also update the original Rule to adapt to changes in the marketing of 
franchises and new technologies and to reduce compliance costs where possible.  In 
general, the FTC carefully considered and incorporated the legitimate suggestions and 
concerns of the professional franchising community.  Highlights of the changes made by 
the amended FTC Rule include: 
 

• Franchisors are permitted to deliver the disclosures to prospective franchisees in hard 
copy or CD-ROM (as permitted under the original FTC Rule), as well as by e-mail or 
through the Internet, which is broadly defined to capture communications between 
computers and computer, television, telephone, facsimile or other communication 
devices.  Franchisees must be advised of the different formats that are available, and 
the franchisee must be able to store and print the version made available by the 
franchisor. 

• "Plain English" requirements have been adopted for the preparation of disclosures. 

• The disclosure delivery rules have been changed to eliminate the requirement that a 
disclosure document be delivered at the first personal meeting between a franchisor 
and a prospective franchisee; however, this requirement may continue to apply under 
state laws.  The minimum pre-sale disclosure review period has been changed to 
fourteen calendar days before the franchisee signs a binding contract or pays any fee; 
however, the franchisee may reasonably request the document earlier in the process. 

• The disclosure requirements relating to any present plans of the franchisor to operate 
a competing distribution system of similar goods or services to those being franchised 
at present have been revised. 
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• The disclosure requirements relating to the number of franchises and their status over 
the last three years (e.g., transferred, terminated or repurchased) have been 
substantially revised, and franchisors are expected to provide fully reconciled tabular 
summaries of the changes in the number of franchised and company-owned outlets 
over the course of each of the years in the three-year period.  Information on transfers 
must also be broken out into a separate table. 

 
Other substantive changes with respect to disclosures include a requirement that 
franchisor-initiated litigation against franchisees must be disclosed; that information 
regarding trademark-specific franchisee associations must be provided; that disclosure be 
made of the existence of any “gag” clauses (i.e., confidentiality agreements with the 
franchisor that have been signed by current or former franchisees in the last three years, 
often relating to the settlement of litigation) as well as elimination of all required 
disclosures regarding brokers; a reduction in the amount of information that must be 
provided regarding parent companies; if the franchisor does not provide any territorial 
protections, a requirement that the disclosure document include a legend that warns 
prospective franchisees about the possibility of competition and the lack of exclusivity; 
and a requirement that a description of the franchisor’s renewal policy be providing, 
including a statement as to whether a franchisee will be required to enter into a new, and 
possibly different, franchise agreement at the time of any renewal. 
 
Several new exemptions have been included for sophisticated franchisee investors 
including a “large investment exemption” for investments of at least $1,000,000 
(excluding unimproved land and amounts financed by the franchisor); a “large franchisee 
exemption” for investments by franchisees with a net worth of more than $5,000,000 and 
with over five years of business experience; and a “insider exemption” for sales to a 
principal owner of the franchisor or a franchisor executive with franchising 
responsibility.  Similar exemptions have already been adopted in various states, including 
California, during the last few years.  
 
The amended FTC Rule also includes the long-anticipated separation of the requirements 
applicable to franchises from those applicable to business opportunity ventures.  
Specifically, Part 436 of the amended FTC Rule covers only franchises, while a newly 
numbered Part 437, which has been designated the “Business Opportunity Rule,” 
preserves the text of the original FTC Rule in so far as it covers business opportunity 
ventures.  The FTC is continuing its ongoing process of determining what amendments 
should be made to the newly designated Business Opportunity Rule.  
 
