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any franchisors use soph-

isticated franchise sales

programs to recruit new
franchisees. These companies spend
tens or hundreds of thousands of
dollars generating and qualifying
franchisee leads, working candi-
dates through a multistep develop-
ment process, and closing deals
with various relationship-building
techniques focused on finding high-
performing franchisees to open
new system outlets. Why do many
of those same franchisors spend
considerably less time, effort, and
money on franchise transfers, i.e.,
those instances in which an existing
franchisee sells an existing outlet to
a franchisee that (more often than
not) is new to the franchise system?

In stark contrast to the sophis-
ticated franchise sales program for
new franchisees, and despite the
potentially golden opportunity to
replace an average or below-aver-
age franchisee and turn around a
struggling location or territory, most franchisors limit their
involvement in the transfer process to collecting a transfer fee,
conducting a rather limited credit check and financial review,
and engaging in an abbreviated training program. Given the
dichotomy in treatment between initial franchise sales and
transfers, franchisors that do not play a more proactive role
with transfers disregard valuable growth opportunities.

If presented the opportunity to design a process that could
enhance the likelihood of success for transferee candidates,
most franchisors undoubtedly would undertake that effort. One
such opportunity is a franchisor-sponsored resale assistance
program, where the franchisor provides lead generation resourc-
es, general assistance, and overall guidance to the franchisee
throughout the resale process, many times for a fee beyond the
standard transfer fee. The key benefit of a resale program is that
franchisors are more involved in the process, thereby increas-
ing the odds that the transferee candidate truly is a good fit,
both financially and personally. Through a resale program, a
franchisor can extend the tremendous resources spent on lead
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generation and prospective franchisee qualification to existing
franchisees that likely do not have the resources or time to do
the same. And although the selling franchisee might be focused
solely on finding a transferee candidate that is eager to take the
business off the franchisee’s hands, franchisors know that more
than a willing buyer is required for a successful franchised busi-
ness. In short, by providing franchisees with insight and assis-
tance in the resale process, a franchisor increases the odds of
finding a candidate with precisely the right balance of financial
wherewithal, character, resources, and expectations.

This article explores the various business and legal issues
that franchisors should consider in developing and administer-
ing a successful franchise resale assistance program. In particu-
lar, the authors analyze the legal risks associated with state real
estate licensing statutes and business broker regulations, two
types of laws that easily can be called into play when developing
a resale assistance program. The authors then identify potential
components of a franchise resale assistance program that every
franchisor can use to make a difference in developing or refin-
ing its own franchise transfer process. This article is intended
to promote discussion between franchisors and their counsel
about whether a properly structured resale assistance program
might make a difference to all involved in the transfer process:
the franchisor, the franchisee selling its franchised business, the
prospective transferee, and the franchise system in general.

Business Considerations

Franchise resale programs have grown in popularity in recent
years. This trend is due, in part, to the frustration a franchi-
sor experiences when a franchisee, which speaks to prospects
during the validation process, convinces the prospect to buy its
existing business rather than acquire rights from the franchi-
sor to open a new outlet. The resulting franchise transfer is not
necessarily bad, but it likely stymies the franchise sales team’s
efforts to meet its goal of turning prospects into new franchise
sales. Further, the transfer fee received in connection with the
sale of an existing unit generally is much less than the initial
franchisee fee charged for new franchise sales. Losing new
franchise opportunities and generating less fee revenue can
impact any franchisor negatively.

A variety of business issues dictate whether a franchisor-spon-
sored resale program is desirable for a franchise system, includ-
ing whether the franchisor is part of an emerging or established
system and whether a franchisor is willing to commit the resourc-
es and efforts necessary to do it right. Simply put, some franchi-
sors provide little or no assistance to franchisees that decide to
sell their franchised businesses. Other franchisors understand the
business case for a franchise resale program and then design an
effective process that results in successful franchise resales.
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At its core, a successful resale program allows a franchisee
that is not engaged in the business (for whatever reason) to rely
on the expertise and resources of the franchisor to sell the busi-
ness. A resale program can lead to more focused and efficient
sales efforts, thus increasing the likelihood of locating a new
franchisee that can invigorate the brand with new capital and
commitment. Not surprisingly, this reality has been the catalyst
for many successful franchise resale programs over time.

