UNIDROIT 1984
Study LXVIII - Doc. 7
(Original: English)

Unidroit

" INTERNATIONAL INSTITUTE FOR THE UNIFICATION OF PRIVATE LAW

————

INTERNATIONAL FRANCHISING

Further consideration of the areas 'aménab_'lé'
o treatment at international level

(Secretariat memorandum)

Rome, April 1894



CONTENTS

INTRODUCTION
1. HISTORY OF THE UNIDROIT PROJECT
2. AREAS AMENABLE TO TREATMENT AT INTERNATIONAL LEVEL

I. DISCLOSURE
' 1. GENERAL REMARKS
2. INSTRUMENTS DEALING WITH DISCLOSURE
a. Disclosure Laws
b. Codes of Ethics
3. BPeCIFIC DISCLOSURE REQUIREMENTS
COMPARATIVE TABLE OF PROVISIONS ON DISCLOSURE

Il. CHOICE OF LAW AND JURISDICTION

ili, THE TRIPARTITE RELATIONSHIP OF MASTER FRANCHISE AGREEMENTS

CONCLUSION

page

[ (¢ PTG

© W -~ o W

21
23
26



INTRODUCTION

1. HISTORY OF THE UNIDROIT PROJECT

Unidroit first began to examine the possibility of working on franchising in 1985 when, foliowing
a proposal from its Canadian member, the Governing Council of the Institute requested the
Secretariat to draw up a preliminary reporl with a view to deciding whether franchising should be
included in the Work Programme of the Institute. This preliminary study was presented to the
Governing Council at its 65t session.(1) :

At the request of the Governing Council this report, together with a questionnaire designed to
elicit further information, was submitted to Governments, professional circles and recognised experts
in the field. At its 671 session the Goveming Council was seized of a survey of the answers to the
questionnaire.(2) ' ' '

In view of the answers received and of the developments expected both nationally and
internationally, particularly the envisaged adoption of the (then) draft Regulation of the EEC
Commission, the Governing Councit decided to postpone any decision on future work on franchising
contracts. The Secretariat was asked to submit a paper to the s8th session of the Council, which
would primarily examine the actual terms used in franchising agreements. :

- The Govemning Council was duly seized of a report examining the terms of the franchise
agreements received,(3) following an examination of which it decided that franchising should remain
on the Work Programme, and that the Secretariat shouid continue collecting documentation .and
follow developments in the field. '

At the time, the work carried out by Unidroit examining the feasibifity and the need for uniform
reguiation of international franchising contracts in particular met with widely differing reactions from
the franchising community. While a positive response, came from lawyers mainly from civil law
jurisdictions, lawyers from common law countries expressed the view that there was no need for any -
specific regutali,o_n of franchise agreements. They stressed that the United States’ experience of such
regulation had been negative and that this had in fact brought about a move towards deregulation.
Furthermore, this move towards dereguiation, which was not limited to the United States, had led to
the Australian Franchise Agreements Bill being withdrawn.(4) The fear was also expressed that a
regulation of the phenomenon would increase litigation instead of limiting it.

(1) See C.D. 85 - Doc. 12, also published as Study LXVII - Doc. 1, UNIDROIT 19886.

(2) See C.D. 67 - Doc. 9, also published as Study LXVIH - Doc. 2, UNIDROIT 1988,

(3) See C.D. B8 - Doc, 11, also published as Study LXVII - Doc. 3, UNIDROIT 1088,

{4) Subsequently the Australian Minister for Small Business and Customs appointed & Franchising Task
Force to examine and propose mechanisms for the reduction of barriers and impediments to the efficiency and
growth of the franchising sector. The report of the Task Force was published in December 1891, It
recommended the development of a self-regulatory Code of Practice (See Repart by the Franchising Task Force
To the Minister for Smal Business and Customs The Hon Davio BeppatL M.P., December 1991,
Recommendation €). The Code was released on 1 February 1983. It is voluntary and self-regulatory, meaning
that franchisors and others who are regulated by the Code can choose whether or not to comply with it. The
Code of Practice will apply fo franchisors (including sub-franchisors), franchisees, service providers (including
banking and financial institutions that provide franchise-related financial support tc franchisors and franchisees
and publishers.or advertising media providers who accept work and publish advertising for the purpose of
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While taking the fears expressed into the most serious consideration, it was not felt that they
warranted the abandoning of the project. On the contrary, the serious concemn for an equitable
balance between the parties to the franchise agreement which had led to the proposa! of the subject
as one indicated for international action argued for the continuing of work, even if a clear delimitation
of the area in which action would be taken was necessary.

2. AREAS AMENABLE TO TREATMENT AT INTERNATIONAL LEVEL

The great number of areas which franchise agreements touch upon was confifmed in the
analys;s of the areas most amenabie to treatment at international level,(®) to wit: general contract
law, commercial law, agency law and the law regulating other distribution comntracts; Ieascng,
securities; financial investments; intellectual and industrial property law; competition law, including
also fair frade prachces laws; corporate law; taxation; ordinary property law; legislation on consumer
protection and products liability: insurance law; labour law; the law regulating the transfer of
technology; legislation regulating foreign investments; currency control regulations; |mport restrictions
and/or quotas; taxation. In view of the fact that the areas franchise agreements touch upon are areas
where national, and at times also intemational, regulation already exists, it was considered to be
doubtful whether it would be justified or realistic to consider adopting special uniform legisiation for
franchising in these areas.

