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1. INTRODUCTION 

Prior to embarking on an international franchise sales program, a franchisor is 
well-advised to ask itself several fundamental questions. First, and perhaps most 
obvious, is why grow internationally? What is a realistic plan for growth? How will we 
support that rate of growth? Does our growth potential vary by country? Do we have, 
or are we willing to acquire, the human and financial resources to commit to 
international franchising? 

lnternational franchising can be an attractive growth vehicle. It has many 
advantages, including giving the franchisor a competitive advantage, increasing the 
value of the trademark, increasing the franchisor's income stream with a spreading of 
risk in economic downturns, and working with local experts to ensure the execution of 
the franchised concept. However, there can be a downside to international franchising. 
It can be a huge diversion of management's attention from the domestic business. It 
also diverts the use of funds from domestic operations and generally increases 
expenses. Some forms of international franchising decrease direct control of foreign 
franchised operations. There are increased compliance requirements. The laws 
relating to compliance may vary widely by jurisdiction, adding complexity to the 
business. Enforcement of system standards will be more difficult than in a purely 
domestic operation. Enforcing franchise agreements as intended may be difficult. 

This paper will review the elements of due diligence for key business and legal 
issues every franchisor needs to know before it goes international. It will review the 
alternatives for structuring your international franchise program and discuss what key 
elements you should consider when drafting your international franchise agreement. 
We will explore the differences in a civil law system versus a common law justice 
system and how that impacts international dispute resolution. We will then conclude 
with issues of particular concern to in-house counsel. 

II. DUE DILIGENCE ON KEY BUSINESS AND LEGAL ISSUES FOR 
INTERNATIONAL FRANCHISING 

A. The Use of Counsel in lnternational Franchising 

Before embarking on any international franchise expansion program, a franchisor 
must determine whether the foreign target market has any local franchise laws that will 
require compliance prior to entering into a franchise agreement with the foreign 
franchisee. lnternational franchise laws differ considerably from domestic U.S. 
franchise laws. In some countries the delivery of a disclosure document is required 
prior to entering into a franchise agreement. In other countries, registration with a 
government agency may also be required. Some countries will require registration with 
other government offices for licensing of intellectual property or the payment of royalties 
by the franchisee. Some foreign franchise laws require the operation of corporate units 
prior to franchising, and others require translation of the documents to the local 



language. Many foreign franchise laws will require the use of local governing law, 
venue and jurisdiction. There is no substitute for obtaining local counsel experienced in 
franchising to advise on the requirements of and practice under local franchise laws. 
The respective roles of in-house, outside counsel and local counsel are as follows: 

1. In-House Counsel 

Once an international candidate is identified, the process of preparing and 
negotiating the franchise documents to be utilized in the particular country must begin. 
The documents must be developed, conformed to local law and negotiated. In addition, 
all applicable local laws, particularly franchise laws, must be researched and complied 
with prior to execution of the franchise documents. The details of international franchise 
transactions require considerable attention after the broad parameters of the 
arrangement are known. 

The role of the in-house counsel (if the franchisor has one) in international 
franchising will be to: 

(i) advise regarding the structure of the proposed transaction; 

(ii) coordinate the efforts of outside counsel, local counsel and, if applicable, 
trademark counsel; 

(iii) develop outlines and drafts of standard franchise documentation; 

(iv) negotiate the international franchise documents with the prospective 
international franchisee and/or the franchisee's counsel; 

(v) coordinate compliance with local country laws, including applicable 
franchise disclosure or registration requirements; 

(vi) coordinate compliance with and enforcement of franchise document terms 
and, where necessary, implementation of post-termination remedies, including 
de-identification and non-competition; 

(vii) coordinate litigation, arbitration or other applicable dispute resolution 
mechanism; and 

(viii) research domestic laws in the franchisor's home country which might 
affect the proposed transaction. 

On occasion, in-house counsel will also serve as the franchisor's liaison with a 
developer's lawyer, lending institution and/or investment bank regarding the 
franchisee's efforts to raise capital for the international franchise project. In-house 
counsel will want to review all documentation to ensure that representations regarding 
the system are accurate, that use of the franchisor's trademarks and other proprietary 



assets carry the proper legal notices, and that adequate disclaimers appear prominently 
in all documents advising that the franchisor makes no representation in and is not 
participating in the franchisee's offering. 

2. Outside Counsel 

It is advisable that the franchisor also retain the service of competent outside 
counsel, preferably an attorney or law firm with significant experience in international 
business transactions and franchising, to coordinate the legal due diligence process. 
The franchisor's outside counsel may be charged with the responsibility of coordinating 
the entire legal due diligence process for the proposed international franchise 
transaction, including advice on specialized legal issues such as taxation, securities 
law, bankruptcy, litigation and/or alternative dispute resolution. Outside counsel should 
have experience in international franchising or provide a referral to experienced foreign 
counsel with whom outside counsel has worked previously. 

3. Local Counsel 

In international franchise transactions, it is essential that the franchisor obtain 
comprehensive legal advice from competent local counsel in the target country (or, 
alternatively, from a law firm with extensive knowledge of the law, legal system and 
culture of the target country). The selection of local counsel is a critical decision for a 
franchisor. The legal counsel must advise on a number of issues, including: (i) the 
franchise documentation; (ii) general corporate matters; (iii) tax matters; (iv) compliance 
with applicable local laws and/or regulations, including franchise laws; (v) intellectual 
property matters including protecting the franchisor's trademarks, patent and/or 
copyright protection and challenging local intellectual property infringers or 
counterfeiters; and (vi) antitrust issues. 

The most reliable source for local counsel is often a referral from another 
franchisor or an attorney who has previously used attorneys who specialize in 
franchising in international business transactions. Other sources may include: (i) 
referrals from other franchisors and/or attorneys; (ii) legal directories; (iii) professional 
trade organizations; (iv) local country franchise associations; and (v) independent legal 
ratings directories. 

The following criteria should be considered in selecting local counsel: 

(i) knowledge of the host country's laws and regulations; 

(ii) experience in international franchise transactions and relevant local 
laws affecting franchising; 

(iii) ability to communicate in the franchisor's principal language; 

(iv) experience in international dispute resolution; 



(v) general familiarity with the franchise industry; 

(vi) experience with local government agencies regulating franchising; 

(vii) familiarity with franchisor's business and/or industry; 

(viii) technical capacity to interact with franchisor; and 

(ix) fee policies of local counsel. 

Local counsel must be able to address all relevant issues relating to international 
franchising, including the following: 

(i) enforceability of standard franchise document provisions in the host 
country (including post-termination covenants against competition and de- 
identification); 

(ii) availability and enforcement of monetary judgments in host 
country; 

(iii) enforceability of choice of lawlchoice of forum/jurisdiction 
provisions; 

(iv) enforceability of foreign judicial and/or arbitral awards, including 
equitable remedies; 

(v) applicable foreign exchange regulations; 

(vi) applicable importlexport laws; and 

(vii) antitrust laws. 

B. Evaluating the Legal Landscape 

In addition to legislation which deals specifically with franchising, general 
legislation exists in every country which significantly affects franchise operations and 
must be understood and taken into account by the franchisor contemplating doing 
business in that particular country. The following discussion contains an overview of 
some of the key legal areas which should be reviewed in this regard. 



1. Intellectual Property Laws 

(a) Trademarks 

The degree of distinctiveness or notoriety of a franchisor's trademarks will not 
likely be the same in the foreign country. Differences in culture, religion, translation and 
language can result in the franchisor's trademarks being offensive, derogatory or of no 
practical meaning in the foreign country. Accordingly, the franchisor should carefully 
assess the cultural acceptance and the implications of using its trademarks in the target 
country. 

Due to specific language laws of the foreign country, or as a result of the fact that 
the majority of people in the foreign country will not understand English, translation of 
the trademarks may be required. It is important to obtain an acceptable translation that 
will not substantially change the meaning of the original trademarks. 

Where possible, the franchisor should obtain statutory trademark registrations, 
including Internet domain names, before embarking on international expansion. To that 
end, the franchisor should perform an investigation of the applicable trademark laws 
and the procedures for registration in the foreign country. 

In addition, the franchisor should inquire about the applicable maintenance 
procedures in the foreign country. In some countries, the trademark owner must comply 
with a registered user system. Pursuant to such system, filing a prescribed form of 
notice or the trademark license agreements or registered user agreements may be 
required. 

(b) Confidential Information and Trade Secrets 

The franchisor must investigate the availability of statutory protection for 
confidential information and trade secrets. Generally, franchisors protect their 
confidential information and trade secrets in the franchise agreement or in separate 
confidentiality and trade secret agreements by including contractual provisions to this 
effect. In certain countries, provisions requiring the franchisee to comply with post-term 
covenants relating to the use of franchisor's trade secrets and know-how may not be 
enforceable. 

(c) Trade Dress 

In most foreign countries trade dress has limited protection, often through the 
trademark laws of the foreign country. If specific appearance, get-up or trade dress of 
the franchise system is a key element of the franchise system, it is important that the 
franchisor be aware of the procedures (if any) to protect it. Contractual provisions, 
public notification and consistent adherence to the standards of the franchise system 
are almost always useful means of protection. The franchisor should specify by 
contractual provisions the uniqueness and distinctiveness of its trade dress. 



(d) Copyright 

Since most franchise systems include elements of copyrighted materials, such as 
manuals, advertising and marketing materials, menus, store signs, brochures and 
pamphlets, being aware of the statutory protection for copyright in the foreign country 
will be essential for the franchisor. Some copyright laws provide for protection by 
means of registration, while others afford protection without any formality. The 
franchisor may have to comply with both the laws of the foreign country and 
international treaty or convention copyright laws to protect all of its copyrighted 
materials. In order for copyright protection to be available, certain laws may require 
application and registration, public notice and marketing or publication of written 
materials. 

2. Tax Laws 

(a) Domestic Laws 

Generally, a franchisor will be required to pay, in its home country, taxes on its 
worldwide income. For taxes paid in the foreign country, credits are usually available. 
These credits are applicable against taxes which would have been payable in the home 
country. The disadvantage of the tax credits system is the delay between the time that 
the franchisor pays the taxes in the foreign country and the time that it will use the 
credits in its home country for the purpose of an income tax return. In some instances 
the foreign tax credits may not be capable of being used at all. Generally, each of the 
alternative commercial vehicles and business structures has different tax 
consequences. Depending on the circumstances of a particular case, one alternative 
may be preferable to the others. 

(b) Target Country Laws 

Usually, taxes will be payable on income that the franchisor earns in the target 
country. The rate of tax is usually established based upon the status of the franchisor in 
the target country, namely whether or not the franchisor is deemed to have a permanent 
establishment or to carry on business in the foreign country. 

Royalties and, in some cases, advertising contributions or other payments will be 
subject to withholding taxes in most countries. The withholding rate is usually 
established by the tax laws of the foreign country and is subject to international treaties. 
Withholding taxes may be avoided if fees which are paid for actual services are 
contracted for on that basis so that they do not constitute royalties or license fees. In 
many jurisdictions, various levels of government may also levy sales, goods and 
services, value-added or consumption taxes, as well as custom duties on imported 
items. 



3. Antitrust, Competition and Trade Practice Laws 

Antitrust or competition laws exist in most countries. The franchise contract 
typically provides for a wide range of covenants which, by their nature, can be viewed 
as being anti-competitive or as serving to lessen competition and may, depending on 
the jurisdiction, constitute a legal restraint of trade or an unduly restrictive covenant. 
Such covenants, which are found in many franchise agreements, include price 
advertising, price fixing arrangements, resale price maintenance, markets and territorial 
restrictions, exclusive dealing and other similar controls. 

4. Foreign Investment and Technology Transfer Laws 

In certain countries, the franchisor may be prohibited or restricted from owning 
shares in a company established in the foreign country and may be required to obtain 
special registration or approval to operate its franchise system within the foreign 
country. Furthermore, pursuant to legislation relating to the licensing of trademarks, 
patents and unpatented technology and know-how adopted by many countries, an 
international franchise agreement with a foreign franchisor is required to be registered 
with the appropriate governmental authorities. In many cases, those governmental 
authorities have the power to rewrite the financial and other substantive terms of the 
franchise agreement or to refuse to register the agreement. 

5. Contract Law 

The franchisor must review the domestic laws of the target country governing the 
entering into, the interpretation and the enforceability of commercial contracts generally 
in order to have its agreements and trade practices comply with such laws. Certain 
formalities may be required, for example, the franchise agreement may have to be in 
writing and be recorded. Notarized documents, specific forms of declaration, and other 
formalities may also be required in the foreign country. In some countries contracts 
must be written in the language of the foreign country in order to be enforceable. 

It is also important to note that certain countries have enacted laws which broadly 
regulate all contracts between local entities and foreign enterprises as well as legislation 
governing relations with distributorships or agents which could, in certain instances, limit 
the ability of the franchisor to freely negotiate provisions dealing with dispute settlement, 
choice of law and jurisdictions, damage or sanction clauses, foreign exchange 
provisions, contract language and other similar formalities and matters. 

6. Commercial Law 

It is important for the franchisor to generally understand the sale of goods laws of 
the foreign country if the franchisor is distributing or selling goods as part of its franchise 
system. This is especially true with respect to implied and statutory warranties and 
conditions. Moreover, the franchisor may have to review its standard warranties to 



comply with specific laws with respect to product or service warranties and consumer 
warranties. 

The franchisor must review usury laws of the foreign country to determine its 
ability to impose interest rates at specified or maximum amounts on late payments 
pursuant to the applicable provisions of the franchise documents. Many countries 
regulate how interest rates are calculated and how they must be disclosed. 

To the extent that the franchisor wishes to provide for some form of security for 
the payment of franchise fees and other amounts payable under the franchise 
agreement, the local banking system should be analyzed to determine which forms of 
payment security can be entered into effectively and whether any registration or 
documentation requirements exist. As a result of differences in the preparation, 
formalities and enforcement procedures of security agreements in local laws of the 
target country, such agreements will also most likely have to be amended. The use of 
letters of credits, for example, may be advisable but also may be regulated. 