Existing Resources
Successful franchisors have new franchise recruiting systems
intended to identify qualified candidates with a good likelihood
of becoming high-performing franchisees. These franchisors
invest significant resources (money, staff, and other intellectual
capital) in generating quality leads, moving the quality leads
through a qualification process, and then advancing the qual-
ity leads through the final steps of the process to determine if
the candidates are a good fit
for the franchise system and

effective franchise resale assistance program is a better route.
Franchisors also should consider an exit strategy option
with struggling or unhappy franchisees. With a franchise resale
program, a franchisor may be more effective in dealing with
underperforming franchisees that consume too many franchisor
resources when, more often than not, they will continue to strug-
gle or be unhappy regardless of what the franchisor does. Fur-
ther, if such franchisees do decide to sell their businesses, they
often do a poor job; and, as a result, their businesses suffer even
more. A resale assistance program can be a strategy that more
effectively moves the parties to a better business resolution.

Existing Location

Every franchise development representative has worked with
candidates that, through their due diligence, realize they are
better-suited for acquiring an existing franchise business. Rather
than create a culture in which the franchise development rep-
resentative’s individual and
team objectives for new

business model. As the costs
of certain components of this
process are fixed, why would a
franchisor not want to extend
the new franchise recruiting
system and related develop-

Many franchisees that find buyers
on their own are not completely
candid about their businesses.

franchises are at odds with
the candidate that prefers an
existing franchise business,
the highly successful fran-
chisor creates an approach
whereby the resale assistance

ment process to a resale assis-

tance program? Each of the

elements of the process applies equally to franchise transfers and
could increase dramatically the quality of resale candidates when
compared to leaving franchisees to find buyers on their own.

As most franchisors acknowledge, many franchisees that
find buyers on their own are not completely candid about their
businesses or find buyers that are underqualified or ill-prepared
to operate the business properly. Using all or part of the new
franchise recruiting system in the transfer process enables a
franchisor to address some of those issues.

Exit Strategy

Few franchisees view franchise opportunities as the businesses
that they own and operate until retirement. They consider (or
should consider) carefully their financial objectives, both current
and long-term, in owning a franchise. A franchisee’s long-term
objectives should be tied to a potential exit strategy. Further, the
exit strategy should account for circumstances when the fran-
chised business meets the franchisee’s financial objectives as
well as those circumstances when the business fails. Whether
an exit occurs within the initial franchise term, at renewal, or
at some later date, a franchisor’s resale program is a valuable
benefit to a franchisee’s exit strategy.

Most franchisees focus their efforts on operating the busi-
ness and building an asset they can sell at some point. Few know
how to sell a business and may prefer to engage the franchisor’s
assistance rather than that of a business broker, who knows
much less than the franchisor about the franchised business. A
franchisor can offer tremendous resources and knowledge of
the franchised business and franchise system. When compared
with the business broker approach to franchise resales, a highly

program meets the objectives
of all involved: the franchi-
sor; the candidate; the existing franchisee that sells the business;
and even the development representative, who should not be
penalized for losing a new franchise sale to a franchise resale.
If executed properly, a proactive franchise resale approach
ensures that the buyer purchasing the existing unit understands
the economics of the unit, comprehends the existing competi-
tion of the business, and makes an educated investment deci-
sion. The buyer also will not have to operate the business
through its start-up stage and, with proper training from the
franchisor, can step in immediately and operate the business.
With this approach, most franchisors will see the operations of
the existing business improve under new ownership.

Value Proposition

Many franchisors promote vigorously the benefit of “being in
business for yourself, not by yourself.” The value of owning a
business as part of a franchise network typically exceeds the
value of owning an independent business without the benefit of
a larger and better-known brand. These principles apply square-
ly to a franchise resale assistance program. Smart franchisors
include the resale program as part of their value proposition in
their franchise development process. Smart franchisee candi-
dates weigh an effective franchise resale program when making
their initial decisions on franchise opportunities.

Assistance

In a properly designed resale assistance program, the selling
franchisee retains all decision-making authority over whether
to sell its business and on what terms. The franchisor merely
provides a service that the franchisee may use when selling its
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business. The assistance also provides the franchisee with an
opportunity to understand fully the franchisor’s transfer condi-
tions. It should eliminate time that the selling franchisee spends
with potential purchasers that do not meet the franchisor’s stan-
dards, and it also can accelerate the franchisor’s decision on
whether to exercise any contractual right of first refusal. The
end result is that all interested parties understand the rules and
procedures of the transfer process—an understanding that,
when missing, results in disputes in many franchise transfers.

The service can be extremely valuable and result in benefits
to the franchisor and the franchise system overall, but it still is
assistance, not control over the franchise resale. It is important
to recognize, however, that many legal issues are attendant to a
resale assistance program, as discussed in more detail below.
Some of those issues are triggered by the degree of control that
a franchisor exercises over the sale through its resale program.
Control in a legal context often turns on subtle points. Accord-
ingly, a franchisor should design its resale assistance program
such that it is clear that the franchisor is doing nothing more
than offering assistance.

