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Introduction
Franchising is a national and international 
strategy for growing a business. A franchise 
is a business and contractual relationship 
between a franchise owner called a franchi-
see and a franchise seller called a franchisor. 
Franchising begins with a franchisee seeking 
to buy a franchise from a franchisor. Fran-
chising involves an agreement. The franchi-
sor grants the franchisee, for a defined time 
period, the right to use the franchisor’s busi-
ness model and intellectual property, such 
as signs and logos, trademarks and service 
marks, business plans and operations manu-
als, necessary to operate the business. The 
franchisor also provides marketing and sales 
assistance, training, operating manuals, and 
other assistance to promote and grow the 
brand. In return, the franchisee pays an ini-
tial franchise fee, regular royalty payments 
on sales, and sometimes other payments, 
like advertising fees, to the franchisor.1 The 
word “franchise” originated from the French 
word for freedom and involved a ruler’s 
grant of a royal privilege to a subject “to per-
form public or other services in exchange for 
consideration.”2 But franchising has become 
synonymous with almost complete franchi-
sor control and rigid uniformity.3 Franchisor 
control over the franchisee is usually almost 
100 percent. 

“Franchisors typically display an intense 
commitment to standardizing routines and 
services across affiliated units. McDonald’s 
standardized every aspect of operations, in-
cluding food preparation, customer service, 
and cost control.”4 For example, a McDon-
ald’s franchise agreement reads: 

The McDonald’s System is a com-
prehensive restaurant system for the 
retailing of a limited menu of uniform 
and quality food products, emphasiz-
ing prompt and courteous service in a 
clean, wholesome atmosphere…. The 
foundation of the McDonald’s Sys-
tem and the essence of this [Franchise] 
is adherence by [Franchisee] to standards 
and policies of [Franchisor] providing for 
the uniform operation of all McDonald’s 

restaurants…including, but not limited to, 
serving only designated food and beverage 
products; the use of only prescribed equip-
ment and building layout and designs; 
strict adherence to designated food and 
beverage specifications and to Licensor’s 
prescribed standards of Quality, Service, 
and Cleanliness….5

Why Franchising?
Why has franchising grown so much com-
pared to alternatives, like company-owned 
outlets, independent dealerships, or inde-
pendent distributorships? 

Since franchisors often offer proven suc-
cessful business models, many individuals 
interested in starting businesses choose fran-
chising over more independent alternatives. 
A powerful incentive for them to do so is the 
high, new-small-business-failure rate—ac-
cording to the U.S. Small Business Admin-
istration, only “about half of all new estab-
lishments survive five years or more[,] and 
about one-third survive 10 years or more.”6 
“Franchising makes the possibility of owning 
one’s own business available to thousands of 
people to whom it otherwise would not have 
been available. For those [having] no previ-
ous business experience, franchising may of-
fer a shortcut to ownership of a business.”7

“For the most part, franchising substan-
tially reduces the risk of owning and running 
a new business.” Franchising is based on the 
franchisee’s right to use the franchisor’s in-
tellectual property, like trademarks, service 
marks, signs, and logos. Since potential cus-
tomers recognize the franchisor’s intellectual 
property, they are likelier to become franchi-
see customers. “Because the franchisor usu-
ally has an established product or service, the 
franchisee runs considerably less risk of fail-
ing to launch a new product.”8

Franchising reduces the barriers to open-
ing a business. The franchisee does not have 
to create a product or service, find a loca-
tion without help, or identify a market with-
out help. Due to the franchisor’s economic 
power, raising capital is much easier. Find-
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ing a desirable location and leasing desirable 
building space are easier.9

Franchising makes running a business 
easier. Many franchise systems provide es-
tablished suppliers, “accounting systems tai-
lored to the business, train the franchisee in 
operations, and provide continuing guidance 
and counseling.”10

The franchisee can take advantage of the 
franchisor’s greater purchasing power and 
thus obtain lower supply and service prices 
from franchisor purchase of greater volumes 
of these supplies and services.11