Since the termination provisions of the franchise agreement dealing with the 
bankruptcy or insolvency of the foreign franchisee may be affected by the laws of the 
foreign country governing insolvency and bankruptcy, such provisions should also be 
reviewed. 

The franchisor must understand the local insurance practices and seek advice as 
to its ability to obtain insurance for perils and specified amounts of coverage which are 
relevant to its type of business. If the insurer to be used is a local one of the foreign 
country, it is essential for the franchisor to inquire about the stability and capitalization of 
the insurer to assess the enforceability of its policies. 

Due to the effect of vicarious or strict liability laws in the foreign country, the 
franchisor should ensure that it clearly understands the possibility of being held strictly 
or vicariously liable for the contractual, negligent or other tortious acts of its franchisees. 

Although it is customary to provide for indemnification provisions in the North 
American market, the concept of indemnification may not exist in the foreign country. 
Thus, changes may be required with respect to the particular wording and enforceability 
of a franchisor's standard form used in the foreign country. 

7. Dispute Resolution 

It is advisable that the franchisor understand the judicial system and the court 
procedures in order to assess its ability to enforce the franchise agreement in the 
foreign country. Due to the differences of the foreign judicial system, the franchisor may 
have to adapt the enforcement provisions and standards contained in its domestic 
franchise agreement. This subject is addressed in detail in Section V supra. 



8. Immigration 

Since it can have an important impact on the development of its business, the 
franchisor must review all immigration restrictions existing in the foreign country. There 
may be immigration restrictions on the presence of the franchisor's personnel in the 
foreign country. For example, foreign sales representatives may not be permitted to 
enter the foreign country or work within the foreign country without obtaining visas or 
work permits. The applications must often be filed prior to the entry of the personnel 
into the foreign country. Special tax clearance procedures, restrictions on the period 
during which the foreign representatives may stay in the foreign country and other 
limitations may be imposed. 

9. Data Collection and Privacy 

Since it is common practice of international franchisors to collect data, 
electronically or otherwise, on its franchisee's sales and operations, the franchisor 
should verify whether this is restricted in the target country. Privacy laws now exist in 
many countries. These laws generally prevent the use of personal information 
regarding an individual except when required by law or consented to by the individual. 
Franchisors will want to obtain and use specific information regarding their franchisees 
and, depending on the nature of the franchise system, may want to collect and use 
specific information regarding customers of the franchisees. For example, such 
information is often required in automotive service businesses for warranty purposes, 
and in hotel and automotive rental service franchises for reservations or loyalty program 
purposes. Franchisors doing business internationally must understand the impact of 
foreign privacy laws on their system operations and ensure that all required consents 
are obtained from their franchisees and by franchisees from their customers. 

10. Packaging, Labelling, Language Laws 

Laws or regulations dealing with the sale, advertising and packaging of foods, 
drugs, cosmetics and medical devices in the foreign country must also be reviewed by 
the franchisor. In some countries, for example, packaging of products might have to 
comply with standard sizes, labelling may have to be in a certain language or there may 
also exist specific requirements for imported products. The franchisor will have to be 
aware of any requirement to obtain approval for one or more of its products by a 
regulatory authority prior to selling such product in the foreign country. 

Local language laws, customs, religion and cultural considerations may have an 
important effect on the franchise system. With respect to language laws, some 
countries require that all communications, commercial documents, advertising and 
product packaging be in the principal language of the foreign country. Moreover, 
regardless of language laws, it may be inappropriate, from a cultural standpoint, to insist 
on conducting business in English rather than the native language of the franchisor's 
home country. 



11. Electrical Approval 

Approval by a foreign country governmental authority may be required prior to 
the use or sale of electrical products. Moreover, the franchisor may have to convert or 
adapt its electrical products to the electrical currency of the foreign country. For these 
reasons, the franchisor must review the applicable laws and regulations in the foreign 
country. 

12. Currency and Payments 

Currency fluctuation and exchange controls are an important concern for 
franchisors. Since the fees are often based on domestic or home country financial 
considerations, extreme currency fluctuations may impact negatively on the franchisor's 
return on its investment in the foreign country. If the foreign country has a history of 
fluctuations, it would be appropriate that the risk of such fluctuations be shared with the 
franchisee and a provision, for example, setting forth a maximum currency fluctuation 
within a given time can be included in the agreement. It should also be noted that in 
certain countries, financial authorities will regulate the flow of funds into and out of the 
country. Thus, the issue should be addressed by including a provision in the franchise 
agreement which stipulates, for example, that any amount payable to the franchisor 
should be deposited in a bank account in a foreign country so designated by the 
franchisor. 

C. Evaluating Franchise Candidates 

The franchisor must develop a profile of the preferred international franchise 
candidate and develop a strategy for finding such individuals and/or entities. Strategies 
for locating franchisee candidates include local advertising, trade shows, trade missions 
or consulting with international franchise consultants or local franchise associations. 

Once a potential international franchise candidate is identified, careful screening 
is essential to determine the prospect's commitment, resources and operational skills. 
Considerations include what kind of contacts and relationships the prospect has in the 
target country. References should be checked and it is important to be sensitive to local 
and cultural differences. If a new entity will be formed, its financial strength must be 
ascertained. The franchisor should also verify a candidate's credibility and potential as 
an international franchisee by having the candidate fill out a detailed franchise 
application and by obtaining financial statements and other corporate information 
pertaining to the franchised entity. 

Before granting the prospective international franchise candidate final approval to 
develop in a particular country, the prospect should be required to prepare and submit a 
detailed business plan describing how the prospect plans to finance, develop and 
operate the franchised units in each country for which development rights are sought. 

The business plan needs to address each of the following issues: 



(i) description of the company and its infrastructure, business 
experience, personnel, and capitalization; 

(ii) local economic, competitive and industry analysis; 

(iii) real estate analysis; 

(iv) development potential and proposed development schedule; 

(v) projected development costs per unit; 

(vi) proposed operating/development budgets; 

(vii) source of funding; and 

(viii) five (5) year financial pro-formas. 

Ill. STRUCTURING ISSUES WHEN STARTING UP THE INTERNATIONAL 
FRANCHISING PROGRAM 

There are no uniform business plans or standard legal structures for international 
franchising. International transactions are usually negotiated much more than domestic 
transactions because of the differences in the business, market and legal franchise. 
The franchisor must have a firm understanding of what can or should be negotiated and 
those items which must be modified to conform to the legal requirements of the foreign 
market. Also, there will be many unpredictable variables at the time of entry in the 
international market. For example, a franchisor may have a limited number of 
franchises in its domestic market, yet be faced with an attractive prospect in a foreign 
market. A franchisor may also be enticed by the incremental revenues that an 
international program may represent, yet the franchisor may not have the capital 
resources (human or economic) to pursue international development. Additionally, the 
franchisor may find its intellectual property, in particular its trademarks, have been 
pirated in the foreign country. 

Notwithstanding the fairly rigorous and regulated disclosure approach used in 
domestic franchising in North America, international franchising requires flexibility from 
country to country. Local market and business differences will require changes to the 
system in order to appeal to the foreign market. Likewise, the legal framework used for 
international franchising requires flexibility. The differences between legal requirements 
from country to country, particularly in countries with a civil law system, will require an 
understanding of what changes must be made, or allowed to be negotiated, in the 
franchise system and the controlling documents. 



The first decision that .will need to be made concerns the structure that the 
franchisor will implement in taking its concept into the foreign market. There are several 
key issues that will need to be addressed concerning the human and economic 
resources of the franchisor and the interests and objectives of the franchisor. The four 
most common structures are single unit franchising, master franchise agreements, area 
developers and area representatives. 

A. Single Unit Franchising 

Single unit franchising is the most common form of franchising in North America. 
The franchisor enters into a direct contractual relationship with the franchisee, granting 
franchise rights and obligations in a single unit franchise agreement. One of the largest 
challenges for a franchisor in implementing direct unit franchising is to obtain sufficient 
market knowledge and expertise in each of the foreign markets that the franchisor 
desires to enter. 

Under the single unit franchise model, the franchisor is responsible for training 
the franchisee both initially and during the term of the agreement. Cultural and 
language barriers may make both the initial and ongoing training sessions time 
consuming and expensive. Additionally, the franchisor will be directly responsible for 
supporting the operations of the franchisee on an ongoing basis. Franchisors going into 
international markets typically underestimate the cost of this support. For example, if a 
product inventory system relies on warehouses to supply unit franchisees, then a single 
unit franchise will not likely succeed. The unit franchise would likely need to be 
combined with the right for someone to establish the warehouse and sell to the unit 
franchisees. Such a problem would more appropriately involve a local intermediary to 
provide the support function required to justify the appropriate economics at the unit 
level. 

Related to overseeing the operations of direct franchisees is the issue of 
monitoring the activities of the franchisees. Franchisors need to monitor their 
international franchise systems in order to assure that foreign franchisees do not dilute 
the system in their markets by violating system standards. The costs related to 
monitoring international operations are typically not accurately recognized by 
franchisors entering international markets. 

Another issue that is directly placed on the franchisor in international unit 
franchising is the risk and cost of collecting franchise fees and royalties. In direct unit 
franchising, the franchisor will be the only contracting party to collect from franchisees. 
Collection costs may include the cost of legal counsel in the local jurisdiction, 
administrative time and possible travel costs of the franchisor. 

B. Master Franchise Agreements 

In a master franchise arrangement, the master franchisee may also be granted 
the right to develop and open its own franchised units, either directly or through 



affiliates. If the units are operated directly, the form of franchise agreement will be 
similar to a direct unit franchise agreement between the franchisor and the master 
franchisee. If the units are operated through an affiliate, the franchise agreement may 
be directly between the franchisor and the master franchisee's affiliate, or in some 
cases where outside investors are participating in the affiliate, the agreement may be a 
subfranchise. 

The typical master franchise arrangement allows a master franchisee to 
franchise the system to a subfranchisee that will be the ultimate unit operator of the 
business. If the franchisor allows the master franchisee to grant to others further 
territorial or area franchise rights which would allow the regional franchisee the right to 
enter into franchises with the ultimate unit franchisee, there is another layer of contracts 
in the structure and the economics become diluted for all parties. 

One of the most important reasons for choosing master franchising as a 
contractual structure is for the franchisor to obtain the benefits of market knowledge and 
contacts from a local party. Each franchisor must determine the appropriate criteria for 
its international franchisees. Factors frequently considered are financial capability, prior 
business experience, access to basic resources (including real estate and supplies), 
contacts with governmental officials, access to capital, and ability to enhance the brand. 
Failure to undertake a complete due diligence review of the prospective master 
franchisee is often one of the primary reasons for failure of a franchise system in a 
foreign market. 

The typical master franchise agreement will impose on the master franchisee the 
obligation to collect all royalties generated from gross sales in the territory and to pay 
the royalties due to the franchisor on a timely basis. In this regard, the master 
franchisee will be responsible for the time and cost relating to collections and will 
remove this obligation from the franchisor. A franchisor will often obligate the master 
franchisee to pay based on the gross sales in the territory without regard to whether the 
subfranchisees pay the master franchisee. In addition, master franchising typically 
imposes the responsibility for the training and support of the unit franchisees on the 
master franchisee. The franchisor, however, is still responsible for training and 
providing support to the master franchisee. 

The downside to master franchising is that the franchisor gives up control over 
the franchise relationship. The franchisor will still be able to exert control over its 
system as it will have the right to oversee the activities of the master franchisees. 
However, as the master franchisee will be the party that is in direct contractual privity 
with the unit franchisees, it will be the master franchisees that will have the most control 
over the day-to-day operations of the franchise system in the foreign market. 

A critical issue to assess in adopting a master franchise structure is the 
ramifications on termination. While the franchisor's contractual remedy is to terminate 
its relationship with the master franchisee, it must be clear what happens to the 
subfranchisees in the event of such termination. Some franchisors assume all of the 



subfranchise agreements and re-enter the market, but this can be dangerous as some 
subfranchisees may not be in compliance with their agreements. Often franchisors may 
elect to assume only the subfranchise agreements they want, leaving the 
subfranchisees not so chosen to exert whatever rights they have against the terminated 
master franchisee. 

C. Area Development Agreements 

In area development agreements, the franchisee is granted the right to open and 
operate units, usually on an exclusive basis, in a defined territory. Each unit will be 
operated pursuant to a standard form of unit franchise agreement between the 
franchisor and the area developer or an affiliate of the area developer settled by the 
parties at the time of entering into the area development agreement. In exchange for 
the territorial rights the area developer will usually be required to commit to open and 
operate a minimum number of franchises on a quota basis, often by regions within the 
territory. 

The area development approach allows the franchisor to be relieved of issues 
related to subfranchising. A strong area developer will, in effect, become the 
franchisor's single franchisee in a territory, allowing for a greater revenue stream from 
the area developer as the area developer's revenue will consist of gross revenues from 
actual operations as opposed to royalties from subfranchisees. 

As in the case of master franchising, the area developer relationship will allow 
the franchisor to offload many elements of local compliance and market knowledge. 
However, a benefit of area development agreements is that the problem of accessing 
terminated or expired subfranchise agreements is eliminated as the franchisor will have 
a direct contractual relationship with the area developer and through proper contract 
drafting will be able to obtain an assignment of or acquire the area developer unit 
franchises. 

D. Area Representative Agreements 

Another but less common form of territorial franchising used internationally is an 
area representative approach. Under this arrangement, the area representative 
receives certain rights and obligations to assist the franchisor in developing the territory 
in question. These rights and obligations vary from system to system and franchisor to 
franchisor. The franchisor will continue to execute the unit franchise agreements with 
franchisees in the foreign markets, and will sign a franchise agreement with the area 
representative for each unit the area representative owns and operates itself if this is 
permitted. The area representative may be required to discharge certain obligations 
that the franchisor would otherwise undertake itself in direct unit franchising, such as 
finding and qualifying franchisee prospects, locating sites and suppliers, providing 
training and support, and overseeing operations. In return for discharging the functions 
for which it is responsible, the area representative will receive a certain portion (often on 



a percentage basis) of the revenue streams generated from the franchisees in the 
territory in question. 

