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A franchise is a complex business arrangement governed by both federal and state
law. It is a familiar concept to most people; however, the legal definition of franchising is
very broad with a number of vague terms that are often frustrating. Both businesses and
their legal representatives at times have difficulty in determining the application of these
laws in specific situations. The application of the franchise laws are meant to protect all
but the purchasers of a franchise and cannot be waived. Often times a business owner does
not intend for its franchise, the so-called “accidental franchise.” In preparing this paper we
extensively consulted and used the publications set forth in footnote 1 below.1 Many
publications on franchising are available from the ABA.2
Under the FTC Franchise Rule (the “FTC Rule” or “Rule”) a franchise is not
determined by the business format, or whether the parties call their relationship a
“franchise,” a “license,” a “distributorship” or a different name. Further, even if the parties
to an agreement covenant that the relationship is not a franchise, it may still be a franchise
and covered by the FTC Rule. Generally under the FTC Rule a franchise is determined by
whether or not the following three elements are present in the transaction: 1) the
“franchisee” receives a license for use of the licensor’s trademarks; 2) the franchisor exerts
substantial control over or provides significant assistance to the “franchisee;” and 3) the
franchisor charges a direct or indirect fee to the “franchisee” payable within a certain period
of time.3 If these elements are all present, it is a franchise, no matter the business format or
the designation of the relationship.
WHAT IS A FRANCHISE?
At its most basic level a franchise refers to a business relationship where one
business, the “franchisor,” allows another business, the “franchisee,” the right to conduct
a business offering certain designated products and services to others usually associated
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with a brand name or trademark for a fee. Franchising is also defined by statute in more
than a dozen states, and by the Federal Trade Commission (“FTC”). Depending on whether
the FTC Rule or state law is being referenced, these elements are often referred to as the:
1) “trademark,” element, 2) the “control or substantial assistance,” or “marketing plan,” or
“community of interest,” element, and 3) the “fee” element. Each of these defined elements
must be satisfied for the business arrangement to be considered a franchise. 4
1. Trademark License or Substantial Association
The trademark element provides the franchisee with the right to use the trademark
of the franchisor in the franchise business. This use includes such items as trademarks,
certain proprietary methods such as, know how, recipes, etc. The trademark element has
been subject to various interpretations. Under the FTC Rule, it is not just the licensing of
the trademark to the franchisee that triggers the trademark element; rather, it is the
association of the business with the trademark which creates a franchise relationship, and
the express grant of the right to use the franchisor’s trademark is not required.5 Most courts
examine the use of the trademark after the business relationship is formed with a commonly
used four-part test: 1) percentage of sales or profits associated with the trademark; 2) the
nature and extent of use; 3) how the public views the relationship; and 4) financial harm to
the licensee if use of the discontinued trademark.6If this element is to be avoided, the
franchise or license agreement must specifically prohibit the franchise business from using
the licensor’s trademarks. Some courts have found that the distribution of products or
services covered by a franchisor’s trademark is sufficient to satisfy the substantial
association requirement.7
2. Substantial Control or Assistance, Marketing Plan, or Community of Interest
a. Substantial Assistance or Control – FTC Rule
Under the FTC Rule, “substantial assistance” or “control” can be found where
the franchisor exercises significant control over, or gives the franchisee significant
The FTC Rule defines a franchise as a “continuing commercial relationship created by any arrangement”
where the following elements are included: (1) the franchisee sells goods or services that are substantially
associated with the franchisor’s trademark, tradename or commercial symbol or must meet the franchisor’s
quality standards, (2) the franchisor exercises significant control over, or gives the franchisee significant
assistance in, the franchisee’s method of operation, and (3) the franchisee, as a condition of obtaining or
commencing operations, is required to make payment, either directly or indirectly, aggregating more than
$500 within six months of commencing such operation. 16 C.F.R. §§ 436.2(a)(1)(i) and 436.2(a)(3)(iii).
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assistance in, the franchisee’s method of operation.8 The FTC Interpretive Guide sets forth
that the more franchisees reasonably rely upon the franchisor’s control or assistance, the
more likely the control or assistance will be considered “significant.” The following are
indicative of control: approval of site location for unestablished businesses, design and
appearance requirements, production controls, personnel policies, restrictions on
customers or sales areas, required accounting practices, designation of hours of operation,
and providing marketing or management advice,9 significant assistance to a franchisee
under the FTC Rule will be found where the franchisor provides sales, repair, or business
training; accounting systems; management, marketing, or personnel advice; assistance with
site location; operating or training manuals; and system-wide marketing.10 Most product
distribution programs include one or more of these elements. However, a franchisee’s
reliance is likely to be great when they are relatively inexperienced in the business being
offered for sale, or when they undertake a large financial risk. Similarly, franchisees are
likely to reasonably rely on the franchisor’s control or assistance if the control or assistance
is unique to that specific franchisor, as opposed to a typical practice employed by all
businesses in the same industry.11 The FTC has also provided specific actions by the
supplier, relating to methods of operations, which will automatically trigger the element of
“significant control or assistance.”12 The FTC has also given some direction of other
actions which may or may not constitute “significant control or assistance” depending on
the circumstances and some items that it will not consider when determining this element.13
For instance, the FTC has stated that “assistance with promotional activities is not enough
to constitute ‘significant’ assistance or control and that for control to be considered
significant, such control must be for the “entire method of operation.”14 If the product
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supplied will only be a small portion of the products to be sold by the distributor, then it
would not rise to the level of “significant” required under the FTC definition.15
b. Marketing Plan or Community of Interest – In Certain States
1. Under a “marketing plan” element, a franchise exists if in addition to
the trademark and fee requirements, the franchisor grants the right to engage in the business
of offering, selling, or distributing goods or services under a marketing program or system
prescribed in substantial part by the franchisor.16
a. The marketing plan requirement is often difficult to clearly define.
