The New Amended Federal Trade Commission Franchise Rule

By: Joseph J. Gottlieb

On January 22, 2007, the Federal Trade Commission (“FTC”) approved the final amended Franchise Rule which significantly impacts the scope and timing of required pre-sale disclosures by franchisors as well as the definition of transactions subject to the Rule.  The amendments bring the FTC Rule more in line with the Uniform Franchise Offering Circular (“UFOC”) format used by the 15 states with pre-sale disclosure laws.  In many instances, however, the amended Rule differs significantly from the UFOC Guidelines.  This article will discuss several important aspects of the amended Rule.

Effective Date.

The effective date of the final amended Rule is July 1, 2007, however, compliance will not become mandatory until July 1, 2008. 

Time for Making Disclosure. 
  The amended Rule has eliminated the “first personal meeting” as the time for making disclosure to prospective franchisees, recognizing that it has become “obsolete in the electronic age”.  Franchisors must now make disclosure at least 14 calendar days before the prospective franchise signs a binding contract or pays money.  There is no longer a specific additional disclosure requirement for the franchise agreement unless the franchisor has unilaterally and materially altered its terms and conditions, in which case the altered agreement must be furnished at least 7 days prior to the prospective franchisee’s signing it and its payment of any money.

Methods of Disclosure.
The franchisor is required to advise the prospective franchisee of the formats in which the disclosure is available, i.e. CD Rom, or the required technology necessary to view the document.  Electronic disclosure is now permitted, but the franchisee must be able to store and print the document.  

Exemptions.
The amended Rule applies only to franchises to be located in the U.S. or its territories.  The amended Rule added 3 new exemptions; (a) where the prospective franchisee makes an initial investment totaling at least $1 million, excluding the cost of unimproved land; (b) franchise sales to large entities which have been in business for at least 5 years and have a net worth of at least $5 million; and (c) franchise sales to officers, owners, and managers of a business before it became a franchisor.

Changes to the Disclosure Document.   Some of the more significant changes to the content of the disclosure document itself include the following:

(a)
Litigation.
The amended Rule expands the UFOC Guidelines by requiring franchisors to disclose material franchisor-initiated litigation involving the franchise relationship.  Litigation filed by or against the franchisor’s parent or affiliate must also be disclosed in certain situations.  Franchisors must disclose suits it has filed in the previous 1 year period.  The information on franchisor-initiated litigation may be presented in summary fashion, in such groupings as “royalty collection suits”, etc.  The FTC views such disclosure as material to a prospective franchisee’s decision to enter a franchise system.

(b)
Bankruptcy.
The disclosure of the 10 year bankruptcy history of a parent and affiliate must now be made.

(c)
Computer Systems.
The amended Rule has eliminated the need for the highly detailed disclosure of the franchisor’s computer equipment requirements.

(d)
Territory.
The FTC has expanded upon the UFOC Guideline requirements by requiring franchisors that do not grant exclusive territories, to provide a prescribed warning about the consequences of purchasing a non-exclusive territory and provided greater disclosure concerning franchisor competition through alternate distribution channels.

 (e)
Disclosures Relating to the Ability of Prospective Franchisees to Conduct Due Diligence.
In a new disclosure requirement, Franchisors must disclose its use of confidentiality clauses in a franchise agreement, settlement or in any other agreement within the past 3 years, and include a statement in Item 20 that their use of such clauses may restrict prior franchisees’ ability to speak with a prospective franchisee about the franchise system.  Franchisors must also disclose the existence of trademark-specific franchisee associations.

(f)
Earnings Claims Now “Financial Performance Representations”.

A new preamble is required and the representations must be contained in the body of the disclosure document itself, rather than in an addendum.

(g)
List of Outlets.

A revised 5 table format is required to avoid the “double counting” problem under the UFOC format.  A supplemental disclosure must be provided when selling units that have previously been under the franchisor’s control.

(h)
Financial Statements.

New franchisors are not required to submit audited financial statements until after their first year selling franchisees.  

(h)
Annual Renewal.
Annual updates are required within 120, formerly, 90 days after the end of the franchisor’s fiscal year.

 The amended Rule will now become the definitive format for franchise disclosure documents, it does not, however, pre-empt state law requirements that may impose additional disclosure requirements.  Overall, the amended Rule has addressed numerous areas in need of revision.  The FTC will issue a compliance guide by July 1, 2007 which should assist franchisor counsel in implementing the appropriate changes. 

“Nothing contained in this article constitutes legal advice and you should not act on or rely on any information in this article without seeking the advice of an attorney familiar with your particular circumstances and the law as may be applicable in the relevant jurisdiction(s).”
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