The area representative approach is like unit franchising in the sense that all 
franchise agreements are entered into between the franchisor and the unit franchisees. 
However, it is like master franchising in that certain obligations (e.g., training, support, 
supplies, system monitoring) can be imposed on the area developer in exchange for a 
fee. The area development approach will have more elements of control, as there will 
be direct contractual privity between the franchisor and unit franchisees and the 
franchisor will have primary liability to perform its duties (or to ensure the area 
developer performs these duties) under the franchise agreements. 

While the oversight and policing functions could also be subcontracted to the 
area representative, these areas are usually reserved to the franchisor. Under the area 
representative approach, the franchisor would retain direct contractual privity with the 
franchisees. In this respect, the franchisor will be directly responsible for the operations 
in the country in question, regardless of whether the area representative assumes 
certain functions. 

IV. KEY LEGAL ISSUES IN STRUCTURING INTERNATIONAL FRANCHISE 
AGREEMENTS 

A. Exclusivity and Territorial Rights and Restrictions 

Most franchisees will expect exclusivity to be granted to them for the use of the 
franchise system and business concept being licensed. The exclusivity may pertain to a 
local market, a political subdivision or the entire target country. Prior to considering the 
geographical aspects of the exclusivity, it is of primary importance that the franchisor 
carefully defines the scope of the franchise system or business for which exclusivity or 
limited rights are being granted. 

Most international franchisors wish to reserve to themselves certain rights 
notwithstanding the exclusive rights granted to a master franchisee. For example, the 
franchisor may wish to reserve the right to sell the same or similar products or services 
associated with the franchise system, whether such products or services are associated 
with the trademarks of the franchise system or other trademarks. Furthermore, the 
franchisor may reserve to itself the right to sell such products or services through other 
channels of trade, or to specific customers or classes of customers, including national or 
international accounts. In many cases such reserved rights will place the franchisor in 
competition with the master franchisee or its subfranchisees and, accordingly, a 
complete and appropriate disclosure must be made of such reserved rights. Given that 
many franchise systems expand internationally through acquisition of local companies 
and conversion of such companies to the franchise system, an international franchisor 
may wish to reserve to itself the right to acquire a competitor or to be acquired by a 
competitor. In such case the franchisor should provide in its documents that it will have 



the right to convert such acquired business to the franchisor's system, or the master 
franchisee may negotiate a right to have an option or right of first refusal to acquire such 
business prior to the franchisor being allowed to complete the transaction. 

Since an international franchisor will be imparting to a master franchisee know- 
how, trade secrets and confidential information with respect to the operation of the 
franchised business, it is important that the master franchisee covenant to deal 
exclusively with the franchisor and the franchise system, and not to compete (at least 
during the term of the master franchise agreement). Any such provision will require a 
number of careful drafting considerations including considerations relating to the 
geographical scope of the restriction, exceptions for existing business investments or 
establishments of the master franchisee, the direct or indirect effect of such covenant, 
and a thorough analysis of the persons to whom such covenant will apply including 
principals of the master franchisee, family members, affiliated corporations and other 
related entities. 

The territorial restrictions applicable to the master franchisee in respect to 
exclusivity should be defined with certainty. In the case of countries whose borders are 
under scrutiny or are subject to political change, a map or descriptive reference to the 
boundaries as they exist at the time of the master franchise agreement could be 
included in the appropriate documentation. If the political boundaries change during the 
term of the agreement a franchisor may wish to provide specifically that any parts of the 
territory which are subject to political change or control are forfeited to the franchisor 
and automatically withdrawn from the franchise exclusivity. 

Finally, with respect to exclusive and territorial rights, many sophisticated 
international master franchisees wish to expand the franchise system beyond the 
immediate political boundaries of the target country to adjoining countries with similar 
cultural, language and commercial characteristics. Accordingly, rights of first refusal or 
options to develop additional countries may be provided for in an international franchise 
agreement. Such rights may require that certain quotas or target sales figures be 
reached prior to the rights being exercisable or may have time restrictions on the 
exercise of the options following which the options will be forfeited. 

B. Fees 

The initial fee for international master franchise rights is typically expressed as 
either a fixed fee or a fee based on quota or performance. In the case of a fixed fee, the 
fee may be payable on execution of the master franchise agreement or on a periodic 
basis during the term of the agreement. In the case of quota fees, such fees may be 
payable upon the achievement of certain gross sales levels or upon the sale of 
individual subfranchisee or master franchisee operated units. In addition, or 
alternatively, a minimum sustaining quota fee, often expressed on an annual basis, may 
be provided for in order for the master franchisee to retain its exclusivity or the 
agreement rights at all. 



Most international franchisors seriously underestimate the costs involved in 
developing their franchise systems internationally, particularly in less developed target 
countries. Accordingly, it is becoming more common for franchisors to require 
reimbursement of their expenses in developing products and services for the franchise 
system for foreign markets. These expenses may be provided for with some degree of 
certainty as, for example, all expenses incurred in connection with the conversion of the 
franchisor's packaging, signage and advertising materials to the target country, or all 
expenses incurred in connection with governmental reviews and approvals. The master 
franchise agreement may also provide for reimbursement of expenses incurred by the 
franchisor in connection with training of the master franchisee and its staff, 
communications expenses, translation and other development costs for the operations 
manual and other franchise system materials, and legal and other professional costs 
and expenses incurred in connection with the development of the franchise 
documentation. 

Continuing fees are typically expressed as a royalty percentage of gross sales or 
revenues of the master franchisee, but may also be expressed on a fixed fee basis for 
each unit developed. Fees may be expressed on a constant or variable percentage, 
and the agreement may provide for minimum periodic fees, usually on a quarterly or 
annual basis. 

All definitions of gross or net sales will typically provide for certain exclusions 
from revenue subject to fees, including refunds, discounts, taxes and other similar non- 
profit items to the master franchisee. The master franchise agreement may also 
stipulate that the fees will be subject to an inflation factor or adjustment based on an 
objective published cost of living or other index, particularly in countries with high 
inflation records. 

The fees section of the agreement must stipulate the mechanics for payment of 
the fees, including the frequency of payment, interest on late payments, the methods of 
payment, and the possibility of payment to a designated bank account of a franchisor in 
the target country. Where withholding taxes are eligible on fees paid to the international 
franchisor from the target country, the fees component of the agreement may be written 
in such a manner to break up or stipulate specific components to certain services which 
may not be subject to withholding tax, including technical assistance services, training, 
rights to know-how, license of the franchisor's trademarks, site selection, inspection and 
consultation fees. 

C. Development Obligations and Procedures 

Most international master franchise agreements provide for certain development 
rights and obligations on the part of the master franchisee. These rights may be defined 
in respect to a specific number of outlets which are required to be owned and operated 
by the master franchisee, owned and operated by affiliates of the master franchisee or 
owned and operated by sub-franchisees. The rights will often be defined in respect to a 



development schedule specifying a minimum number of outlets to be opened and 
operated within a particular time framework, usually on an annual basis. 

The master franchise agreement will often stipulate that a cumulative number of 
outlets must be opened and in operation at the end of each development period. There 
must be an appropriate provision dealing with any destroyed, closed or terminated 
outlets, and the ability of the master franchisee to carry forward and accumulate outlets 
developed beyond the quota requirements. 

For outlets to be developed by subfranchisees, the franchisor may wish to have 
certain information provided to it prior to approval of such outlets or subfranchisees. 
The franchisor may stipulate certain site selection criteria and certain franchisee 
selection criteria on a global basis rather than having to approve each and every outlet 
and subfranchisee. Alternatively, the franchisor may provide for the right to approve 
each site either during an initial period of time or through the entire term of the master 
franchise agreement. 

Should the master franchisee fail to comply'with its development obligations, a 
number of alternative approaches may be provided for in the master franchise 
agreement. The most severe would be the right of franchisor to terminate the 
agreement in its entirety. As a lesser consequence, the master franchisee's 
development rights may be terminated, in which case the master franchisee would be 
able to continue to service existing subfranchisees. The master franchisee may be 
given the right to continue to develop on a right of first refusal basis, or its exclusivity 
may be terminated, allowing the master franchisee to continue to develop in competition 
with the franchisor or some other newly appointed master franchisee. 

Another consequence of failure to comply with the master franchisee's 
development obligations may be the surrender of part of the territory for which exclusive 
rights were granted, allowing the franchisor to further develop such territory or to enter 
into a new master franchise or other agreement with a different franchisee or developer. 

D. Term of Master Franchise Agreement and Post-Term Rights and 
Obligations 

The term of a master franchise agreement is typically expressed for a specified 
number of years, or may be expressed as an indefinite term so long as the master 
franchisee continues operation of the franchise system. If the term is expressed as a 
specific number of years, extension or renewal rights will have to be included in the 
master franchise agreement. Conditions of renewal will be somewhat similar to those 
typically provided for in the franchisor's home country unit agreement, including 
compliance during the term of the agreement, meeting development schedules or 
quotas, agreement on the extension of the development schedule and compliance with 
the agreement or quotas at the time of renewal. The renewal terms may also include a 
right of the parties to renegotiate continuing fees through the renewal term. 



If the agreement expires or is terminated, provisions must be made for post-term 
rights and obligations of both parties. In respect to any outlets then being operated by 
the master franchisee and its subfranchisees, the master franchisee may be permitted 
to continue as a subfranchisor on a non-exclusive basis and to operate its existing 
owned or operated outlets. However, further development rights to subfranchise and to 
own and operate additional units will normally be terminated. Alternatively, if the master 
franchisee is precluded from continued operation of the franchise system, de- 
identification obligations of the master franchisee and its subfranchisees must be 
provided for. The franchisor may include an option or right to purchase the master 
franchisee's and the subfranchisees' outlets on expiration. 

On expiration of the master franchise agreement typical post-term covenants 
must be provided for the return of the franchisor's proprietary materials and property, 
particularly all operations manuals, agreements, advertising and promotional materials, 
products and supplies, paper goods and menus, trademark products and the like on a 
pre-determined formula basis or on the basis of some third party determination or 
arbitration of the applicable payment amounts. 

The post-term covenant of the master franchisee not to compete will require a 
thorough understanding and application of applicable laws in the target country. It will 
require appropriate definition of the prohibited activities, the geographical scope of 
application, the time period for the covenant and determination of the persons to whom 
the covenant applies including the master franchisee, principals of the master 
franchisee, affiliated and related companies and designated shareholders. 

E. Franchise System Adaptation and Modification 

In respect to changes and modifications of system standards, while an 
international franchisor will typically wish to maintain approval rights over each and 
every such change and modification, such an approach is often impractical. There 
should be an overriding right of approval in respect to certain critical matters, with a right 
to be imposed at the franchisor's option in respect to less critical items. With respect to 
the operations manual, the master franchisee will typically be required to modify or 
change the manual to comply with local standards (including language requirements), 
but in any event the agreement should specifically state that all modified versions of the 
manual will be owned by the franchisor including specifically all copyright in and to such 
modified versions. 

If modifications to system standards (including those already discussed) require 
significant capital expenditures or result in higher operating costs for the master 
franchisee or subfranchisees, the agreement may provide for some sharing of costs or 
reduction of fees otherwise payable. Where further modifications may be required 
during the term of the agreement, the agreement may provide for a mechanism 
whereby the master franchisee is required to give notice to the franchisor and the 
franchisor is required to act reasonably in respect to considering such modifications. 



F. Governmental Approvals 

In some target countries the entering into and enforceability of a master franchise 
agreement will be conditional upon approval by governmental authorities in the target 
country. In such case it will undoubtedly be a condition precedent to the effectiveness 
of the master franchise agreement that all such approvals be obtained. The master 
franchise agreement will have to stipulate the responsibility as between the parties for 
obtaining such approvals. Such approvals may also require approval by governmental 
authorities of the designated currency for payment of fees to the franchisor or approvals 
or authorizations to import essential products, equipment, supplies and services for the 
franchise system. In addition, an international franchisor may impose other pre- 
conditions on the effectiveness of the master franchise agreement including the 
obtaining of appropriate visas or work permits for certain of its specified personnel, 
foreign investment notifications or approvals and completion of trademark registrations. 

G. Proprietary Marks 

The proper protection of the franchisor's trademarks in the target country is one 
of the earliest considerations which an international franchisor should undertake in 
respect to international franchising. The franchisor must determine the status or 
availability of its licensed trademarks in the target country. If the marks have not been 
registered, applications should be applied for as soon as possible after appropriate 
searches and other investigatory procedures are undertaken with respect to the 
existence of the same or confusingly similar trademarks. The application of convention 
priorities and treaties should be reviewed and the franchisor's principal trademarks 
should be registered for additional classes of products and services, if possible, to allow 
for future expansion. If modified, translated, substitute or additional trademarks are 
necessary, appropriate procedures should be undertaken for protection and registration 
of such marks. 

In respect to trademarks used for services, the trademark laws of some target 
countries do not recognize the registrability of service marks. If these marks are not 
directly registrable, the franchisor should attempt to register the marks in respect to 
products and in any event should provide in the master franchise agreement for 
ownership rights of the service marks. 

With respect to use of the marks, subject to the overriding trademark laws of the 
target country, the master franchise agreement must impose upon the master 
franchisee and all subfranchisees proper provisions for use of the franchisor's 
trademarks, similar to those which would typically be provided for in the home country 
unit franchise agreement. The agreement must further stipulate compliance with any 
registered user or local licensing registrations, marking and public notification of 
ownership and translation of the franchisor's trademarks. The agreement should 
provide for appropriate administrative or judicial proceedings to protect the trademarks 
against infringing uses including provisions as to who initiates such procedures, the 
selection of counsel, the payment of fees and expenses and the control of proceedings. 



An international franchisor will also generally stipulate that any translated 
versions of its trademarks, and any new trademarks whether introduced by the 
franchisee, subfranchisees or otherwise, will be owned by the franchisor, and will 
provide for the continuing right of the franchisor to substitute new, different or modified 
trademarks to be used within the target country, with a limited provision concerning the 
financial or other obligations of the franchisor in any such event. 

