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ABSTRACT

Franchise law is an interdisciplinary subject within the wide field of legal
rescarch. Franchising is a unique business method that has special effects in virtually
every aspect of the law.

This thesis focuses on the legislation which was specially enacted to deal with
franchising. General legislation which has, among other consequences, secondary
effects on franchising, is outside the scope of this thesis.

Most of the thesis will concentrate on the two jurisdictions in which the
franchise method is already well established, the European Economic Community
(hereinafter - the EEC) and the United States (hereinafter - the US). In both
jurisdictions, the economic influence of the franchise method is expected to grow
further in the future. The legal staws of franchising in Canada is not discussed in
length in this thesis because franchise legislation is a rare exception in Canada.

The study compares two different legal approaches that have been taken
towards franchising in the last two decades. The first approach which emphasizes
aspects of competition law is found in the EEC; the second, which emphasizes the
need to protect the franchisee’s investment, is found in the US.

Each of these approaches is dominant in the related jurisdiction, however, it
is not suggested that legislation under the dominant approach is the only legal

treatment given to the franchise method in the concerned jurisdiction.
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To effectively compare the two approaches it is necessary to isolate and
analyze one aspect of the franchise method. This aspect is used to examine the
impact of the two legal approaches.

Territorial exclusivity in franchise agreements has two contradictory results
and these results match the legal approach towards franchising in each of the US and
the EEC. Territorial exclusivity not only protects the franchisee’s rights in the
franchise; but it at the same time has clear effects on free competition in the market.
It is therefore appropriate that this aspect of the franchise method be chosen to be
the leading comparative theme of this thesis.

Another important reason for this choice is the fact that territorial exclusivity
is the main subject in the EEC discussion of franchising and is dealt with there under
competition law.

The different approaches in the two jurisdictions towards the franchise method
are demonstrated and examined from the territorial exclusivity perspective so that
this aspect of the franchise method serves as an instrument for comparison. The role
and importance of the territorial exclusivity granted to the franchisee in franchise
agreements is also examined for itself.

Territorial exclusivity in franchise agreements was analyzed under
competition/antitrust law in the two jurisdictions. Thereforr a secondary
consequence of this thesis is an understanding of the legal methods which were

meant to obtain free competition in the economic market, as found in the US and



in the EEC.

Another secondary but fundamental comsequence of the thesis is a
presentation of different types of franchise legislation found in the US and franchise
legislation found in the EEC.

An in-depth comparative examination and analysis of the different approaches
taken towards the franchise method has practical applications for both the franchise
agreement parties and legislatures. It will serve to provide a better understanding of
the scope of the franchise method itself and the factors that should be taken into
account when the use of the method is being considered. It will also reveal
considerations that should be weighed one against the other by legislatures, especially
in jurisdictions in which the franchise method is sufficiently developed that its
regulation is contemplated.

The first chapter of this thesis is a general introduction to the franchise
method and its main characteristics and features. Also included, is an introduction
to the different types of franchise specific legislation. In the second chapter, the
development of the approach taken towards the franchise method in the EEC is
examined. The chapter includes an analysis of the Court of Justice’s (hereinafter -
the COJ) well-known Pronuptia judgment, the EEC individual exemptions for
franchise agreements issued by the EEC Commission and the Commission’s franchise
regulation.

The first part of the third chapter, deals with the antitrust law in the US to



the extent it concerns franchise agreements. In this part, US federal and state
antitrust legislation is reviewed. This part also includes an analysis of the GTE
landmark judgement. The second part of the third chapter examines franchise
legislation to protect franchiszes in the US, both at the federal and at the state level.
The study in both parts of the third chapter is done through concentrating in the
status of territorial exclusivity.

The fourth and last chapter presents broad comparisons and general

conclusions.
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1 siness as s of th nchise meth

1 intr ion

The franchise method is a fast and efficient way to achieve business expansion.
It is used mostly in the retail trade field in connection with various types of goods
and services.

There is no one generally accepted definition that describes the franchise
method'. Different legislatures, government agencies, and franchise associations
throughout the world have each adopted their own definitions of the franchise
method. This is the reason that what is regarded as a franchise in one jurisdiction
might not be regarded as a franchise in another jurisdiction.

The franchise method is nsed by an owner of a successful business method,
of a well-known trademark used by this business and of a product or products sold

under this trademark®

". J.E., Pattison, Establishing a Transnational Franchise (New York: Matthew Beader, 1988), at 1-4: "The
term is a fluid one .., and the term has been applied to a variety of commercial relationships”,

%, F., Zaid, Canadian Franchise Guide (Toronto: De Boo, 1983- ), at 1-403.



2

The franchise method is a more sophisticated distribution method® in
comparison to other distribution possibilities, such as branches owned by the supplier,
agencies employed by him or joint ventures in which he is one of the parties.

The owner of trademark and a developed business method is the franchisor.
The franchisor sells the right to use the trademark and the business method in
connection with certain goods or services, that is, the franchise right, to an
independent undertaking’. The buyer of these rights is the franchisee. The
consideration given to the franchisor for the franchise rights usually consists of initial
fees in a fixed amount of money, followed by continuous royalties usually calculated
as a percentage of the gross sales of the franchisee’s outlet, to be paid periodically
to the franchisor®,

Should the franchisee be interested in keeping the franchise rights after the
original agreed period has expired, he will be usually required to pay renewal fees
to the franchisor®.

The franchise rights are usually limited to a certain period and to a defined

location and/or territorial zone’. The franchisee is usually required to buy all of the

*. D., Zendel, "Franchising - A Global Phenomenon™ (1988), 76 Trademark Reporter 137, at 148,

‘. EM., Andrews, "European Franchising Go Global” (June 1988) Europe 381, at 381 : "Franchising depends
on large markets, where entreprencurs can perfect a retailing concept and stamp out copies over and over again®.

*. D.L,, Foster, The Complete Franchise Book (New York: Prima Publishing, 1987), at 41-48; This way of
payment is used in franchise systems more frequently than it is used in other types of distribution systems.

°. See Zaid, supra, note 2, at 1403,

?. The selection of the business location by the franchisec is therefore very important. See M.A., Goldberg,

"The Nuts and Bolts of Site Selection” in Franchising - Current Issues in Financing Leasing and Remedics in
Default (conference held in Toronto, March 22, 1985), in section VI of the conference materials.
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products or at least most of the products from the franchisor directly, or from
suppliers previously approved by the franchisor.

Out of legal literature it is possible to identify three main types of businesses
included in the franchise method - business format franchise, product franchise and
manufacturing franchise. While this division is very rough and is sometimes artificial
since it is common to find systems which combine features of two or more of these
groups®, for the purpose of analysis in this thesis this division is adherent to.

The first type, the business format franchise, is recogmzed as a separate
business method in most jurisdictions. The recognition of the other two types as part

of a separate business method, varies from one jurisdiction to another.

1.1.1 The business format franchise. Its main feature is the strictness towards

the uniform business format used by the system’s outlets and the uniform identity of
all the outlets bearing the franchise system’s trademark. The uniformity applies to all
details, from the business decoration and the employees’ uniforms, to the product’s
shape, size and packaging. The franchisor continuously guides and trains the
franchisee on the day-to-day operation of the outlet. The franchisor requires the
franchisee to follow a highly detailed operating manual in order to maintain and

control the uniformity and the quality of the specific franchised outlet. The franchisor

*, Several commentators divide the franchise method into more than three groups. See for example - G.H.,
Hadficld, "Problematic Relations: Franchising and the Law of Incomplete Contracts® (1990) 42 Stanford Law
Regview 927, at 933; lnothcrmscsthcmczhod:sdmdcdmtofcwcrthanthrecgroupsas:twasdmdedmthc
fcdcral anchue Rule of the US mto to busmcss opportumty franchw and package ﬁanch:scs See __rgl_@

li h : 1 : ]

ngulmmn_&ug, 44 Fed. Reg. 49966 Aug. 24 1979
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usually operates joint advertising programs and other joint programs to the benefit
of its franchisees and the franchise system’. One of the best known examples of a

business format franchise is a fast food franchise system.

1.1.2 The product franchise. In contrast to business format franchises, the
emphasis in this group is not on the uniformity of the business method used in the
distribution of products but on the products themselves'®. Usually, only a few
selected products are sold in a product franchise outlet'.

The typical product franchisee identifies himself only by the franchisor’s
trademark. While the restrictions against selling a competitor’s product are generally
very strict, the franchisor imposes uniformity and exercises quality control measures
over the franchisee to a much lesser extent than the business format franchisor®,
Recognizable examples of this type of franchise system are gasoline stations and

automobile dealerships®™.

®. AS, Konigsberg, International Franchising (New York: Transnational Juris, 1991), at 13.

. For example, the quality of the product itself, which is in the franchisor’s hands rather than in the
franchisee’s bands, is in most cases much more important than the business method by which it is sold.

1 See Zendel, supra, note 3, at 141,

12 A distinction should be made between a product franchisc and mere distributorship. This distinction is
not very easy to make. A distributorship usaally does not include: strict control over sales methods, a business
plan and royaltics payments; See also Pattison, gypra, note 1, at 1-14: * .. [Franchising involves more complex
relationships than the simple role of the product distributor”

B, L.G. Rudnick, "An Introduction to Franchising” in M., Mendelsohn, International Franchising - An
Overview (New York: North Holland, 1984), at 28.
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1,1.3 The manufacturing franchise™. In this group the franchisor is the owner

of a manufacturing method and usually owns a patent as well. The franchisee is
granted the right to produce a product according to the franchisor’s patent and/or
manufacturing method and to sell the product under the franchisor’s trademark™.
Examples of manufacturing franchises are found in the soft drink industry.

In some cases a franchise system is a combination of a business format or a
product franchise and a manufacturing franchise. An example of a combination of
manufacturing and business format franchise in which the latter is dominant is found
in some fast food franchise systems in which the product is both manufactured and

distributed by the franchisee.

Since a wide consensus is found ir legal literature in relation to the business
format franchise as a separate business method, which contains all the special
features of the franchise method, this type of business is treated in this thesis as the
basic form of franchising within the franchise method. It is submitted that the special
components of the business format franchise make it different enough'® from other
business methods to justify special legal considerations when various legal issues are

considered.

. Also described as ’industrial franchise’ or *production franchise’.

©. J.E., De Cockborne, "The New Block Exemption Regulation op Franchising” (1989), 12 Fordham
Intcrnationg) Law Journal 242, at 260.

'*, A.S., Konigsberg, "An Examination of the Nature of the Relationship Between Franchisor and Franchisee”
in Franchiscs (Toronto: The Law Socicty of Upper Canada, Dcparuncnt of Education, 1988), A-5: ".. [T}t is
important to understand that the franchisor/franchisec relationship is a ’special’ one that requires ongmal
analysis by our courts with regard to this relationship which is pecuiiar to the business of franchising”.
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1,2 Th mmon f res of th nchis

The franchise method can be distinguished from other types of business
methods by its special features. The features presented below point out the
uniqueness of the franchise business method and are based on the materials reviewed
and on what is commonly included in franchise agreements. In the course of the

analysis in this thesis the selection of these features will be further clarified.

Five unique features have to be kept in mind:

(1) Intellectual property. Some type of an intellectual property is always
involved in a franchise relationship. In all three types of franchises, a trademark
usually exists, and the license to use it is granted by the franchisor to the
franchisee'. In the business format franchise, commercial know-how, a part of the
"business format" itself, plays an important role side by side with the trademark™.
In product franchises, the trademark is of paramount importance. In manufacturing
franchises, technical know-how and patents are at the centre of the relationship. In
most franchises, goodwill rights and trade secrets are also an integral part of the

relationship.

7. D., Gurnick, "Nuts and Bolts of Trademark Registration” (Summer 1991), 11 Franchise Law Journal 27,
at 27.

1® M., Van Empel "Franchising in the EEC: Pronuptia et Post" (1986), 20 Jourpal of Trade Law 401, at 402:
The commentator suggests that the franchise system offers a shortcut to efficient and sophisticated business
formulas,
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(2) Continuous relationship. The relationship between the franchisor and the
franchisee is continuous'®. On the one hand, the franchisor trains the franchisee and
supplies him with guidance and advice. This continuous and up-to-date assistance
provided by the franchisor to the franchisee is referred to below as "franchise
services™ on the other hand, the franchisor supervises and controls the business
conduct of the franchisee to ensure the uniformity of the franchise system and the
quality of the products sold in the franchised outlet. The supervision and control of
the franchisor over the franchisee is referred to below as "quality control
measures™®,

The continuous connection between the franchisor and the franchisee is an
outcome of the continuous supply of franchise services and application of quality
control measures by the franchisor in the course of the relationship.

The extent of the quality control measures exercised and the franchise services

supplied varies from one specific franchise system to another.

(3) Legal relationship. The legal relationship between the parties to a

¥, S., Maker, "In Defence of Franchisors: The Law and Economies of Franchise Quality Assurance
Mcchanisms” (1988), 33 Villanova Law Review 721, at 723.

¥, V., Korah, Franchising and the EEC Competition Ruylcs, Regulation 4087/88 (Oxford: ESC Publishing,
1989), at 1: “The franchisor bas to maintain sufficient control over his franchisees to ensure that the premises
look alike and that the goods and services are sufficiently similar for each outlet to contribute to the reputation
of the network. Initially, the franchisor gives each franchisee advice as to how to set up and operate the business,
and continues to assist it through the duration of the relationship.”

*, BJ.. Walker, "A Comparison of International -vs- Domestic Expansion by U.S. Franchise Systems" in
Kon_igsbcrg, supra, note 9, at A.2(37) in respect to quality control measures and at A2(44) in respect to franchise
services,
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franchise agreement is special, when compared with other business contracts. Even
though the franchisor and the franchisee are independent undertakings and the
franchisor is not the employer of the franchisee, the franchisee is not an independent
party in the usual sense, as, for example is a party to a joint venture agreement.