The information required by the FTC Rule must be set forth in a single disclosure 
statement or prospectus.  While the prior version of the FTC Rule allowed franchisors to 
choose from two alternative formats the current version requires that all franchisors use 
the FTC Rule format in their franchise disclosure documents. Since the UFDD 
Guidelines track the disclosure requirements of the FTC Rule franchisors should be using 
the form included in the UFDD Guidelines (“UFDD Form”).  The following is the list of 
what is required to be disclosed: 
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(1) The name of the franchisor and any parents, predecessors, and affiliates.  
(2) The identity and business experience of persons affiliated with the franchisor.  
(3) Litigation.  
(4) Bankruptcy.  
(5) The franchisee's initial franchise fee or other initial payments.  
(6) Other fees.  
(7) The franchisee's estimated initial investment.  
(8) The restrictions on the franchisee's sources of products and services.  
(9) The franchisee's obligations.  
(10) Financing arrangements.  
(11) Obligations of the franchisor to assist the franchisee and other supervision, 
assistance, or services provide by the franchisor.  
(12) Territory.  
(13) Trademarks.  
(14) Patents, copyrights, and proprietary information.  
(15) The obligation of the franchisee to participate in the actual operation of the 
franchise business.  
(16) Restrictions on goods and services offered by the franchisee.  
(17) Renewal, termination, and transfer of the Franchise Agreement and dispute 
resolution.  
(18) Arrangements with public figures.  
(19) Financial performance representations.  
(20) List of outlets and information regarding existing franchises and company-owned 
units of the franchisor.  
(21) Financial statements of the franchisor.  
(22) A list of the contracts to be signed by the franchisee. 
 
Comments are required which respond either positively or negatively to each required 
disclosure item.  Thus, a franchisor would be required to state, if such were the case, that 
it does not provide any form of territorial protection to the franchisees, or that it does not 
solicit or accept rebates from its suppliers.  For purposes of clarification, each disclosure 
item must be preceded by a prescribed heading.  
 
2. State Franchise Laws and Regulations 

 
The applicability of a particular state franchising statute to specific business activities 
may depend upon the following factors: the domicile of the person or company which is 
the proposed franchisee; the principal place of business of the proposed franchisor; or the 
location of the business that will be selling the goods or service. So, state statutes relating 
to all of these localities should be carefully reviewed, since one or all of them may assert 
jurisdiction over the relationship.  For example, assume a corporation with its principal 
place of business in New York wishes to authorize a California resident to conduct a 
business in Illinois which is substantially similar to the one conducted by the first 
corporation in New York.  It’s possible that the parties may need to deal with regulation 
in each of California, Illinois, and New York. 
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A fair number of states have adopted legislation regulating the sale of franchise.  Most of 
these states treat the sale of a franchise like the sale of a security and require the 
registration of franchises or of offers to sell franchises with a designated state agency as a 
precondition to making such offer or sale.  These “registration states” are California, 
Hawaii, Illinois, Indiana, Maryland, Michigan, Minnesota, New York, North Dakota, 
Rhode Island, South Dakota, Virginia, Washington and Wisconsin.  These states also 
require the delivery of an offering circular to prospective franchisees prior to such offer 
or sale.  Each of these states have previously approved use of the then-current version of 
the uniform franchise disclosure document format prescribed by NASAA as the basic 
disclosure document and it was common for franchisors in those states to choose the 
NASAA approved format (i.e., the form included in  Uniform Franchise Offering 
Circular Guidelines adopted on April 23, 1994, commonly referred to as the “UFOC 
Form”) rather than the alternative FTC Rule format until the FTC’s 2007 amendments to 
the FTC Rule went into effect.  As noted above, those amendments included the adoption 
of disclosure requirements that closely track the approved NASAA format with the goal 
of achieving greater consistency with respect to the information that must be provided to 
potential purchasers in all states.  In fact, NASAA has adopted the disclosure 
requirements of the amended FTC Rule, with minimal additional requirements, as the 
successor to the UFOC Form and states requiring filing and registration of franchise 
disclosure documents now only accept for filing franchise disclosure documents prepared 
under the amended FTC Rule in accordance with the UFDD Guidelines.  It is expected 
that each of the registration states will eventually adopt the current FTC Rule format as 
the sole acceptable format for franchise disclosure documents filed with registration 
applications, although some states may require slight changes in the FTC Rule format.  In 
the non-registration states and U.S. territories, franchisors would comply with the 
disclosure obligations imposed by the FTC Rule by providing prospective franchise 
purchasers with disclosures documents in the FTC Rule format.   
 