Similar to the issues relating to trademark protection are those relating to Internet 
websites and domain names. The franchisor must require ownership of all local 
websites or domain names that make any direct or indirect use of the franchisor's 
trademarks. 

H. Obligations of Master Franchisee 

The obligations of the master franchisee in a typical master franchise agreement 
will be the subject of considerable negotiation and will generally reflect the fees payable 
by the master franchisee for the master franchise agreement rights. The obligations of 
the master franchisee will relate to typical operating procedures and requirements 
including site selection and acquisition, premises development, selection of 
subfranchisees, operating assistance, training of subfranchisees, continuing guidance, 
services and assistance to subfranchisees, compliance with system standards by the 
master franchisee and its subfranchisees, insurance policies and maintenance, 
compliance with target country laws, marketing, advertising and promotion requirements 
and arrangements with suppliers and sources of system products and services. 

1. Supplier Issues 

An initial investigation of the target country laws and regulations with respect to 
antitrust and competition items, particularly as they relate to supplier matters, must be 
undertaken by the franchisor as soon as possible. Following such determination the 
master franchise agreement will have to be negotiated and finalized in respect to 
supplier issues, particularly with respect to the right of the franchisor to designate 
approved suppliers or sources of products and services including the franchisor or its 
affiliates. The agreement may stipulate that some or all of such suppliers may be 
located outside the target country (if not prohibited by law) where local suppliers or 
sources are not practically available. In all cases where the franchisor is to receive 
rebates, advertising allowances, concessions or other payments from designated 
suppliers or sources of products and services, an appropriate disclosure provision 
should be included in the master franchise agreement (subject to local antitrust or 
competition laws). 

In respect to approved suppliers to be located by the master franchisee, the 
franchisor will typically provide standards for approval to the master franchisee, with 
which standards the master franchisee must comply. The franchisor may provide for a 
right to limit the number of suppliers to inspect and monitor the supplier's premises and 



facilities, to receive samples for testing purposes and to change or disapprove of an 
approved supplier or source of supply on notice to the master franchisee. 

If rebates, allowances, concessions or other payments from suppliers to be made 
available to the franchisor are to be shared with the master franchisee and/or its 
subfranchisees, or to be added to an advertising or marketing fund, the master 
franchise agreement should be appropriately drafted in such respect. 

Finally, in respect to any goods or supplies sold to or provided by approved 
suppliers to the master franchisee for use in connection with the franchise system in the 
target country, appropriate restrictions should be provided for in the master franchise 
agreement or otherwise, subject to the target country's antitrust or competition laws, 
prohibiting resale outside the target country, direct or indirect, in order to prevent grey 
marketing or unauthorized parallel importation in other foreign countries where another 
master franchisee has already been appointed or where a master franchisee may be 
appointed in the future. 

J. Advertising and Marketing Fund 

Most franchisors maintain and administer a national advertising fund in their 
home countries to which fund all franchisees make financial contributions on a regular 
basis, usually as a percentage of gross sales. Accordingly, an international master 
franchise agreement must deal with the issue of the obligation of the master franchisee 
to establish and administer an advertising and marketing fund for the target country to 
which franchisees will be required to contribute and to which the master franchisee will 
be required to contribute for its own outlets. In considering the formation of the 
advertising and marketing fund in the target country, it is important also to consider the 
obligation of the master franchisee to contribute to the international marketing fund 
maintained by the franchisor, and the benefits to be obtained by the master franchisee 
from the international fund. At the very least, the master franchisee should obtain 
copies of all advertising promotion and marketing materials, having the opportunity to 
utilize such materials in the target country subject to whatever modifications and 
translations may be required. The contribution of the master franchisee to the 
franchisor's international marketing fund may be expressed as a percentage of total 
revenues from the franchise system in the target country, or as an individual percentage 
of each subfranchisee's royalties or periodic fees paid to the master franchisee 
(together with a similar percentage of revenues from the master franchisee's own 
outlets). 

The franchisor's right to approve all advertising, promotion and marketing 
programs in the target country will also be covered in the master franchise agreement. 
While many franchisors reserve full rights to approve all such items, it is often 
impractical for the franchisor to approve each and every advertising and marketing item 
or material. Accordingly, the agreement should set forth the criteria for granting 
approval, the time limits for granting approval and the method by which approval must 
be secured by the master franchisee. If the franchisor does not require full approval 



rights, it might consider imposing an obligation on the master franchisee to consult with 
the franchisor prior to initiating marketing or advertising programs of a material nature. 

K. Franchisor's Obligations 

The franchisor will be expected by most master franchisees to provide certain 
services and to carry out certain obligations in respect to the franchise system on a 
periodic and continuing basis throughout the term of the agreement. First, with respect 
to initial training of the master franchisee, the master franchise agreement must specify 
the nature of such training which may include training regarding site selection, operating 
systems, systems standards, marketing, recruitment and training of subfranchisees, 
continuing services to subfranchisees, and sourcing of equipment and products for 
subfranchisee locations. 

Following initial training, periodic training may be required in the nature of 
ongoing upgrading and refresher training, conferences, seminars and supplier 
workshops, introduction of new products and services and modifications to existing 
facilities, operating assets and system standards. With respect to all training, the 
agreement must specify where the training facility will be located and the costs of such 
training (including travel costs, hotel accommodations, food, etc.). 

It should be a mandatory requirement of the master franchise agreement that the 
master franchisee and designated personnel, including managers, satisfactorily 
complete all initial training programs. The consequences of the failure of the master 
franchisee and its personnel to satisfactorily complete the initial training program should 
be set forth in the agreement. There may be a requirement for the master franchisee to 
attend supplemental training at the master franchisee's expense or to replace any 
personnel not successfully completing training. In the worst case, should the master 
franchisee not be able to complete training, the agreement may be subject to 
termination. 

The master franchise agreement may also specify certain ongoing services and 
assistance to be provided by the franchisor, including inspection of outlets, consultation 
with the master franchisee with respect to operating problems and changes in system 
standards, review and consultation with the master franchisee concerning an annual 
budget and business plan and additional services and assistance requested by the 
master franchisee to be charged for at the franchisor's designated per diem or other 
rates. 



L. Reporting and Payment Obligations of Franchisee 

A franchisor will normally wish to have certain reports submitted to it in 
connection with the performance of the master franchisee and subfranchisees in the 
target country. Accordingly, the master franchise agreement must prescribe the type 
and frequency of reports required to be submitted. Such reports may also include 
operational reports outlining the number of outlets opened or under development, 
identification of subfranchisees and locations of all outlets. Further reports may include 
statements of revenues from each outlet on a periodic basis and other operating 
information and statistics. 

Financial statements will generally also be required to be submitted on a 
specified periodic basis. It is important to realize, when franchising internationally, that 
the method of financial reporting in some target countries may differ from generally 
accepted accounting principles in the franchisor's home country. Accordingly, 
conversion of financial statements and reports may be required. 

Reporting obligations may be specified to be by electronic means, including 
e-mail, requiring special computer hardware and software with modem access 
capability. 

Special payment terms may also be required in certain target countries where 
there are temporary or permanent restrictions on payment. Such special payment 
terms may include payment to a designated bank or other financial institution or 
intermediary located in the target country, payment by way of tangible property, or 
drawdown payments against deposits lodged in the home country. 

Finally, a franchisor will normally require that the master franchise agreement 
provide for inspection rights of the master franchisee's and subfranchisees' outlets, and 
the right to perform audits of all statements submitted by the master franchisee. The 
audit and inspection rights will include the right to review the books and records of the 
master franchisee and outlets operated by the master franchisee and subfranchisees. 

M. Transfer and Assignment of Master Franchise Agreement or Control 
of Master Franchisee 

Of critical importance to any international franchisor will be the personal 
qualifications and controlling shareholders of its master franchisees. Accordingly, a 
franchisor will generally wish to prohibit or severely restrict the ability of a master 
franchisee to transfer the master franchise agreement. The master franchisee, 
however, will wish to have the right to transfer the master franchise agreement perhaps 
with the prior approval of the franchisor, not to be unreasonably withheld. Both parties 
may wish to specify certain criteria or conditions for approval of transfer of the master 
franchise agreement. With respect to change in control of the master franchisee, again 
the master franchise agreement should set forth whether change in control is prohibited 
or permitted with some degree of approval of the franchisor. 



N. Default and Termination 

As in the case of a typical unit franchise agreement, an international master 
franchise agreement will provide for a lengthy list of items constituting default of the 
agreement. While cure periods may be negotiated for any or all of such events of 
default, some of the events of default will provide for the right of the franchisor to 
terminate the agreement. 

Typical events of default which will be set forth in an international master 
franchise agreement include breach of representations or warranties by the master 
franchisee, failure of the master franchisee to comply with the development schedule or 
meet target quotas, breach of the agreement, bankruptcy or insolvency and failure to 
meet other development obligations. 

The agreement may also provide for certain conditions which, if not met, can lead 
to termination. Such conditions may include failure to obtain necessary government 
registration or approvals, failure to register trademarks in the target country and 
implementation of exchange controls that prevent payment of fees to the franchisor in 
the franchisor's designated currency over a specific period of time. 

0. Consequences of Termination 

The consequences of termination of an international master franchise agreement 
are extremely complicated, particularly if subfranchise agreements have been entered 
into. As a first measure it must be determined whether the master franchisee will have 
any continuing rights or obligations to operate the franchise system already developed 
in respect to the master franchisee's own outlets and those of subfranchisees. If a 
master franchisee is to be precluded from continuing operation, the franchisor may 
provide for an automatic reassignment of all subfranchise agreements and a right to 
purchase on a pre-determined formula basis all master franchise units. A thorough 
review of the laws affecting the preparation of conditional assignments in the target 
country must be undertaken in order to prepare the appropriate assignment language 
and documents in both the master franchise agreement and the individual unit 
subfranchise agreements. 

If the master franchisee is to be prohibited from further involvement in the 
franchise system, then appropriate covenants should be provided for with respect to 
non-competition, non-solicitation, non-use of trade secrets and confidential information 
and cessation of all use of trademarks and proprietary products. These provisions will 
not be significantly different from those typically found in a unit franchise agreement in 
the franchisor's home country. 

Where site selection or locations are critical to the franchise system, the master 
franchise agreement may also provide for conditional rights of assignment of all leases 
and subleases entered into by the master franchisee. In order to ensure that such 



provisions are effective, it will be necessary for the franchisor to determine the 
availability of such provisions under local target country real estate and leasing laws 
and the formal requirements for preparation of the appropriate assignment language 
and documents. 

P. General Agreement Provisions 

An international master franchise agreement is no different from any other 
contract in respect to general contract provisions which should be included apart from 
those discussed above. Accordingly, provisions relating to the entire agreement, the 
binding effect of the agreement, counterparts, governing language, effect of headings, 
further assurances, notices and independent contractors should be included. 

Appropriate disclaimers and risk warning provisions typically found in a home 
country unit franchise agreement should be included and adapted for the particular 
circumstances and the laws of the target country. These provisions would include an 
acknowledgement of the proprietary nature of the franchise system, opportunity 
afforded the franchisee to obtain independent advice, the acknowledgement by the 
franchisee of the risks assumed in entering into the master franchise agreement, a 
representation and warranty with respect to adequate capitalization and working capital, 
a representation and warranty with respect to any financial statements or business 
plans submitted by the franchisee, a representation and warranty with respect to the 
identity of and ownership interests of shareholders and principals of the franchisee 
entity, and an acknowledgement by the franchisee that it is not involved in and has not 
conducted any competitive or conflicting business or investment. 

V. INTERNATIONAL DISPUTE RESOLUTION 

A. Options in International Dispute Resolution 

No one really wins in litigation. The amount in dispute must be very significant to 
make litigation an effective investment given the expense of litigation and time 
commitment necessary by management. This is even truer in international dispute 
resolution. As a result, international franchisors tend to avoid litigation, notwithstanding 
the governing law, forum and venue clauses that may favor them in their franchise 
agreements. It is common for an international franchisor not to pursue an international 
franchisee for breach of contract. Simply avoiding conflict is the first of four options that 
franchisors have in dealing with international dispute resolution. 

The second option is to have the franchise agreement governed by the laws of 
the franchisor's home jurisdiction. The advantages of this option are that the franchisor 
is familiar with local law, and the franchise agreement has been drafted with those laws 
in mind. The local court or arbitration offices are also conveniently at hand. The 
downside to this approach is that judgments rendered under local law and by local 



courts are frequently unenforceable in other countries' or are only enforceable with 
great difficulty and expense. This is because franchisors typically use their standard 
form of franchise agreement prepared for use in the United States. The United States is 
a common law jurisdiction but the vast majority of the countries in the world have a legal 
system based primarily on the civil law system. There are significant differences in both 
the legal concepts employed and the remedies available in the two systems. While 
designating the governing law and venue as the franchisor's local law and venue has 
been used often by franchisors who quietly know that in the end they will use the first 
option described, namely abandonment, it is workable in some countries, such as 
Canada. 

The third option is to use the governing law and venue of the foreign court or 
arbitral body. The disadvantages to the franchisor of this third option are that it means 
going to court on the franchisee's home turf and also requires applying unfamiliar law in 
an unfamiliar legal system. In addition, there will be travel time and associated costs for 
management. 

The advantages and disadvantages for both the franchisor and the franchisee in 
choosing the home court or the away court are quite similar. The outcome of the 
negotiations on the issue may be determined the relative bargaining power of the 
parties, or by simply compromising. International arbitration, the fourth and final of the 
options presented here, can be the compromise. 

Arbitration is the norm in major international transactions for a variety of reasons. 
Although the arbitration award must still be presented to a court in the jurisdiction where 
the assets are located to obtain an enforcement order, if the foreign jurisdiction is a 
party to the New York Convention on the Enforcement of Arbitral   wards^ the grounds 
for refusing to enforce the award are limited and an enforcement order is more likely to 
be granted. The arbitration can be held in a third country so that neither party has home 
court advantage. There is also more flexibility with respect to choosing the law and 
procedure to be applied. 