Two criteria can be used to assess the uniqueness of the franchise legal
relationship, the first is the concept of "ownership’ and the second one is the concept
of *control’=,

In an independznt-contracting relationship, each of the parties owns a share
of the assets and controls his share of the assets® while in an employment
relationship the employer both owns the assets and exercises control over them. A
franchise relationship is a combination of the functions of ownership. In an
independent-contracting relationship, on the one hand, and controi in an employment
relationship on the other. The franchisor controls the franchisee’s business conduct
in a way that resembles the employer’s control over an employee in an employment
relationship. However, the franchisee owns the outlet and manages it in a way that
resembles the ownership of assets by an independent party of a joint venture
relationship. Thus, the franchisee is independent to a degree, but when the franchisor

exercises quality control measures, the franchisee’s independence is necessarily

Z, See Hadfield, supra, note 8, at 971: The definition of control is - .. [T]he authority to determine how an
asset (including labour effoits) will be used and/or disposcd of. While we often think of ownership as implying
control, this need not to be the case..”

B, The assets can be labour or knowledge and do not have to be property in the regularly known sense.



reduced®.

(4) Types of people that become franchisees. There are some common
characteristics of those who become franchisees. Jsually, they are not experienced
business people but are individuals®™ who see franchising as the best and least risky
way to become owners of their own businesses. In many cases, the individual is
transformed overnight from being an employee to being a small business owner. As
a result, the relationship between the experienced franchisor and the usually much
less experienced franchisee is not as equal as it is usually between two experienced
business people. Even if the franchisee is experienced at business, the franchisor
generally possesses superior bargaining powers™. The business superiority of the
franchisor affects the content of the franchise agreement and the way it is exercised

between the parties.

(5) Financial risk. In contrast to other types of business agreements the
financial risk in franchising is to a large extent one party’s risk, the franchisee. The
franchisee acquires the outlet in which the business is conducted, adapts its

appearance according to the requirements of the franchisor, invests his own labour

- ™. See Van Empel, supra, note 18, at 402: The writer describes the franchise relationship as a compromise
between independence and uniformity.

5. AJ., Trebilcock, "Structuring the Franchise® in H. n Fi
(Conference beld in Toronto, May 17, 1984), at IT1.3 of the conference materials,

*. M.H., Ogilvie, "Contracts - Franchise agreement - Exclusion Clause - Economic Duress - Inequatability
of Bargaining Powers - Long live Freedom of Contract” (1982), 60 Canadian Bar Review 733, at 737-738.
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in it and, in addition, pays the franchisor initial fees and continuous rovalties.

The difference between the risk of the franchisee and the risk of an
independent small-business owner is that the non-franchised business owner does not
pay the various franchise fees in addition to the regular investment in the business.
In contrast with the franchisee, the small business owner is also not dependent on the
supplying of franchise services from a franchisor for the existence of his business.

When the franchisee’s outlet does not commercially succeed, the franchisee
suffers hugh financial losses while the franchisor suffers only minor financiai losses

although his reputation might be damaged?.

To summarize, the common features of the franchise method are the existence
of intellectaal property in several forms, the continuous relationship between the
franchisor and the franchisee as expressed by the franchise services and in the quality
control measures, the uniqueness of the legal relationship between the franchisor and
the franchisee as explained through the legal concepts of ownership and control, the
common patterns of franchisees which derive the franchisor’s superior business
experience and bargaining powers, and the high financial risk experienced by the

franchisee when establishing a franchise outlet.

7, The franchisor might lose some of the franchise system’s goodwill and this will make it difficult for him
to scll more franchises in the future. Up to that time the franchisor has benefited financially because he had
already collected the franchise fees and the royalties.
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1.3, Th vantages of the franchise method.

There are many advantages to the franchise method and only the main
advantages are mentioned here®™. Franchising is 2 very convenient tool for a
business expansion since the franchisor has to make only a minimal financial
investment™. While the franchisor has to grant rights in his intellectual property, to
provide franchise services and to apply quality control measures, the exercise of these
practices requires a small financial investment in comparison, for example, to
business expansion through branches. Monies initially invested by the franchisor are
recovered reasonably quickly, since the franchisor obtains immediate revenues from
the franchise initial fees and periodic royalties®.

From the franchisee’s point of view®, the transfer of a business formula
enables an individual with no previous business experience to start a small business

of his own®, expecting greater chances of success™ in comparison to a new, totally

*, For a broader discussion, R., Justis, & R., Judd, Franchising (Ohio: South-Western Publisking, 1989), at
3.

*_ Sce Korah, supra, note 20, at 1-2.

. Sec Zendel, supra, note 3, at 140. The franchisor also enjoys the participation of motivated managers, the
franchisces, who are committed to the success of their business because they own it.

_A review of the bencfits the franchise method provides to the franchisees can be found in Ungar v, Dunkin
Donuts 531 F. 2d 1211 (1976), at 1222

%, See Van Empel, supra, note 18, at 402
®. For example, in the United Kingdom, the failure rate of franchisees is only 4% - See R., Cannon,

"Franchising in the United Kingdom", a paper submitted at a franchise conference organized by a law firm,
Soloway Wright (Ottawa, Ontario: October 18, 1991).
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independent, small-businesses owner™.

The franchise method is beneficial not only to the parties of the agreement
but also to consumers because it allows more competitors to enter the retail market.
Ia a franchise outlet the consumer often obtains a better product and pre- and post-
sale services. This is due to the quality control measures applied by the franchisor
over the franchisee, the interest of the franchisor in maintaining the system’s goodwill
and the interest of the franchisee in his own business success.

The advantages gained by the parties of a franchise agreement are emphasized
in US and Canadian iegal literature. In the European context the emphasis is on the
benefits of the method to consumers as an outcome of enhancement of
competition®™. This difference in emphasis is a first indication of how franchise

agreements are legally dealt with in different ways in the US and the EEC. This

difference between the jurisdictions is a main theme in this thesis.

1.4. International and larpe scal hisin

When a franchisor makes a decision to ’go international’ or to spread his

franchise system extensively* he may choose to sell franchises directly to potential

*. The franchisee cannot be described as independent due to the quality control measures applicd by the
franchisor and the enforcement of a business formula.

¥, EEC Press Release, Brussels, 24 June 1987. at 1; See also, EEC Press Release, Brussels, 28 Jan. 1986 at
2

%, See Cannon, gupra, note 33, at 1: “.. [Als cconomies throughout the world embrace franchising as a
method of business expansion and franchise systems mature, there is a tendency for franchisces to seck
development outside their domestic markets”; See also E., Kaynak, Transnational Retailing (New York: Walter
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franchisees. In that event he provides franchise services and exercises quality controls
over the new franchisees by himself, as it is done in small scale franchise systems.
This arrangement results in practical problems in the day-to-day connection between
the franchisor and the franchisees The franchisor is frequently located in 2 great
geographical distance from its franchisees so that they cannot enjoy the benefits of
close relationship which are very important to the success of the method.

The granting of 2 "master franchisee” over a defined tertitory” is usually a
better choice than the above possibility from the franchisor’s point of view. A master
franchisee receives the right to grant franchises to franchisees in a territory allocated
to him by the franchisor®®. The size of the territory granted to the master franchisee
may vary in size from one or several cities to one or more countries™.

A typical part of a master franchisee agreement is a "development scheme’ in
which the master franchisee is required to develop a franchise system in the territory
allocated to him up to a certain size within a defined period of time. The

development scheme is normally strictly imposed by the franchisor on the master

de Gruyter, 1988), at 45.

¥ Sce Pattison, supra, note 1, at 2-6. Master franchisee is sometimes called an Arca franchisee or a sub-
franchisor in the legal literature.

A master franchisee may be the one who actually sells the franchise or he may be only the one who has
the right to exercise auality control over the franchisees and the duty to provide franchise services to them, while
the franchisor reserves the right to scll the franchises himself.

® See the definition of master franchisee in the EEC Regulation 4087/88 on franchising, OJ 1359,
23,12,1988, p. 46, at article 3(c): "... [TThe right to exploit a franchise for the purposes of concluding franchise
agrcements with third partics, the franchisees”. The regulation is broadly discussed below,
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franchisee™®.
Both legal and practical differences exist between a master franchisee
agreement and a regular franchise agreement:
".. [A] master franchise agreement is not truly a franchise agreement but is
more in the nature of an 'umbrella’ type agreement, which gives the sub
franchisor the right to enter into unit-sub-franchise agreements™'.
The considerations governing the legal relationship between the franchisor and

the franchisee are not always similar to those influencing the legal relationship

between the franchisor and the master franchisee.

1.5 The intereste rties.

To staﬁdardize the terminology used in this thesis* the different participants
in a franchise system are briefly reviewed. The franchisor owns intellectual property
rights and 2 developed business formula. He grants a license (i.e a franchise) to the
franchisee to use these rights in exchange for franchise fees and royalties. The
franchisee accepts the franchise to run an outlet under the franchisor’s trademark,

goodwill, business know-how and control. The master franchisee functions in

. M., Abell, The International Franchi ion (London: Waterlow Publishers, 1990) at 100: Chapter 8
of the book discusses the development schedule.

4. See Konigsberg, supra, note 9, at XVIV.7.
2 Some vagueness was caused by terminology differences in legal literature and lcgislation in regard to

franchising; See also, The International Bar Association, Section of Business Law, International Franchisc
Committee, In ional F isin. mmonl T {London: The Association, 1989).
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intermational franchise systems and in widespread national franchise systems and is
usually granted the right to sell franchises to franchisees in a defined territory; in
other cases, the master franchisee is only allowed to provide franchise services or
exercise quality control measures without himself selling the franchises. The supplier
is the person whom the franchisor signs agreements with to achieve good prices and
good quality for his franchise system so that he can maintain the system’s financial
viability and goodwill. Usually the franchisee is required in the franchise agreement
to buy the franchise products only from the franchisor himself or from suppliers
authorized by him®. The customer is the end-user who buys the franchised product
from the franchisee (i.e. the goods or the service). The role of the customer in a
franchise system is important to keep in mind since it will figure in the evaluation of

the method in general and the treatment given to it under competition/antitrust laws.

“. 1t is notcworthy to meation thar this provision in the franchise agreement might create 'third parties’ rights
to suppliers even though they are not formal parties to a franchise agreement. This may have different legal
implications in different jurisdictions.
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2 islative aspects of the franchise method.

2.1 neral intr 1on to franchise specific legislati

2.1.1 The origins of franchise lesslati

The franchise method was first developed in the US and its roots are in
governmental franchises for production and distribution of public utilities*. The first
private company to use a franchise system to distribute its product in the United
States was the Singer Sewing Machine company, as early as 1860%.

In the early days of the 20th century, automobile dealers and soft drink
franchised bottlers appeared in the US and by 1930 the oil companies gave up their
traditional company-operated outlets and established franchisee outlets®.

The era of modern franchising, dominated by business format franchises,
began after World War II in the United States:

"..[1]t provided an alternative means of supplying goods and services to
the country which was experiencing enormous growth in population,

“. A., Young, Franchising in the UK (London: Adlers, 1988), at 3: In the UK. it was argued that the roots
of franchising are with practices exercised in the distant past - "The Baronial system, dating back as far as the
England of Norman times, possessed many of the elements which arc common in franchising today. The Barons,
having been granted territories by the king, represented him in their arcas and collected and paid royaltics ..°
It is interesting to note that in ancient times 2 franchise included, by definition, an allocation of an exclusive
territory.

“, See Kaynak, supra, note 36, at 43.

“, CR,, Rosenfield, The Law of Franchising (New York: The Lawyers Co-operative, 1970 & Supp. 1972),
at 4-7.
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incomes, and marketing opportunities”.*

In the era of modern franchising two main directions of legislative
development are identified. The first direction is the "protective” legislation which
was largely enacted in the US and is very dominant in it. The second direction is the
competition legislation which is unique to the EEC. These two types of legislation
are referred to below as "franchise specific legislation”. The absence of franchise
specific legislation in a particular jurisdiction does not mean that franchising escapes
legal scrutiny but only that franchising is treated under the general legal rules of that
jurisdiction®®.

By enacting franchise specific legislation, the legislature reveals two concepts;
first, it reveals that the legislature consider franchising, as defined by it, a separate
type of business method, different enough from other types of businesses to qualify
for a distinct legal treatment; secondly, it reveals what problem does the legislature
finds dominant in respect to the franchise relationship, and what it considers to be

the best regulatory approach toward that relationship .

7. See Zendel, supra, note 3, at 138, This citation can be used to describe Europe’s 1992 economic situation.

‘. See Pattison, supra, note 1, at 1-6; Example for geaeral laws are those regulating antitrust, securitics,
technology transfer and general liability.

*. See also Konigsberg, supra, note 9, at IILL1: "... [T}t is the basis upon which to evaluate the viability of
franchising in a particular country..”.



The widespread use of the franchise method in the modern era led to a wave
of fraud and deception in the US®. This phenomenon was caused, in part, by the
unequal bargaining powers of the parties to a franchise agreement, the inexperience
of franchisees, the financial attractiveness of the franchise method to prospective
franchisees and franchisors™ and the fact that in this type of business, one side, the
franchisee, bears the financial risk to a very large extent. All these factors left
franchisees vulnerable to unscrupulous franchisors.

Finance frauds bad two main patterns. First, there were frauds by so-called,
fly by night' franchisors®, who sold franchises to innocent franchisees; the
franchisees paid franchise fees and in addition invested in the acquisition of the
outlet and then found themselves without a business, franchise services or supplies,
because the franchisors who sold them the franchises had soon disappeared®. The
main cause of this problem was identified by US authorities as the lack of up-to-date

and sufficient information supplied by the franchisees prior to the franchise

. Senate Committee on Commerce, The Fairness in Franchising Act, S. Rep. No. 74, 94th Cong,, 2d sess.
(1976).

3 Case 161/84 Pronuptia de Paris GmbH v, Pronyptia de Paris Irmgard Schillgalis [1986) E. Comm. Ct.
J. 353, at 368, [1986] 1 CM.L.R. 414: The Advocate General says that the franchise agreements arc -
extraordinarily attractive to franchisors as a new distribution method” (this is the lcading franchisc casc in the
EEC).