It was instead felt that what should be stressed was the importance of disclosure, i.e. of the
franchisor providing adequate pricr information to permit a prospective franchisee to decide whether
or not to enter into a franchise relationship, even if admittedly this was an aspect which had hitherto
been considered mostly, if not exclusively, in relation to domestic franchise relationships. It was
recalied that the majority of cases dealing with franchising in the United States deatt with
misrepresentation, in particular in relation io the prospects for development of the business, to the
effective size of the investment necessary and fo the income that the franchisee might expect. The
importance attached to this prior information was confirmed aiso by German and French cases, which
“had provided for an obligation on the part of the franchisor to compensate the franchisee in cases of
misrepresentation. (®) 1t was further submitted that disclosure was an area which lent itself to the
adoption of uniform standards at international level as a consensus on the information needed by a
prospective franchisee to arive at a reasoned decision on whether or not to enter into the franchise
relationship in as full a consciousness as p0551ble of the risks involved and of the implications of the
relationship, should not be teo difficult to reach. Moreover, disclosure is one item which is invariably
considered when proposals are made for the adoption of national legislation. it would then appear 1o
be good common sense to adopt the same rules in as many different countries as possible and the
obvious way to do that is to prepare an instrument at international level.

sefling or promoting franchise systems) and advisers (i.e. persons, firms or associations such as lawyers,
accountants, marketing or management consultants, and business brokers who provide advise to franchisors
ahd franchisees) and State Small Business Gorporations. The Code provides for and regulates prior disciosure,
the certification by franchisees of receipt of the disclosure document, of a Guide for Franchisees and of a copy
of the Code of Practice, cooling off periods for franchisees within which they may terminate the franchise
agreement, unconscionable conduct, alternate dispute resolution, and the requirement that the franchisee be
identified as being a franchisee. '

(5) see Study LXVill - Doc. 5.
{6} See OLG Minchen, decision of 13.11.1887 - 8 U 2207/87, in BB 1988, p. 885, Cour d'appel de

Colmar, 8 March 1980 in -Recuell Dalloz Sirey 1990, Jurisprudence, p. 232, with the comment by J.-J. BURsT.
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A second area identified as being amenable to treatment at international level was choice of
law and jurisdiction. The fact that franchisors had been known to impose their own law as the iaw
applicable to the contract to the detriment of the franchisee had often been seen as an abuse which
would require regulation at international level.(?) It was however observed that intemational cases
relating to this point had not as yet come to court, and that as the experience and awareness of
franchisors increased clauses like these increasingly gave way to clauses providing for the law of the
franchisee as the law applicable. An increase in the number of contracts which provided for arbitration
was further noted. It was suggested that the role played by existing international conventions, such as
the 1968 Brussels and 1988 Lugano Civil Jurisdiction and Judgments Conventions and the 7980
Rome Convention on the Law Applicable fo Contractual Obligations, as well as that of the
international instruments relating to intemational arbitration, should be considered in greater detail in
relation to intemational franchise agreements. In view of the existence of, and the area covered by,
international instruments in this field, the conclusion was reached that any consideration of choice of
law and jurisdiction as areas to be covered by an intemational instrument on franchising would have
to be carefully circumscribed so as to be effective and useful,

A third area worth considering in the context of a possible international regulation of franchising
was identified as that of the tripartite relationship of master franchise agreements, particularly in
relation to the problems which arise in connection with their termination (the fate of sub-franchise
agreements, questions of ownership of the good will of the clients, the possibility of compensation for
any loss suffered in connection with the termination of the agreement, etc.),

in consideration of the above, the conclusion was finally reached that the area most amenable
to treatment at international leve! was in the first instance that of disclosure. Furthermore, questions
relating to the tripartite nature of master franchise agreements, in particular to their termination, as
well as questions of choice of law and jurisdiction, should be considered at a subsequent stage.

I. DISCLOSURE

1. GENERAL REMARKS

In general, when one speaks of disclosure one refers to information on all those aspects of the
_ franchise in question which a prospective franchisee might need when evaluating the possibility of
entering into a franchise agreement.

Disclosure is clearly very important where prospective franchisees in a domestic situation are
concerned, but its importance when one considers the situation of sub-franchisors in international
franchising, many of which are large companies, is disputed,

One view is that if disclosure is important for a prospective franchisee in a normal domestic
relationship, it is even more so in internationai franchising, the reason being the increased difficulty

(7) This tendency of franchisors to impose their own law as the law applicable to the contract was
confirmed in the survey conducted in the cantext of the cooperation between Unidroit and the Commiftee on
International Franchising (Committee X} of the International Bar Association Section on Business Law (see Study
LXVII - Doc. 8). The experience of the United States with respect to inter-state franchise coniracts has been
analysed by G.F. CARPINELLO, in Testing the Limits of Choice of Law Clauses. Franchise Contracts as & Case
Study, in Marquette Law Review, 74,1990, p. 57 ff -
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for & prospective sub-franchisor in a foreign country to acquire the information needed to evaluate the
solidity of the franchisor, both financially and as regards its relations with other sub-franchisors or
(sub-)franchisees, and therefore to make a realistic evaluation of the franchise. Such difficulties might
lead to misjudgments on the part of the sub-franchisor which will inevitably reflect on the sub-
franchisees. If a sub-franchisor suddeniy finds that it cannot furnish the assistance needed by the sub-
franchisees this can lead to a break-down of the system and to the consequent bankruptcy of all
concerned. The difficulties inherent in an international situation cleary also relate to the possibility a
sub-franchisor or franchisee might have in proceeding against a franchisor located in a foreign
country.

The contrary argument is that the sub-franchisor is experienced in business and makes a
business decision: a sub-franchisor who makes a decision of this importance without having adequate
information would be rash in the extreme. it is 2 calculated risk which the prospective sub-franchisor
takes and protection such as that which might be required for domestic franchisees, often seen as
smali family-owned enterprises, is therefore not necessary and might even hamper the development
of cross-border franchising.