On the downside, arbitration requires the cost of the second hearing to obtain the 
enforcement order and the higher cost of the remuneration of the arbitrators. Some 
international arbitration forums have traditionally dealt with larger cases and their fees 
and the slow speed with which they expedite matters may be unattractive to a smaller 
franchisor. 

1 U.S. Department of State, Enforcement of Judgments, available at 
htt~://travel.state.~ov/lawlinfo/iudicial/iudicial 691 .html#; U.S. Department of Commerce, Recognition 
and Enforcement of Foreign Money Judgments, March.2002, available on-line at 
htt~:/ lwww.osec.doc.~ov/ogc/occiclrefmj~. 

2 Convention on the Recognition and Enforcement of Foreign Arbitral Awards, done in New York, 10 
June 1958, available on-line at 
htt~:!iwww.uncitral.orgi~~ncitral/en/uncitral texts!arbitration/NYConvention.html. 



1. Litigating in Your Home Forum - Enforcing Judgments 
Internationally 

Judgments are enforced internationally through comity, reciprocity or a treaty. 
"Comity" is the unilateral recognition of a foreign court's judgment, not out of obligation, 
but out of deference and mutual respect. "Reciprocity" means that the two states must 
recognize each others judgments, although it may be a matter of practice rather than as 
a treaty obligation. A "treaty" is simply an agreement or convention between 
independent nations. There are no bilateral or multilateral international conventions in 
force between the United States and any other country on the reciprocal recognition and 
enforcement of judgments3 The principal reason for the absence of such agreements 
is the perception by many foreign states that U.S. money judgments are excessive and 
not in accordance with their notion of equity. Accordingly, the enforceability of U.S. 
judgments varies from country to country. Generally foreign courts ask the following 
questions when presented with a U.S. judgment for enforcement: 

(i) did the U.S. court have jurisdiction over the matter; 

(ii) was the foreign defendant properly served; 

(iii) were the proceedings in the U.S. vitiated by fraud; and 

(iv) is the judgment contrary to the public policy of the foreign 
jurisdiction? 

Further, foreign courts will generally only enforce judgments for a fixed sum of 
money and are not likely to enforce injunctions and awards for specific performance. 
With respect to money judgments, foreign courts are decidedly less friendly towards 
awards that include treble and/or punitive damages. 

The lack of treaties for commercial judgments is actually the norm for most other 
countries in the world except for Europe and members of the European Union in 
particular. Within the EU there are a number of treaties regarding the reciprocal 
enforcement of judgments4 

The Government of the United States did initiate an effort to develop a treaty on 
the international enforcement of judgments in 1992, through the Hague Conference. 
The result was the Convention on the Choice of Court Agreements adopted by the 
Hague Conference on June 30, 2005.~   ow ever, to date%nly Mexico has ratified or 

U.S. Department of State, supra note 1. 
4 The enforcement of judgments between the EU member states is regulated by the Brussels I 

Regulation (4412001, OJL 1211, 16 January 2001). The Lugano Convention of 1988 (officially known 
as "Convention of 16 September 1988 on Jurisdiction and the Enforcement of Judgments in Civil and 
Commercial Matters") created an almost identical system for the recognition of judgments between 
members of the EU and members of the European Free Trade Association ("EFTA") such as 
Switzerland, Iceland and Norway. 

' Available at http://www.hcch.net/index en.php?act=conventions.text8cid=98. 



acceded to this agreement. There are serious concerns that the Convention may never 
enter into force.7 

(a) Enforcement through Comity - Examples from Canada 

While the enforcement of judgments through treaties is not yet possible, in some 
countries dependence on comity can yield good results. However, investigations need 
to be made on a country-by-country basis. The discussion of the Canadian cases 
below illustrates the reliability of comity in Canada, the issues to consider and the extent 
to which other countries may be receptive to the enforcement of the decisions of foreign 
courts in the absence of a treaty. 

Canadian courts have shown a willingness to extend comity without asking for 
reciprocity. There are three recent decisions of the Supreme Court of Canada in this 
area. Together they show a strong commitment to the development of an international 
legal system that includes the recognition of foreign judgments, including injunctions, 
the recognition of choices made in contracts, and the use of arbitration, a vital 
component of international commerce. 

(i) Comity Extended in Canada 

In Beals v. saldhana8 the Supreme Court of Canada extended its earlier decision 
in Morguard lnvesfmenfs Lfd. v. De savoyeg and held, by 6-3, that the "real and 
substantial connection" test used in Morguard in an interprovincial matter should also be 
applied equally to judgments from courts outside of Canada. 

In Beals, two Canadian couples bought an undeveloped lot in Florida for 
$4,000.00. A real estate agent contacted them saying that he had a buyer. They sold 
the lot, but it turned out that someone (probably the real estate agent, and certainly 
someone in Florida) had mistakenly identified the lot, and the buyer sued. While the 
seller initially defended the Florida action, as litigation costs mounted they took the 
rather dubious advice of their lawyer and ignored the Florida proceedings. As a result, 
damages in the amount of $260,000.00 were awarded to the buyer. By the time the 
buyers sought to enforce the judgment in Ontario, the amount owed had grown to 
$800,000.00 U.S. 

The court enforced the Florida court order holding that by buying land in Florida 
the Canadians should have expected that disputes regarding the land would be 
resolved under Florida law, given that real estate had a "real and substantial 
connection" to that forum. 

February 4, 2008. 
7 For a discussion of the Convention and franchising see William J. Woodward, Jr., Saving fhe Hague 

Choice of Court Convention, 29 U.Pa. J. Int'l L. - (forthcoming 2008). 
2003 SCC 72. 
[I 9901 3 S.C.R. 1077. 



(ii) Respect for Choice of Forum in Canada 

In Z.I. Pompey Industries v. ECU-Line N.v." a corporation purchased equipment 
in France for shipment to Seattle. The vendor in France retained a freight forwarder to 
make the arrangements, and the freight forwarder retained a shipping company. The 
executed bill of lading contained the following forum selection clause: 

"The contract evidenced by or contained in this Bill of Lading is governed by the 
law of Belgium, and any claim or dispute arising hereunder or in connection 
herewith shall be determined by the Courts in Antwerp and no other Courts." 

The bill of lading further specified that the equipment was not to be transported 
by train, due to its sensitive nature. The shipper sent the equipment by train, destroying 
the equipment. The plaintiff sued the shipping company in the federal court of Canada, 
and the shipping company brought a motion seeking a stay of the federal court action 
on the basis that the bill of lading required claims to be brought in the courts of Antwerp. 
The Supreme Court agreed with the shipping company and stayed the action, noting 
how prevalent forum selection clauses have become and emphasized that the 
continued use of these types of clauses should generally be encouraged as they create 
certainty and security in transactions. 

Franchisors should note that the court dismissed the argument that the forum 
selection clause should be given little weight because a bill of lading is a contract of 
adhesion. In these circumstances the parties are generally sophisticated and 
experienced with shipping terms. In summary, the court has strongly indicated that the 
forum selection clause in a shipping context should be strictly enforced absent 
exceptional circumstances. 

Where there are reasonable connections to the jurisdiction, and where the 
applicant appears to have raised the clause not merely as a procedural advantage, but 
rather to bring some order and consistency to the risks associated with its business, 
Canadian courts are likely to hold the parties to their contractual choice of law of 
jurisdiction. In the right circumstances it is likely that this decision would be followed in 
an international franchising dispute. 

(iii) Comity and Non-Monetary Judgments 

The Supreme Court of Canada in Pro Swing v. Elta Golf lnc." dramatically 
changed the law in Canada regarding the enforcement of foreign judgments generally, 
and particularly in judgments enforcing intellectual property rights. Pro Swing, a 
manufacturer of golf clubs, sought to enforce an order of the U.S. District Court for the 
Northern District of Ohio for the contempt by the Ontario defendant of a settlement 
agreement and consent decree arising out of an action for trademark infringement. 
Although, in a split decision, the Supreme Court of Canada denied enforcement of the 

'' [2003] S.C.J. No. 23, released May 1,2003. 
1 1  2006 SCC 52, available at http://scc.lexum.urnontreal.c_a/en/2006/2006scc52/2006scc52.html. 



order, both the majority and dissent agreed that it was time to change the existing 
common law rule that foreign non-monetary judgments could not be enforced, in light of 
the globalization of commerce and the need to develop rules for enforcing injunctions. 

The court disagreed on whether the consent decree and the contempt order in 
this case were sufficiently precise to enforce in Canada. A review of the issues the 
court found is a guide to the drafting of enforcement terms in agreements and court 
orders.'* 

First, foreign non-monetary judgments and orders need to be reviewed to ensure 
that the remedies available under them do not exceed the remedies that would be 
available in strictly domestic litigation. 

As applied to this case the majority held that: 

Because of their criminal component, contempt orders should not 
be enforceable in Canada. 

The scope of the orders must be matched in the two legal systems. 
In this case a contempt order in the U.S. does not have the breadth 
of a similar order in Canada. The Plaintiff should receive only the 
protection awarded in the original hearing. 

The territorial scope of the order must be clear. In this case the 
infringing transactions took place over the Internet and the 
settlement agreement and orders did not specify that enforcement 
could take place in Canada. The fact that Pro-Swing had not 
registered its mark in Canada, and therefore may not have had any 
rights in Canada to enforce, made the enforcement of this 
particular order very problematic. 

Courts must ensure that Canadian public policies are respected. In this 
case the order required the disclosure of the purchasers of the infringing 
golf clubs. 

The third and fourth items listed above have the most obvious impact on the 
drafting of remedies. For example, Canada and the U.S. have chosen different policies 
for the protection of personal information. As frictions between the U.S. and both 
Europe and Canada in this area increase, it raises the question of whether obtaining 
these customer lists is really worth risking the enforcement of the agreement or order. 
This should now be a consideration in the preparation of license, franchise and 
distribution agreements. 

" It is important to note that Pro-Swing had registered its trademark "TRIDENT in the U.S. but not in 
Canada. This meant that the only rights that Pro-Swing had in Canada as against the defendant 
arose out of the settlement agreement. 



The discussion of these cases illustrates the range of issues that a foreign 
judgment holder must overcome in order to effectively enforce a foreign judgment, even 
in Canada, whose legal system is closer to that of the United States than almost any 
other country. 

(b) Other Matters - Service 

Another issue that may arise when relying on comity is the proper service of the 
statement of claim. If three parties are residents of countries that are signatories to the 
Hague Conference's Convention on the Service Abroad of Judicial and Extrajudicial 
Documents in Civil or Commercial ~ a t t e r s ' ~  the service should be made in accordance 
with the terms of the Convention. If they are not, the foreign court may refuse to 
enforce the resulting judgment. The signatories include Canada, China, France, 
Germany, Japan, Russia, the U.K. and the U.S. The Convention requires service 
through the central judicial authorities of the two states and can take considerable time 
and therefore is not often used. In practice, however, Canadian courts seldom enforce 
the use of the Hague Convention with respect to U.S. parties. 

In summary, relying on comity to enforce a judgment of a franchisor's home court 
can be a time-consuming, expensive and uncertain process. Much depends on 
knowledge of the issues the foreign court that is asked to enforce the judgment is likely 
to raise. 

2. Litigating in the Franchisee's Local Court - The Basics of Civil 
Law 

Although relying upon the local court in a foreign jurisdiction does not 
automatically mean that the franchisor will be in a civil law jurisdiction, most of the 
world's countries do have a civil law legal system. Common law legal systems are 
found only in former British colonies such as Canada, the United States and Australia. 

While many international franchise transactions are currently between common 
law jurisdictions, it is expected that this will change in the coming years with the 
maturing of the emerging economies such as China, Russia and Brazil. All three of 
these countries are civil law jurisdictions. In addition, the differences between civil law 
and common law are relevant to the conduct of international arbitrations and the 
enforcement of international arbitration awards that will be discussed in the next section. 
For these reasons being familiar with the general differences between the two systems 
is an important part of international dispute resolution. 

It should be noted, however, that both common law and civil law systems vary 
considerably from country to country. Accordingly, the discussion that follows will use 

13 Concluded 15 November 1965; entered into force 10 February 1969; available on-line at 
http:l/hcch.e-vision.nl1index en.pho?act=conventions.tex2&cid=1~. 



generalizations that will not always apply to a particular country. For each country 
individual investigation is required. 

There are a number of ways in which civil law differs from common law. One of 
the primary differences is that in civil law systems law is developed from broad general 
principles using deductive reasoning. In common law systems law is developed 
primarily from decided cases to form more general principles. Another way to describe 
the difference is that civil law approaches legal questions from the top down, while 
common law approaches the questions from the bottom up. 

It is not necessary to have a civil code in order to have a civil law legal system. A 
statute in civil law is usually drafted quite differently than a statute in a common law 
system. In civil law jurisdictions statutes should be general statements of legal 
principles rather than precise and narrowly read restrictions on freedoms. 

In such statutes the prohibitions need not be as precisely stated as in common 
law statutes and it is acceptable to allow the lawmakers (through regulation or judicial 
interpretation) to elaborate on the general principles. To say that civil law is statute- 
based whereas common law is case-based is to misperceive the nature of civil codes 
and statutes in a civil law jurisdiction. 

While civil law and common law broadly arrive at similar results, there are some 
important differences between them as to how they arrive at the result. There is only 
room for a brief review of some of the differences in this paper. 

(a) Contract Formation and Terms 

One of the principal differences between the two systems for franchisors is in the 
doctrines applicable to contract formation. The civil law doctrine of culpa in 
contrahendo (or "fault in negotiating1') as first developed by the German 19th century 
jurist Rudolf von   her in^'^ and as later added to Germany's BGB or Civil Code in 2002 
by amendments to Articles 241 (2) and 31 1, has become the basis for a duty to disclose 
in contract negotiations under civil law. This principle is the opposite of the common law 
doctrine for contract formation of caveat emptor or "buyer beware." 