B. Franchise Agreement 

 
The franchise agreement is the definitive document covering the sale and purchase of a 
franchise.  One of the features that distinguishes a franchise agreement from the sale of a 
non-franchised business is the large number of continuing obligations on both parties 
once the initial sale has been completed.  This requires caution in drafting any franchise 
agreement unless there is further in-depth analysis of all relevant statutory and case law 
on the subject as it relates to the individual client/franchisor's conduct of business. 
 
Parties have several options in drafting the franchise agreement.  In some cases, a fairly 
simple agreement can cover all the material issues relating to the arrangement.  But, when 
the franchisor has a large franchise network and/or the financial and operational 
obligations of the parties are substantial, the franchise agreement will generally be quite 
comprehensive.  In any case, subjects typically covered in the franchise agreement 
include the following: 
 

• Parties; 

• Territory; 
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• Term and Renewal; 

• Fees and Royalties; 

• Product Pricing; 

• Product sales, tie-ins, and source restrictions; 

• Trademarks and service marks; 

• Obligations of the franchisor; 

• Advertising; 

• Insurance and indemnification; 

• Termination; 

• Noncompetition and nondisclosure 

• Restrictions on transfer and assignment; and 

• Bankruptcy. 
 
Most of the key terms and conditions of the business relationship between the franchisor 
and franchisee are included in the franchise agreement; however, in some instances the 
parties may enter into ancillary agreement covering specific issues.  For example, if the 
franchisee is required to use special equipment to carry out the franchised activities the 
parties may enter into a separate software license agreement covering the use of any 
proprietary franchisor software needed in order to operate the equipment.  
 
C. Third Party Agreements 

 
In addition to the agreements between the franchisor and franchisee, a franchising system 
may also generate contracts involving one or more third parties, such as finders and 
suppliers.  A "finder's" agreement is a franchise brokerage agreement intended for use 
when the finder is not the exclusive or even a major producer of franchise sales for the 
contracting franchisor.  The finder's right to engage in overt marketing activity is strictly 
limited to help the franchisor avoid liability for the actions of a third party over whom the 
franchisor has little real control.  The limitations may help to reduce the franchisor's 
potential liability for the finder's misdeeds, but only if the franchisor takes reasonable 
steps to enforce them.  A franchisor typically must include disclosures about its 
independent franchise brokers in its offering circular.  So, counsel should ask each 
outside franchise salesperson to sign a document describing any matters that he or she 
must disclose. This should occur before signing a listing agreement with the broker. 
 
A franchise supplier’s license agreement is used when the franchisor (“licensor”) licenses 
its trademarks to a third party supplier (“licensee”) so that the supplier-licensee can 
provided specified goods and services to members of the franchisor-licensor’s franchise 
network.  As with any other form of trademark license, the contract should cover 
territorial scope; quality standards and maintenance; form of use; and termination. Such 
licenses are typically royalty-free, with the licensor’s “compensation” taking the form of 
volume discounts for sales made to franchisee’s which, in turn, can hopefully be turned 
into greater profits for the franchisee and higher royalty receipts by the franchisor.  But, 
in some cases, a portion of the amounts received by the licensee must be rebated to the 
franchisor. Although acceptance of rebates by a franchisor from a supplier is not illegal, it 
does raise serious disclosure issues.  Administrators and franchisees strongly agree that if 



 7 

a franchisor directs a franchisee to a particular supplier, particularly a "designated" or 
"approved" supplier, it should be solely on the basis of the supplier's merit. 
 
D. Legal Considerations for International Franchising Activities 

 
By appointing franchisees in a foreign country, a franchisor may become liable for and 
subject to the laws of the country in which its foreign franchisee operates.  Areas of 
concern include the following: 
 

• The agreements between the US franchisor and the local franchisee, as well as 
agreements between a master franchisor in a particular country or area and any sub-
franchisees, will be subject to local laws regulating commercial contracts.  It should 
be noted, in addition, that some countries may have special laws or codes that deal 
specifically with agency and distribution arrangements including franchising (e.g., 
conditions relating to the termination of a franchise).  