“Whether it is appropriate for the same rules to apply to sub-franchisors and to sub-franchisees
should therefore be considered. Once the need for disclosure in an international setting is accepted,
what should be considered is whether the same information is necessary for both sub-franchisor and
sub-franchisee, and whether this information should be passed first from franchisor to sub-franchisor
and then from sub-franchisor to sub-franchisee, or whether it might not be more appropriate to allow
for-certain differences, at least as regards the amount of detail of the information given. Considering
that in a master franchise relationship the relations of the sub-franchisee are with the sub-franchisor
and not with the franchisor, it could be argued that the information which shouid be given to
prospective sub-franchisees shouid be that which relates to the sub-franchisor and not that which
relates to the franchisor. The sub-franchisee does, however, have an undeniable interest in receiving
a minimum of information on the franchisor, but the form any such communication of information
shouid take is debatable.

if the conclusion is reached that some form of international regulation of disclosure is. required,
either only for franchisees or also for sub-franchisors, then information of the type required by existing
domestic instruments might feasibly be considered to be the most useful. Clearly the degree of detail
must be considered, as a franchisor has an undeniably legitimate interest in keeping certain
information confidential. On the other harid, prospective sub-franchisors and/or sub-franchisees must
be given the possibility of properly evaluating the prospects of the business they are interested in
entering into and of guarding themselves to the greatest extent possible against fraud: they must in
other words have the means to take action if they come up against frauduient behaviour on the part of
franchisors, or of those who claim to be franchisors. A balance must therefore be achieved between
the interests of the franchisor and the interests of prospective sub-franchisors and/or sub-franchisees.

it might further be argued that having specific provisions on disclosure in fact protects the
franchisor who cannot be heid liable for the lack of success of the franchisees or of the sub-franchisor
if it is able to show that all the relevant information had been disclosed to the sub-franchisor or
franchisee prior to their concluding the agreement.

In the context of disclosure consideration of an additional, and almost totally neglected, issue
would appear to be justified, namely the opportuneness of providing for a duty of disclosure on the
pari of the prospective franchisee or sub-franchisor vis-d-vis the franchisor. The franchisor has
invested farge sums of money in the development of the business and of its good name. By granting
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the prospective franchisee the right to conduct a business under his trademark or trade name the
franchisor is taking a risk, as below standard performance on the part of the franchisee wilj inevitably
reflect on the franchisor and on the whole franchise chain. The trade name might, in fact, suffer
severe, if not permanent, damage. It would therefore appear to be justified to provide the franchisor
with an instrument enabling him to acquire the information necessary to assess the qualities of the
prospective franchisee, thereby permitting him to make an informed choice of business partner. A
bankruptcy history of the franchisee or sub-franchisor could, for example, be of importance in making
an assessment of the capabilities of the franchisee. If it is considered that such a duty of disclosure
on the part of the franchisee is appropriate, then the nature and detail of any such information would
need to be carefully considered so as not to introduce a mechanism permitting a dishcnest franchisor
to abuse this right. It is of course possibie that the disclosure of any information of importance might
be considered to be a normal application of the principle of good faith (which would then also apply to
the disclosure of information on the part of the franchisor), but here one comes up against the non-
recognition of the applicability of good faith in precontractual relations in the common law (&)

2. INSTRUMENTS DEALING WiTH DISCLOSURE

a. Disclosure Laws

As is well-known only a few countries have legislation on or relating o franchising. =~ o
- In the United" States legislation regulating franchising is to be found at both federal and state

level.(%) tn'this paper only federal regulation of disclosure will be considered. ~ ~ - - © ..

Al federal level the United States Federal Trade Commission in 1979 adopted a trade
regutation rule on franchising ‘entitted Disclosure Requirements and Prohibitions Conceming
Franchising and Businass Opportunity Ventures.{10) This Rule requires franchisors to "disclose"
information to prospective franchisees, i.e. to provide them with a document with detailed ihfdr‘ihation
regarding: the franchisor; the directors and executive officers of the franChisor;"‘litigatioﬁ' and
bankruptcy histories; the franchise to be purchased; initial ‘and recurring paymenis: obligations to
purchase; financing; required personal participation; termination, canceliation and renewal provisions
and statistics on the number of franchisees; training; site selection; and financial reporting, including
audited financial statements.(11)

(8) See, however, recent developments in Australia, where there is a growing tendency to accept the
principle of good faith also for pre-contractual relations.

9) A valuable source of information regarding legislation on or affecting franchising in 24 different
countries of the world js the Survey of Foreign Laws and Regulstions Affecting International Franchising
prepared by the Franchising Committee of the American Bar Association Section of Antitrust Law, 2nd ed.,
1889. As regards the United States, the Commerce Clearing House (CCH) publish the Business Franchise
Guide, a loose-leaf service containing the text of both federal and state legislation, decisions by US courts and
reports, s

(10} 16 C.FR, § 436,

See P. Zeioman, United States, . p. 2, in Survey of Foreign Laws and Regulations Affecting .
international Franchising, cit. For the text of the FTC Rule and interpretative guides thereto, see CCH, Business
Franchise Guide, at 6080 ff. . . RIS : ceet