Some common law jurisdictions have used concerns about inequalities in access 
to information where one party is in a vulnerable position to adopt laws protecting 
purchasers from the full effect of the caveat empfor doctrine. Laws regarding the sale of 

14 The doctrine was first expounded in "Culpa in Contrahendo, oder Schadenersatz bei nichtigen oder 
nicht zur Perfektion gelangten Vertragen" (Culpa in Contrahendo or Damages for Void or Unperfected 
Contracts), in 4 Jahrbucher Fur Die Dogmatik Des Heutigen Romaischen Und Deutschen 
Privatrechets [Yearbooks of the Dogmatics of the Modern Roman and German Private Law] l(1861). 
Friedrich Kessler and Edith Fine, Culpa in Contrahendo, Bargaining in Good Faith, and Freedom to 
Contract: A Comparative Study, 77 Haward Law Review 401, at pp. 401-9 (1964) as cited in E. Allen 
Farnsworth, Duties of Good Faith and Fair Dealing under the Unidroit Principles, Relevant 
International Conventions, and National Laws, Universitat Koln, available online at 
http:litidb.uni-koeIn.de/php/pub show document~I.1Q2pubdocid=l22100. 



investment securities are one example of this phenomenon. Franchise disclosure 
legislation is another example. In common law jurisdictions, franchise disclosure 
legislation can be read narrowly as an exception to the general rule of caveat emptor 
regarding negotiation of a contract. However, such narrow interpretations of disclosure 
requirements in particular are not appropriate in civil law, as is illustrated by the cases 
from ~ e r m a n ~ ' ~ ,  ~ u e b e c ' ~  and the People's Republic of china.I7 In these cases based 
on the duty to negotiate in good faith, the courts have imposed a duty of disclosure on 
franchisors, despite the fact that in Germany and Quebec there are no franchise sales 
laws. 

There are other ways in which civil law contract principles differ from those of 
common law. A common law contract requires an exchange of consideration to be 
valid. A civil law contract cannot exist without a lawful cause (causa). Cause is the 
reason wh a party enters a contract and undertakes to perform contractual 
obligations.Y8 This distinction leads to two significant differences. One is that civil law 
recognizes gratuitous contracts. 

The second difference is that in civil law a contract may stipulate performance for 
the benefit of a third party, subject to the acceptance of the benefit by the third party. In 
many common law jurisdictions the doctrine of privity of contract stipulates that only 
parties to the contract can enforce the contract. In some common law countries this 
doctrine has led to adoption of legislation to allow contracts for the benefit of third 
parties.'g 

Other differences include the concept of breach of contract. In common law it 
may occur without there being fault. In civil law a breach must be the result of fault of 
the party through intention or negligence. This has implications for the awarding of 
damages. In common law there is generally no requirement for notice of default unless 
it is specified in the contract. In civil law it is an implied term of the contract. 

l5  Landgericht Kaiserslauten in Aktenzeichen 4 0 607100, 26 Mai 2004. 
l 6  Bank of Montreal v. Bail Ltee, [I9921 2 S.C.R. 554;-(1992), 93 D.L.R. (4th) 490. The Supreme Court 

of Canada recently affirmed this position in ABB Inc. v. Domtar, 2007 SCC 50 where the court said 
"the scope of the general duty to inform is much broader than that of the disclosure of a latent defect. 
This duty encompasses any information that is of decisive importance for a party to a contract, as 
Gonthier J. stated in Bail (see pp. 586-87). It is therefore easy to imagine a situation in which a seller 
would be in breach of the duty even though no latent defect exists." In a franchise context see 
Cadieux c. St-A. Photocorporation, Cour superieure, 9 avril 1997. 

17 Huang Haiyan v. Beijing Hansen Cosmetology Limited Co., Beijing Chaoyang District People's Court) 
2005) File No. 24486. 

18 Caslav Pejovic, Civil Law and Common Law: Two Different Paths Leading to the Same Goal, (2001) 

19 
32 VUWLR 81 7 at 821. 
In the U.K. there is the Contracts (Rights of Third Parties) Act 1999, c. 31; in New Zealand there is 
the Contracts (Privity) Act of 1982; In Illinois there is the Illinois Third Party Beneficiary Contract Act - 
755 ILCS 30. 



(b) Dispute Resolution and Civil Procedure 

The differences between the two systems in court structure and civil procedure 
are in many ways more significant than the differences in contract formation. Generally 
in civil law systems there are several separate and co-existing court systems where 
there would be one unified court system in a common law juri~diction.~' Civil law gives 
more deference to legislatures than does common law, and there is a distinction 
between private law and public law in civil law systems that does not exist in common 
law.21 This distinction often means that there is a separate court system for public law 
that may be described as an administrative law system and the judicial review of the 
laws adopted by the legislature is much more constrained in civil law than in common 
law. 

The deference to legislatures means that the role that judges play in common law 
countries is not the same as in civil law. They have a more narrow and straightforward 
role as operators of the system or as  technician^.^^ The system is designed by legal 
scientists (usually academics) and built by legislators. In contrast in common law the 
judges "make law" with key decisions, obiter statements, and even dissents. Dissent 
opinions are generally not allowed in civil law. 

Advocacy in civil law systems is quite different from common law systems. 
Common law adjudication is based on the adversarial principle, where the judge is 
supposed to be a neutral arbitrator as the parties each present their version of the facts 
and the law. In civil law the court is deemed to know the law23 and accordingly the 
parties should not need to make presentations on this aspect, or if they must make 
them, do so with deference. Evidence as to the law may be presented in some 
jurisdictions in the form of cases, the better and preferred source is the writings of the 
legal scientists who are responsible for designing the system (i.e., law professors). 
These writings are known as "doctrine". Further, in civil law, judges examine witnesses 
and formulate the issues. The other side has a more limited right of cross- 
e~aminat ion.~~ There is no right of discovery and if the required evidence is in the 
possession of the opposite party, the way to proceed is to request the judge to order the 
evidence produced. 

Finally, another feature of the civil law process that concerns common law 
practitioners is the absence of interim injunctions in most  proceeding^.^^ Instead 
aggressive litigators rely upon safeguard measures that are similar to what common law 

20 James G. Apple and Robert P. Deyling, A Primer on the Civil Law System (Washington, D.C.: 
Federal Judicial Center, 1995) at 24, available on line at 
ht~://www.fic.qov/public/pdf.nsf/lookup/CivilLaw.pdfl$filelCivilLaw.pdf . 

2' Id. at 23. 
22 Id. at 30. 
23 Under the doctrine of jura novit curia. 
24 Pejovic, supra note 18, at 38. 
25 In some civil law jurisdictions there are special provisions in the intellectual property laws permitting 

interim injunctions. 



litigators call Mareva injun~tions.~"afe~uard measures are much more common in 
civil law systems than Mareva injunctions are in common law systems. 

(c) Summary 

Civil law legal systems are not the same as common law systems. If a franchisor 
is planning to rely on the enforcement of its franchise agreement in a civil law legal 
system, it would be prudent to have the form of agreement reviewed and revised to 
provide for enforcement mechanisms with which a civil law judge would be comfortable, 
and terms are in conformity with the provisions on obligations in the civil code of the 
jurisdiction. The cost of this process is definitely a disadvantage of using this option. 

The advantage of using the local courts, as mentioned before, is that there will be 
no need for another hearing to obtain recognition of the judgment on the basis of comity 
or reciprocity, if such an order is even available. 

3. An Alternative to the Courts - Using International Arbitration 

Courts are part of the systems that govern countries, and using courts in 
international disputes inevitably entangles the parties in questions regarding the 
sovereignty of their respective nations. But commercial parties are often more likely to 
agree on a dispute resolution process than are their respective nations. 

Accordingly, the norm in international dispute resolution is arbitration. An 
arbitration award must still be presented to a local court for an enforcement order but in 
this respect arbitration awards have a significant advantage over court orders that are 
being enforced in reliance on comity or reciprocity. 

The advantage is that the New York   on vent ion^^ on the enforcement of arbitral 
awards has been ratified by all the major trading countries of the and the 
Convention significantly narrows the grounds upon which a court may refuse to enforce 
an arbitration award, as compared to the order of a foreign court. Arbitral awards may 
be presented for enforcement in any jurisdiction in which the party has assets. This is a 
significant advantage when the opposite party has assets in more than one jurisdiction. 
Another advantage of arbitration is that the parties can chose the governing law and 
venue without reference to their home jurisdictions. This allows for compromises to be 
made so that neither party has home court advantage. 

'6 A "Mareva injunction" is a court order which freezes assets prior to trial so that a defendant cannot 
dissipate the assets beyond the jurisdiction of the court and thus frustrate any resulting judgment. 

" Supra note 2. 
28 Some of the more significant countries that have not ratified the Convention are Guyana, Angola, 

Namibia, Belize, Malawi, Congo-Brazzaville, Democratic Republic of the Congo, Ethiopia, Sudan, 
Chad, Libya. Yemen, Iraq, Turkmenistan, Burma (Myanmar), and North Korea. 



(a) The New York Convention - Grounds for Refusal 

The basic premise of the New York Convention is set out in Article Ill. Each 
contracting state is to recognize arbitral awards as binding and enforce them 
accordingly. Such awards are to receive "national treatment;" that is, they are to be 
enforced under the same terms as would be imposed on a domestic arbitral award. 

The Convention specifies when a local court may refuse to enforce an arbitral 
award. The grounds are: 

(i) If the parties to the agreement were under some incapacity, or the 
agreement is not valid under the governing law of the contract or if there is no 
indication as to governing law, under the law of the country where the award was 
made. 

(ii) If the party against whom the award is being enforced was not given 
proper notice of the arbitration proceedings or was otherwise unable to present 
his case. 

(iii) If the award deals with a matter not contemplated by the terms of the 
submission to arbitration, or it contains decisions on matters beyond the scope of 
the agreement to arbitrate (severance of matters that are governed by the 
agreement to arbitrate is allowed). 

(iv) If the composition of the arbitral tribunal or the procedure was not in 
accordance with the agreement of the parties, or failing such agreement, not in 
accordance with the law of the country where the arbitration occurred. 

(v) If the award has not yet become binding on the parties or has been set 
aside. 

(vi) If the subject matter of the dispute is not capable of settlement by 
arbitration under the law of the country where enforcement is sought. 

(vii) If the recognition or enforcement of the award would be contrary to the 
public policy of the country where enforcement is sought. 

When choosing arbitration as the method of international dispute resolution a 
franchisor should pay particular attention to the grounds 1, 6, and 7 above. Are there 
any restrictions on the use of arbitration in franchise agreements in the governing law of 
the contract? In a number of jurisdictions in the U.S. this may be the case.*' 

29 See the discussion in Woodward, Jr. supra at note 7 and the decisions in Nagrampa v. Mailcoups, 
469 F.3d 1257 (gth Cir. 2006) and Kubis & Perszyk & Associates, Inc. v. Sun Microsystems, 146 N.J.  
176 (1 996). 
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A number of jurisdictions regard the grant of intellectual property rights as a part 
of their sovereign rights, and are not willing to cede the power to resolve disputes 
regarding such rights to an arbitral body. There may need to be a carve-out in the 
arbitration clause regarding the enforcement of intellectual property rights. 

The most important ground for the refusal to enforce an arbitral award is 
undoubtedly that the award is contrary to the public policy where enforcement is sought. 
The differences between civil law and common law jurisdictions come into play here and 
the concept of public policy varies amongst nations.30 

The differences in interpretation have led to the International Law Association 
commissioning a report on the problem and adopting a resolution3' recommending 
certain principles to the national courts. In fact many jurisdictions have tried to interpret 
this restriction narrowly, as being limited to awards that are contrary to "international" 
public policy, notwithstanding the wording of the provision in the Convention. 

One of the fundamental principles listed as an example of a public policy is the 
prohibition on the "abuse of rights." This phrase has a broad meaning in civil law and 
can include the doctrine of culpa in contrahendo discussed earlier. In other words, a 
failure to negotiate a franchise agreement in good faith, and with appropriate disclosure, 
notwithstanding the absence of a law mandating the delivery of a franchise disclosure 
document, may lead a local court to not enforce an arbitral award in favor of the 
franchisor as being against public policy. 

For these reasons some parties to international agreements have the draft 
agreement reviewed to ensure its conformity with civil law provisions and the public 
policies of the opposite party's home jurisdiction, even when the governing law of the 
arbitration will be a common law jurisdiction. 

Finally, another issue to consider is what constitutes proper notice of the 
proceedings. In the absence of specific notice provisions in the agreement the 
governing law would apply; and this would most likely specify service in accordance 
with the provisions of the Hague Convention on the Service Abroad of Judicial and 
Extrajudicial Documents in Civil or Commercial ~ a t t e r s . ~ ~  

(b) Drafting the Arbitration Clause 

One of the considerations in drafting an arbitration clause is choosing a venue or 
seat of arbitration. It is important to ensure that the country of the chosen venue is a 
signatory to the New York Convention. In addition, not all courts are equally receptive 

30 In China public policy is not a legal concept in the legal system and may be read as "fundamental 
public and social interest in China." See Hong Xiao, Refusing Recognition and Enforcement of 
Foreign Arbitral Awards under Article V(2) of the New York Convention in China: From the Judicial 
Experience of Europe and USA, 2k7) US-China Law Review 51 (July 2005). 

31 International Law Association 70' Conference, New Delhi, India, held April 2-6, 2002, Resolution 
212002. 

32 Supra note 13. 



to arbitration and some may interfere in the award. A recent decision of the House of 
Lords in England took a broad and liberal approach to the interpretation of an arbitration 
clause,33 suggesting that England is such a sympathetic jurisdiction. 

However, it is common for parties to an agreement to include provisions on the 
division of legal costs, and English law renders void any agreement about arbitration 

Certain jurisdictions and arbitral bodies have gained a reputation for effective 
arbitration. Sweden is often used in Russian matters and Hong Kong SAR and 
Singapore are popular for matters in the People's Republic of China. 