Legal Implications

As illustrated above, many varied business reasons support the
development and administration of a franchisor-driven resale
assistance program. Developing a franchise resale program,
however, involves much more than understanding the business
issues. Indeed, a franchisor must be aware of, and comply
with, a patchwork of legal issues that may arise in reselling
franchised businesses.

Analysis of these legal issues teaches that a franchisor
can develop a resale program that allows for hands-on direct
involvement or that adopts a hands-off approach. For example,
some franchisors devote an entire department to the administra-
tion of a resale program while others assign one or two people
to administer transfer paperwork. Either way, and as outlined
below, a franchisor must be keenly aware of the intent behind
developing the resale program (e.g., whether it wants to act as
a business broker or real estate agent or wants to avoid one or
both of these classifications) and the responsibilities and risks
associated with each option. A franchisor then must act in a way
that commands application of the particular statutory scheme or
avoids it completely.

FTC Rule and State Disclosure Laws

Federal and state franchise disclosure laws may affect not only
how a franchisor develops and administers a resale assistance
program but also how it generally approaches franchise trans-
fers on an individualized basis. The Federal Trade Commission
(FTC) and fourteen states maintain a statutory scheme devoted to
franchise disclosures.' These disclosure laws regulate the content
and timing of presale disclosures to prospective franchisees.

By their terms, the overlay of federal and state franchise dis-
closure laws applies where a franchisor, or any person or entity
acting on its behalf, makes an offer or sale of a franchise.? The
FTC Rule, however, expressly exempts from the scope of its dis-
closure requirements “existing franchisees who sell only their
own outlet and who are otherwise not engaged in franchise sales

on behalf of the franchisor.”® Four states—Hawaii, Illinois, Indi-
ana, and Michigan—have followed suit and created both dis-
closure and registration exemptions for franchisee-to-prospect
sales of existing units,* while ten other registration states spe-
cifically exempt only the registration component of the statu-
tory scheme.’ Notwithstanding the differing scope of available
exemptions, courts interpreting these laws generally agree that
franchise transfers, absent the franchisor’s requirement that the
transferee execute its current form of franchise agreement, do
not implicate applicable disclosure and registration laws.°

Nevertheless, federal and state disclosure laws often do
apply to the typical franchise transfer process because trans-
ferees generally execute new franchise agreements. Accord-
ingly, franchisors that include this requirement as a condition of
transfer should prepare themselves for complying with appli-
cable franchise disclosure laws, even if the franchisor otherwise
is involved only incidentally in the transfer process (e.g., by
ensuring that the transferee satisfies the franchisor’s standards
for new franchisees generally).

Case law illustrates that a franchisor’s obligation to comply
with franchise disclosure laws turns on the extent to which a
franchisor controls the transfer or assignment process. In Drake
v. Maid-Rite Co.,” the court analyzed whether a franchisor was
liable for its master franchisee’s failure to comply with the dis-
closure requirements under the Indiana Franchise Act. Sweeden,
a multiple-unit operator and master franchisee of Maid-Rite
restaurants in Indiana, sold one of his restaurants to Drake.
Sweeden did not provide a disclosure document to Drake dur-
ing the sales process. Importantly (and unlike many franchise
agreements today), Sweeden’s master franchise agreement did
not require Maid-Rite’s prior approval for transfer. Sweeden
and Drake ultimately memorialized their agreement on Maid-
Rite letterhead, a fact that Drake later argued was important in
holding Maid-Rite liable for Sweeden’s alleged wrongdoings.
When Drake failed to earn the revenues projected by Sweeden
during the sales process,® he sued Maid-Rite for disclosure vio-
lations under the Indiana Franchise Act.

The trial court granted summary judgment for Maid-Rite on
the basis that Sweeden’s sale to Drake was “not effected by or
through” the franchisor.” On appeal, Drake argued that sum-
mary judgment was inappropriate because “there was a genuine
issue of material fact as to whether Sweeden was acting with
actual authority or apparent authority as Maid-Rite’s agent.”!