-6-

_The North American Securities Administrators Association. (NASAA)12) has also adopted a
Umfonn Franchise Offenng Circular (UFQC) which indicates what information shouid be furmished to
prospective franchisees. The format prescribed varies from that in the FTC Rule, but the substance is
essentially the same. The FTC pemmits the use of the UFOC as an alternative to the basic document
it has prescribed in its Rule. The UFOC has been accepted for use, with minor modifications, in all
states which regulate the offer and sale of franchises by registration andfor disclosure.(! 3 In August
1990 the NASAA adopted a Model Franchise Act to be offered to states and provinces for enactment.
The Model Act requires franchlsors to provide a disclosure document containing detailed information
as above, and in addition requires state administrative agencies to review and approve the disclosure
information and other information prior to all franchise offerings.(14)

To be noted are also the hills for federal Iegzsiahon introduced into Congress on 11 March
1993 "Of interest in the . context of d!sclosure is -the Fair Franchise Disclosure and Consumer
Protect:on Act (19) whlch mtends to codify the current Federal Trade Commission franchise
disclosure rule, add mandatory disclosures of actual operating data relating to sales, costs, and
earnings, prohibil fraud in franchise sales, and fumish a private civil action for injunctive relief and
damages. The law would preempt state laws only to the extent that they provide less protectton to
prospective franchisees that the federal law.(16)

In Canada only the prownce of Alberta has legislation on franchising. (17) until 1983, when a
new Securities Act was adopted, the Quebec Securities Act covered franchising by deﬁmng
"securities” to mean, among other things, "a contract of concession or of franchising under whlch the
concessionary ot the franchisee obtains certain special” nghts respecting the operatmn of an
undertaking”. The new Securities Act does not contain any specific reference to franchlsmg although
it does cover What it calls "investment contracts”, |.e. contracts "whereby 4 person having been Ied to
expect profits undertakes to participate in the risk of a venture by a contribution of capital or loan,
without havmg the required knowiedge to carry on the venture or without obtaining the right to
partlmpate directly in decisions concerning the carrymg on of ihe_venture“ (1 8) .

- Brazil has also introduced a legislative bill Telating 1otfranch|smg confracts (19) This Bill
contains provisions also on other aspects of franchise agreements ‘'such as royaltees and fe -
deals mamiy w:th dtsclosure

(12) The North American Securities Administrators Associstion Includes among its members both US
state and Canadian provincial administrators. For the text of the Uniform Franchise Offering Circular, see CCH,
Business Franchise Guide, at | 5750. The UFQOC was recently revised. The revised edition was adopted by
NASAA on 25 Aprit 1893 and approved by the FTC on 30 December 1993, If is reproduced in CCH, Extra
Edition of the Business Franchise Guide Report, No, 1681, 25 May 1893,

13)p. Zeipman, United States, p. 2, in Survey of Foreign Laws and Regulatfons Affecting International

Franchising, cit.
(14) Report from America by P. ZEIDMAN/A. LOEWINGER/J. GILBERT, in The Journal of International

Franchising and Distribution Law, 1991, p, 147 f.

(18} H.R. 1315, reproduced in CCH, Exira Edition of the Business Franchise Guide Report No. 159 24
March 1893. The two other bills are for a Federai Fuir Franchise Practices Act {H.R. 1316) and for a Federal
Franchise Data and Public Information Act (M.R. 1317), both of which are also reproduced in CCH, Extra Editmn
‘of the Business Franchise Guide Réport No. 1589. ’

! Summary of contents.in.CCH, Extra Edition-of the Business Franchise Guide Report No. 159, 24

March 1993 N

(17) The Franchises Act, Revised Statutes of Alberta (1980 C.F-17), as amended. The text of the Alberta
Francmses Act is reproduced in CCH,, Busmess Franchiss Guide, at 1 7010 f,

{18) see CCH, Business. Francb;se Guide, at §§ 7040.
(19) Federal Senate, Legislative Bill No. 2/82 and House of Representatwes Leg:slatwe Btli No 318!91
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-One country which has enacted legislation regulating franchising in its law on industrial property
is Mexico.(20) Presale disclosure of information to prospective franchisees is required, as is the filing
of information about the franchisor and registration of the transmission of trademark rights fo the
franchisee.

In Europe, the only country with legislation related to franchising is France: on 31 December
1989 Law No. 89-1008, conceming the development of commercial and arfisanal -emterprises. and the
improvement of their economic, legal and social environment@1) was adopted, the first article of
which is relevant for franchising. It is a disclosure law, the details of which were subsequently laid
down in government Decree No. 91-337 of 4 April 1991.(22) : '

As is the case with the American legislation, the laws adopted in other countries require
information to be furished on the franchisor and the directors of the enterprise, on the history of the
enterprise, on its legal constitution, on the intetlectual property concerned, financial statements for the
two preceding years, lists of other franchisees in the chain, information on the franchise agreement,
such as the duration of the contract, conditions for renewal, for termination and assignment of the
contract, as well as on any exclusivities. What varies is the degree of detail which is considered to be
necessary. :

b, Codes of Ethics

The Codes of Ethics adopted by the franchise associations provide that prospective franchisees
have to be provided with accurate and full disclosure, but in general do not contain detailed provisions
as to what is to be understood thereby.

The European Code of Ethics for Franchising adopied by the Ewropean Franchise Federation
{EFF), a federation of the national franchise associations of Austria, Belgium, Denmark, Germany,
France, Italy, the Netherlands, Portugal and the United Kingdom, provides that "[ijn order to allow
prospective Individual Franchisees to enter into any binding document with full knowledge, they shall
be given a copy of the present Code of Ethics as well as full and accurate written disclosure of all
information material to the franchise relationship, within a reasonable time prior to_lth_e execution of
these binding documents”.(23} The EFF is in the process of Jaying down guidelines on how this
reference to disclosure should be interpreted. The Code further provides for a general objigation that
"[aldvertising for the recruitment of Individual Franchisees shall be free of ambiguity and misleading
statements",(24) specifying that “[alny publicly available recruitment, advertising and publicity
material, containing direct or indirect references to future possible results, figures or eamings to be

(20) Law on Industrial Property, published in the Diario Oficial, 27 June 1991, effective as of 28 June
1881. The relevant sections of this law are reproduced in the CCH, Business Franchise Guids, at 1 7210, in an
English transiation by CCH staff and the Monterrey Office of the law firm of Brownstein Zeldman and Schomer,
Washington, D.C. See also Study LXVIIi - Doc. 4.