Because international arbitration is expensive, it is useful to have a tiered 
arbitration process specified in the agreement to reduce costs. The parties should 
commit to first trying to negotiate any dispute and then trying to mediate the dispute 
before turning to arbitration as a last resort. Generally speaking, arbitration rules do not 
provide for motions for summary judgment, and if the parties wish to have such a 
procedure to resolve points of law and possibly settle the matter quickly, they must 
make a special provision for the procedure. In North America, it is common for an 
arbitration clause to not specify a particular arbitration panel or set of rules. However, in 
the People's Republic of China the absence of such a specification will invalidate the 
arbitration clause. 

One of the more difficult decisions to make when drafting a clause for use in an 
agreement between a party in a common law jurisdiction and a party in a civil law 
jurisdiction is how evidence will be collected and submitted. As discussed earlier, the 
systems are quite different in this respect. Simply writing a provision for U.S. style 
discovery into an arbitration agreement does not necessarily mean that it will be 
enforced in a civil law jur i~d ic t ion.~~ 

In this regard the lnternational Bar Association has attempted to develop a 
compromise position for use in arbitration agreements with parties in civil law 
jurisdictions. The IBA Rules on the Taking of Evidence in lnternational Commercial 
~ r b i t r a t i o n ~ ~  provide mechanisms for the presentation of documents, witnesses of fact, 
expert witnesses and inspections, as well as for the conduct of evidentiary hearings. 
The Rules are designed to be used in conjunction with, and adopted together with, 
institutional or ad hoc rules or procedures governing international commercial 
arbitrations. The Rules can be incorporated by reference into the arbitration agreement. 
The implications of not doing so will be discussed more fully in the next section. 

33 Premium Nafla Products Ltd. v. Fili Shipping Co. Ltd., [2007] U K H L  40. 
34 Mary Swanton, "Foreign Feuds: A Survival Guide to lnternational Arbitration," Inside Counsel 43, 

35 
January 2008, at 44. 
Swanton, supra note 34 at 46. 

36 Adopted by a Resolution of the IBA Council June 1, 1999. 



B. Collecting Evidence Internationally 

Whichever option for international dispute resolution is chosen, arbitration, home 
courts or local courts, there is still the issue as to how the evidence will be collected. In 
the United States the Federal Rules of Civil Procedure permit discovery over 
defendants in different countries even if personal jurisdiction has not et been Y established. A party may proceed either under a treaty or on an ad hoc basis.3 

In civil law systems there is generally no discovery. This is also true in some 
common law jurisdictions such as the U.K. and Hong Kong SAR. And in other common 
law systems the discovery procedures are not as comprehensive as in the U.S. 
Together these factors lead to what has been described as "the general hostility of 
foreign courts to U.S.-style discovery.38 

The United States is a party, along with 43 other nations, to the Hague 
Convention on Taking Evidence Abroad in Civil and Commercial ~ a t t e r s ~ '  and is also a 
party to some other treaties on this topic relating to Latin ~rner ica.~ '  There are 
significant limitations on the use of the Hague Convention on Taking Evidence. First, 
most but not all of the signatories are in ~ u r o p e . ~ '  Second, there is significant doubt as 
to whether the Convention can be used in a rb i t ra t i~n .~~  

Article 23 of the Convention also provides that nations may opt out with respect 
to providing evidence for the purpose of pre-trial discovery of documents as known in 
common law countries. Currently 33 countries have exercised this option.43 Some of 
the reservations are in turn limited,44 so when contemplating enforcement in a particular 
jurisdiction, the method for collection and the availability of evidence must be carefully 
examined. 

The procedure under the Convention is for the party to a judicial proceeding in 
one country to ask the court to send a request to the central authority of such country to 
in turn send a Letter of Request (also known as "Letters Rogatory") to the central 
authority of the country in which the evidence is found or the individual resides. The 

Section of Antitrust Law, Obtaining Discovery Abroad: Second Edition (Chicago: American Bar 
Association, 2005) at 7. 
Id. at 1. 
23 U.S.T. 2555; T.I.A.S. 7444; 847 U.N.T.S. 231; Concluded March 18, 1970 and entered into force 
on October 7, 1972; available on-line at 
http:llhcch.e-vision.nllindex en.php?act=conventions.text&cid=82. 
Obtaining Discovery Abroad, supra note 37 at 27. 
Significant non-signatories include Canada, Chile, Brazil, Indonesia, Ireland, Egypt, Saudi Arabia, 
Thailand, Malaysia, New Zealand and Japan. 
Article 1 states that "A Letter shall [of Request] not be used to obtain evidence which is not intended 
for use in judicial proceedings, commenced or contemplated." 
Including some common law jurisdictions such as the United Kingdom. 
For example officially China will accept Letters of Request for pre-trial discovery but only if the 
request is clearly enumerated and of direct and close connection to the subject matter of the dispute. 
Actual practice may differ from this position. 



second central authority then sends the Letter of Request to the appropriate authority 
for execution. 

The general perception in the United States is that the procedure is "complicated, 
burdensome, inefficient and t ime -con~umin~ . "~~  U.S. courts are often unwilling to 
prescribe the use of the Hague Convention for these reasons. 

In addition to those problems, there may be local laws that impose obstacles to 
obtaining discovery abroad. They include laws adopted to address the extraterritorial 
application of U.S. laws generally and those targeted at discovery procedures. They 
also include privacy rights and laws and privileges recognized in the law of the foreign 
jurisdiction. 

If the witness in the foreign jurisdiction is willing to testify, there is a significant 
temptation for a U.S. lawyer to visit the foreign jurisdiction and conduct the deposition in 
a hotel room or other venue. In Canada this is usually effective except for disputes over 
the scope of discovery, but in some jurisdictions this can lead to serious problems. 

For example, Japan is a civil law jurisdiction that is not a signatory to the Hague 
Convention on Taking Evidence Abroad. There is, however, a law authorizing 
reciprocal judicial aid and a consular c ~ n v e n t i o n . ~ ~  However, Japanese law prohibits a 
party in U.S. litigation from obtaining evidence from a witness in Japan without going 
through a Japanese court or consu~ate.~' Any unauthorized discovery is considered 
illegal, and would void the enforcement of any judgment obtained with such evidence as 
being contrary to public order. 

In the People's Republic of China authorities do not recognize the authority or 
ability of foreign persons, such as American attorneys, to take voluntary depositions of 
willing witnesses, even before a U.S. consular notwithstanding the provisions 
of the consular c~nvention.~' 

While this topic is of primary interest to litigators, it is also important for 
consideration in deciding in advance how disputes will be resolved under an 
international agreement. Those drafting such agreements must consider the nature of 
the disputes that are likely to arise and the nature of the evidence that might be required 
to properly present their party's case before a court or arbitration tribunal. The U.S. 
party may then wish to consider designing appropriate monitoring and record-keeping 
procedures to overcome the difficulty of obtaining discovery or other evidence in the 
foreign jurisdiction. 

45 Obtaining Discovery Abroad, supra note 37 at 41. 
46 Law No. 63 of 1905 Relating to the Reciprocal Judicial Aid to be Given at the Request of Foreign 

Courts; Consular Convention between Japan and the United States, 518 U.N.T.S. 180, entered in to 
force on August 1, 1964. 

47 Obtaining Discovery Abroad, supra note 37 at 171. 
48 U.S. Department of State, China Judicial Assistance, available on-line at 

htt~:l/tra'vel.state.~ov/law/info/iudicia1/i~~dic~a~694.htmi. 
49 Article 27(1) of the U.S. - China Consular Convention of 1980. 



If arbitration is to be used, then the arbitration clause should include provisions 
on the collection of evidence and discovery that are likely not to offend the government 
of the foreign jurisdiction. And finally, if it is particularly difficult to ensure that sufficient 
evidence will be available in a U.S. court, or in front of an international arbitration 
tribunal, then the most effective enforcement may be obtained in the foreign jurisdiction. 

VI. OTHER TYPES OF NON JUDICIAL REMEDIES 

A. Control Over Supplies 

Many franchisors will negotiate arrangements with product or service suppliers 
for their international franchisees, and may in fact enter into contractual arrangements 
with the suppliers. Subject to local antitrust or competition laws, and provided that the 
franchisor has the right (usually by contract) to notify its suppliers that a particular 
franchisee is not in good standing and is no longer entitled to be supplied, the franchisor 
may be able to prevent the franchisee from receiving products or supplies. The result of 
such a direction could be catastrophic for the franchisee, particularly if the franchisee is 
responsible for ensuring the availability of such products or services to its 
su bfranchisees. 

B. Real Estate Controls 

While many franchisors prefer to avoid taking an interest in real estate in foreign 
countries, some franchisors do require control over franchised locations by either taking 
the headlease directly and subleasing locations to the franchisees, or by requiring a 
form of conditional assignment of the location leases on an expiry or termination of the 
franchise agreement. The international franchisor may use a foreign affiliate company 
to enter into leases and take interests in real estate in order to avoid having the 
franchisor entity being considered to be conducting business in the foreign country, 
while at the same time allowing an otherwise shell company to take the leasehold 
interests directly for control purposes. 

C. Assignment of Franchise Agreements 

Depending on the laws of assignment and third party beneficiary in the relevant 
foreign jurisdiction, it may be possible for a franchisor to require of its international 
franchisees that any franchise agreements entered into between the franchisor and the 
international franchisee, and any subfranchise agreements between the international 
master franchisee and its subfranchisees, be assignable to the franchisor on default or 
termination of the international franchise agreement. This remedy may be of somewhat 
limited value as it would have to be enforced by judicial proceedings if the franchisee or 
subfranchisees refuse to cooperate. Nevertheless, if the agreements are prepared as 
present conditional assignments, so that there is no need to obtain written execution at 
the time of default or termination, they may be enforceable without judicial proceedings. 



D. Reservation Systems 

Some franchise systems, particularly in hotel and car rental systems, utilize an 
international reservation system. Typically the franchise agreement or reservation 
system agreement will provide that the reservation system agreement can be 
suspended or terminated if the franchisee is in breach of the franchise agreement. For 
systems of this nature, the suspension or termination of a reservation system can be 
disastrous for a franchisee, and will provide an extremely effective remedy for the 
franchisor. 

E. Advertising Fund 

If system advertising, particularly in local international markets, is controlled by 
the franchisor, and is a key component of the franchisee's business tools, the ability of a 
franchisor to suspend or terminate local advertising on default of the franchisee under 
the franchise agreement can be a very effective tool for the franchisor. Similarly, 
suspension or termination of the supply of site-specific advertising materials can also 
provide an effective non-judicial remedy for the franchisor. 

F. lnternet Domain Names 

If the franchisor controls its franchise system use of the lnternet and is the owner 
of local domain names, it can block a defaulting franchisee from accessing the 
franchisor's website or intranet, and can prevent the franchisee from continuing use and 
access to websites associated with the franchisor's domain name. 

G. Intellectual Property 

In almost every franchise system the franchisor or an affiliate of the franchisor 
will be the owner of the franchise system trademarks, copyright and other intellectual 
property. In many systems the intellectual property may include proprietary software 
which is licensed to the franchisee. If the franchisee is in default, the franchisor can 
terminate use of the intellectual property (such a right should be included in the 
underlying franchise agreement) and deny the franchisee and subfranchisees, if 
applicable, continuing rights to use such intellectual property. However, if the 
franchisee (or subfranchisees) fails to comply, legal action may be required. 

VII. Issues of Particular Interest to In-House Counsel 

A. International Disclosure Requirements 

While disclosure can be viewed as an onerous obligation that a franchisor must 
contend with, it should also be viewed as a helpful document both for the franchisor and 
franchisee. Obviously, the document provides the franchisee with important information 



such as the type of product or service that the franchise chain provides, the obligations 
of both parties, the fees to be paid, and the franchisor's financial condition. 
Unfortunately, too often franchisees do not read the document because of its length or 
their perceived notion that they know the business and therefore an in-depth review is 
unnecessary. Many future disputes, particularly around the issue of fees, could be 
eliminated or mitigated with a careful and thorough review of the document by a 
franchisee or its counsel. 

The positive aspects of preparing the disclosure document are often overlooked 
by the franchisor. The more operations and franchise sales personnel spread out over 
the globe and are removed from the decision making process at the franchisor's 
headquarters, the less likely that the sales force will understand the new policies and 
changes occurring within the franchise system. The preparation of the document gives 
the franchisor an opportunity to gain internal alignment on what is being offered to 
franchisees and the franchise system's customers and the obligations of the parties. 
That being said, most in-house counsel do not encourage the franchisor to provide 
disclosure in a country that does not require it. 

Over the past decade, the number of countries requiring presale franchise 
disclosure has flourished, while presale registration by the franchisor has remained 
limited to a few countries, such as Spain and China. Currently, there are some 
approximately fourteen countries and the Canadian provinces of Ontario, Alberta and 
Prince Edward Island requiring some form of presale disclosure. In some instances 
such as Mexico, the disclosure must be fitted specifically for the transaction, creating in 
effect a personal disclosure. The disclosure period varies from five days to 30 days 
prior to the date of signing an agreement (or, in certain cases, even a letter of intent) or 
receiving money.50 Moreover, some countries with newer franchise disclosure laws 
may consider the laws of other countries if a disclosure matter comes before them. 

Concerning for franchisors, however, are the laws and policies that are not 
normally identified as presale disclosure laws but that require or strongly encourage 
presale disclosure. For example, German law (which contains no specific franchise 
disclosure law) imposes general disclosure obligations by Articles 241(2), 280(1) and 
31 l(2) of the German Civil Code on all those who enter into commercial contracts. A 
breach of the statutory obligations can occur if incorrect information is provided or if no 
information concerning core duties is provided. A similar situation results under the 
Quebec Civil Code in Canada for contracts of adhesion (which would normally include 
most unnegotiated franchise agreements. 

50 "NO undertaking may be given, and no consideration, sum of money or deposit may be paid or 
required prior to the expiry of a period of one month following the issue of the [disclosure] document." 
Article 3 DOC 51 16871007 CHAMBER OF REPRESENTATIVES OF BELGIUM 7Ih July 2005 Draft 
Bill of Law governing pre-contractual information within the framework of commercial partnership 
agreements. 