Courts look for on-going substantial assistance or control, the sophistication of the
assistance and direction from the franchisor, and shared economic interests in the business
relationship.17
2. Under certain state laws, the marketing plan and community of interest
elements (the correlatives of the FTC’s significant assistance element) are subject to
varying definitions. Some sales find a marketing plan exists where advice or training is
given regarding the operation of the business and the sale for the products or services being
offered. California, one of the states using the marketing plan element, looks at such things
as minimum purchase requirements, sales training, mandatory purchases, trade dress, and
sales protocol.18 Most product distribution contracts will have some of these elements.19 In
states that focus on a community of interest, that element is generally considered to have
broader scope than a marketing plan because it is a continuing financial interest between
the parties in the operation of the business or the resale of the products.20 Therefore, this
applies to almost any commercial contractual relationship, and a distributor must look to
the regulations and courts to determine how a particular state defines this element in the
community of interest states.21
15
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3. Payment of a Fee & Indirect Fees
The fee element relates to separate consideration paid or promised by the franchisee
business within a certain time period (usually six months) for the right to enter into the
business relationship in combination with the other elements specified above.22 This fee
may either be a direct payment to the franchisor or an affiliate or an indirect payment
through the purchase of supplies or equipment at a price above marked value.23
The franchise fee is not limited to payments made when entering into the contract.
Under the FTC Rule payments include all consideration the franchise must pay either by
contract or practical necessity. These can include payments for training, advertising,
assistance, required equipment, supplies, deposits, promotional materials and videos, plus
on-going royalties. The FTC Rule excludes payments made for merchandise held for resale
at a bonafide wholesale price; hidden payments or fees will still be considered when
determining if the contract constitutes a franchise. For example, requiring a franchisee to
purchase a set amount of inventory to be purchased from the franchisor can constitute a
fee.
In attempting to avoid being a franchise the easiest element to eliminate would
appear to be the “fee element.” The supplier would not charge a fee to the distributor to
sell the products; rather, the supplier would only sell the products for a bona fide wholesale
price. This may or may not be possible under the particular business circumstances.

FEDERAL FRANCHISE DISCLOSURE REQUIREMENTS
If there is a franchise, the FTC Rule requires that a franchisor provide a prospective
franchisee with a set of 23 disclosures prior to the purchase of a franchise. This disclosure
document is referred to as the franchise disclosure document or “FDD.” The 23 disclosures
or “items” in the FDD include among other things, information regarding the franchisor,
its principals, the initial and ongoing fees the franchisee will have to pay, the initial
investment required to commence business, initial and ongoing training, the franchisee’s
territory, the number of outlets in the franchise system, etc. The franchisee must have these
disclosures in hand for a minimum of 14 calendar days before the franchisee can sign an
agreement or pay any money to the franchisor.
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The FTC does not require that the FDD be registered with the FTC. The FTC Rule
only requires that the disclosures be made in compliance with the FTC Rule. The FTC Rule
applies in all 50 states, Puerto Rico, Guam, the U.S. Virgin Islands, and other US territories
and possessions.24 Once the FDD has been properly prepared, the franchisor is free to sell
franchises in those states that do not require a separate state filing. As further discussed
below, the states that do not require any additional filings are considered “non-registration
states” and the states that do require registration are considered “registration states.”
However, a number of states with business opportunity laws like Utah, Texas and Florida
still require some form of registration. If a franchisor wishes to sell a franchise in a
registration state, the laws of that state must be followed. The additional state requirements
must be followed because the relationship between the FTC Rule and state registration
laws generally operate in such a way that the more protective of these laws will be
enforced.25 In other words, the FTC Rule generally will not preempt state laws where the
state law requires more detailed or expansive disclosures.
Further, the FTC Rule specifically provides that it only applies to sales of franchises
that are to be located or operated in the United States or its territories and commonwealths,
and not whether the prospective franchisee is a U.S. resident or U.S citizen.26 However, in
some states, the law on this issue is unclear, so the statutory provisions must be carefully
reviewed if the offer or sale of a franchise to be operated out of the U.S. is made to a
resident of a registration state.
2. State Registration of the Franchise Disclosure Document
Fifteen states have laws and regulations that govern some aspect of selling
franchises. Most of these states require that a franchisor register with the state and provide
certain disclosures prior to selling franchises in their state. Those states are: California,
Hawaii, Illinois, Indiana, Maryland, Michigan, Minnesota, New York, North Dakota,
Rhode Island, South Dakota, Virginia, Washington and Wisconsin.27
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