. H., Brown, Franchising - Realitics and Remedies (New York: Law Journal Seminars Press, 1991), at 1-7.

S, In many cases the franchisor did not own, or was pot able to provide, developed busincss method,
intellectual and industrial property rights or franchise services and quality control measures.
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transaction.

Secondly, franchisors who exercised their superior bargaining powers and
business experience, made the franchisees sign one-sided agreements. These
agreements gave franchisors virtually unlimited powers, caused unfairness in the
franchise relationship and deprived franchisees of their rights. Quality control
measures were many times used by the franchisors for collateral purposes, in a way
which was not meant to achieve the real objectives of the measures - to ensure the
quality of the business and the product. The most common clauses used in this
connection were the termination and non-renewal clauses™. Instead of using these
provisions only when a franchisee did not comply with the quality standards of the
franchise system, some franchisors used these provisions to cancel the right of
franchisees in successful franchised outlets and to sell the franchise to another
franchisee, often for higher royaities.

Another problem of the franchise method was not only the inexperience of the
franchisees but also the inexperience of the franchisors. Sometimes franchisors did
not understand the needs and uniqueness of a franchise system, as for example, the
continuous relationship feature of the franchise method, and aimed only for quick

and easy expansion capital.

™, Scc Abell, supra, note 40, at 236-237.
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s of franchisee’s pr ive legis

In response to the problems described above, legislative initiatives were
designed to protect the franchisee from dishonest and inexperienced franchisors®.
Thus, federal and state legislation is found in the United States®, provincial
legislation is found in Canada®™ and various types of legislation to protect the
franchisee are found in other parts of the world™.

The EEC member states and the EEC itself did not find that the risk of
abuses by franchisors in franchise relationships should be dealt with through
legislation specifically regulating the franchise method. Thus, there is no franchise
protective legislation at the EEC level and among the EEC member states only

France has legislation for the protection of franchisees. The French legislation is very

5, See Young, supra, note 44, at 4; See also Konigsberg, supra, note 9, at IILIL3; Sce the legislative intent
as expressed in California’s Franchise Investment Law, Cal. Corp. Code, s. 31001: ".. [I}t is the intent of this law
to prohibit the sale of franchises where such sale would lead to fraud or a likelihood that the franchisor’s
promises would not be fulfilled”; See also in Nebraska's Franchise Practices Act, Neb. Rev. Stat., s. 87-401: "The
legislator finds and declares that distribution ard sales through franchise arrangements in the state vitally affect
the general economy of the state, the public interest and welfare. It therefore necessary in the public intcrest to
define the relationship and responsibilities of the franchisors and the franchisces in conncction with franchisc
arrangements”,

%_The world’s first franchise legislation was the Californian Franchise Registration and Disclosure Act, Cal.
Corp. Code s. 31000, enacted in 1970; See, infra, at paragraph 2.22.

5. Alberta’s Franchises Act RSA. 1980, c. F-17; Sec, infra, at paragraph 2.2.1.

®_For example, the Australian (federal) franchise legislation contains a complex procedure for disclosure
of information and other regulation. See W., Pengilley, “International Franchising Arrangements and Problems
in Their Negotiation® [1988], New Zealand Law Journal 79, at 83; See also T., D’Aloisio, "International
Franchising - Australia” (1988), International Busipess Law Journal 99, at 99; See also, as examples, the situation
in Japan and in Brazil: R.A., Lipstein, “International Franchising and Distribution: US and Foreign Law
Countries" (1988), 16 International Business Lawver 414, at 415.
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moderate in comparison to the legislation in the US®.

Franchise protective legislation can be divided into four main groups®. The
first group imposes disclosure requirements of various financial, contractual, personal
and other details connected to a specific franchise business® (hereinafter -
disclosure legisiation). The requirements vary from jurisdiction to jurisdiction - from
wide and detailed disclosure requirements to general and unspecified disclosure
requirements.

Under this type of legislation the franchisor is required to supply the disclosed
information directly to the franchisee prior to the conclusion of a franchise
agreement, using a format prescribed by the legislator. There is no public official
involved in the process and the disclosure is done directly by the franchisor to the
franchisee®,

The second group imposes registration requirements, added to the disclosure
requirements (hereinafter - registration legislation). The franchisor must have his

standard offer of a franchise approved and registered by a public official. After the

¥. The French legislation is moderate because it is of the disclosure type. It does not include registration
requirements. For a description of this legislation see Konigsberg, supra, note 9, at 12

“. J.B., Kobak, "Significant Factors in the Franchisor-Franchisee Relationship™ (1987), 32 New York Law
School Law Review 795, at 795-796: The writer divide the legislation into two groups only - “procedure”
rcgulations and "substantive” regulations. The former group includes registration and disclosure legislation and
the latter group includes relationship legislation,

*!. The information required may include, for example, details related to the history and the background of
the franchisor and the individuals associated with it, the nature of the franchise and the proposed terms of the
franchise agreement,

“. In some cases a "Notice" legislation system is applied. Under this system the franchisor registers only his
name and address in a registration office and files a declaration of his intention to seil franchises in the particular
jurisdiction. In addition to the notice, the franchisor bave to supply full disclosure directly to the franchisees as
in regular disclosure legislation.
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information submitted to the public official has been approved and registered®, the
franchisor is required to disclose the approved information to the franchisee prior to
the franchise sale®. The information is usually submitted to the public official in a
similar format used by franchisors under disclosure legislation.

Thirdly, and more rarely found in countries that regulate franchising, is
legislation that regulates the relationship between the parties of the franchise
agreement® (hereinafter - relationship legislation). The main thrust of this type of
legislation is to regulate the terms under which the franchisor may terminate a
franchise agreement or the terms under which the franchisor may refuse a renewal
of the franchise agreement with the same franchisee for an additional period®.

Under these laws the franchisor is normally required to have a "good cause”, defined

differently in different laws®, for termination or non-renewal of a franchise

®. An example to the wide discretion of the public official is found in South Dakota law - Franchises for
Brand Name Goods and Services - SD. Codificd Laws Ann., s. 37-5A-38: "Conditions lmposed on Registration
By Director: The director shall have power to place such conditions, limitations and restrictions on any
registration as may be necessary to carry out the purposes of this chapter*

“. The registration requirements have been criticized. Sce, for example: Alberta, Department of Consumer
and Corporate Affairs The Alberta Securities Commission Discussion Paper (Edmonton, The Department,
1988), at 75: ".. [I]t is not clear that this paperwork in fact achicves the goal of facilitating fairer bargaining
between unequal parties®,

. See Konigsberg, supra, note 9, at IILI13

“. Under relationship legislation the way the franchisor exercises his contractual rights is regulated; See TM.,,
Pitegoff, "Franchise Relationship Laws: A Minefield for Franchisors® (1989), 45 Business Lawyer 289, at 291-292.

. The definition of the term "good cause” is varied from one jurisdiction to another especially under the U.S.
states’ franchise legislation; See M., Fern, & P.I., Klein, “Restrictions on Termination and Non-renewal of
Franchises: A Policy Analysis” (1981), 36 Business Lawyer 1041, at 1044-1045; Usually 30 - 90 days of prior notice
of alleged breach of contract will be required to be provided to the franchisee. In most of the laws of this type
an opporturity to cure the breach is given to the franchisee before the franchisor is cligible to argue that he has
a 'good cause’ for legal action.
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agreement®. The legislative requirements are imposed regardless of the clauses
stipulated in the franchise agreement itself. This type of legislation has been
criticized because it is said to have a severely negative impact on the principle of
freedom of contract. It is interesting to note that several relationship laws explicitly
ensures that the franchisee will not suffer competition from the franchisor in the
franchisee’s exclusive territory™;

Fourth, is specific relationship legislation for specific areas of trade. This
legislation exists in the most attractive and widespread fields of product franchises
such as automobile dealerships and gasoline stations™. This legislation regulates the
contractual relationship between the parties of a product franchise agreement, but
it differs from the general relationship legislation discussed above because its
provisions are normally more comprehensive and regulate more details of the legal
relationship between the parties™. This ﬁrpe of legislation is outside the scope of

this thesis since it does not concern business format franchises in general.

*. This legislation is a clear attempt of the legislature to offset the franchisor’s superiority over the
franchisce. The courts are not interested in the overall long term interests of the franchisor or in the possibility
that he will be more profitable if he uses another method. The legislation has been interpreted by courts in a
franchisce protective manner. It seems that this kind of legislation tends to limit free competition in the area of
franchising; Sce Kobak, supra, note 60, at 799,

*. These special clauses are dealt with below when analysing the legal policy towards territorial exclusivity
found in the US protective legislation.

™. Forty ninc of the US states cnacted legislation to regulate the relationship between the parties of
automobile dealership agreements; Sce for example, in New York - N.Y. Gen. Bus. Law, s. 11-A-197. See also
the gasoline station legislation in N.Y. Gen. Bus. Law, ss. 11-B-199(a) - 199(k).

7, Examples for details regulated ir soecific relstionship legislation are: 1. disposition of the franchise upon
death of the franchised dealer; 2. the sale of goods and parts by the franchisor to the franchisee; 3. additional
franchisces in the franchised territory; See Kobak, supra, note 60, at 796: the basic concepts of the general and
the specific legislation are similar,
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2.2 Franchise specific legislation in the world.

In Canada only one province, Alberta, has enacted franchise specific
legislation™. The Franchises Act™ is protective legislation of the registration
type™. It is administered by the Securities Commission of Alberta. The structure ‘of
the Franchises Act is reviewed here as a general example for franchise registration
legislation.

In addition to the standard franchise agreement itself, a statement containing
2 long list of "material facts" related to the franchise business is required to be filed
in a "full, true and plain” manrer and in a specific format in order to be registered.
The registrar holds discretionary powers to approve or to reject a registration, or
alternatively, to exempt franchisors from registration™.

The registrar requires the franchisor t0 demonstrate sufficient financial

resources and business experience to be able to provide the product and the

7, However - “There are continuing indications that franchise legislation is being studied in the province of
Ontario, confirming the ongoing interest of legislators and policy makers in franchising as a scparate industry” -
See F., Zaid, "Federal Legislation and Recent Case Law Affecting Franchising” in Franchising ( Toronto: The
Law Society of Upper Canada, 1988), at G-1; See also T., Gilbert, D, Thomson, & P., Dabbikin, Franchising
in Canada {Toronto: CCH, 1986) at 24.

™, Sec Alberta’s Franchises Act, R.S.A. 1980, ¢. F-17; see also L.H., Polsky, Franchising in Canada, Paper
submitted at International Bar Association symposium (Washington D.C.: May 7-8, 1990).

*, See the Discussion Paper, supra, note 64, at 73-76.

*. Alberta Securities Commission, Policy 3.1 pursuant to Franchises Act, effective May 25, 1990,
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franchise services outlined in the franchise agreement”. The content of the
franchise agreement is examined very carefully by the registrar who may impose
changes in the termination, renewal, transfer or other provisions of the
agreement”. Franchise trade is forbidden prior to proper registration unless an
exemption from registration has been granted. The franchisee must receive the
disclosure file in the same format it was approved for registration by the registrar™.

In all other Canadian provinces there is no special legislative treatment for
franchise agreements”™, although other general laws, not specifically meant to
regulate franchising, govern unfair conducts in franchise agreements as they generally
govern many other types of agreements™.

In an attempt to achieve uniformity in potential franchise legislation in the

different Canadian provinces, the Uniform Law Conference of Canada suggested in

1980 a Uniform Franchise Act®. The suggested Uniform Franchise Act is divided into

™. Alberta Sccuritics Commission An Introduction to Franchising in Alberta - for Franchisors (1986), at 6.

7. In contrast to relationship legislation, these clauses are examined here at the pre-sale, phrasing stage; Sec
L.H., Polsky, "Franchise Regulation in Alberta™ in Franchising (Toronto: The Law Society of Upper Canada,
1988), at H-17.

™, As indicated in the Discussion Paper, supra, note 64, at 74, the registration requirements are not cost-free:
“On the ncgative side, there is a significant cost to franchisors for the legal services required to comply with the
Act. These costs and inconvenicnces associated with franchises legislation may be significant enough to cause
potential tranchisors to stay out of Alberta. Also, the franchise legislation imposes administrative costs on the
public purse of the province”.

7. Product franchisc legislation that existed in New Brunswick was repealed in 1988 almost immediately after
it was cnacted.

®. For cxample Ontario’s Business Practices Act RS.0. 1990, ¢. B-55.

®. The Uniform Franchise Act, in Uniform Acts of The Uniform Law Conference of Canada (Toronto:

Uniform Law Confercnce of Canada, 1991), at 18¢-1.
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a part on disclosure requirements and a part regulating the relationship between the
franchisor and the franchisee, including termination and renewal of franchise rights.
It is noteworthy that even though the only existing franchise legislation in
Canada, the Franchises Act of Alberta, requires registration, the Uniform Law
Conference recommended for disclosure requirements only, which are easier to

comply with from the franchisor’s viewpoint but are less protective of the franchisee.

2.2.2 United States:

The US is highly regulated™ by over a hundred state laws dealing specifically
with franchising, one federal rule which regulates franchise systems in general
directly® and two federal laws which govern franchise agreements for specific
products only®.

"While disclosure guidelines have been established by governmental entities

or voluntary associations in some countries, such guidelines are quite brief and

flexible compared to the analogous U.S. standards established by the Federal
Trade Commission and various state authorities™

B, See Andrews, supra, note 4, at 19.

B, See the Franchise rule, infra, note 86; see also Ibid,, at 13: “._[A]merican disclosure requircments arc far
more extensive than in any European country”. Indeed, the US is the most highly franchise regulated country
in the world.

¥ Auwtomobile Dealer’s Day in Court Act, 15 US.C. ss. 1221 - 1225 and Petroleum Marketing Practices Act,
15 US.C. ss. 2801 - 2806.

¥, See Pattison, supra, note 1, at 1-5.
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The federal Franchise Rule®® was enacted by the Federal Trade
Commission® (hereinafter - the Franchise Rule). It is a disclosure rule and does not
require registration. It applies only when state legislation for franchising does not
exist or when the state franchise legislation is less strict than the federal rule®. The
existence of the federal Franchise Rule means that the franchise method is specifically
regulated, at least by disclosure requirements, in each US state.