(21} Loi n* 89-1008 du 31 décembre 19889 refative au développement des entreprises commerciales et
artisanales et a f'amélioration de leur environnement économique, juridique et social, published in the Journal
Cfficiel of 2 january 1990. The original text of the law is reproduced in Study LXVill - Doc. 8.

(22) pacret n" 91-337 du 4 avril 1991 portant appiication de larticle 197 da e lof n° 89-1008 du 31
décembre 1989 relative au développement des entreprises commerciales et artisanalas et a 'amélioration de leur
environpement économique, juridigue et social, published in the Journal Officiel of 6 April 1891 (a correction to
the Decree was published in the Journal Officiel of 4 May 1891}, The original text of the decree is reproduced in
Study LXVill - Doc, 8. : '

{23) clause 3.3,

{24} Clause 3.1.
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expected by Individual Franchisees, shall be objective and shall not be misleading”.(85) The
European Code is applicable to the members of the national associations which are members of the
EFF.

in addition to the Furopean Code which it has adopted as a member of the EFF, the British
Franchise Association (BFA) has adopted an Extension and Inferpretation of the Code that contains
further indications on its application and on how some of its terms should be understood. As regards
disclosure, this Extension and Inferprefation states thal "[tjhe objectivity of recruitment literature
(Clause 3.2) refers specifically o publicly available material. it is recognised that in discussing
individual business projections with Franchisees, Franchisors are invariably involved in making
assumptions which can only be tested by the passage of time".(26) :

The Code of Principles and Standards of Conduct of the American Infernational Franchise
Association provides that "[firanchise relationships should be established by a clear and unambigous
franchise agreement, and by prior delivery of clear and complete disclosure documents as required
by faw".(27) This general obligation is reiterated further on in the Code, where it is stated that "[...] in
the advertisement and grant of franchises, a franchisor shall comply with all applicable laws and
regulations. Disclosure documents shall comply with all applicable legal requirements"(za) and "fajli
matters material to the granting of a franchise shall be contained in or referred to in one or more
written documents, which shall clearly set forth the terms of the relationship and the respective rights
and obligations of the parties. I...] Disclosure documents shall be provided to a prospective franchisee
on a timely basis as required by law". (29) |n this case it is therefore 1o the franchlse iegls!atlon that
one must turn to have a clearer idea of what is required as to disclosure.

3. SPECIFiCc DiISCLOSURE REQUIREMENTS

As indicated above, the type of information which the different instruments require to be
disclosed does not essentially differ from one instrument to another. The main difference lies in the
amount of information to be furnished. The following table is intended to provide a comparative
survey of the different items indicated in the legislative texts referred to in Section 2, lit. a above. In
view of the fact that a few of the texts consulted are very detailed, the information is provided in
summ:afY_'_form.(so) It should be borne in mind that the instruments concemed were created for
domestic franchising and not for international franchising. Thus, when these requirements are
examined for the purposes of this paper, consideration should be given also to the appropriateness of
adopting similar requirements for an international setting.

(25) clause 3.2.

(26) Clause 2.

27) Section IlI, Clause 1 para. 2.

8) Section IV, Clause 1 para. 1.

29} section IV, Clause 1 para. 2.

(30) For the text of the instruments consulted, see Study LXVIH - Doc. 8. For a comparison of disclosure
requirements, see P.F. ZEDMAN/A P. LoBWINGER/R., MADDEN/F, ZaiD/F. M. ABELMAN, Pre-sale franchise disclosure:
a review and comparison of disclosure requirements in France, the United Stafes and Canada, in Journal of
international Franchising and Distribufion Law, 1883, p. 21 ff.
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Most of the items included in the above table are items which could be of relevance to a
prospective franchisee in the evaluation of the franchise offered. It is, however, submitted that what is
important is not so much the sheer quantity of information furnished as its quality: too much-
information might even be confusing, particularly to someone who is new to business, evenif
- admittedly the amount of information necessary for a prospective franchisee with no business
experience might well be very different from the amount of information that a prospective sub-
franchisor, who often has considerable experience, would judge to be necessary. Any instriment that
is intended to cover both situations would have to create a balance between these different needs.
Furthermore, the right of the franchisor to keep certain information confidential must not be infringed.

Ii. CHOICE OF LAW AND JURISDICTION

in the context of the preparation of a uniform instrument for franchising consideration must be
given to the extent to which the problems which arise in relation to choice of iaw and jurisdiction are
specific to franchising. From a brief examination of the issues which arise it would appear that they
are not specific to franchising, but exist also in relation to other types of agreement. One of the issues
commonly identified as a source of abuse in franchise relationships is that of choice of law and
jurisdiction. The reason for this is that in the majority of cases franchisors will impose their own law
and this places franchisors at an advantage vis-a-vis the franchisees or sub-franchisors who in most
cases will have little or no knowledge of that law.