But franchising also has a downside for 
franchisees. “Most first-time franchisees 
barely survive the ordeal of opening a single 
unit. Getting a business off the ground can 
gut bank accounts, spike stress levels, and 
create 80-hour workweeks.”12

For franchisors, franchising also has 
some big advantages over alternatives. Fran-
chising enables the franchisor to create and 
“maintain a large number of consumer out-
lets to distribute his products without hav-
ing to invest his own money in the retail end 
of the operation. This is perhaps the prime 
advantage of franchising as an alternative to 
company-owned sales outlets. A vast distri-
bution system can be quickly accomplished 
with a relatively [low investment] in sales 
outlets.”13

“Franchising is a method for spreading 
the capital cost of market expansion. Increas-
ing the market for any product or service 
usually requires expenditures in facilities, 
sales outlets, personnel, inventory, and ad-
vertising. Immense effort must be put into 
opening a new market, and there is always 
a risk of failure. In franchising, the franchi-
see bears a considerable portion of these bur-
dens, especially the cost of establishing new 
outlets and the risk of opening new markets. 
The franchisor is thus relieved of this cost[,] 
but nonetheless receives a fee for the use of its 
name, trademarks, and business concepts.”14

Compared to alternatives, franchising of-
ten enables a franchisor to expand a product 
or service market more rapidly. Rapid ex-
pansion often enables a franchisor to capital-
ize on product or service market opportuni-
ties more rapidly and thus increase sales and 
even dominate a market.15

Franchising enables a franchisor to capi-
talize on its intellectual property to create 
and market related products or services. For 
example, a hair salon franchisor can create 
hair salons and market hair care products at 

franchise outlets, an ice cream manufacturer 
can franchise ice cream shops, or a picture 
frame manufacturer can franchise “do-it-
yourself framing” outlets.16

Franchising enables a franchisor to mar-
ket complex products demanding substantial 
maintenance or repair. “Through franchis-
ing, the franchisor may provide for a net-
work of franchisees…trained and qualified 
to service the product without incurring the 
cost of setting up service centers itself.” The 
franchisor can control how the franchisee 
services the products,17 and the franchisor 
can train the franchisee’s employees on how 
to service the products. In addition, the fran-
chisor can require the franchisee to maintain 
defined maintenance and repair equipment 
and a defined parts inventory. For example, 
in the motor vehicle, bicycle, and agricultural 
equipment lines of business, the manufactur-
ers require and arrange for necessary train-
ing of the franchisee’s employees on how to 
service these complex products, necessary 
servicing equipment, and the necessary parts 
inventory.18

“Franchising has inherent efficiencies as 
a method of doing business….it relieves the 
franchisor of the burden of managing indi-
vidual sales outlets and of carrying the over-
head and burden associated with those busi-
nesses.” Moreover, the franchisor can secure 
lower prices for supplies and services with its 
greater purchasing power arising from “hav-
ing many different outlets selling identical 
products or services[,] thus needing the same 
components, ingredients, and the like. In ad-
dition, “individual franchise [owners]…tend 
to be more productive than employee man-
agers of company-owned stores.”19

Franchising enables franchisors to capital-
ize on franchisees’ knowledge of local mar-
ket conditions.20 Finally, franchising often 
enables franchisors to avoid the burdens and 
costs of complying with federal and state la-
bor and employment laws and to pass these 
burdens and costs to franchisees. 

The vast majority of courts have conclud-
ed that the franchisor-franchisee relationship 
is not an employer-employee relationship, 
but an independent contractor relationship.21

“One of the hallmarks of franchising as a 
business model is that franchisors seek to en-
sure that their franchisees are seen and treat-
ed as independent contractors[,] rather than 
as employees.”22 The franchisee’s employees 
are usually not the franchisor’s employees, 
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but a joint employer situation can arise in 
some circumstances.