Although Drake argued that Maid-Rite’s transfer approv-
al rights amounted to a sale by or through the franchisor, the
appellate court disagreed and noted that “[a] sale is not effect-
ed by or through a franchisor [merely because] a franchisor is
entitled to approve or disapprove a different franchisee.”!! The
court continued by noting that Maid-Rite’s liability was even
more tenuous under this set of facts given that Maid-Rite’s
agreement with Sweeden did not provide the franchisor with
prior approval rights. In short, Sweeden’s sale of his existing
restaurant to Drake was exempted from disclosure under the
Indiana Franchise Act because the sale was made “for his own
account” and was “not effected by or through the franchisor.”!?
The court also rejected Drake’s argument that Sweeden’s use of
Maid-Rite letterhead amounted to a grant of implied authority
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to act on Maid-Rite’s behalf, holding that “Maid-Rite authoriz-
ing Sweeden, as a franchisee, to use Maid-Rite’s letterhead and
logo was not a sufficient act to clothe Sweeden with apparent
authority.”?* In ultimately upholding the trial court’s decision,
the appellate court concluded that Maid-Rite had no duty to
comply with the disclosure requirements of the Franchise Dis-
closure Act in the transaction between Sweeden and Drake.'*

Conversely, a franchisor was liable for disclosure violations
where the transferring franchisee failed to provide a disclosure
document to the purchaser and the franchisor was significantly
involved in the transfer process. In Interstate Automatic Trans-
mission Co. v. Harvey," Interstate, a franchisor of automobile
transmission repair facilities, sued Harvey for unpaid royal-
ties incurred after Harvey acquired the rights of an existing
franchised location. A former franchisee had sold the location
directly to Harvey, but Interstate was involved in various aspects
of the sales transaction.

As a defense to the lawsuit, Harvey claimed the sale was
illegal because the former franchisee failed to provide him with
a prospectus as required by the Michigan Franchise Invest-
ment Law (MFIL). Citing provisions of the MFIL that impose
“responsibility on Interstate [as a person who directly or indi-
rectly controls a person liable under the investment law] to
ensure delivery of the prospectus,” the court found Interstate
liable for its former franchisee’s failure to provide the required
disclosures to Harvey.'® An important factor for the court was the
extent of Interstate’s control over the franchise transfer process,
which included not only approval of the transferee candidate
but also Interstate “act[ing] as broker for [its former franchisee]
in the selling of the franchise and preparation of all legal docu-
ments in connection therewith.” As the court explained,

Since Interstate controlled the assignment of the franchise
agreement to Harvey and Leidi, it was required under section
16 of the Franchise Investment Law to supply Harvey and Leidi
with a franchise prospectus. Since Interstate failed to ensure
that Harvey and Leidi were supplied with a prospectus, the trial
court erred in determining that Interstate could not be held liable
for a violation of this requirement. Moreover, Harvey and Leidi
are entitled to damages or rescission of the franchise agreement
based on Interstate’s failure to supply a prospectus.'’

The single most important lesson from the various statu-
tory schemes and cases interpreting them is that compliance
with federal and state franchise disclosure laws is driven by the
degree of franchisor control over the transfer process. Compli-
ance with these laws most certainly will be required for franchi-
sors that implement a franchise resale program. At a minimum,
most franchisors, whether on an individualized basis or through
a formal resale program, reserve the right to approve the pro-
spective transferee and require the execution of the franchisor’s
then-current form of franchise agreement. In these instances,
the franchisor must ensure that the transferee is provided infor-
mation of the kind and in the manner specified in the relevant
statutory scheme.'®

Particularly with respect to these kinds of situations, it is
wise for a franchisor to obtain a signed acknowledgment from

the transferee stating that the transferee received a franchise
disclosure document (FDD) within the statutory time frame
and that no information or projections different from the FDD
were provided during the sales process, except as such related
to the individual performance of the transferred location (over
which the franchisor exercises no direct control in the typical
transfer situation). However, as evidenced by the Interstate
decision and as outlined below, the franchisor must exercise
caution if, through a resale program or otherwise, it acts more
like a broker or advocate than a mere resource for lead genera-
tion or candidate approval.

Real Estate Broker Laws

A franchise resale assistance program may be regulated by other
state law, depending on the scope of the franchisor’s involve-
ment in each resale transaction and the particular jurisdiction in
which the franchisor operates. Accordingly, careful consideration
must be given to real estate broker laws because these licensing
requirements may be triggered easily, albeit unintentionally, by
franchisor involvement in the franchise resale process.

Historical commentary suggests that real estate licensing
requirements can be traced to one of two legislative intents:
an exercise of state police power or a revenue-generating
mechanism. Some courts have found that the underlying pur-
pose behind the enactment of the statute is a key inquiry when
determining whether a party has violated applicable real estate
licensing laws.!” Not surprisingly, statutes that are reflective
of police power often carry stricter enforcement and stiffer
penalties than statutes whose primary purpose is to generate
revenue. In Wisconsin, where the real estate licensing statute
traces its enactment to an exercise of police power, a violation
of the law carries fines and possible jail time.?® Other statutes
carry similar force.?!