The US franchise specific legislation as enacted in the different states and at
the federal level is unique in the world. In no other jurisdiction does franchise
specific legislation consist of all four possible types of protective legislation.

Only two states, Oregon and Michigan, have disclosure legislation®. Most of
the franchise regulating states have registration legislation which is basically similar
to the Franchises Act of Alberta, described above™. These laws require an approval
and registration of a comprehensive offering circular. The circular must be approved

by a public official and has to be submitted to the franchisee between 2 and 10 days

*. Disclosure Requirements and Prohibitions Concerning Franchising and Business Opportunity Ventures 16
C.F.R,, s. 436.1 ct post.

*. Because the FTC is involved, a failure to comply with the Franchise Rule is treated as an "unfair act” or
a "deceptive act” under the Federal Trade Commission Act 15 US.C. s. 45 et post. This may result in civil
penalties imposed by the FTC.

. Sec FTC guidelines, Supra, note 8, at 10.

*®. Oregon: Franchise Law, Or. Rev. Stat., ss. 50-650.005 - 650.085; Michigan: Franchise Investrnent Law,
Mich. Comp. Laws, ss. 445.1501 - 445.1545.

“. Sez for example: Minnesota’s Franchise Law, Minn. Stat. ss. 80C.01 - 80C.22; New Jersey's Franchise
Practices Act, NJ. Rev. Stat. ss. 56:10-1 - 56:10-15,



prior 1o sale of a franchise®.

Some states have franchise relationship legislation, either separate or
combined with registration requirements in the same law™. This type of legislation
usually deals with termination and non-renewal but in some cases covers other
subjects in the franchise agreement as well, such as the scope of the territorial
exclusivity granted to the franchisee.

Almost all states have franchise legislation on specific products®, and, at the
federal level, two laws exist, one which regulates automobile dealership agreements
and the other, gasoline station operating agreements™,

Those states which have franchise laws that require registration jointly
developed the Uniform Franchise Offering Circular (hereinafter - the UFOC)®,
This is a uniform format to satisfy registration requirements and is accepted by all
the concerned states. An alternative to this format, also accepted by most of these

states, is the format of the disclosure document under the Franchise Rule®. These

¥ See, for example, the New York state Franchise Sales Act Gen. Bus. Law, s. 680 et post. The New York
department of law will rarely approve an ’offering prospectus’ for registration without changing onc or more of
the franchise agreement provisions; See 60 NY Jyr 24 franchises chapter, s. 29.

%2 See for example: The Retail Franchising Act of Virginia, Va. Code Ann., Ch. 8, ss. 13.1-557 - 13.1-574; The
Franchise Investment Law of Wisconsin, Wis. Stat. Ann. s. 553.01 - 553.78; The Franchise Disclosure Law of
Indiana, Ind. Code, Ch. 23.2-2 ss. 5-1 - 5-50.

%_In the ficlds of automobile, petrolenm and liquor retailing.

%, See supra, note 83.

%, Uniform Franchise Offering Circular, NASAA Reports (Chicago: CCH), at s. 4001, p. 2201; The UFOC
was adopted by the Midwest Securitics Commissioners Association in 1975,

* In the adoption of the UFOC and the acceptance of the Franchise Rule format, a tendency towards
unification of the regulation of the franchise method in the US can be identified.
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two frameworks for disclosure are not identical, however, the nature of the
information required to be disclosed is basically the same.

The disclosure format of the UFOC is also accepted in Alberta, under its
legislation, with only minor adjustments being required”.

The diversity of the US franchise specific legislation has led to attempts to
develop a uniform law. Two model franchise acts now exist in the US. The first is the
Uniform Franchise and Business Opportunities Act™, suggested by the National
Conference of Commissioners on Uniform State Law (NCCUSL) in 1987. This is a
disclosure type legislation that was recommended by the Conference for enactment
in all the states. The current legislation existing in most states is of the registration
type.

The second suggestion of a model for state franchise legislation was made by
the North American Securities Administrators Association (NASAA). The NASAA
introduced in August 30, 1990% the Mode! Franchise Investment Act, a registration
type legislation'®,

Neither of those model acts has been adopted to date by any of the states, but

the possibility still exists that one of the model acts will be adopted in the future

. See Konigsberg, supra, note 9, at ILILS.

“. NCCUSL, 96th Annual Meeting, California, July 31, 1987. As cited at G., Glickman, Franchising {New
York: Matthew Bender), at vol. 3, appendix E.

. NASAA Reports (Chicago: CCH, 1990) p. 3145, S. 4301 et post.; See also as cited at Glickman, Ibid,, at
Vol. 3, appendix F.

_ ’:”. This is not surprising given the fact that the suggestion was made by the officials whe administer the
cxisting franchisc registration laws; Sce D.M,, Bollinger, “Model Franchisc Investment Act. Dances Witk Wolves"
(Winter 1991), 10 Franchise Law Journal 3, at 5.
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either by states changing their existing franchise specific legislation, or by states

which do not yet possess franchise specific legislation'®.

In Europe the development of the franchise trade method'® did not result
in the adoption of the US approach to franchise legislation. The undesirable results
of the franchise method’s rapid development in the US were severe, as mentioned
above, and influenced federal and state legislators to enact various types of protective
legislation for franchisees. The US protective legislation and bad experiences with
respect to franchises trade influenced the legislators of other jurisdictions in the
world to consider the protection of franchisees by regulating the franchise
method!®.

In spite of the US experience, neither the majority of the legislators of the

EEC member states nor the EEC authorities saw fit to enact franchise protective

1, For the various considerations regarding the possible adaption of the NASAA's Modecl Act, see D.E.,
Wieczorek, “The Model Franchise Investment Act. A Field of Dreams” (Winter 1991), 10 Franchise Law Joyrnal
1, at 31.

12 See Press Release 24.6.1987, supra, note 28, at 1: "Franchising agreements have developed considerably
in the community during recent years as a new form of marketing. The 85,000 franchised outlets, belonging to
1500 franchise networks... They are particularly important in sectors such as clothing, fast food, car rentals and
hotels”; See also D.W., Fox, "Distribution Franchising Under EEC Law" (1987), Solicitors® Journal 378, at 378:
".. [H]as become highly popular in the EEC countrics during the past decade or so™.

18, Example of jurisdictions which have introduced legislation but bave not followed through with it are
Australia, Sweden and the Provinee of Quebec in Canada. See Konigsberg, supra, note 9, at IILL1, Footnotes
1-3.
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legislation'®. As mentioned above, the only EEC member state that adopted
franchise legislation was France, which did so only in 1989. The French Pre-Sale
Disclosure Act'® is not limited to franchise agreements but regulates all agreements
in which exclusive rights have been granted. This Frenck legislation is of the
disclosure type and requires the franchisor to provide to the franchisee a disclosure
document that includes "honest information" about details mentioned in a wide and
general manner in the law'®. The law does not require the franchisee to obtain
administrative registration of any kind, nor does it require the information to be
disclosed in a special format.

When compared to the protective measures in the US and in the province of
Alberta, the French legislation is exceptionally moderate. There is no administrative
interference in the franchise sale process under the French legislation and the
disclosure requirements are much less detailed than those commonly found in the
US.

The United Kingdom (the UK) is an example of that majority of EEC

member states which have no franchise specific legislation even though the franchise

'®. A.S,, Joslyn, "Legislative Definition of the Franchise Relationship® (1987), 32 New York Law School Law
Review 779, at 779.

", G., Sautercau, Franchising in France, Paper submitted at a franchise conference organized by law firm,
Soloway Wright (Ottawa, Ontario: October 18, 1990), at 10: “... [T]he committees work had stressed out the
importance 2nd necessity of pre-sale disclosure by franchisors to franchisees before the execution of any
agrecement and the necessity to have a specific legislation on that point.”

**. Examples of the information to be disclosed are details about: experience, growth possibilities, termination
& renewal & transfer and exclusivity. The disclosure document is to be provided to the franchisee 20 days before
the execution of the franchise agreement.
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method is well known and widely used in their jurisdictions'”.

In the UK as well as in most of the other EEC member states, a strong
franchise trade association exists'®. The association attempts to compel its member
franchisors to comply with a voluntary code of ethics'®. The code of ethics
encourages the standardization of the franchise agreements and attempts to prevent
the inclusion of unfair provisions in them'®. It is not difficult to identify in the
codes of ethics of franchise associations in the EEC member states, the influence of
the US franchise protective legislation. The European franchise associations are
members of the European Franchise Federation (hereinafter - the EFF)"!. The
EFF published in 1981 the "European Code of Ethics - Franchising™'*:

"The European Code of Ethics for Franchising provides that franchise

contracts should be fair and designed to ensure good management practices,

and should be drawn up in clear terms in the national language of the
franchisee™**

177, See Young, supra, note 44, at 12,

1%_See Andrews, supra, note 4, at 18: ".. [M]ost EC member states now have franchise trade associations,
which coordinate their efforts through the European Franchising Federation ..°

1®_See Cannon, supra, note 33, at 4; See Young, supra, note 44, at 10-11.

1%, European Community Commission, The Cooperation Between Firmg in the Community - Franchising
(Brussels: The Commission, 1978), at 11.

11 For more details about the EFF and its code of cthics see Konigsberg, supra, note 9, at A5(2) - (3).

12 In Europe Nov. 26, 1981 - "Commerce: European Commission has Published *European Code of Ethics
for Franchising”; The obligations of thc parties should be defined in clear terms in a contract writtcn in the
pational language of the franchisee; Sec Pattison, supra, note 1, Item 6: "Europcan Code of Ethics For
Franchising”.

I3 See Pattison, supra, note 1, at 11-4: It is specified in the Code of Ethics that "The franchise contract will
specify in particular the points set out below, it being understood that the provisions adopted will be consistent
with the national or community law.... - the defition of "open territorial rights’ granted to the franchisee,
including options (if granted) on adjoining territories”.
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Despite the present paucity of franchise protective legislation in Europe, one
can argue that these associations and their codes of ethics do offer a satisfactory,
although voluntary, substitute for formal legislation and have helped to prevent the
problems that had appeared in the US. One can also argue that due to the strong
status of franchise association in Europe, no specific EEC legislation to protect
franchisees is required either at the EEC level or at the level of the EEC member
states. It should not be forgotten, however, that although the franchise associations
contribute to the protection of franchisees, their primary concern is to preserve the
interests of franchisors.

The EEC has neglected the possibility of specific legislation to protect
franchisees. The attention of the EEC has, instead, been focused on the application
of EEC competition law to franchise agreements, beginning with the well known
Pronuptia judgement', which started a new legal discussion in Europe about the
legal aspects of franchising. It eventually led the EEC Commission to adopt a *block
exemption’ regulation for franchise agreements, which excluded them from the
prohibition against anti-competitive practices of the EEC Treaty. This regulation is
the first and only piece of franchise specific legislation at the EEC level and will be

further discussed below.

™, See Pronyptia judgement, sypra, note 51.
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In focusing on franchising in the US and the EEC, wwo different approaches
taken by legislators in two highly industrialized parts of the world can be compared.
The US has concentrated on measures intended to protect the franchisee from the
risks he might experience when entering into a franchise agreement. The Federal
Rule and the different US state laws fulfil this protection purpose to a varied extent
because some laws are more strict than others, from the franchisor’s viewpoint.

In the Europe, protective legislation is a rare exception and the franchisee is
protected mainly indirectly by franchisors” associations imposing strict rules, in the
form of codes of ethics, upon their members'?.

The recent developments in the EEC competition law which have resulted in
competition legislation beiﬁg enacted to regulate franchising should be considered
carefully, since in the absence of EEC franchise legislation to protect franchisees, it
1s the only set of rules at the EEC level which govern, and which therefore affect,

franchise systems directly.

3 It is assumed that the EEC franchisors organized themselves in this way anticipating that otherwise their
governments might adopt US style legislation. It is clear that self imposed restrictions are less threstening and
less expensive to comply with than formal legislation, and therefore preferable to franchisors.
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Chapter 1T

FRANCHISING AND COMPETITION LAW IN THE EEC.

As discussed above, two main kinds of legal treatment were given to
franchising. The first is franchisee’s protective legislation dominant in the US, and
the second is franchise competition legislation dominant the EEC. In this chapter,
the development of the franchise competition legislation in the EEC is traced.

The central issue in the course of the development of the franchise legislation
in the EEC was that of territorial exclusivity in franchise agreements. Territorial
exclusivity is primarily meant to defe;ld the exclusive rights of the franchisee in the
territory allocated to him by the franchisor. Territorial exclusivity also permits the
franchisor to exercise quality control measures effectively over the franchisee!.

There are three main types of territorial restrictions that establish territorial
exclusivity in franchise agreements:

1. a restriction preventing the franchisee from exploiting the franchise outside

an outlet approved by the franchisor; this restriction is also known as a

"location clause”. When all the franchise agreements in a f;'anchise system

include a location clause the effect is a division of territorial zones among the

franchisees.

""", For a survey of more benefits and purposes of territorial exclusivity in franchisc agreements, see infra,
Ch. IIL, at paragraph 2.7.23,
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2. a restriction over the franchisor, to prevent thé franchisor himself from

opening another outlet in the franchised territory.

3. a restriction over the franchisor, to prevent him from authorizing third

parties to open franchised outlets in the allocated territory.

It should be kept in mind that territorial exclusivity is usually subject to
intensive negotiation between the parties of a franchise agreement. The extent of the
territorial exclusivity is an outcome of a compromise between the interests of the
franchisor and the franchisee. The franchisee tends to seek the broadest possible
territorial protection for his outlet, while the franchisor tends to narrow the territorial
protection in order to keep for himself the option of expanding the franchise system.
The franchisor may reserve to himself the right to place his own outlet in the
franchised territory, or otherwise not insist on including this right in the franchise
agreement but charge higher franchise fees or royalties.

The emphasis on territorial exclusivity in the legal materials discussing the
franchise method in the EEC, was a main reason why this thesis concentrates on the

legal approach towards territorial exclusivity in the franchise method'".