Franchising Is a Growing and Im-
portant Part of Our Economy
Since 1945, franchising has mushroomed into 
a large and growing part of our economy. 
According to International Franchising Asso-
ciation (IFA) estimates, despite the recent 
severe recession, the number of franchising 
establishments remained substantial. Since 
2011, the number has rebounded almost to 
its prerecession level: 

2007: 770,835
2008: 774,016
2009: 746,646
2010: 740,335
2011: 735,571
2012: 747,359
2013: 757,857
2014: 769,683

2015 (Estimated): 781,79423

Franchise employment has remained 
substantial. The number of direct franchise-
based employees has far surpassed its prere-
cession level:

2007: 7,994,000
2008: 8,028,000
2009: 7,800,000
2010: 7,786,000
2011: 7,934,000
2012: 8,127,000 
2013: 8,334,000
2014: 8,569,000

2015 (Estimated): 8,816,00024

Franchising’s gross domestic product has 
also far surpassed its prerecession level: 

2007: $403 Billion
2008: $410 Billion
2009: $405 Billion
2010: $414 Billion
2011 $434 Billion
2012: 453 Billion 
2013: 473 Billion
2014: 495 Billion

2015 (Estimated): 521 Billion25

“`Franchising is an American success 
story. Independently owned and operated 
local franchise businesses are growing faster, 
creating more jobs at a quicker pace and pro-
ducing higher sales growth than other busi-
nesses. Franchising is an engine of economic 
expansion in the United States[,] and 2015 
looks to be another strong year for franchise 
businesses[.]’”26

Over the last three decades, franchising 
has spread rapidly around the world.27

Federal Pre-Franchise Agreement 
Disclosure Requirements
Before the parties can sign a franchise agree-
ment, federal regulations require the franchi-
sor to disclose extensive documents, facts, 
and information to the franchisee. The rel-
evant federal rule is the FTC Disclosure Rule 
known as the Amended FTC Franchise Rule, 
the New FTC Franchise Rule, or just the FTC 
Franchise Rule (FTC Rule).28 The Original 
and Amended FTC Rules have created mini-
mum federal disclosure requirements. The 
FTC Rule does not preempt nonconflicting 
state laws requiring greater disclosure.29 On 
December 21, 1978, the FTC issued the Origi-
nal or Old FTC Rule effective October 21, 
1979, mandating franchisor presale disclo-
sure of 19 items of documents and informa-
tion to potential franchisees.30 On March 30, 
2007, the FTC amended the Original or Old 
FTC Rule and issued the Amended or New 
FTC Franchise Rule mandating franchisor 
presale disclosure of 23 items and optional 
presale disclosure of one more important 
item under strict accuracy conditions.31 The 
Original and Amended FTC Rules’ main 
purpose is to prevent franchise fraud.32 The 
24 items are: 

1. The Franchisor’s Identity and any 
Parents’, Predecessors’, and Affili-
ates’ Identities 

2. The Franchisor’s Business Experi-
ence

3. The Franchisor’s Litigation His-
tory

4. The Franchisor’s Bankruptcy His-
tory

5. The Franchisor’s Required Initial 
Fees

6. The Franchisor’s Required Other 
Fees

7. The Franchisor’s Estimated Initial 
Franchisee Investment 

8. The Franchisor’s Restrictions on 
The Franchisee’s Products and 
Services Sources 

9. The Franchisee’s Obligations to 
the Franchisor 

10. Financing Available to the Fran-
chisee

11. The Franchisor’s Assistance, Ad-
vertising, Computer Systems, and 
Training Available to the Franchi-
see
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12. The Franchisor’s Territories Policy 
13. The Franchisor’s Trademarks 