Notably, Minnesota specifically exempts franchise sales
from its real estate licensing scheme. For example, the term
real estate broker under Minnesota Statute § 82.17 et seq. does
not include “any person who offers to sell or sells a business
opportunity which is a franchise registered pursuant to chapter
80C, when acting solely to sell the franchise.”?? As noted below,
however, this exemption language is the exception rather than
the rule. And, as at least one court has noted with respect to
broker licenses, “ordinary and prudent [people] . . . endeavor
to determine the [applicable] law, if any, regarding . . . broker
[licensing requirements].”?

In determining whether real estate licensing laws are appli-
cable, courts look to the facts of the sales process itself and,
more often than not, whether the transaction at issue involved
any transfer of real estate, no matter how incidental. Oftentimes,
the inquiry is framed this way for good reason: the applicable
statute requires it.

For example, in Kansas, the statute is clear that its licens-
ing provisions apply no matter how incidental the transfer of
real estate may be to the overall purpose of the transaction.? In
Media Services Group, Inc. v. Lesso, Inc.,” an unlicensed broker
(MSG) was unsuccessful in its attempts to obtain a commission
following the sale of a radio station business, which included
the station’s real estate assets. MSG sued the seller of the radio
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station (Lesso), claiming that Lesso owed it a commission on
the sale of the business. In analyzing whether MSG was enti-
tled to recover a commission, the court first noted that despite
MSG’s knowledge that the transaction involved the transfer of
real estate, MSG was not licensed under the Kansas Real Estate
Brokers’ and Salespersons’ License Act “at either the time
Lesso and MSG entered into the Station Marketing Agreement
or at the time MSG performed any of the services which MSG
claims entitles it to collect a commission from Lesso.”*

The court then cited the plain language of the Kansas act as
support that the “legislature intended to include practically all
real estate transactions under the restrictions of the Act.”? As
the court reasoned, had the legislature’s intent been different, it
would have carved out exceptions for business brokers or “any
type of transaction where the real estate portion of the deal was a
minimal or ‘inconsequential” aspect of the entire transaction.”?

The Media Services decision cautions franchisors that when
developing a resale program in states like Kansas that broadly
regulate real estate brokers, the franchisor should ensure that it
does not actively engage in
the actual sales transaction.

transaction together. The parties then proceed to negotiate and
consummate the deal themselves. The finder does not negotiate
any terms of the agreement. A broker does more; he attempts to
bring the parties to agreement on his principal’s terms. Typical-
ly, a broker is aligned with the interest of one party and against
the interests of the other.®

When applied to franchise resale programs, Kassatly and
Bottomley stress the importance of the facts of the underlying
transaction in determining whether an entity or person prop-
erly can be classified as a real estate broker. These cases further
suggest that franchisors that create resale programs simply to
provide lead referrals, general information and insight into the
transfer process, and approval or disapproval of transferee can-
didates likely do not risk crossing the line from mere finder to
broker under the various real estate licensing schemes.

Unlike laws that apply even when real estate is incidental to
the transaction, other laws apply only when real estate is at the
heart of the matter. For example, Connecticut law defines real
estate broker as “any person
. .. or corporation which acts

Rather, in these states, the
franchisor’s involvement
should be limited to lead
referrals, general advice on
the transfer process, and

In states that broadly regulate
real estate brokers, the franchisor’s
role should be limited.

for another person or entity
and for a fee . . . lists for sale,
sells, exchanges, buys or rents,
or offers or attempts to negoti-
ate a sale . . . of an estate or
interest in real estate.”* The

ultimate approval over the
transferee candidate.

Similarly, in Kassatly v.
Yazbeck,” Kassatly personally negotiated a lease transaction
for a hotel and sued Yazbeck to recover a “business chance
broker” commission. Yazbeck defended the lawsuit on the
theory that Kassatly acted as a real estate broker under then-
applicable District of Columbia law and thus, due to Kassatly’s
lack of licensure, was barred from pursuing a commission. In
analyzing the issue, the court noted that real estate broker and
business broker roles are indistinct in some circumstances, as
contemplated by the very title of the applicable statute: Real
Estate and Business Chance Licenses.** And because the facts
of the dispute revealed that Kassatly personally was involved in
discussing proposed annual rent, working capital contributions,
and plaintiff’s right to acquire the parcel in question, the court
held that Kassatly acted as more than a mere “finder”; he was
a real estate broker who, for lack of licensure, was prevented
from obtaining a commission.>!