Territorial exclusivity serves as an instrument in the comparison of approaches
between the EEC and the US and permits the crystallization of the conclusions that

are drawn from this comparison.

W7, See Pattison, supra, note 1, at 3-6: "Teritorial restrictions are of crilical concern to many international
franchises, ... The legal and business coosequences of such restrictions can be profound”,
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111 role of competition law in th

"Jean Monnet, one of the European Communities’ founding fathers, said that
the whole EEC Treaty is about competition™*. Free competition is today, still, one
of the EEC’s main concerns, if not its central concern:

"It is now widely accepted that the benefits which are expected to flow from

an internal market presuppouse the existence of a system of healthy

competition, where firms are free to vie with each other for consumers by
offering the highest quality product at the best price™".

Competition law is a means to achieve economic goals'®. The economic
theory is that freer competition between enterprises in the market has the potential
of achieving best economic results through an improvement of price levels and

quality of goods and services. Competition law is actually a legal application of

economic theories. Therefore, due to the dynamism of economic theories:

8, S.A., Crossick, "Franchising in Europc - EEC" in Mendelshon, supra, note 9, at 335: .

" Sir L., Brittan, Competition Policy, a paper submitted to the Centre for European Policy Studies
{Brussels: 15 July, 1991), at 4.

1®, Some commentators do not accept the premise that the main aim of competition law is economic, for
example, in N, Green, T.C., Hartley & JA., Usher, The Lcgal Foundations of the Single Evropean Market
{Oxford: Oxford University Press, 1991), at 198: " .. [Clompetition law is a fluid, dynamic instrument which has
the capability of changing to mect developing economic and political situations. Thus, it is not accurate to
describe any specific purposes as the main objective. Rather, one must view the rules of competition as serving
different purposes at different points of time in history”.
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"..[Clompetition policy [is a] somewhat slippery concept whose scope
is the subject of considerable debate™?,

Competition law is regarded as having a very important role in the
development of the common market. It has been said that 2 common market could
have never been achieved without efficient rules of competition'=. Therefore, in
the EEC, competition law has more than a merely economic role: it is considered to
have, in addition, a direct political role. Its political role is to eliminate barriers to
trade between the EEC member states'™ to permit the economic union'™ in the

Common Market.

1.1.2 The competition law articles in_the EEC Treaty,

The broad objectives of EEC competition law were set down in Articles 2 and
3 of the Treaty of Rome'® (hereinafter - the EEC Treaty)'®. In Art. 2 the goals of

the EEC Treaty in general are found:

1%, See Brittan, supra, note 119, at 1.
12, See De Cockborne, supra, note 13, at 243,

13, See Pattison, supra, note 1, at 6-3; *.. [S]trong hostility among community officials to any form of national

market protection .. the EEC strong prejudice against territorial restrictions results in close scrutiny of such
contracts”.

. The precise definition of the term "economic union’ it outside the scope of this thesis. The usage of the
term is done here as a referral to a state of economic integration between several jurisdictions

15, The European Economic Community was formed by the six original member states (now twelve mes=ber
states) in 1958 under the Treaty of Rome.

1%, See Appendix I, for the full text of these Articles.
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"..[T]o promote throughout the Community a harmonious development of
economic activities, a continuous and balanced expansion, an increase in
stability, an acceleration of the standard of living and closer relations between
the states belonging to it".
Art. 3 provides the general means to be used in order to achieve the goals

specified in Art. 2. In the Art. 3 list, one of the means specified is, at paragraph (f):

“The institution of a system ensuring that competition in the common market
is not distorted”.

The specific means to achieve a system of undistorted competition are found
in Articles 85 to 94 of the EEC Treaty. The basic objective of these articles is the
protection of:

.. [A] system of competition which encourages efficient production, technical
progress and fairness towards the consumer"?.

The EEC relies on the legal instruments provided by the EEC Treaty, to
protect the common market from the imposition of governmental and private
restraints on free competition in the market.

The main concern of this thesis is the protection of the common market from
private restraints on competition. This is {he emphasis since franchise agreements are
a format of business relationship in the private business sector. The protection of the
EEC market from private restraints on competition is achieved by Art. 85 and 86 to

the EEC Treaty™.

¥, See Brittan, suprg, note 119, at 3.

132 For the full text of these articles, sec Appeadix L.
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1.1.3 The process of analvsing issues of competition law,

Generally speaking, the process of analysing of a particular business practice
under competition law (in the EEC and in other jurisdictions) is divided into two
stages.

At the first stage, it is decided if the business practice at issue has enough
economic influence in the market, to justify consideration by the competition
enforcement authorities'. The business practice in question must be examined in
its overé,ll legal and economic context, taking into account the existence of other
business practices of the same type and the economic structure of the market'™.
Theoretically, every agreement between two parties restricts free competition in the
market to a certain degree because it creates contractual obligations for the two
parties. In practice, only above a certain level, different in each jurisdiction, is a
restraint on free competition of interest to the authorities responsible of the
preservation of free competition in the market.

If the decision at the first stage was that the business practice concerned has
enough economic influence in the market to be prohibited, a second stage requires
the balancing of negative and positive effects of the business practice against one

another to evaluate if the business practice should be allowed even though it is

1on Noti f 19 D. 77 Concerning Apreements of Minor Importance Which Do Not Fall
MMMMMMMM@MOJ (313, 29.12.1977, p. 3.: under this

notice franchisc agreements effect of which on trade between member states is negligible do not fall within the
prohibition on restrictive agreements in Art. 85(1).

™, See Crossick, Supra, note 13, at 352



restrictive.

It must be noted, though, that it is possible that the first stage of analysis
might automatically result in illegality of a business practice and the second stage of
analysis would not be required (this possibility depends on the competition/antitrust
law of the specific jurisdiction).

The existence of a certain business practice in 2 market does not always affect
competition in an absolutely clear way (either positively or negatively). A business
practice might, in many cases, have negative and positive effects on competition at
the same time. A common example of two possible conflicting influences on free
competition resulting from the same business practice, is when a practice has
negative effects on intrabrand competition but at the same time has positive effects
on interbrand competition. Intrabrand competition is the competition between
franchisees, distributors or retailers within one distribution system. Interbrand
competition is the competition of one distribution system with other distribution
systems. The concepts of interbrand and intrabrand competition, as explained here,
will be of further use. A certain business practice may reduce the competition among
retailers within one distribution system, but of the same time it may enhance the
competitiveness of the same distribution system with other distribution systems in the
market. The possibility that restrictive business practices have positive effects as well
shnuld be taken into consideration; otherwise competition law, which intends to
improve economic efficiency and welfare, may cause undesirable economic results

and reduce the economic efficiency in the market.
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The decision as 10 how to achieve the appropriate balance between the
positive and negative effects of a business practice is a policy making decision'®
Normally, only economic criteria are applied when making this decision but it is also
possible to consider other benefits or detriments to the market resulting from a
specific practice. Such effects may be political or social and may prevail over the
economic effects of a restrictive business practice™

The process of balancing between negative and positive effects of a business
practice is referred to in the US as an application of a rule of reason’. The US ’rule
of reason’ is discussed in the next chapter'. In the EEC, the process of balancing,
while similar to the US, was not officially regarded as an application of a 'rule of
reason’. The use of the term rule of reason’ in the context of the EEC competition

law is therefore taken from the US antitrust law terminology.

B An cxamplc of an economic balancing between ncgative and positive cffcas on cu:npcmmn, in the first

stage of competition law analysx. can be found in the EEC Commission’s neerni
Decisi n P in the Field of ion B n 0J C75,29.7.1968, p. 3.,

in which the Commission said as early as 1968 that it: “Welcomes coopcration among small and medium sized
enterprises where such cooperation enables them to work more efficiently and increase their productivity and
competitiveness in a larger market”.

. An example of a possible social policy benefit of a restrictive provision is the protection of the franchisees
from unfair behaviour of the franchisor.

18, See infra, Chapter HI, paragraph 2.13.
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1.2 icles 85 and 86 to the T

1.2.1 The prohibition

Articles 85 and 86 of the EEC Treaty were meant to prevent distortion of free
competition in the EEC by private business practices.'®

Art. 85(1), the prohibition against restrictions of free competition, applies to
undertakings who agreed among themselves to exercise a business practice that might
interfere with free competition in the Common Market. The emphasis in the article
is on practices applied between two or more parties, by means of agreement or
concerted practice. The article states clearly that only measures that ".may affect
trade between member states” are prohibited. Thus, while EEC competition law
applies when inter-state trade is affected, national competition law of the EEC
member states applies to domestic transactions.

The Art. 85(1) prohibition is very short and does not provide much guidance.
The accurate scope of the prohibition is left to the discretion of the EEC
enforcement authorities and the European Court of Justice (hereinafter - the
COox,

When reading Art. 85(1), the prima facie interpretation seems to be that,

'™, See Appendix I for the full text of Articles 85 and 86.

*. The function of the COJ is defined in Art. 164 to the EEC Treaty: "The Court of Justice shall ensure that
in the interpretation and application of this Treaty the law is observed”.; See also in R., Mathijsen, A Guide to
Europcan Community Law 4th. Ed. (London: Sweet & Maxwell, 1985), at 55, the author wrote that the task of
the COJ is: “.. [Njot only to interpret, but also to state what the law is when the existing legislation does not
explicitly provide for it™.
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whenever a business practice in agreements or concerted arrangements has negative
effects on free competition in the EEC, it is prohibited, regardless of its possible
beneficial effects™. The text of the article can be literally construed as an absolute
prohibition'. In practice, the Article has not been construed as an absolute
prohibition. Not every theoretical effect on competition is considered prohibited

under Art 85(1):

" ... [Olnly perceptible effects on competition and trade between member
states are relevant under Art. 85(1)"** (emphasis added).

In a recent lecture, Mr. L. Brittan, the EEC Commissioner responsible for
competition said that when the EEC Commission (hereinafter - the Commission)'*®
exercises its authority to enforce articles 8 and 86 of the EEC Treaty, the
Commission continues to direct its efforts against:

"... ’classic’ infringements of Art. 85 and 86: market sharing and price fixing
cartels and serious abuse of monopoly power in major industrial sectors™.

B¢ See Korah, supra, note 20, at 5: The prohibition in Art. 85(1) has been broadly interpreted by the
Commission and the COJ.

% In other words the article should be interpreted the same way the Sherman Act was interpreted before
the introduction of the 'rule of reason’ to it. Sce infra, Chapter III, paragraph 2.1.2.

3, Case 5/69 Volk v. Vervaecke {1969] E.C.R. 295; [1970] CM.L.R. 273; Sec also J., Peeters, "The Rule of
Reason Revisited: Prohibition on Restraints of Competition in the Shermarn Act and the EEC Treaty” (1989), 37
American Journal of Comparative Law 521, at 539: .. [Njo thorough cconomic analysis was required so Jong as
the restraint of competition exceeded minimum threshold of approachability”.

™, The EEC Commission is responsible for the functioning and development of the common market. See
Mathijsen, supra, note 135, at 42: "..[the Commission] .. is the guardian of the community legislation .. Ia short,
it should be seen as the executive branch of the Community”.

40 Sir L. Brittan, Competition policy and procedures, a paper addressed to the Centre for European Policy
studies (Brussels, The Centre, Sep. 16, 1991), at 3; Certain types of agreements have been consistently refused
exemption. These are, in particular, market sharing agreements and agrecments relating to prices - Sce Crossick,
supra, note 118, at 342,
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It is important to bear in mind, in the context of the thesis, that 'market sharing’ is
presented by the Commissioner as one of the main concerns of the Commission.
Art. 85 and 86 seek to achieve the same objective - the maintenance of
effective competition within the common market'. The prohibition found in Art.
86 is against unilateral business practices only, when an undertaking abuses a
dominant position it holds in the common market. Franchises are agreements
between two parties agd not a unilateral practice. This is the reason why Art. 86 to

the EEC Treaty is outside the scope of the thesis.

Under Art. 85(2) to the EEC Treaty: "Any agreements or decisions prohibited
pursuant to this Article shall be automatically void" (emphasis added). From this
wording one might understand that a single anti-competitive clause in an agreement
may cause the agreement as a whole to be void. However, the COJ has interpreted
this section in a more flexible way. The Court has held that only the provisions which
themselves distort free competition in the market are void and not the whole
agreement of which they are part'?,

Since article 85 is directly applicable to the EEC member states and can

be invoked in their courts, the term "void" might also be interpreted by national

*l. Case 7/72 Europemballage Coorporation and Continental Can Company v, commission [1973] ECR.
*“. Casc 56 & 58/64 Etablissements Consten SA and Grunding - Verkaufs GmbH v, Commission [1966]

ECR. 341

215

*“. Not oaly the COJ but also the national courts are obligated to apply the EEC competition law.
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courts. One commentator wrote that in the event Art. 85(1) is invoked in a national
court:

"The effect of this provision, and in particular the degree of severability, are
matters for national law™* (emphasis added).

Under the English law for example the ’blue pencil’ principle of the common
law applies. It means that only when the provisions rendered void are fundamental
to the agreement as a whole, will the agreement be void. In other jurisdictions within
the EEC, the interpretation given to the term "void” may be different according to

legal principles of each jurisdiction.

1.2.2 The application of a balancing process.

Art 85(3) acknowledges that some factors exist that might override the
restrictive effects of business practices on free competition. Art. 85(3) can be
described as an EEC type 'rule of reason’ - similar to some extent to the 'rule of
reason’ under the US Antitrust law'. The US ’rule of reason’ was developed by
the US Courts. The EEC "rule of reason” is a legislative mechanism, applicable only
under defined conditions stipulated in Article 85(3) itself'“.

By virtue of the balancing process in Art. 85(3), the prohibition found in Art.

_SA, Crossick & M., Mendelsohn, "Franchising in Europe: Consequences of Pronuptia® (1986), 14
International Business Lawver 220, at 220.

1, See infra, chapter I, at paragraph 2.1.3.