Available to the Franchisee. 
14. The Franchisor’s Patents, Copy-

rights, and Proprietary Informa-
tion Available to the Franchisee 

15. The Franchisee’s Obligation to 
Participate in the Actual Opera-
tion of the Franchise Business 

16. The Franchisor’s Restrictions on 
What the Franchisee May Sell

17. The Franchisor’s Renewal, Ter-
mination, Transfer, and Dispute 
Resolution Policies 

18. Public Figures Involved in the 
Franchise Marketing or Sales Pro-
gram

19. The Franchisor’s Financial Perfor-
mance Representations to Poten-
tial Franchisees 

20. The Franchisor’s Company and 
Franchise Outlets and Franchisee 
Information

21. The Franchisor’s Current, Audited 
Financial Statements 

22. The Franchisor’s Proposed Fran-
chise Agreement Provisions De-
scriptions

23. The FDD Delivery Receipts 
24. Exhibits-The Franchise Agree-

ment33

Regarding Item 19, Financial Performance 
Representations, if the franchisor discloses 
any such representations, they must be accu-
rate.34 The franchisor cannot disclaim or com-
pel the potential franchisee “to waive reli-
ance on any [FDD representation].” The FTC 
Rule bars the franchisor from disclaiming or 
compelling a prospective franchisee to waive 
reliance on any FDD representation, unless 
the disclaimer or waiver relates to contract 
changes resulting from franchisor-franchisee 
negotiations.35 The franchisor must disclose 
the mandatory documents, facts, and infor-
mation to the potential franchisee at least 14 
days before the potential franchisee signs a 
franchise agreement or pays a payment to 
the franchisor or a franchisor agent or affili-
ate related to the proposed franchise sale.36

If the potential franchisee asks the franchi-
sor to disclose the mandatory items earlier, 
the franchisor must do so.37 If not disclosing 
financial performance information, the fran-
chisor must include a prescribed preamble 
warning prospective franchisees not to rely 
on its agents’ and employees’ unauthorized 
financial performance representations.38

The franchisor must disclose the items 
above in a uniform format document called a 
Franchise Disclosure Document (FDD).39 The 
FDD’s documents, facts, and information 
must be current as of the close of the franchi-
sor’s fiscal year.40 Within a reasonable time 
after the end of each quarter, the franchisor 
must prepare and furnish FDD updates to 
potential franchisees.41

If the franchisor changes any proposed 
franchise agreement provision materially 
and unilaterally, the franchisor must disclose 
any such change to the potential franchisee at 
least seven days before the potential franchi-
see signs the proposed franchise agreement. 
The franchisor must disclose any such chang-
es in the form of a modified proposed fran-
chise agreement.42 Otherwise, if the franchi-
sor presents a proposed franchise agreement 
materially different from the FDD sample 
franchise agreement, the FTC may proceed 
against the franchisor under the FTC Act for 
a deceptive practice.43

Before furnishing the FDD, the franchi-
sor must notify the potential franchisee of 
available FDD formats and any conditions or 
requirements for obtaining or reviewing the 
FDD in any particular format.44 The franchi-
sor can furnish the FDD, all FDD updates, 
and all FDD changes in electronic formats. 
But the franchisor must furnish the FDD, all 
FDD updates, and all FDD changes to the 
potential franchisee in a form permitting 
the potential franchisee to download, store, 
print, or otherwise maintain them for future 
use.45 Any provided electronic FDDs, FDD 
updates, and FDD changes cannot include 
audio, video, pop-up screens, or any exter-
nal links. But any provided electronic FDDs, 
FDD updates, and FDD changes can include 
internal links and search features.46

FTC Rule Exemptions
The FTC Rule has several exemptions, 
including:
•	 The Minimal Required Payment 

Exemption, which applies to situa-
tions in which required payments 
or payment commitments, until six 
months after the franchisee begins 
operating, total less than $540.47

•	 The Fractional Franchise Exemption, 
which applies to situations in which 
“the franchisee or any of its officers, 
directors, or [parent corporation] 
officers or directors, or [affiliate cor-
poration] officers or directors has 
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more than two years of experience 
in the same type of business, and 
the parties have a reasonable basis 
to anticipate that the sales from the 
relationship will not exceed 20% of 
the franchisee’s total dollar volume 
in sales during the first year of oper-
ation.”48