Similarly, in Bottomley v. Coffin,* the court looked to the
nature of the transaction to determine whether Bottomley, a
seller of nursing homes, was entitled to recover a commission
from the buyer. In holding that Bottomley did not engage in
the unlicensed sale of real estate and, therefore, was entitled to
recover his finder’s fee, the court explained as follows:

Bottomley acted as a finder rather than a [real estate] broker,
and therefore was not required to hold a real estate broker’s
license. Courts have frequently been called upon to draw a line
of demarcation between a finder and a broker. Generally, they
state that a finder finds, introduces, and brings the parties to a

statute further defines engag-

ing in the real estate business
as “acting for another for a fee . . . in the listing for sale [or]
selling . . . or offering or attempting to negotiate a sale . . . of an
interest in real estate.”’

Courts interpreting the reach of this statute scrutinize closely
the role of real estate in the overall transaction. For example,
the Second Circuit in Marina Management Corp. v. Brewer*
held that a broker who did not have a real estate license but who
attempted to negotiate the sale of a marina (versus the ongo-
ing business operations at the marina) violated Connecticut law
because the broker engaged in the real estate business without
first procuring a license. The sale of the marina itself was the
dominant feature of the transaction, not the sale of the business
operations and goodwill associated with the marina.’’

Conversely, in Capital Consulting Group Ltd. v. Rochman,*® a
business broker did not violate the real estate licensing laws (and
thus was entitled to collect a commission) where the real estate
was not a dominant feature of the transaction. There, the busi-
ness broker had been retained to sell the ongoing business of the
company, including specifically “all furniture, fixtures, machin-
ery, equipment of the business, trade name and goodwill.”*
Although the broker’s sales brochure detailed the “operations,
locations, leases and equipment” of the business, the broker
was instructed not to discuss or negotiate (nor did he discuss or
negotiate) leases with any prospective purchaser.*” Eventually,
the business owner refused to pay the broker’s sales commission,
arguing that because the sale contemplated the continuation of
the business’s leases, the business broker acted as a real estate
broker without a license in violation of Connecticut law.*!
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The Capital Consulting court rejected the business owner’s
argument and held that the broker was entitled to his commission
because “no element of real estate” was involved in the transac-
tion. The court reached this conclusion because the resulting
sales contract referred to the sale of the business rather than spe-
cific locations and assets, the value of the business was to be
measured with reference to gross annual sales instead of specific
assets (which included an incidental interest in real estate), and
the broker did not discuss or negotiate any aspect of the leasehold
interest with prospective purchasers. Citing these facts, the court
deemed it clear that the services for which the broker sought a
commission did not involve a real estate transaction.

When developing franchise resale assistance programs,
prudent franchisors wishing to avoid application of real estate
licensing laws structure their programs to provide for less con-
trol over the actual nuts and bolts of the franchisee-to-prospect
sales transaction. For example, these franchisors specify in their
written resale program documentation that they do not negoti-
ate on behalf of either party to the transaction or otherwise act
as an intermediary for the parties’ negotiations, such as by pre-
senting offers or counteroffers; do not facilitate or participate
in discussions related to the purchase agreement and related
transaction documents; and do not provide advice on or dictate
specific transaction terms. Instead, and as noted earlier, prudent
franchisors limit their role in any resale program to providing
lead referrals, general information and insight into the transfer
process, and approval or disapproval of transferee candidates.

Business Broker Laws

Business broker laws also may affect how a franchisor admin-
isters a resale assistance program. These laws typically estab-
lish certain minimum licensure and disclosure requirements in
connection with the sales process. A number of states, such as
Washington, regulate business brokers under the general real
estate licensing statute by expressly including both the sale of
real property and businesses or business opportunities within
their scope.* Other real estate licensing statutes, although
drafted quite broadly to include, arguably, the sale of businesses
or business opportunities, are less precise as to the intended
scope.® Still other states, like Illinois, regulate business bro-
kers under entirely separate statutory authority.** For example,
the Illinois Business Brokers Act of 1995 expressly applies to
transactions where the “sale or exchange of real estate is not the
dominant element of the transaction.”* Moreover, the Illinois
act is unique in that it expressly exempts franchisors from its
scope as long as the franchisor maintains an active franchise
registration on file with the state of Illinois. Specifically, the act
provides as follows with respect to the franchisor exemption:

Persons registered under the Illinois Franchise Disclosure Act of
1987 (and their employees) are exempt from the requirements
of this Act as to: offers and sales in connection with franchising
activities; or assisting any of their franchisees in the offer and
sale of a franchise by any such franchisee for the franchisee’s
own account regardless of whether the sale is effected by or
through registered persons.*®