4 The EEC 'rule of reason’ is given by the legislator while the US ’rule of reason’ was developed by the
courts.
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85(1) is limited. By way of comparison, the same limitation cannot be found in Art.
86; in contrast with Art. 85, the prohibition against restrictive practices that fall in
the scope of Art. 86 is absolute and not flexible in the sense that if a business
practice was analyzed and evaluated illegal under this article there is no way to apply
a balancing process (a 'rule of reason’) to it.

Art, 85(3) includes four conditions applicable in the balancing process. The
application of Art. 85(3) may result in an exemption of a business practice found
restrictive under Art. 85(1), from voidness under Art. 85(2), or from fines that can
be imposed by the Commission.

The following are the four conditions of Art. 85(3): 1. The business practice
in question should improve production or distributior: of goods, or promote technical
or economic progress; 2. Consumers should be allowed a fair share of the resulting
benefit of the business practice; 3. Only restrictions which are indispensable to the
attainment of the benefit should be allowed; 4. The restrictive practice should not
eliminate free competition in a substantial part of the market.

The first condition is the central one. It states the kinds of beneficial effects
of a business practice, that might allow its exemption from the Art. 85(1) prohibition.

The full citation of the condition is:

“[the business practice] .. contributes to improving the production or
distribution of goods or to promoting technical or economic progress”

The wording of this condition seems to imply that economic criteria only should be
applied in the balancing process under Art. 85(3) because "technical progress" and

"improving the promotion of distribution”, two aspects found in the condition, entail
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economic benefits.

An alternative view of the Article is that economic criteria may be only one
consideration among others. One of the aspects found in the article is "promoting ..
economic progress’. The fact that the signatories to the EEC Treaty found it
necessary to mention economic progress separately from the other possible benefits
found in Art. 85(3) may suggest that the latter are not purely within economic

criteria but, may be irterpreted to include non-economic content as well',

1.2.3 The_enforcement of Art. 85,

Regulation 17 - the first regulation implementing Art. 85 and 86 of the EEC
Treaty'®, was enacted by the EEC Council about 30 years ago. The Regulation
provides the Commission with the authority and means to enforce the EEC
competition law:

“... [T}he Commission has extensive powers to terminate infringements and to

impose fines, backed by wide powers of investigation™’

Under Regulation 17 both the COJ and the Commission can interpret Art.

W7 See Brittan, supra, note 119, at 12: ".. [T]be competition rules themsclves acknowlcdge that factors other
than pure competition can sometimes be of overriding importance”,

s Regulation 17/62 OJ 13, 21.2.1964, p. 204.

¥_C, Bellamy & G.H,, Child, Common Market Law of Compstition (London: Sweet & Maxwell, 1987), at
492,
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85(1)*°, but only the Commission has authority to grant an exemption from the
application of Art. 85(1) by virtue of Art. 85(3). The CQJ itself has no authority to
grant an exemption'®. This division of powers was decided upon by the Council,
even though there is no indication of it in the wording of Art. 85(3) itself'*.

In the US, by way of comparison, the courts both decide the scope of the
prohibition against business practices which distort free competition (equivalent to
Art. 85(1).) and the possible application of the "rule of reason” (equivalent to Art.
85(3)). In the US, the process of balancing between the negative and positive effects
of a business practice on free competition is done by the courts. In the EEC the
process of balancing is done by an administrative body - the Commission.

The Commission has also a authority to declare that under Art. 85(1) there
are no grounds for administrative action. In this event the Commission will not bring
an action or impose fines in respect of a particular business practice. This declaration
by the Commission is called negative clearance. While a negative clearance protects
the business practice involved against actions taken by the Commission, it does not
bind either the national courts of the member states or the COJ'®, Private parties
are not prevented from alleging that an agreement is contrary to Art. 85(1) and

therefore void.

¥, Sec Brittan, Supra, note 119, at 14; national enforcement would be a welcome ally to the community
enforcement.

%!, Sce Regulation 17, supra, note 148, at Article 9(1).
*%, It is doubted if this interpretation made by the Council is what the EEC Treaty sigratories really meant.
*®. V., Korah, EEC Competition Law and Practice 3ed. Ed. (Oxford: ESC, 1987), at 34.
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When the Commission grants a clearance, the business practice in question
is declared as not prohibited under Art. 85(1). When the Commission grants an
exemption, the Commission declares that even though it considers the business
practice is prohibited under Art. 85(1), it finds that it should be exempted from the
prohibition by virtue of Art. 85(3)"*. This provides absolute protection against any
action based on Art. 85(1), even by private parties.

An exemption under Art. 85(3) or a clearance under Art. 85(1) may be
granted by the Commission only if it is provided with the agreement concerned in
advance; otherwise the Commission is prevented from exercising these powers.
Reporting the agreement to the Commission is the procedure of “notification” under
Articles 4 and 5 of Regulation 17.

Another important regulation in the Art. 85(1) context is Regulation
19/65'°. The regulation authorizes the Comxﬁﬁsion to issue ’block exemptions’
under Art. 85(3) from the prohibition of Art. 85(1). The regulation broadens the
authority of the Commission from the granting of individual exemptions only for
notified agreements and according to their specific facts, to the granting of
exemptions for groups of agreements that have similar characteristics without
checking the facts. Agreements exempted under a ’block exemption’, by way of
regulation adopted by the Commission in advance, do not have to be notified to the

Commission, as required under Regulation 17 for individual exemptions.

™, See Regulation 17, supra, note 148, at Art. 2 and Art. 6.

. Regulation 19/65 OJ 36, 6.3.1965, p. 533.
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The types of agreements included in Regulation 19/65 and which, therefore,

can be subjected to ’block exemptions’ are: restrictive exclusive territory and
exclusive purchase agreements, and agreements that contain restrictions imposed "in
relation to the assignment or usc of industrial property rights™* (emphasis added).

When recalling the main features of the franchise method as discussed in
chapter 1, it is clear that in general franchise agreements fit quite readily W1th1n the
scope of Regulation 19/65. Nevertheless, almost 25 years passed between the
enactment of regulation and its actual application by the Commission to the franchise

method'*.
124 icial revi h

The COJ has the authority to review the Commission’s means of enforcement
of Art. 85 of the EEC Treaty.

The Court has jurisdiction under Art. 173 to the EEC Treaty to review the
legality of decisions that were taken by the Commission, following appeals made by
natural or legal persons to whom the decisions were addressed®. In the context
of competition law, the COJ may review a decision of the Commission to grant or

to refuse an individual exemption or clearance. The Court may also review any other

1%_Ibid,, at Article 1(1).
_Scc Block exemption” regulation 4087/88, infra, note 185.

¥ For the full text of Art. 173 see Appendix L.
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decision made by the Commission pursuant the enforcement of the EEC competition
law.

The COJ also rules on questions of Community law referred to it by national
courts of the EEC member states under Art. 177 to the EEC Treaty'™. Art. 177 is
the mechanism by which the COJ interprets provisions of Community law that are
directly applicable through the national courts (for example questions about the

scope and interpretation of Art. 85 and 86 of the EEC Treary)'*.

2. The franchise method under competition law,

2.1 The legal situation prior to Pronuptia.

Franchising has been known and used extensively in the EEC since the 70s.
In mzny EEC member states, such as France, the United Kingdom and Germany,
franchising is a regular method of trade.

Franchise agreements commonly contain territorial exclusivity clauses that, at
least theoretically, have restrictive effects on competition'®. It is, therefore,

surprising to see that the first time an organ of the EEC seriously dealt with the

', For the full text of Art. 177 to the EEC Treaty see Appendix I,

'®. K, Lasok, The European Court of Justice - Practice and Procedure (London: Butterworths, 1984), at 46:
"References for preliminary ruling are in the nature of an interlocutory step in the proceedings before a national
court or tribunal, designed to obtain a ruling from the court on a point of Community Jaw which bas arisen in
the course of the litigation between the parties [i.c. at the national court o.g.]".

'l. See, supra, Chapter 1, at paragraph 1.2: the common features of franchise agreements.
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topic, was the COJ, in 1986'“. This delay is somewhat odd given the efficiency with
which the Commission is knovn to treat anti-competitive practices and the
importance attributed to competition law as being essential to the success of the
common market in the EEC. Two possible explanations can be given the this delay.
It is possible that the Commission did not consider franchise agreements important
enough in the EEC economy to warrant a comprehensive discussion; or, the
Commission may have thought that tl;e general contribution of franchise agreements
in the EEC economy was larger than their potential anti-competitive consequences,
and, therefore, that treatment of the subject was not urgently required'®,

In a report on "Cooperation Between Firms - Franchising”, published by the
Commission in 1978'%, there is a greater emphasis on the potential problems in the
relationship between the parties to a franchise agreement than on the potential
effects of franchise agreements on free competition in the EEC'®. The emphasis
in the report was clearly on possible EEC rules to protect franchisees and not on

possible competition law rules'®. In the context of EEC competition law it was

! Europcan Communitics Commission, Sixteenth R n Competition Policy (Brussels: the Commission,
1987) at 106.

**%, Franchising could be described as a form of cooperation between small businesses. As mentioned above,
the EEC encourages this kind of cooperation. See supra, note 131.

'™, Sec the Report, supra, note 110, at section IV. The Report was submitted to the Commission by a Sub-
group on Cooperation Between Firms in the EEC. The sub-group was set vp by the EEC working party of
experts oo Commerce and Distribution.

"%, In the conclusion of the Report, Ibid,, at 18, it was stated: ".. [T]hought should be given to whether
specific community rules should be formulated, espedially as franchising is often transnational®.

***. For the purposc of protective regulation, Art. 100 to the EEC Treaty could bave been used as a legal
source for legislation -scc H., Smit & P.E., Herzog, The Law of the European Economic Community - A
Commentary on the EEC Treaty (New York: Matthew Bender, 1976-), at 3-556.6; After the EEC Treaty was
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stated in the conclusion of the report that:

"..in certain cases, individual franchising contracts may run counter (¢ ‘he

principles embodied in Article 85 of the EC treaty .. [bui the commnee

thinks that] .. in view of the size of this field, this aspect should not be
pursued in greater detail in this report™®’ (emphasis added).

In light of the full content of the report, it is suhmitted that the words “size
of this field’ are describing the number of potential :nfringements of Art. 85(1) by
franchise agreements and not the degree of use of the franchise method in the EEC.
it appears that the Commission, at the time this repor. was published in 1978, was
not concerned with the possible effects of the franchise method on free competition
in the EEC.

The Commission was "forced” to consiJer the effects of the franchise method
only after the COJ had to consider the subject in the Pronuptia judgement'®. The
action in Pronuptia was not initiated by the Commission but by private individuals;
it was referred to the COJ from the German Supreme Court. Had the German Court
not sought a preliminary ruling from the COJ under Art. 177 of the EEC Treaty, it

is possible that franchise agreements would still not have been discussed by the

Commissior up to the present time'®,

amended, Art. 100a to the Treaty could have been uscd as a sourec for Icgislation.
' The Report, supra, note 11(, at 16.

1% See Pronuptia judgement, supra, note 51.

1%, Even though the Commission paid some attention to franchise agreements it sccms that it did not enforce
the EEC competition law to it. Research failed to disclose any application to the COJ for an annulment of a
Commission decision under the sccond paragraphk of Art. 173 to the £EC Treaty, Had the Commission attempled
to enforce Art. 85(1) to franchise agreements, the chances are that such an applicatica for annulment would bave
been made prior to the Pronuptia.
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Given the conclusion of the report discussed above, it appears that if the
Commission had eventually considered regulation on franchising, the chances are that
this regulation would have been connected to the relationship of franchisors and
franchisees within franchise systems, similar to the US protective legislation'™.

The Pronuptia judgement changed the course of development in the field of
franchise legisiation. The tendency to enact protective legislation for franchisees was

replaced by a scrutiny of competition law issues.

22 Intr ion mipetition iaw treatment of chising.

As mentioned above, the first time the COJ was confronted with the matter
of franchising was in the Pronuptia case™.
Pronuptia was a French company which distributed wedding dresses and

accessories using the method of business format franchising. Germany was one of the

™, Sce supra, note 166, for possible legal sources for legislation. The procedures that could have been used
by the Commission for legislative purposes were cither a regulation or a directive under Art. 189 of the EEC
Treaty. A regulation is directly applicable to the EEC member states and there is no need for further naticzal
implcmentation. A directive like a regulation binds member states but, each member state is free to implement
it in the mcthods it chooses; See also 1.V., Louis, The Community Legal Order 2ed Ed. (Brussels: The European
Perspectives series, 1990), at 83.

', Sce Pronuptia judgement, supra note 51; See Crossick & Mendelsobn, sypra, note 144, at 220, The author
wrotc that Pronuptia: ".. [H]as been the most significant legal development affecting franchising in Europe”; See
RJ., Goebel, "Case 161/84 Pronuptia de Paris GmbH v. Pronuptia de Paris Irmgard Schillgalis® (1986), Common
Market Law Revigw 683, at 691: the importance of the case - 1. implications for legal theory in the antitrust field,
2. practical repercussions for franchising as ap important instrument for vertical distribution.; See also Young,
supry, note 44, at 59.
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EEC member countries to which Pronuptia had extended its distribution system'”,
Pronuptia has authorized a master franchisee to conclude agreements with
franchisees'™. In the facts of the case the master franchisee concluded (in Germany)
three franchise agreements with one German franchisee. An exclusive territory within
Germany was granted in each agreement™,

The master franchisee and the franchisee had a conflict about royalties
payment; the matter was taken to the German courts. The franchisee submitted that
the franchise agreement infringed Art. 85(1) of the EEC Treaty and should therefore
be declared void according to Art 85(2) of the Treaty. If the agreement had been
declared void the result would probably have freed the franchisee from any
obligation to pay the royalties that were otherwise due.

The case arrived eventually to the German Supreme Court (the
Bundesgerichtshof) which identified issues of EEC law and referred to the CQOJ three
specific questions asking for preliminary ruling'™:

The first question concerned the applicability of Art. 85(1) to the franchise

12 The company did not orly use the franchisc method but also company-owned branches and subsidiarics.
These facts affect the economic implications on the common market but they were not discussed or considered
to be important by the COJ.