•	 The Leased Department Exemption, 
which applies to situations where 
“[t]he franchise relationship is a 
leased department[]” defined “as an 
arrangement under which a retailer 
licenses or permits a seller to con-
duct business from its premises[,] 
and where the seller does not pur-
chase goods, services, or commodi-
ties from the retailer or any person 
with whom it requires the seller to 
do business.” Leased departments 
sometimes arise “in certain depart-
ment store departments.”49

•	 The U.S. Petroleum Marketing Prac-
tices Act Exemption, which applies 
to situations where the U.S. Petro-
leum Marketing Practices Act covers 
the franchise relationship.50

•	 The Large Investment Exemption, 
which applies to situations where 
“[t]he franchisee’s initial invest-
ment,” with certain exclusion, 
“totals at least $1,084,900[,] and 
the prospective franchisee signs an 
acknowledgement verifying the 
grounds for the exemption” in speci-
fied language.51

•	 The Sophisticated Investor Exemp-
tion I, which applies to situations 
where “[t]he franchisee (or its parent 
or any affiliate) has been in business 
for at least five years and has a net 
worth of at least $5,424,500.”52

•	 The Sophisticated Investor Insider 
Exemption II, which applies to situ-
ations where at least one buyer “of 
at least a 50% ownership interest in 
the franchise within 60 days of the 
sale, has been, for at least two years, 
an officer, director, general part-
ner, individual, with management 
responsibility for the offer and sale 
of the franchisor’s franchises or the 
administrator of the franchised net-
work; or within 60 days of the sale, 
has been, for at least two years, an 
owner of at least a 25% interest in the 
franchisor.”53

•	 The Oral Franchise Agreement 
Exemption, which applies to situ-
ations where “[t]here is no written 
document [describing] any material 
term or aspect of the relationship or 
arrangement.”54

Kinds of State Franchise Laws
Besides the FTC disclosure rule, there are 
three kinds of state franchise and other laws 
regulate franchising: registration laws, dis-
closure laws, and relationship laws. The first 
two kinds are pre-contract laws, while the 
last kind is a post-contract law. State registra-
tion laws require franchisors to register their 
franchise opportunities with a state agency 
before offering them to potential franchi-
sees. Like the FTC Rule, state franchise dis-
closure laws require pre-contract franchisor 
disclosures regarding the franchise oppor-
tunities. State franchise relationship laws 
regulate post-contract franchisor-franchisee 
relationships. These laws cover such areas as 
franchise agreement terminations, franchise 
renewals, and franchise transfers. The Michi-
gan Franchise Investment Law (MFIL)55 is a 
combination disclosure and relationship law. 
In contrast, California and Wisconsin have 
two separate laws regulating disclosures and 
relationships.

The MFIL has franchise presale disclo-
sure requirements similar to the FTC Rule. 
At least ten business days before the poten-
tial franchisee signs a franchise agreement 
or at least ten days before the franchisor re-
ceives any consideration, “whichever occurs 
first,” the franchisor must provide an FDD or 
similar document to the franchisee disclos-
ing documents and information similar to 
the FTC Rule’s required disclosure.56 In the 
franchise sale process, the franchisor’s direc-
tors, officers, and salespeople must adhere to 
the FTC Rule and applicable state disclosure 
and registration laws strictly. Also, if selling 
franchises in more than one state, franchisors 
must adhere to all the relevant states’ disclo-
sure and registration laws.57

It is important to note that only the FTC 
can enforce its disclosure rule, which does 
not include an express or implied private 
right of action. Instead, an aggrieved franchi-
see must look to its state’s little FTC Rule or 
state franchise or similar law.58

What Is a Franchise?
The FTC Rule and the MFIL have a similar 
three-part franchise definition. To be a fran-
chise, a business relationship must meet 
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these three requirements: (1) a franchisee has 
the right to operate a business identified or 
associated with the franchisor’s logo, sign, 
service mark, trademark or similar intellectu-
al property; (2) significant franchisor control 
over or assistance to the franchisee; and (3) a 
required franchisee payment, a franchise fee, 
to enter the business.59 Whether a business 
relationship is a franchise does not depend 
on which terms the parties use to describe 
their relationship. For example, if the parties 
use terms like “license,” “consulting agree-
ment,” “dealer agreement,” or “distributor-
ship agreement,” but if their relationship has 
the above three characteristics, the courts 
will regard their relationship as a franchise 
and hold applicable the FTC Rule and any 
related state franchise laws.60