The choice of the franchisor's law as the law applicable to the contract could be seen as an
expression of the will of the parties. In view of the different bargaining position of the parties to a
franchise agreement, such an assertion could however be questioned. it could, in fact, be argued that
the agreement is more in the nature of an adhesion contract and that the franchisee is therefore in the
~ position of having to either take it or leave it. The situation will no doubt vary from case to case, some
franchisors being more willing than others to have a law other than their own apply to the contracts.
There are, however, those that are reluctant, not the ieast because having franchise outiets or sub-
franchisors in a series of different countries would then mean having just as many different laws
applying to their contracts,

Taking' this point one step further, a situation might be envisaged where more than one iaw is
applicable to the same contractual relationship. This question is related to that of the nature of the
franchise agreement. Is it an agreement of a type which will fit into any one of the-already established
categories, or is it a new type of agreement which it is not possibie to include in any such category? Is
it 2 single agreement or is it a series of separate agreements, each of which could in theory have a
different law applicable to it? Is it a divisible contract with the consequence that everi if it is a single
contract different parts of it could be governed by different laws? What is the situation when the
parties do not provide for an applicable law? Could also in this case more than one law be applicable
io the contract?(31) '

(3 For a discussion of this point, see M. HigsTanp, Die international-privatrechtliche Beurteilung von
Franchisevertrige ohne Rechtswahikiausel In Recht der internationalen Wirtschaft 1883, p. 173 fT. The author
discusses the guestion of which law should be considered to be the law of closest approximation in franchising
confracts, particularly as regards trademark licences. He arrives at the conclusion that it should be the
franchisor's law which should be applicable, as otherwise there is & risk that franchisees of the same franchisor
located in different countries could be rufed by different laws, which is a situation the author feeis could be
detrimental 1o the unity of the franchise system. See aiso Ch. WiLDHABER, Franchising im internationalen
Privatrecht, 8t. Gallen 1981, p. 70 ff. and M.G. WiTTHAUS/S .M. WiERzZBA, Mercosur Conflictos de foyes que
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There is, in fact, nothing to prevent parties from agreeing to have more than one iaw apply to
their contract, such as when parties agree that the contract should be governed by one faw and
special questions under the contract should be governed by another law. If the parties have referred
to more than one law, the validity of such an agreement will depend upon the type of contract to
which it applies and upon the interest underlying such a choice.(32) Ariicle 3(1) of the 7980 Rome
Convention on the Law Applicable to Contractual Obligations covers this case by providing that "[...]
By their choice the parties can select the iaw applicabie to the whole or a part only of the contract”, as
does Article 7(1) of the Draft Infer-American Convention on the Law applicable fo Intemational
Contractual Arrangements currently being prepared by the Organization of American States. Clearly
what the parties are aliowed to do and the extent to which any choice made by the parties will be
accepted will depend on the proper law of the contract.

The question of choice of jaw and jurisdiction was addressed in the survey conducted in
cooperation between the Committee on International Franchising of the Infernational Bar Association
Section on Business faw (Committee X} and Unidroit with a view to the preparation of a legal guide to
master franchise agreements. This survey did not examine the situation where more than one law is
applicable 1o a franchise agreement, but instead covered more common issues such as the
willingness of courts in the countries considered to accept the choice of law made by the parties,
which law is in general that chosen, how the courts are likely to proceed in the application of a foreign
law, and problemns associated with the enforcement both of decisions rendered by courts and of
arbitral awards.(33)

The picture that emerged did not vary greatly from one country to the other. There was a
general acceptance of the freedom of the parties to choose the law they wanted to apply o the
contract,(34) and in general respondents felt that national courts were not reluctant to apply a foreign
law. The means by which courts obtain information as to the content of foreign laws varied, a majority
of countries however admitting expert evidence. One point which would merit consideration in this
connection is whether the cost or difficulty of obtaining information on the law of a particular nation is
likely to influence the court, and also what effect the expense incurred in obtaining that information,
which can be considerable, has on the possibility actually to apply the law chosen by the parties.

An interesting question in the context of master franchise agreements is whether the same law
should apply to both the master-franchise agreement and sub-franchise agreements. The IBA/Unidroit
survey indicated that it was both possible and usual to have different laws apply to the master
franchise agreement and to the sub-franchise agreements, even if doubts were expressed by some
respondents as to the advisability of having such an arrangement, If the situation referred to above,
where more than one law is applicable to the same contract, were to be admitted also in the case of
master franchise agreements, a very complicated spectrum of laws could resutt.

comprometen elementos de Jos contratos, con especial referencia al contrato de franchising, in Revista de
derechg Privado y Comunitario, 3. Contratos modernps, Buencs Aires 1993, p. 477 . '
2) See O. LanDo, The Conflict of Laws of Contracts -~ General Pnnc.rplas in Recueil des Cours, 1984,

VI, p. 304 1. On the question of choice of law and mandatory rules of faw in the case of franchise agreements,
see E. JAYME. Rechiswahiklsusel und zwingendes ausiéndisches Recht beim Franchise-Vertrag, in IPRax 1983,

105 ff,
P (39) For the results of the survey as at 1 May 1993, see Study LXVIil - Doc. 6, which examined the
answers from Argentina, Austria, Brazil, Canada, Hong Kong, Indonesia, Ireland, italy, Korea, Mexico, Norway,
New Zealand, Poriugal, Smgapore Sweden, watzer!and the United Kingdom, the United States of America and
Yugoslavia.

¢ (34) With the exception of certain areas of law for which the Jocal law would always be applicable, such
as real estate law, criminal law, competition law, intellectual and industrial property law and in. general any taw

which could be considered to be a law of public policy.
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In general where no law had been chosen by the parties the survey indicated that courts would
be most likely to apply their national law, even if in certain cases the application of one law rather
than another would depend on factors such as where the contract was to be performed or where it had
been concluded, or on which law was the law of closest approximation. -

Courts in practically all the countries examined were seen as being likely to accept jurisdiction
when no law had been chosen by the parties, aithough again in some cases conditions were attached
to the acceptance, such as the defendant being domiciled in the country, the suit being brought by a
foreign franchisor against a local sub-franchisor or one of the parties or the contract having
connections with the country concemned. Such conditions are, however, clearly not specific to
franchising.