2_The COJ virtually ignored the fact that a master franchisec is involved and that the agrecment in question
is between him and a franchisee (the original franchisor was not involved).

™, The fact that the franchisee was given large territories is not compatible with the basic principle of the
franchise method. One of the principies of the method is that the franchisee manage his own outlet and thercfore
bas a day-by-day connection with the market and can also supervise the quality of goods and services in his
outlet. In three scparate territories granted to one franchisee, this principle cannot be maintained. The COJ did
not mention or consider the size of the territory in its judgement.

T_ See supra, paragraph 1.2.4, an explanation of a referral to the COJ by a national court under Art. 177
to the EEC Treaty.
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agreement.

The second question concerned the applicability of ’block exemption’
Regulation 67/67"" on exclusive dealing agreements to the franchise agreement.

The third question concerned the application of Reg. 67/67'" to particular
clauses of the Pronuptia franchise agre;ement, should the COJ decide the second
guestion in the affirmative.

The fact that the franchise method was to be examined by the COJ for the
first time made the large and established community of franchisors anxious about the
possible consequences and they waited impatiently for the judgement; as one
commentator wrote:

"...[I]nterested circles had become quite concerned. All of a sudden an

enormous aggregate amount invested within the framework of franchise

agreement appeared at risk"™,

Generally speaking the COJ took a positive approach towards franchise
agreements as a business method. It determined that only a few provisions of the
Pronuptia franchise agreement fell within the scope of the prohibition of Art. 85(1)
and that most of the provisions commonly found in business format franchise

agreements were legal.

. Regulation 67/67 OJ 57, 253.1967, p. 849; The regulation was enacted under Reg. 19/65 and was not
originally meant to cover franchisc agreements.

'”. Regulation 67/67 no longer exists. It was replaced by two regulations - Regulation 1983/83 on the
application of Art. 85(3) to the Treaty to categories of exclusive distribution agreements OF L173, 30.6.1983, p.
1, and Regulation 1984/83 on the application of Art. 85(3) of the Treaty to categories of exclusive purchasing
agrecements OF L173, 30.6.1983, p. 5.

'™ See Van Empel, supra, note 18, at 401; Perhaps the COJ could not have taken a negative approach
towards the franchise method. Had the COJ decided differently in this advanced stage of market development,
the cffect on thousands of existing franchise agreements could have severely shaken the EEC economy.
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The COJ focused its discussion on the territorial exclusivity granted to the
franchisee in the franchise agreements. The Court found that territorial exclusivity
provisions infringed Art. 85(1)'" because it divided the market between the
franchisees or between the members of the franchise system. This effect was also
referred to in the EEC as 'market sharing’.

The COJ was not prepared to znply regulation 67/67 to the franchise
agreement'®. The Court stated that, as far as regulation 67/67 was concerned, the
franchise method was different from other distribution methods to which the
Regulation was applicable.

Since the Court concluded that no existing ’block exemption® regulation
covered franchise agreements, the Commission, as the only EEC organ holding the
authority to exercise Art. 85(3), was left with the task of considering possible
individual exemptions. It had to consider an individual exemption for the territorial
exclusivity provisions in Pronuptia’s agreement'®, and for the territorial exclusivity
clauses in other specific franchise agreements that had been notified to the
Commission in the meantime'®.

The Commission aiso had the option of issuing a ’block exemption’ regulation

'™, M., Duggan, "Drafting Franchise Precedent: Some Guidelines” (1986), 130 Solicitor’s Journal 673, at 674:
“The Pronuptia decision will have a significant cffect on the practice of granting exclusive arcas to franchisecs,
since such an approach will now be brought with danger”,

¥, The arguments of the COJ and the opinion of the Advocate General are discussed below.

'8, The franchise agreement of Pronuptia was notified to the Commission as required under Regulation 17,
See infra, note 184.

%, D.A., Schmitz & A., Van Hamme, “Franchising in Europe - The First Practical EEC Guidclines® (1958),
22 Internationa) Lawver 717, at 729.
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to govern the problematic provisions in franchise agreements generally, exercising its
authorities under Art. 83(3), Regulation 17 and Regulation 19/65.

The Commission declared almost immediately after the Pronuptia judgement
that, in general, it was desirable to issue a ’block exemption’ regulation in respect of
the franchise method. However, to acquire some experience in the field and to
consider outstanding cases, the Commission preferred to begin with individual
exemptions granted to specific franchise systems, in the format of Commission
decisions'®.

Five individual exemptions were granted by the Commission to franchise
systems: Pronuptia itself, Yves Rocher, Computeriand, Charles Jourdan and
ScrviceMéster'“.

Thereafter, the Commission issued in Regulation 4087/88'® a block
exemption for franchise agreements . The *block exemption’ regulation was enacted

in 1988, only two years after the 1986 Pronuptia judgement.

"%, As the Advocate General said: *It is the task of the Commission first to acquire the necessary experience
by adopting a number of individual decisions in representative cases”. See Pronuptia judgement, supra, note S1,
at 371.

', Pronuptia decision OJ L13, 15.1.1987 P. 39; Computerland decision OJ L222, 10.8.1987, p- 12; Yves

Rocher decision OJ LS, 10.1.1987, p. 49; ServicgMaster decision OF 1332, 3.12.1988, p. 38; Charles Jourdan
decision OJ L35, 7.2.1989, P. 31.

The individual exemption granted to the Pronuptia standard agreements followed an application for
clcarance or exemption filed by Pronuptia on 22 April 1983 (this is the equivalent for notification under
Regulation 17}. The excmption, and not a clearance, was given to the standard form of retail franchise agreement
of the franchisor intzaded by the franchisor to be concluded with all its franchisees.

*®. See Regulatica 4087/88 on the application of Art. 85(3) of the Treaty to categories of franchise
agreements OJ L359, 28.12.1988, P. 46; For the full text of the regulation see Appendix II.



60

2.3 The franchise method in the Pronuptia j men

The franchise system examined by the COJ in the Pronuptia judgement is a
business format franchise'®. The Court did not explicitly mention the term business
format franchise in its judgement but the main features of the franchise system as
described by the Court, match the features of this type of business'™. The Court
also examined the questions raised by the German Supreme Court from the
perspective of business fomat franchising. While the COJ described the features of
the franchise system involved, it <id not attempt to present a precise definition of the
franchise method in general'®, nor was the Court required to do so under EEC
competition law.

The Court in Pronuptia divided the franchise n.ethod into three sub-groups:
distribution franchises, service franchises and production franchises. The COJ limited
itself to an analysis of distribution franchises and wrote that service franchises or

production franchises were outside the scope of the judgement.

2.4 The limited application of Art 85(1) to franchise agreements,

1. The Advocate General in the Pronuptia case, Mr. P. VerLoren van Themaat, reviewed the common
features of the franchise method which he found in academic writings, in the case law of the national courts of
the member states and in the European Code of Ethics. He identified the following characteristics: the
independence of the franchisor and the franchisee, a license to use symbols and to use know-how, a uniform
manper of presentation in the franchised outlet, and royalty payments by the franchisee to the franchisor.

1%, See Pronuptia judgement, supra, note 51, at p. 381; Se¢ also De Cockborne, sypra, note 15, at 254.

', See Gobel, supra, note 171, at 687: "Somewhat unfortunately, there is no attempt to definc franchising
as such”
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An examination of the legal reasoning applied by the COJ under Art. 85(1),

when analysing the franchise method, follows. First, the Advocate Generals
(hereinafter - the A.G.)"™ opinion in Pronuptia is reviewed and then it is compared
with the COJ judgement.

The opinion of the A.G. is mentioned here alongside the COJ judgement
because several commentators preferred the A.G.’s opinion to the COJ decision, and
called on the Commission to follow the A.G.’s opinion as closely as possible when

drafting the "block exemption® regulation' for franchising.

4.1 Th v neral’ inion

The A.G.’s opinion does not form an official part of an EEC judgement.
Normally the COJ is assisted by the opinion of the A.G. but reaches its own
conclusions''.

In Prungptia, the A.G. underlined the importance the COJ attributed to

**. In official publications of COJ judgements, the opinion of the A.G. is cited before the decision of the
Court; The dutics of the AG. in a case before the COJ are defined in Art. 166 to the EEC Treaty: "It shall be
the duty of the Advocate General, acting with complete impartiality and independence, to make, in open court,
reasoncd submissions on cases brought before the Court of Justice, in order to assist the Court in the
performance of the task assigned to it in Art. 164 .%; See also D., Lasok & J.W., Bridge, Law and Institutions
of the European Communities 4th Ed. (London: Butterworths, 1987), at 249: "He [i.e. the A.G. 0.z} is required
to consider the issucs in a case impartially and individually and to reach his own personal conclusion as to what
in the law and justice should be done”,

", Scc Van Empel, supra, note 18, at 412 - *.. [I]t is preferred to the COJ approach and will help better to
the development of the EEC economy..”

™. The A.G.’s opinion serves a uscful purpose since the COJ is usually the first Court ruling on questions
of Community law.
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interbrand competition over intrabrand competition'™ in previous cases'” and
said that, generally speaking:
"Art. 85(1) can only apply when it can be shown in a ps-ticular case that they
[i.e. restrictive provisions o.g.] cause injury to third parties ... which will
seldom be the case where there are adequate alternative chains of distribution
for similar products™®.
The A.G. emphasized that comprehensive economic analysis is required whenever
a business practice is analyzed under Art. 85(1)".
The A.G. suggested the following test for the application of Art. 85(1) to
franchise systems:
1. The franchisor should be from one member state and the franchisee from
another member state; and
2. The franchisor should have a substantial share of the market for the
relevant product; and
3. the franchise agreement should either (a). restrict parallel imports or

exports, or (b). set prices that could not have been charged if effective

competition existed'™.

', The system encourages competition between distribution systcms, while at the same time it lessen
competition among members of onc of the distribution systems.

™, See Pronuptia judgement, supra, note 51, at 364: the reference the A.G. was making to the Grunding
Consten case.

™_Ibid,, at 369.
', Ibid, at 362; See Van Empel, sypra, note 18, at 405: Every zgreement should be examined on its own
merits, taking into account its specific provisions. The specific circumstances of the relevant market should be

taken into account; The A.G. relied on analysis of real commercial clements ow the one band and casc law in
neighbouring fields on the other.

1%, See Pronuptia judgement, sypra, note 51, at 370.
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In the A.G.’s view, then, the violation of Art. 85(1) by a franchise agreement might
occur only when free competition in the market was severely distorted. The
conditions described by the A.G. would likely be fulfilled in a limited number of
cases'”,

The opinion of the A.G. can be interpreted as calling on the COJ to apply an
economic process of balancing, that is, a "rule of reason’, when applying Art. 85(1)
and not to leave the process of balancing exclusively for the Commission when it

administers Art. 85(3).

24 - itions for 1 i

The COJ itself applied a process that can be described as balancing between
negative and positive effects of a business practice under Art. 85(1)'%, but the
content of this balancing process was different from that suggested in the A.G.’s
opinion. As one commentator has written, the practice applied by the COJ can be
described as an equivalent of the US ’rule of reason’:

"The court’s doctrinal approach ... is to read Art. 85(1) in a decidedly flexible
manner which is analogous to the 'rule of reason’ approach taken by the

7. Sec Gobel, supra, note 171 at 686.

" See Van Empel, sypra, note 18, at 411: "Some - this author among them - would be inclined to argue that
here (again) the court has accepted to apply the "rule of reason’ similar to the onc in regular use in American
antitrust law. Others prefer 1o sce this as a normal application of the "per se’ provisions of Art. 85(1) under
somewhat exceptional circumstances”.
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American courts applying United States antitrust laws™™

General positive approach.

The COJ said that ".. [Fjranchise agreements for distribution ... cannot be
assessed in abstracto but depend on the provisions contained in such agreements™™
and that as such, {ranchise systems do not interfere with competition. The CQJ did
not explicitly weigh pro-competitive against anti-competitive effects when arriving at
this conclusion. Nevertheless, it seems correct to say that the Court reached to its
conclusion as a result of assessing the influence of franchise systems in general on
free competition in the EEC and evaluated that the positive effects of franchise

systems in general prevailed over their negative effects™.

The two necessary conditions.
After the general statement the Court made, favouring the franchise

method®®, the Court went on to say that:

1%, See Goebel, sypra. note 171, at 692; compare to a US judgement which held that vertical territorial
restrictions and consumer restrictions are not per sc violations of the US antitrust laws - Continental TV Incg,

V. GTE Sylvania Inc, 433 US 36 (1977); Sece also Korah, suprg, note 20, at 21: "It is not an application of the
rule of reason as originally applied in the USA in as much as no balancing is required between the pro- and anti-
competitive effects of the agreement, but there is 2 little balancing done in the U.S. these days”.

0, See Pronyptia judgement, supra note 51, at 381; The COJ referred to 'distribution franchisc’ agreements
only.

. The COJ implied in its argumentation to the contribution of the franchise method to the enhancement

of compcutxon in the EEC. The COJ said that the method improved distribution of products; Scc Propuptia
judgement, supra, note 51, at 371: “.. rapid penctration of new products or products with particular qualitics”

2, See Gobel, sypra, note 171 at 691: “extremely favourabic attitude towards franchising’.
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"in order for the system to work two conditions must be met™® (emphasis
added).

The COJ’s first condition is that the franchisor must be able to communicate his
know-how®™ and provide assistance to the franchisees ".. without running the risk that
know-how and assistance might benefit competitors even indirectly®®. The COJ’s
second condition is that the franchisor must be able to take measures necessary for
maintaining the identity and the reputation of its system*®. The Court treated these
two conditions as absolutely necessary for the existence of the franchise method,
therefore, these conditions are referred below as the "necessary conditions”. The
necessary conditions stipulated by the COJ are the equivalent of franchise services
(the first condition) and quality control measures (the second condition) described
at the first chapter of this thesis as two main features of the franchise method. Thus,
the Court was relying on the special features of the franchise method in its reasoning
concerning the scope of Art. 85(1) prohibition.