The key is not whether the franchisor pro-
vides a trademark or other commercial sym-
bol, exercises significant control, or provides 
significant assistance. The key is whether the 
franchisor represents that, after the franchi-
see signs the franchise agreement, the fran-
chisor provides a trademark or other com-
mercial symbol, exercises significant control, 
or provides significant assistance.61 The fran-
chisor’s precontract and contemporaneous 
representations regarding the relationship’s 
characteristics as of the franchise agreement 
date define and govern the parties’ agree-
ment and their post-agreement relation-
ship.62 The FTC intended for the courts and 
the franchising community to read the three 
franchise definitional elements broadly. For 
example, the word “trademark” encompass-
es other forms of intellectual property, such 
as logos, service marks, symbols, trade dress, 
and trade names.63 “Indeed the right to use 
the franchisor’s mark [including the preced-
ing forms of intellectual property] is an inte-
gral part of franchising.”64

To be significant, the franchisor’s as-
sistance or control “must relate to the fran-
chisee’s overall method of operation—not a 
small part of the franchisee’s business.”65 Ex-
amples of significant control include: 
•	 Site approval for new franchise loca-

tions
•	 Store or center appearance or design 

requirements
•	 Territorial or similar restrictions 
•	 Hours of operation 
•	 Production or service methods 
•	 Accounting practices 
•	 Employment policies and practices 
•	 Marketing campaigns requiring 

franchisee participation or payments 
•	 Restrictions on kinds of clients or 

customers served 
•	 Inventory controls66

Examples of significant assistance in-
clude:
•	 Some kinds of marketing and sales 

assistance
•	 Employee training 
•	 Employment policies and practices 

assistance
•	 Accounting systems assistance 
•	 Site location assistance 
•	 Website assistance 
•	 Systemwide networks assistance 
•	 Detailed operations and similar 

manuals67

The following are not significant assis-
tance or control: 
•	 Some kinds of marketing assistance 
•	 Trademark restrictions 
•	 Compliance requirements with fed-

eral, state, or local laws or regula-
tions68

The FTC reads the minimum payment or 
franchise fee requirement “broadly,” encom-
passing many kinds of payments, including: 
•	 A mandatory initial franchise fee, 
•	 Mandatory rental payments,
•	 Mandatory advertising assistance 

fees,
•	 Some mandatory equipment and 

supplies payments, 
•	 Mandatory training fees, 
•	 Mandatory security deposits,
•	 Mandatory escrow deposits, 
•	 Mandatory accounting charges, 
•	 Mandatory marketing literature 

charges,
•	 Mandatory equipment rental pay-

ments,
•	 Mandatory equipment purchase 

payments for equipment obtainable 
only from the franchisor,

•	 Mandatory continuing royalties on 
sales.69

However, the minimum payment or fran-
chise fee requirement does not encompass 
these kinds of payments: 
•	 Payments for inventory or supplies 

at bona fide wholesale prices 
•	 Payments to third parties for ordi-

nary business expenses70

The FTC Rule defines “franchise,” “fran-
chise seller,” and “franchisee” broadly. The 
FTC Rule defines franchisee as “any per-
son[,] who is granted a franchise.”71 The FTC 
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Rule defines franchisor as “any person[,] 
who grants a franchise and participates in 
the franchise relationship.”72The FTC Rule 
defines “franchise seller” as ”a person that 
offers for sale, sells, or arranges for the sale 
of a franchise[.]”73

Kinds of Franchises and Kinds of 
Franchisee Payments
There are two kinds of franchises—a product 
franchise and a business format franchise.74