The role of arbitration in franchising, and in international francﬁhising in particular, would need to
be considered further, although again it is the proper law of the contract which determines what rules
should apply. According to lawyers practising in the fieid of franchising arbitration is gaining favour

with the franchising community, as are other means of dispute resolution such as mediation. Whether

or not there is such a tendency might, however, vary from country to country depending on the court
system and the expense involved. In certain casés arbitration might even be more time-consuming
and more expensive than the national courts. What also should be considered is the relative freedom
of arbitrators as against judges in applying the law chosen by the parties. Arbitrators are not
necessarily bound by a particular domestic law. There is, in fact, a growing tendency to permit
arbitrators to base their decisions on principles and rules different from those adopted by State
courts.(38) The UNCITRAL Model Law on Intemational Commercial Arbitration even states expressly
that “ftlhe arbitral tribunal shall decide the dispute in accordance with such rules of law as are chosen
by the parties as applicable to the substance of the dispute".(35) This tendency would appear to be
confirmed aiso by the lBAfUnidroit'survey which indicated that courts would be more likely to
recognise the validity and enforceability of a choice of law and forum clause in an arbitration
provision. :

The conclusion one can draw from the above brief considerations is that choice of faw and
jurisdiction is not a problem particular to franchising. It is true that it is an area which can be
particularly complicated in franchise relationships, but it is much less certain that it is feasible to
elaborate solutions of a more general nature specifically for franchising in any detail. it is instead
suggested that choice of law and jurisdiction is more appropriately considered in refation to the other
areas of investigation.

Iil. THE TRIPARTITE RELATIONSHIP OF MASTER FRANCHISE AGREEMENTS

Tripartite relationships such as that which exists between the franchisor, the sub-franchisor and
the sub-franchisees in a master franchise arrangement give rise to problems which derive from the
nature of the relationship itself.

(35) see M.J. BONELL, Uniffcation of Law by Non-Legislative Means: the Unidroit Draft Principles for
International Commercial Contracts, in The American Journal of Comparative Law, Vol. 40, 1992 p. 617 ff. (630

f).
) {38) Article 28(1).
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The first of these problems concerns the use of trademarks, as in some jurisdictions restrictions
or conditions are imposed by legistation, court decisions or customs upon the ability of the owner of
the trademark (the franchisor) to grant the right to another (the sub-franchisor) to sub—licenbe‘the use
of its trademark. This is particularly the case in common law jurisdictions such as the UK, Canada and
Ireland, where sub-licensing could put the trademark in jecpardy. in some countries, such as Canada,
it is possible for sub-franchisors and sub-franchisees to be registered as registered users, but they
wouid not be permitted to transfer the right to use the trademarks. As regards the trademark there
would in other words need to be a relationship between the franchisor and the sub-franchisees. The
situation is different in the USA where there -appear to be no such restrictions, but the master
franchise agreement would have to grant the sub-franchisor the right to sub-licence. The guestion of
whether sub-franchisors and sub-franchisees are entitled to institute proceedings for infringement or
passing off against third parties is another issue which must also be considered in this context.

The franchisor as the owner of the intellectual and industrial property is normally seen as the
owner also of the improvements made by franchisees, although this is a point of potential
controversy. What instead appears 10 be less potentially controversial is whether a franchisor could
enforce its rights and force the sub-franchisor or a sub-franchisee to stop using its trademark after the
termination, expiry or assignment of the master franchise ‘agreement. The IBA/Unidroit survey
revealed that this would be possible in the countries surveyed. Similarly, as the owner of the mark the
franchisor would be able to prevent a sub-franchisee from using the trademark as a result of the sub-
franchisee misusing it, despite the fact that the franchisor is not a pary to the sub-franchise
agreement. -

An important issue concerns the existence of liability on the part of the franchisor for acts of the
sub-franchisor and sub-franchisees simply as a result of the relationship which exists between them
and of the control exercised by the franchisor, or as a result of their use of the trademark of the
franchisor. It is, however, an issue to which approaches vary greatly, depending on how the franchise
agreement is viewed. If, as has happened, it is considered to be comparable to consumer contracts
the chances are that the liability imposed will be far greater than would be the case if it is seen as an
agreement between independent entrepreneurs, each of which assumes liability for his actions. If the
franchisee or sub-franchisor is seen as the agent of the franchisor the franchisor might again be found
liable, as would undoubtediy also be the case if the franchise agreement were to be equated with an
empioyment contract. '

An issue raised is whether it should be possible for the franchisor to become a party to the sub-
franchise agreements, alhbeit only in relation to specific issues such as the enforcement of obligations
deriving from the sub-franchise agreement. The question is, however, whether the independence of
both the sub-franchisor and the sub-franchisees might not be jeopardised if this were possible. The
nature of the agreement might in fact be modified by the inclusion of a provision to this effect, even if
such an inclusion were to be to the advantage of the sub-franchisees.

It is perhaps above all in relation to termination that difficult issues have to be resolved
between franchisor, sub-franchisor and sub-franchisee.