• In most cases it will be necessary to purchase or lease equipment and premises in 
order to operate franchise and thus consideration must be given to local laws relating 
to purchase and sale of personal and real property as well as the procedures required 
to obtain a security interest or other lien on the property in cases where the franchisor 
is willing to provide financing to the franchisee. 

• If the US franchisor is providing financing to establish and support the local 
franchising network, local laws and regulations pertaining to foreign investment may 
come into play.  This is particularly true if the US franchisor establishes a local 
subsidiary or launches a joint venture with a local partner to oversee the franchise 
network.  Similar, foreign laws regulating inbound technology transfers may also be 
applicable to a franchising arrangement that includes a license of know-how from the 
US franchisor to a local franchisee.  

• Transfer and protection of intellectual property rights is a fundamental concern for 
US franchisors and consideration must be given to local laws and enforcement 
practices pertaining to trademarks, know-how and other intellectual property rights. 

• In many countries and regions, such as the European Union, franchising arrangements 
will be closely scrutinized under applicable competition law principles.  The tension 
addressed by competition law regulation is balancing the need to provide franchisees 
protection to develop their territories (e.g., exclusivity) against concerns about 
anticompetitive coercion and market sharing among franchisees.  Other competition 
law concerns, sometime raised under fair trade practices laws, include tie-in 
arrangements, post-termination non-competition covenants and the reservation of 
rights by franchisors to use alternative distribution channels. 

• Local entity and taxation laws must be considered when the US franchisor establishes 
a presence in a foreign country, such as a joint venture, to administer the franchise 
network.  Similarly, tax advice should be obtained regarding fees to be paid by 
foreign franchisees to the US franchisor. 

• In addition to local laws relating to the initial purchase and sale of property, 
consideration should be given to the respective rights of the parties as to ownership 
and use of property on the premises of the franchisee following termination of the 
franchising arrangement. 
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• The US franchisor should also consider whether it will be exposed to potential 
liability under local consumer protection and products liability laws for products and 
services sold by its franchisees.  One area of obvious exposure would from claims 
made by the ultimate consumers of the product or service; however, laws and courts 
in some countries might treat the local franchisee itself as a consumer of products that 
are being purchased from the US franchisee for use and resale in the franchised 
business. 

• While adapting the franchised product or service to local requirements regarding 
language and design is important from a marketing perspective, it may also be 
necessary as a matter of law.  For example, when establishing a franchise in Quebec 
the franchisor must carefully access the accuracy of labeling on products and make 
sure that the content is set out in both French and English.  Many countries also have 
special labeling requirements for certain types of products such as foods and health 
products. 

• Since the US franchisor should require its foreign franchisees to purchase insurance 
that designates the franchisor as a beneficiary the franchisor should obtain advice 
regarding insurance laws in each foreign country where a franchisee is appointed. 

• While it generally can be expected that responsibility for compliance with local labor 
and employment laws will lie with the franchisee, some European countries have 
struggled with the issue of whether a foreign franchisor may be subject to local law 
requirements if it retains the right to approve employees of the franchisee. 

• If the US franchisor intends to sell products and/or raw materials to the local 
franchisee for use in the franchised business the parties must consider the potential 
impact of import restrictions and quotas and currency controls in the foreign market. 

• Finally, the fact that a business is operated as a franchise does not mean that the 
operations will not be subject to any industry specific laws and regulations that would 
apply to any other business engaged in similar activities.  For example, if the 
franchise relates to the sale of food products than the franchisee will need to comply 
with applicable health regulations in the same way as other restaurants. 