A product franchise is a franchise relation-
ship, where the franchisee sells the franchi-
sor’s products or services, sometimes exclu-
sively, sometimes not. While permitting the 
franchisee to use its trademarks and other 
intellectual property, the franchisor does not 
sell a business model or system to the fran-
chisee. The focus is on the product or service. 
Examples include motor vehicle dealerships 
and soft drink bottlers. A business format 
franchise is a franchise relationship, where 
the franchisor sells the right to use a business 
model or system. The focus is on the business 
model or system. The franchisee operates 
under a 100 percent franchisor-controlled 
business model or system. Most restaurant, 
fast food, hotel/motel, and moving franchise 
systems are business format franchises. Fran-
chisees can be single-unit or multi-unit fran-
chisees.75

The franchisor can collect revenue in sev-
eral ways, such as by an initial franchise fee, 
wholesale price markups for inventory sold 
to the franchisee, ongoing royalties, adver-
tising fees, accounting fees, management 
consultation fees, training fees, and location 
selection fees.76

Dealerships and Distributorships
The terms “dealership” and “distributor-
ship” are often considered the same as and 
used interchangeably with “franchise.” They 
meet most franchise definitional require-
ments. But they are different, sometimes far 
different. Although similar to a franchise, 
especially a product franchise, a dealership is 
just different enough from a franchise to trig-
ger different legal standards. Compared to a 
franchisor, a manufacturer’s control over its 
dealer is usually less. A manufacturer’s mar-
keting assistance is usually less comprehen-
sive. The manufacturer does not charge the 
dealer an initial fee. Rather, the manufacturer 
makes money from selling inventory to the 
dealer. Examples of dealers are motor vehicle 

manufacturers, agricultural equipment deal-
ers, and office equipment dealers.77

In contrast, a distributorship differs from 
a franchise greatly. The manufacturer “rarely 
provides a marketing system or plan[.]” The 
manufacturer “may, at most, provide some 
advertising support or assistance in promot-
ing the product.” The distributor does not 
pay any initial fee for the right to sell the 
[manufacture’s] products or to use its trade-
mark.” Distributorships include wholesalers 
and certain kinds of retailers, such as indus-
trial chemicals, equipment, and machinery.78

Disclosure and Registration
In twelve states, the franchisor must file its 
offer with a state agency. In three states, the 
franchisor cannot sell franchises without first 
furnishing a disclosure document to the fran-
chisee,  but they do not require registration. 
To register, the franchisor files an FDD with 
applicable state additions and the required 
fee with a state agency. The state agency 
reviews and approves or disapproves the 
disclosure document. If the state agency dis-
approves, the franchisor cannot offer or sell 
franchises in the state. Under the FTC Rule 
and state acts, the franchisor must update the 
FDD periodically for it to remain effective.79

Franchisees’ attorneys need to ask clients 
whether the franchisor has furnished them 
with an FDD. If not, this failure or refusal is 
a red flag.80

The franchisor’s attorney is involved in 
the main registration and disclosure step-
sevaluating the particular federal and state 
disclosure and registration requirements, 
preparing the disclosure documents, and 
ensuring compliance with the requirements. 
The franchisor’s attorney resolves any doubts 
on whether the system is a franchise in favor 
of franchise. A franchisee’s attorney evalu-
ates whether the franchisor has disclosed all 
the required documents and information and 
whether the franchisor has complied with all 
the rule’s form, format, and timeliness re-
quirements.81

In registration states, franchisees’ attor-
neys need to check the state registration offic-
es to make sure that the franchisor has reg-
istered, and that the registration statement 
is current. Franchisees’ attorneys “should 
review the FDD carefully to see whether it 
appears to be accurate and complete.” They 
should research the franchisor and its princi-
pals on the Internet for any relevant informa-
tion. Franchisees’ attorneys should review 



the franchise agreement’s provisions care-
fully and discuss its provisions with their cli-
ents carefully. Franchisors’ attorneys need to 
watch for possible personal liability for vio-
lating or participating in violating the disclo-
sure rules and laws, just as in the securities 
law field.82
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