The word "termination” is often used fo cover what in reality is more than one situation, namely
expiry of the contract, non-renewal, termination for breach and termination for good cause. The
problems which arise in connection with these different situations are t¢ a certain extent similar,
although distinctions must be made between the different types of franchise agreement. As indicated
above, intellectual and industrial property issues can be particularty complicated in master franchise
agreements, depending on the provisions of the applicable law, and these issues will naturally be
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brought forward into the termination situation: the rights, if any, of the franchisee fo any
improvements he has made to the franchise is & case in point. '

The question of the ownership of the goodwill of the franchise is of great importance but is
often not clearly regulated in franchise agreements, with the consequence that a large number of the
disputes which arise in relation to franchise agreements concern precisely this.(37)

Perhaps the most fundamental question relates to the legal effects of the expiry or non-renewal
of the master franchise agreement, not only on the activity of the sub-franchisor, who would lose the
rights granted by the agreement (e.g. the right to grant franchises to sub-franchisees, the rights to use
the trademnarks of the franchisor, etc.}, but also on the sub-franchise agreements.

As the sub-franchise agreements derive from the master franchise agreement the guestion is
whether they would automatically terminate as a result of the ending of the master franchise
agreement. There does not appear to be any clear answer to this question. One view is that as the
rights granted in the sub-franchise agreements were derived from the master franchise agreement the
ending of the latter must inevitably result in the ending of the former as those rights no longer exist.
Another view is that the sub-franchise agreements are not automatically terminated as the franchisor
and the sub-franchisees have no contractual relationships as the sub-franchise agreement was
concluded between the sub-franchisor and the sub-franchisees and not between the franchisor and
the sub-franchisees. '

In this context consideration should be given to possible differences between the normal expiry
of the master franchise agreement, for which case it might be argued that sub-franchise agreements
would in any case never be permitied to extend beyond the duration of the master franchise
agreement, and termination as a resuit of breach on the part of the sub-franchisor. In the latter case it
wouid be inordinately hard on the sub-franchisee to find that his contract is automatically terminated.
The possibility to seive this problem by the incorporation of assignment of rights clauses or third party
beneficiary clauses in the master franchise agreement, or by the incorporation of clauses in both the
sub-franchise agreement and the master franchise agreement stating that the franchisor assumes afl
rights and obligations of the sub-franchisor, would need to be further considered.

The consequences of the development of a second network of sub-franchisees by a new sub- .
franchisor on the sub-franchisees of the first sub-franchisor should also be carefully considered.
Complications in this respect would include possibly conflicting tenitorial exclusivity and problems for
the franchisor in maintaining the quality standards of the performances of the sub-franchisees of the
first sub-franchisor, and indeed of the first sub-franchisor as well if he were still to be operating in an
interim period. '

One question which has not been examined as closely as it would merit is that of good cause
for the termination of a franchise. This refers to the situation where, as a result of a change in
economic policy of the frénchisor, franchises are terminated despite the fact that no breach of any
contractual obligation is involved. This issue has been tried in the United States, but there would not
appear to be any uniform policy on the part of the courts.(38) To a certain extent differences in
evaluating whether the market withdrawal of the franchisor constitutes good cause might be due to

(37) For a discussion on this point, see RA Davis-COATES, Goodwill and the termination or expiry of
franchisg agreements, in Journal of International Franchising and Distribution Law, 1893, p. 150 ff
YOn this point see R.M Reynowps, Good Cause for Franchise Termination: An lreconcilable
Difference betwsen Franchisee Faull and Franchisor Market Withdrawal?, in Brigham Young University Law
Revisw, 1982, p. 785 ff.
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differences in legislation between the states, but the importance of the evaluation of the individual
judge should not be underestimated. :

. The issues indicated above are a selection of those which are the most likely to lead to
controversy in the tripartite refationship of master franchise agreements, but are not the only ones. At
this stage it is difficuli to estimate whether or not it wouid be possible to regulate these .issues at
international level, or indeed whether or not it would be appropriate fo do so. Further consideration of
these issues is necessary before any conclusion can be arrived at in this respect.

CONCLUSION

The purpose of this paper was io present in greater detail the areas which previous
investigations had identified as those most amenable to treatment at international level. The
conclusions which may be drawn from this brief exposé confirm the conclusions already reached,
namely that the area most suitable is that of disclosure, that choice of law and jurisdiction is more
appropriately dealt with only where necessary and not as a possible topic for separate treatment, and
that certain problems which may arise in connection with the tripartite relationship of master franchise
agreements need to be more carefully considered before any final decision is taken as to whether
any, or all, of them could and shouid be solved at international level.

Prior to the prepafatian of any instrument on disciosure there are a number of questions which
should be decided, such as the nature of the instrument to be prepared (intemational convention,
uniform law or model law) and who the intended addressees of the instrument are. Would it be a
model faw which would apply only io the domestic scene, or would it also apply to intemational
relations? The interest of an instrument might also depend on what decision is taken in this respect.
While a model law catering only for domestic agreements would not be interesting to, for instance,
the United States where domestic franchising is already heavily regulated, a model law catering for
international relations might be of more interest, (39) Once these quesiions have been solved, it will
be possible {0 decide the exact contents of the instrument, what items should be included and in what
detail.

(3% H.B. LowrLL, W.A. ScoTT and L.J. PLave state in their article Extra-territorial appiication of US
franchise registration and disclosure laws in infernational franchise transactions (Joumnal of International
Franchising and Distribution Law, 1983, p. 8 ff.) that "[u]nder the current system, US franchisors are faced with a
set of federal and. state disclosure standards that were never meant to apply to international fransactions; thus,
the US franchisor trying to comply is faced with an impossible task of trying to divine the actual obligations that
a government agency or court may later apply. Therefore, the US franchisor may never be certain that despite -
its best efforts, liability does not lurk just around the corner” (at p. 14).