 
If the franchisor conducts business in a foreign country, it may become subject to the tax 
laws of that country.  Under most tax treaties, a franchisor or any other person who 
operates an establishment for more than half a year in a foreign nation is considered to 
have a permanent establishment and to be doing business in that nation.  By doing 
business in the nation, it becomes subject to the taxes and other laws of that nation.  It is 
important for a franchisor to look at the rules of what is deemed to be a permanent 
establishment and to be doing business in each foreign market that it is considering. At 
one extreme, having a full time employee stationed in a foreign country will likely be 
sufficient for a franchisor to be treated as having a permanent establishment.  On the 
other end of the spectrum, periodically sending executives from the head office for short 
trips will probably not be sufficient for a franchisor to be treated as having a permanent 
establishment.  At what point in between these extremes the franchisor has a permanent 
establishment is subject to local rule and interpretation. Therefore, lists of what 
constitutes a permanent establishment should be compiled and regular internal audits 
should be conducted to ensure that the franchisor does not cross the line of excluded 
activities and develop a permanent establishment.   
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1. Specific Regulation of Franchising Arrangements in Foreign Countries 

 
While regulation of franchising arrangements in foreign countries is still a growing 
phenomenon, US franchisors must nonetheless determine what, if any, specific local 
franchise laws may be in place that might impact their agreements and relations with their 
franchisees.  A recent survey indicates that law regulating franchise sales and/or the 
franchise relationship have been adopted in Australia, Belgium, Brazil, Canada (Alberta, 
New Brunswick, Ontario and Prince Edward Island Provinces), People’s Republic of 
China, the European Union, France, Indonesia, Italy, Japan, Kazakhstan, Lithuania, 
Malaysia, Mexico, Romania, Russia, South Korea, Spain, Sweden, Taiwan, Venezuela 
and Vietnam.  While the European Union has traditionally regulated franchising from a 
competition law perspective, other countries are taking an approach similar to that used in 
the US and adopting franchising laws that focus on pre-sale disclosures by a franchisor.  
In countries following this regulatory scheme, franchisors must prepare and provide to 
prospective franchisee a disclosure document containing certain required information 
before a sale of the franchise can be completed.  Some countries also require that the 
disclosure document be filed with a governmental agency along with a copy of the 
executed franchise agreement and a list of the trademarks that are being used in 
connection with the franchising arrangement.  In some cases countries will supplement 
disclosure requirements with provisions that regulate specific aspects of the franchising 
arrangement. 
 
2. Required Disclosures for Foreign Franchising Arrangements 

 
As a general matter, required disclosures typically include all or most of the following: 
 

• General information regarding the history and purpose of the franchisor; 

• Information regarding the directors and other principals of the franchisor;  

• Description of the intellectual property used in connection with the franchise;  

• Information on the financial performance of the franchisor including audited financial 
statements for up to three previous years;  

• Information on other franchisees in the network; and 

• A description of the key terms and conditions of the franchise agreement, such as the 
duration, territory, exclusivity, conditions of renewal, termination and assignment.  

 
In turn, a prospective sub-franchisor or franchisee is generally required to disclose to the 
franchisor all relevant information as part of the franchise application process to allow 
the franchisor to make a determination as to the suitability of the candidate.  
 
Other countries, while not have specific franchising laws and regulations, nonetheless 
impose some minimum level of discipline on franchising through the use of codes of 
conduct and/or ethics promulgated by local franchise associations.  In most cases these 
codes focus on disclosure and require that franchisees receive full and adequate 
information without providing specific details on what information must be 
communicated.  
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The UNIDROIT Study Group of Franchising publishes a Guide to International 
Franchising Arrangements and other valuable information relating to foreign laws 
pertaining to franchising arrangements.  US franchisors and their counsel are advised to 
visit the web site of this group periodically to view updated information and monitor its 
progress in developing a model franchise disclosure law. Other resources are available 
through the International Franchise Association (www.franchise.org) and the Forum on 
Franchising of the American Bar Association (www.abanet.org/forums/franchising).  
 
3. International Franchise Agreements 

 
International franchise agreements must obviously conform to the requirements 
established by the country in which the franchise outlet will be operated.  Most 
international franchise agreements are standard forms issued by franchisors, which give 
franchisees two options—accept and sign “as is” or refuse to sign and look for other 
opportunities.  Quality controls and protection of proprietary information are a major 
concern in international franchise agreements and one of most common types of foreign 
franchise is a restaurant.  
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