Notably, this exemption applies only to franchisors and their
employees. It does not apply to independent brokers or affiliates
of the franchisor that might be tasked with administering a resale
program. Thus, despite the existence of the franchise exemption,
it is important to keep this distinction in mind when developing
a resale assistance program because the act carries stiff penalties
for violations, including criminal liability.*’

As with real estate licensing laws, the application of busi-
ness broker statutes seems to turn on the language and intended
scope of the statute and the alleged broker’s extent of control
over (or involvement in) the transaction. For example, in Ashton
General Partnership, Inc. v. Federal Data Corp.,** an invest-
ment banker who mediated the sale of a corporation’s assets
sued to recover a broker commission.* Defendant Federal
Data defended on the basis that Ashton lacked a broker license
under then-applicable District of Columbia law and, as a result,
was precluded from recovering a commission. Except for its
title, Real Estate and Business Chance Brokers, the District of
Columbia statute lacked any reference to business brokers.™
Nevertheless, citing the Kassatly®' decision and legislative
history, the Ashton court held that both business brokers and
real estate brokers were included within the statutory scope.”
Perhaps more importantly, however, the court noted that it is
the responsibility of “ordinary and prudent” businesspeople
to determine the scope of potentially applicable law wherever
they do business.”

As applicable statutory authority and case law make plain,
there are no free passes for franchisors whose conduct satis-
fies the definitional elements of a business broker under appli-
cable laws; indeed, the penalties are impressive and many. Any
franchisor that wishes to avoid application of business broker
statutory schemes must develop its resale program to allow for
distance between itself and the workings of the franchisee-pros-
pect sales transaction. Much like the recommended approach
to avoid application of real estate licensing schemes, business
broker laws may be avoided if franchisors specify that their
role in the resale program is limited to providing lead referrals,
general information and insight into the transfer process, and
approval or disapproval of transferee candidates. The franchisor
then must avoid any conduct that could be deemed to extend
beyond these parameters, including negotiating on behalf of
either the franchisee or transferee, facilitating or participating
in any discussions between the parties regarding the purchase
agreement and related documents, or dictating/providing advice
on specific transaction terms.

Developing a Franchise Resale Assistance Program

The first step in developing a franchise resale assistance pro-
gram is knowing when the franchisor and its franchisees are
ready. Keep in mind not only that resale assistance programs
are a great way for the franchisor to increase the likelihood of
high-quality transferee candidates joining the franchise system
but also that most franchisees appreciate knowing that the fran-
chisor will assist with an exit strategy if necessary. For exam-
ple, as franchisees become more sophisticated and investigate
potential opportunities, they consider the franchisor’s support
of a smooth exit strategy as a benefit in choosing one system
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over another. Thus, even emerging franchisors whose primary
focus rests with initial franchise sales should recognize that an
effective resale program oftentimes is weighed by prospects
in their search for a franchise system. Consulting with a few
well-respected franchisees or, if applicable, the members of the
franchise advisory board also can yield valuable information
regarding how best to develop and implement a franchise resale
program that is well received by the franchisee base in general.

The second step is deciding how much (or how little) con-
trol the franchisor wants to have in the resale process. Does
the franchisor want to handle all aspects of the resale from
lead generation to providing sample forms to closing on the
sale of the unit? Or is the franchisor more inclined simply to
refer franchisees to a number of lead generation sources for
more information? Perhaps the intended role is something in-
between, such as a listing agent who refers potential candidates
to existing franchisees. Whatever the role, a franchisor must be
aware of and prepared to investigate and adhere to its various
resulting obligations under the law. This is particularly impor-
tant for franchisors that exert a significant amount of control
over the resale process, such as by engaging in direct negotia-
tions on behalf of either party to the transaction or preparing
the actual purchase agreement and related sales documents to
be executed by the parties.

The third step is to document how the resale program will
work. Carefully delineate the expectations and roles of each
party to the resale process: franchisor, franchisee, and proposed
transferee. Consult with experienced professionals to ensure
that the franchisor does not cross any real estate or business
broker lines unless it expressly intends to do so. The franchisor
should then share a working draft of the resale program with
key franchisees, listen to their thoughts, and address any issues
as it deems necessary or desirable. For example, a franchisor
might consider the following to be key components of a resale
program, depending on how active the franchisor’s role will be
in the program:

o System communication describing the program, includ-
ing the franchisor’s objectives for the program and any
resale fee associated with the program. In particular,
the franchisor should clarify its role so that it has docu-
mented support for its position on the various legal issues.
For example, if the franchisor is simply going to forward
potential leads to the selling franchisee, the communica-
tion should explain that limited role.