51 Michael Vanden Abbeele, Verhaegen, Walravens Brussels, EFN Annual Conference, London, 24 
March 2006 



Clearly, these national regulations vary dramatically from country to country. At 
times, franchisors in an attempt to close a deal quickly and inexpensively neglect to step 
back and examine the local legal regulations that undermine and interfere with 
franchiseelfranchisor contractual relationships. The penalties associated with failing to 
comply with these regulations vary from voiding a contract or certain provisions of a 
contract, losing one's license to practice their business in a particular country, as well as 
franchisor being liable for significant damages. It is crucial, therefore, that franchisors 
and their counsel take the time and examine the local regulations and engage 
competent local counsel to provide the necessary legal and cultural due diligence to 
avoid running afoul of the law. 

In the United States, the Federal Trade Commissioner ("FTC") amended its rule 
entitled, "Disclosure Requirements and Prohibitions Concerning Franchising and 
Business Opportunities" ("Franchise ~ u l e " ) . ~ ~  The amended Franchise Rule provides 
welcome clarity concerning the international scope of the FTC's Franchise Rule. In its 
Statement of Basis and Purpose, the FTC concedes that the geographical scope of the 
Franchise Rule's application was an "unsettled area of franchise law."54 Under the 
amended Franchise Rule, the franchisor's obligation to furnish the required disclosures 
is limited to "the offer or sale of a franchise to be located in the United States of America 
or its ter r i t~r ies . "~~ Franchise sales outside the United States are not subject to the 
amended Franchise Rule. 

However, the FTC Franchise Rule does not preempt state laws from requiring 
franchisors from delivering such presale disclosures to franchisees, regardless of their 
location. Therefore, franchisors planning to sell franchises outside of the United States 
must review state franchise and business opportunity laws to determine whether 
disclosure is required because of either the franchisor's home jurisdiction or the 
potential franchisee's domicile. Because some of the state franchise disclosure and 
registration and business opportunity laws are written in such broad terms, such laws 
may apply even if the franchise will be located outside of the United States. It is 
strongly recommended that franchisors consult with U.S. franchise counsel to analyze 
the various state laws concerning franchise disclosure and registration and business 
opportunities. 

53 16 C.F.R. Part §436 (2007). 
54 Disclosure Requirements and Prohibitions Concerning Franchising, 72 Fed. Reg. 15444, 15468 

(http://www.ftc.qov/os/2007/01/R511003FranchiseRuleFRNotice.~df.) 
55 Id. 



B. Uniformity - Wanting Consistent International Agreements 

Most franchisors seek to use the same form of agreement throughout the world. 
This approach makes it easier for the franchisor to have a level of understanding and 
comfort in negotiating the initial terms of the agreement. Practically speaking, while the 
form of the agreement may remain unchanged, its content, in the international arena, 
will be heavily negotiated as a result of cultural, business and legal differences between 
countries. 

As a practical matter, franchisors will need to modify their U.S. form templates in 
order to operate in the international arena. For example, language relating to currency 
conversion will have to be included. Also, the franchisor will need to introduce or 
redefine its definition of force majeure to include civil unrest, national strikes, etc. 
Although foreign franchisees or their counsel may object, U.S. franchisors should also 
consider including representations and warranties by the franchisee that (i) neither the 
entity nor owners/directors/officers of the entity are on the Specially Designated 
Nationals list issued by the U.S. Office of Foreign Asset Control; or (ii) that the 
franchisee and its directors, officers and staff will abide by the U.S. Foreign Corrupt 
Practices A C ~ . ~ ~  

Some franchisors will also be encouraged to modify the structure of their 
standard form of franchise agreement by breaking the agreement into two, three, or four 
separate agreements to avoid the implication of various franchise related laws or the 
release of the agreement to the public. In Russia, commercial laws applicable to 
franchising create enormous vicarious liability burdens upon a franchisor. By breaking 
up the agreement, the agreement structure is technically viewed more as a licensing 
agreement then a franchise. In countries requiring the filing of the agreement to ensure 
trademark protections or to obtain bank approval, separating the agreement or drafting 
a separate trademark license protects heavily negotiated agreements from being made 
public. 

The agreement may also need to be translated into the local language. In some 
cases, this is required by local law. But in most cases, it is mandated by the business 
side in order to provide an easier document for the parties to discuss and negotiate. 
This obviously creates double the work in terms of modifying both agreements and 
difficulties with translation. It is recommended that the parties work from one agreement 
and then perform the translation after each round of negotiations is complete. 
Attempting to negotiate the agreement in both languages is virtually impossible. 

56 The SEC and DOJ have increased the number of investigations and prosecutions relating to FCPA 
violations. See Elliott Leary, Joseph P. Dooley and Nicole Stryker, Trends in FCPA Enforcement, The 
Metro Corporate Counsel at 
http://www.metrocorpcounsel.com/current.php?a~tType=view&EntryNo=6627. 



C. Fee Protections (CurrencylRepatriation Restrictions/Taxes) 

Aside from intellectual property, the most important element in the contract, from 
a franchisor's perspective, is the fees to be paid by the franchisee. However, in many 
instances franchise companies fail to take notice of the various taxes and restrictions 
regarding payments and to adequately protect against those payments. 

1. Currency 

Historically, U.S. franchisors required payments to be made in United States 
dollars for several reasons, including lower risk of currency fluctuations, and the general 
acceptance of the U.S. dollar by franchisees. However, the current economic and 
political environment has changed many companies' views on the matter. With the 
dollar weakening against other major currency, most notably the British pound sterling 
and the stabilization of the Euro, more and more franchisees and investors are 
demanding payment in non-U.S. currency. Additionally, varying international views of 
the U.S. political position on a variety of issues have also created a reluctance to use 
U.S. dollars because of the uncertainty such policies have on other countries' desire for 
U.S. dollars. Agreements should designate the party responsible for currency 
conversions, expenses, and establish a mechanism for determining the exchange rate 
which will apply to payments due. 

2. Restrictions on Repatriation 

Two of the most compelling countries in which to franchise today, lndia and 
China, have some of the most restrictive currency measures. India's Foreign Exchange 
Management Act provides that no person may deal in or transfer any foreign exchange 
to any person who is not authorized by the Act or by the Reserve Bank unless it has the 
general or special permission of the Reserve Bank of India. Generally speaking, lump 
sum initial license fee payments of more than $2 million USD, and royalties of more 
than 5% of gross revenues paid on domestic sales (8% on exports) require approval of 
the Reserve ~ a n k . ~ '  

Restrictions on importing foreign currencies or exporting domestic currencies 
exist in several countries, including Spain, China and ~ o r o c c o . ~ ~  Other countries fix 
exchange rates or limit currency exchange transactions to rates fixed by regulation. In 
Brazil, no franchise royalty fees may be remitted abroad until the franchise agreement 
has been approved by the Central Bank of ~razi l ."  In Russia, before more than $5,000 
USD may be remitted abroad for payment of fees related to a franchise, the franchise 

'' Reserve Bank of lndia Circular No. 76, February 2004. lndia also restricts payments in rupees outside 
the country. 

' V a r n e s  R. Silkenat, Rogert D. Wiegley and David S. Baxter, lnternational Financing, in International 
Lawyer's Deskbook 57-58 (Lucinda A. Low, Patrick M. Norton and Daniel M. Drory, eds., 2002). 

59 Brazil Franchise Law, No. 8.955, enacted December 15, 1994, effective February 14, 1995. 



agreement must be registered with Rospatent, and evidence of the registration must be 
submitted to the franchisee's bank.60 

When structuring a transaction in any country the parties and their counsel must 
be aware of whether any such restrictions on payments exist and how they will affect 
the net returns each party will receive. Franchisors and their counsel also must be 
aware of potential restrictions which may emerge with either a change of government or 
an economic crisis, and use agreements which anticipate and address the changes. 
Franchisee counsel must consider the potential impact on the fees which may be 
incurred if the alternative payment strategies are adopted, as well as the cost of 
converting local currency to U.S. dollars or to other foreign currency. Franchisors 
should grant themselves the right to terminate their agreements if laws, regulations or 
practices adopted after the date of the agreement materially reduce the net payments 
they may receive. 

A practical approach may be that the franchisor may consider a markup in the 
price of products or supplies sold to the franchisee in order to offset any deficit in fees 
collected. Alternatively, franchisors may want to require the franchisee to spend a 
higher amount on local marketing rather than the franchisor collecting a higher fee. 

D. Withholding Taxes 

Royalties and other fees are susceptible to withholding and other taxes. A 
withholding tax is a tax imposed on certain payments made by a local tax resident payor 
to a non-tax resident payee. Withholding taxes are applied, generally, on certain types 
of payments, such as dividends, interest, royalty, service and technical fee payments. 
The rate of the withholding tax may vary, not only with the type of payment involved, but 
also depending upon the province or state of the franchisee's country which assesses 
the tax. 

In some cases, tax treaties or the structure of the franchise program may 
materially reduce tax withholding obligations. For example, the United States has 
taxation treaties with a number of countries which reduce, if not eliminate entirely, 
withholding taxes on royalties and other fees. In addition, franchisors should review the 
tax codes of the country in which the franchise is located to determine whether certain 
types of payments receive preferential treatment. For example, in some countries, the 
technical assistance fee is taxed at a lower rate than that of a royalty fee. However, 
franchisors and their counsel must also be aware that some countries may combine 
other fees, such as service or technical assistance fees, under the "royalty fees'' 
definition and apply a royalty fee based withholding tax, regardless of how the payments 
are designated by the parties. 

60 Andreas Neocleous & Co. Advocates & Legal Consultants, "Doing Business in Russia" at 34 (Rev. 
May 2007) 
(www.neocleous.comlassetsimainmenui662/docs/Doing%2OBusiness?2Oi02ORussia.pdf). 



Some franchisors require franchisees to "gross up" their royalty fee payments to 
the franchisor, in effect making the franchisee responsible for paying the tax while 
keeping the franchisor whole. Gross-up requirements may severely affect the 
economics of the transaction for the foreign franchisee. Other franchisors permit the 
franchisees to pay "net" in which case the franchisee pays the tax and remits to 
franchisor the fees minus the tax paid. In either situation, it is critical that the franchisor 
collect a receipt showing the tax was paid in the event that a taxation authority makes 
an inquiry. 

E. Personal GuarantiesILetters of Credit 

Whether extending credit to franchisees for initial fees, equipment purchases, 
computer systems or system upgrades, or protecting themselves against the possibility 
of nonpayment of fees owed, franchise lawyers routinely counsel franchisors to obtain 
security (collateral or personal guarantees) to provide some protection in case of 
default. As is the case with other issues discussed, it is incumbent upon the parties to 
understand before the agreement is executed whether traditional forms of security 
agreements or any form of security will be enforceable. When franchisees are 
operating in countries where enforcement of contractual rights may either be uncertain 
or slow, having enforceable security agreements could become even more important. 

Franchisors may want to establish enforceable security arrangements which 
permit extrajudicial foreclosures and avoid the need for litigation in countries with 
inefficient or notoriously corrupt legal systems. They may also demand that security be 
posted in more commercial friendly jurisdictions, where the security can be more readily 
foreclosed upon. 

A traditional protection sought by franchisors is to obtain guarantees of the 
obligations of franchisees. They may be personal guarantees of owners or third parties, 
of sureties or of commercial banks. For large investments in potentially unstable 
countries, political risk insurance may be sought to protect against expropriation and 
other political risks. Insurers included the Overseas Private lnvestment Corporation 
(OPIC), a quasi-governmental organization established by the U.S. Congress to 
promote U.S. exports, the World Bank, Multilateral lnvestment Guaranty Agency (MIGA) 
and several private insurance companies, including AON, Marsh, Lloyds of London, 
American lnternational Group, and Chubb & Sons. Coverage may cover currency 
inconvertibility and transfer restrictions, political violence, "financed asset 
nonrepossession," and breach of ~ontract .~ '  In the case of large investments, the 
foreign franchisor may try to take advantage of rights under bilateral investment treaties 
or free trade agreements. Sometimes this can be accomplished by forming the 
franchisor entity in a country which is a signatory to such a treaty or agreement so as to 

61 See, e.~., Political Risk Insurance Guide, 1'' Ed., International Risk Management Institute (1999). 
Also, see, Garcia-Bolivar, lnternational Legal Protection for Property Rights in Latin America, Latin -- 
American Law & Business Report, May 31, 2006, at 19. The author points out that political risk 
coverage is expensive. 



take advantage of its protections when granting a franchise in a country with emerging 
political uncertainty. 

Other forms of security that are often used include irrevocable letters of credit, 
bank guarantees, security deposits from franchisees, and personal or bank guarantees 
from persons located in jurisdictions which will enforce guarantees. Some of these 
techniques are used often in imporVexport transactions, but may be perceived as 
cumbersome or costly when goods or equipment are not sold by franchisors to their 
foreign franchisees. While a letter of credit is an expensive instrument for a franchisee 
to maintain, it remains a very effective enforcement tool for a franchisor. 

Franchisors also might consider (i) structuring regular payments to be subject to 
a discount if they are timely received; or (ii) requiring that all sub-franchisee payments to 
master franchisees be paid to a bank account from which the franchisor is authorized to 
make withdrawals. What a franchisor can do to protect itself against nonpayment risks 
will be a function of local laws, availability of cost-effective security arrangements, and, 
ultimately what the franchisor and franchisee can agree upon. 

VIII. CONCLUSION 

While International franchising is an attractive growth vehicle, it can be fraught 
with peril when franchisors fail to properly plan expansion. Franchisors must consider 
the complexity of international franchising, including the myriad of laws that govern 
franchising and the financial and business strain that is often part of the early stages of 
the international expansion process. There is no substitute for due diligence. Select 
your countries for international expansion wisely, using trained professionals that 
specialize in international franchising. Finally, remember that you are not in your home 
country. Local law and court systems vary widely and may be very dissimilar to your 
experience in your home country. 