* Additional communication regarding transfer policy
and steps, together with any transfer conditions that the
franchisor will consider as part of its process. Regardless
of whether the franchisor has a resale program in place,
it should articulate clearly its transfer policy to its fran-
chise system. What steps must the franchisee/seller take
to initiate and complete a franchise transfer? What should
the transferee/buyer do? How will the franchisor consider
any right of first refusal? What transfer conditions will the
buyer require? For example, the communication should
identify some of the more common transfer conditions,
including that the seller be current on all fees and other
obligations owed (e.g., the transfer fee and modernization

requirements, if any), the buyer’s satisfactory attendance
at training, a release from the seller, execution of the fran-
chisor’s current form of franchise agreement, and so on.
In short, a highly effective franchisor clearly articulates its
transfer policies to all franchisees and potential buyers.

o Identification of tools or methods to assist the franchisee

in valuing its business. Many franchisees do not know
how to value their business. If a franchisor has an industry
standard or even something more common in its system,
it should consider sharing that information with the fran-
chisee base. The franchisor also might find it helpful to
describe generally how valuations occur, e.g., by describ-
ing multiples of gross sales or cash flows and how other
formulas can be used. This approach encourages the fran-
chisee to be realistic about the price it can expect when
selling its business.

o Identification of ways that the franchisee may market its

business. This step is particularly helpful if the franchisor
is not planning to list the sale or otherwise take on those
types of responsibilities. Let the franchisee know gener-
ally what to expect if it hires a broker. Also, provide the
franchisee with tips for effectively promoting the sale of
the business if the franchisee decides to market the busi-
ness on its own.

Sample documents for the franchisee to reference. Some
franchisors provide the selling franchisee with a sample
form of a letter of intent, asset purchase agreement, or bill
of sale. Clearly, any franchisor that provides these types of
documents must state unequivocally that the documents
are sample forms, a starting point, and the franchisee
should consult its own lawyer in developing forms specific
to its own transaction. Additionally, one document that the
franchisor should provide to its franchisees regardless of
whether a formal resale program exists is the assignment
and consent agreement, which all parties—franchisor,
selling franchisee, and transferee—execute as part of the
transaction. The assignment and consent agreement iden-
tifies all franchise transfer conditions that must be satis-
fied prior to any closing.

e Provision of leads to the selling franchisee. If a franchi-

sor chooses to provide leads to the franchisee, the franchi-
sor should clarify for the selling franchisee whether those
leads will be generated through the franchisor’s normal
lead generation techniques or whether the franchisor will
use other aspects of its franchise development process.
This is an important step because franchisees likely will
want to know what kind of value they can expect to receive
from the resale program fee.

* Acknowledgment of the franchisor’s role in any resale

assistance program. If the franchisor does not represent
the seller or the buyer in any resale transaction, each
party to the transaction should be required to acknowl-
edge the franchisor’s limited role. The key is for all par-
ties to understand the rules of the game at the beginning
of the process.

e Internal procedures. A franchisor should understand that

franchisees may perceive potential conflicts of interest
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with the various roles that a franchisor may take in a resale
program, particularly if the franchisor assumes an active
role. For example, does the franchisor have the same
salespeople sell new franchises as well as resales? How
are leads shared between new sales and resales? What
impact does the franchisor’s right of first refusal have on
resale prospects? The franchisor must analyze how it will
address those issues internally and then communicate the
relevant pressure points to franchisees to minimize poten-
tial conflicts and related concerns.

Finally, when ready to launch the resale program, the fran-
chisor should do so at a time when it can generate excitement
about the new initiative, such as at an annual convention or
in connection with other key system developments. After all,
a franchise resale program, when well planned and diligently
pursued, serves to protect the investment of time and money
expended on the part of franchisors and franchisee alike.

Conclusion

Franchisors that develop franchise resale programs play more
active roles in the resale process by design. They intend to be
involved in the resale process not only by establishing transfer
protocols but also by assuming an active role in effecting the
transfer of individual franchised businesses in the system. When
contemplating the development of a formal resale program or
refining an existing program, franchisors are wise to follow two
simple rules: define the franchisor’s role in the transaction and
be mindful of the consequences. With a more active role in the
transfer process comes increased responsibility on the part of
the franchisor to ensure that applicable laws and regulations—
including the FTC Rule, its state counterparts, and various real
estate licensing and business broker statutes—are honored. By
following this approach, franchisors will succeed in developing
a franchise resale assistance program that makes a difference to
the entire franchise system by allowing an exiting franchisee to
sell its business to a more qualified and prepared candidate.
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