In the next section of the judgement the COJ said that ali the clauses in the
franchise agreement which were meant to achieve the two necessary conditions were

not caught by the prohibition of Art. 85(1)*”. The COJ did not offer an explanation

. See Pronyptia judgement, sypra, note 51, at 381-382.

™. See Goebel, supra, note 171, at 694: .. [Tlhe court neither provides a definition of know-how nor suggests
any limits of what might be claimed to be truly valuable and therefore protestable know-how”

. Sec Pronuptia judgement, supra, note 51, at 382,
*» Ibid, at 382,

¥, See Goebel, sypra, note 171, at 695-697. Commentators are criticizing the justification ={ broad
cxemptions for groups of clauses,
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for its conclusion.

A proposed interpretation of the approach of necessary conditions.

The COJ’s ruling could be interpreted to say that since franchising in general
is beneficial to the economy, then any clause necessary for the existence of a
franchise system should be allowed because ctherwise franchising as a business
method would disappear from the EEC market™®.

This possible interpretation can be understood in two ways. The first, that the
necessary clauses - those forming franchise services and quality control measures -
would automatically be considered legal and an evaluation of the clauses in their
economic framework is not required (this is an equivalent for the concept of "per se’
legality in US antitrust law®®; hereinafter - the ’per se’ legality approach).

The second way of understanding the COJ practice is that necessary clauses
are legal only when their economic analysis in the overall economic framework of the
market allows their existence. If this possibility is chosen, it means that the COJ in
Pronuptia applied a court-made 'rule of reason’ under Art. 85(1), equivalent to the
’rule of reason’ of the US.

Several comments can be made about the COJ analysis in light of the two

2 In its practice, the COJ accepted the submission of the franchisor, Sce Pronuptia judgement, sypra, notc
51, at 379: The franchisor said that Art. 85(1) does not apply when the provisions “..[D]o not include restrictions

on the liberty of the contracting partics which go beyond these which are the necessary concomitants of a
franchise system..” {emphasis added).

*®, The 'per se’ legality approach means that the clauses considered arc always legal and an cconomic
balancing process is not necessary. See infra, chapter III, at paragraph 5.1.
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possibilities suggested to construe it:

Firstly, the COJ did not examine the economic framework in which the
Pronuptia franchise system operated. The COJ was supposed to determine if within
the given econcniic framework the agreement in question distorted competition and
affected trade between the EEC member states™®. The Court did not establish that
the business practices in Pronuptia restricted competition to a perceptible degree, but
went directly to the stage of balancing between the competing effects of the business
practice on free competition™’. For example®?, the COJ did not examine the size
of the franchise system, or whether or not the franchisor holds a substantial part of
the product market. The COJ did not even establish what the product®™ or what
the markets in question were.

Secondly, if it is correct that the COJ applied a court-made ’rule of reason’
and not a ’per se’ legality approach, it created a dual balancing process - both under
Art. 85(1) and under Art. 85(3). A court-made "rule of reason’ _might be justified in

the absence of a legislator-made 'rule of reason™* because of the need for

7%, The COJ approach in respect of the “cffect on trade between member states™, a condition stipulated in
Art. 85(1), is discussed below, infra, at paragraph 2.6.

1. J.S., Venit, “Pronuptia: Ancillary Restraints - Or Unboly Alliances” (1986) 11 European Law Review 213,
at 221: The commentator wrotc that the COJ judgement - *.. [R]eaffirms that balancing of pro- and anti-
competitive effects may occur under Art. 85(1)".

%, See Gocbel, supra, note 171, at 693; and cee Crossick, supra, note 13, at 352 .. [T)he agreement must
be considered in its all legal and economic context, taking into account the existence of other agreements of the
same type”,

*). The facts as were understood from other sources is that Pronuptia used to trade in more than 1000
different products.

¥, This was the sitvation in the US; See infra, chapter 1il, paragraph 2.12,
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flextbility in competition law analysis. When the flexibility is already provided by a
legislature-made 'rule of reason’, as in Art. 85(3) 10 the EEC Treaty, the creation of
another ‘rule of reason’ by the Court is difficult to justifv on the same grounds. A
dual ‘rule of reason’ also creates uncertainty about the scope and application of each
of the legislature-made rule and the court-made rule.

Thirdly, even if one accepts that the COJ has jurisdiction under Art. 85(1) not
only to decide if a business practice is prohibited, that is, whether or not it has
perceptible restrictive effect on the market, but also to apply a balancing process, an
economic evaluation should have been applied by the Court. The mere fact that the
franchise method in abstracto is beneficial to the EEC economy, does not necessarily
justify the conclusion that all clauses required for the existence of franchise systems
(the two necessary conditions) should automatically be declared legal. There is wide
room for assessment of these clauses against the background of the market
framework and other economic considerations.

The practice of not evaluating the economic framework of the franchise
system, could be explained if one attributes to the COJ a ’per se’ legality approach
instead of a "rule of reason’ approach. It is possible to argue that a 'per se’ legality
approach was applied by the COJ towards clauses "necessary” for the existence of the
franchise system. When this approach is applied the examination of the economic

framework of the business practice in question is not required.

2.4.3 Ternitorial exclusivity provisions were prohibi
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A rigid approach towards territorial exclusivity.

In the next part of the judgement the COJ said that clauses not included in
one of the two necessary groups, described above, cannot be declared legal. The
Court held that clauses which result in "market sharing™" (i.e. as a result of
territorial exclusivity clauses) and/or "prevent franchisees from engaging in price

n216

competition between each other™* are, in principle, within the scope of Art 85(1)
and therefore prohibited.

Since the COJ. previously in the case, took a rule of reason’ approach or even
a 'per se’ legality approach under Art. 85(1)*", the sudden turn the Court took into
a *per se’ illegality’** approach, that is, an automatic prohibition of certain clauses
without an economic analysis, makes the judgement seem internally inconsistent. This
suggestion is especially valid, as explained below, in respect of territorial exclusivity
clauses.

Territorial restrictions which create territorial exclusivity for the franchisees

were considered by the Court to distort free competition. They were thought to

divide the market between the franchisees themselves, or between the franchisor and

*, The EEC authoritics have always considered market sharing as a classic competition distorter; See
Brittan, supra, note 119, at 4:"The community puts particular emphasis on the elimination of vertical restraints
and territorial restrictions which tend to divide markets™; See also Brittan, supra, note 140, at 3.

. Sec Pronuptia, judgement, supra, note 51, at 383,

V. Se Venit, supra, note 212, at 217: "Az American lawyer would say that the court was, in cffect, applying
the doctrine of ancillary restraints i.c. identifying the legitimate purpose of the contractual arrangements and then
cxcluding from the prohibition on restrictive agreements all contractual provisions that are reasonably related
to the successful realisation of this legitimate purpose™.

. The terminology is taken from US antitrust law. "Per s’ illegality means that a business practice is
declared illegal regardless of its economic framework. See, infra, chapter 1M1, at paragraph 2.13.
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the franchisees. Therefore the Court treated these clauses as automatically prohibited

under Art. 85(1) to the EEC Trean™".

The difference between new and established franchises.

It should be noted, that the precise wording of the Court is that the territorial
exclusivity amounts to a limitation on competition ".. if it concerns a business name
or symbol which is already well known"=® (emphasis added).

This may be interpreted to mean that if an already widespread trademark had not
been involved, the Court would have taken a more flexible approach. As one
commentator wrote:-

"Thus, the court seems to leave open the possibility of balancing under Art.
85(1) where the franchisor is also a new entrant in the market">'.

This poist of the COJ judgement was overlooked by the Commission when it issued,
following Pronuptia, the individual exemptions and the "block exemption’ regulation.
Therefore, under the current EEC competition law, no difference is made between

young and mature franchise systems™.

#_1t is noteworthy that by not defending the franchisec exclusive right of franchisees in their territorics, the
COJ offsets one of the franchisee’s very few protection in a franchise agrecments,

_See Pronuptia judgement, supra, note 51, at 384,

T, See Venit, supra, note 212, at 218; See Korah, supra, note 20, at 9:".. [T]he court referred to territorial
protection being restrictive of competition only after the network had become widespread™.

2, The idea of distinguishing between young and mature franchise systems under antitrust law can also be
found in P.F., Zeidman, "Antitrust Law: Legal Problems in the Lifc Cycle of a Franchisce™ (1981), S0 Antitrust
Law Journal 855, at 857.
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The investment consideration is rejected by the Court.

The COJ was aware of the possibility that by not allowing territorial
exclusivity in franchise agreements, it might cause franchisees to avoid investments
in franchise systems because they cannot be expected to take the risk of investing if
they are not granted a protected territory (the argument is referred to below as the
"investment consideration”).

Addressing the investment consideration, the COJ has implied that its
jurisdiction is limited to Art. 85(1) and wrote that the investment consideration is a
matter for Art 85(3):

"That consideration, however, is relevant only to an examination of the
agreement in the light of the conditions laid down in Art. 85(3)"*.

The approach the Court took towards the investment consideration is open
to question. The franchisee experiences a high degree of financial risk and he is
usually an unexperienced business person. Without territorial exclusivity the franchise
method might be considered too risky by franchisees to invest in. Exclusive territory
serves as a reasonable compensation for the financial risk of franchisees be~ause it
allows them to recover their investments and start to profit more quickly than
without an exclusivity. The franchise business method can exist as a distribution
method only if potential franchisees will continue and buy franchises from
franchisors; they would do so only if they are compensated for the great financial risk

involved in the acquisition of a franchise,

*3, Sec Pronuptia judgement, supra, note 51, at 384,
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Due to the high degree of financial risk involved. the investment consideration
is more significant in the franchise method context than in the context of othe:
business methods. It is also more significant in the franchise method context because
a portion of franchise fees and royalties is commonly paid by franchisees for the
territorial exclustivity.

In light of the flexible approach of the COQOJ, in the earlier part of the
judgement towards necessary clauses, the Court’s approach towards the investment
consideration may be criticized. The Court examined and applied the special features
of the franchise method in the early part of the judgement but was reluctant to do
the same when it evaluated the investment consideration.

The approach the COJ took towards the investment consideration appears
even more open to question when it is compared with the approach of the COJ in
an earlier judgement™,

In the Nungesser judgement, a French institute (INRA) developed a new kind
of :-.aize seeds that could survive cold climates. INRA licensed Nungesser to grow
and sell the seeds exclusively in Germany. The EEC Commission published a
decision declaring that the exclusive license agreement infringed Art. 85(1) to the
EEC Treaty, Nungesser filed an application with the COJ™, seeking a declaration

that the Ccmmission’s decision was void.

3, Case no. 258/78 L.C. Nungesser v. EC Commission [1983] 1 C.M.L.R. 278.
=, Nungesser used the procedure articulated in Art. 173 to the EEC Treary. Sce sypra, at paragraph 1.2.4,
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The COJ described the exclusivity in the license agreement in question:

".. the owner merely undertakes not to grant other licenses in respact of the

same territory and not to compete himself with the licensee on the

territory™®®
The scope of the territorial exclusivity granted to the licensee in Nungesser’s
agreement resembles the scope of the territorial exclusivity granted to the franchisee
in Pronuptia’s agreement.

In the Nungesser judgement the Court held that the territorial exclusivity
provisions were compatible with Art. 85(1) and not prohibited. The justification for
the approval of the territorial restrictions, was that if they would not be allowed, the
licensee:

".. might be deterred from accepting the risk of cultivating and marketing this

product, such a resuit would be damaging to the dissemination of a new

technology and would prejudice competition in the Community .." =

This argument, accepted by the COJ in Nungesser, is the equivalent of the

investment consideration, rejected by the COJ in Pronuptia™.

2.5 The application of regulation 67/67.

. Sce Nungesser judgement, supra, note 224, at 352,

. Ihid, at 353; See also Bellamy & Child, supra, note 149, at 354: The authors have written that in
Nyngesser the Court - .. [U]pheld arguments based on the need to encourage the licensing of new technology.
Specilically the Court held that an exclusivity provision in an "open” license - ie. a license that did not grant
absolute territorial protection did not, in itself, fall within Art. 85(1)".

=, See Korah, sypra, note 20, at 8: "In numerous cases, the court has recognized the need for territorial
protection when substantial investments are required”. The author brings as oae of the examples the Nungesser
case; Sce also Korah, supra, note 153, at 97-98.
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The COJ was not prepared to exempt the territorial restrictions it prohibited
under Art. 85(1) by using the existed Regulation 67/67-". This regulation was
meant to cover exclusive supply and purchase agreements and was enacted when
franchise agreements were not yet widespread in the EEC™.

By rejecting the possible application of Regulation 67/67 the Court expressed
the view that, as far as this regulation concerns, the franchise method is different
from other distribution methods. The Court’s decision in this point may be
interpreted to mean that every distribution method which has special characteristics
should be considered separately under the competition law of the EEC.

The COJ’s approach gave further impetus to the Commission’s tendency to
issue ’block exemptions’ separately, to each type of agreement that has very specific
characteristics, instead of regulating several types of agreements in a few and more
general regulations.

The US Supreme Court took an approach which is the opposite of that taken
by the COJ and by the Commission. The US Supreme Court treated virtually all
types of distribution agreements, including franchise agreements, in the same manner
for antitrust law purposes®. In the US, the Courts were ready to apply broader
common denominators than those applied in the EEC to distinguish between

different business methods.

2, See Regulation 67/67, supra, note 176.
20, Sec Pronuptia judgement, supra, note 51, at 372,
21, Sce GTE judgement, supra, note 195.
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2.6 Effect on n_member states.

The effect on trade between member states is an important component of Art.
85(1) that was hardly mentioned in the Pronuptia judgement. The possible effect on
trade between member states is a question of evidence, but, the COJ did not discuss
any data related to the economic circumstances affecting Pronuptia™-.

Given the absence of economic data in the judgement it is hard to understand
when reading it how the COJ reached the conclusion that trade between member
states was negatively affected™. The COJ dealt with the subject of "effect on trade”
briefly in its judgement and wrote that the territorial exclusivity clauses in the
franchise agreement were

"... liable to affect trade between member states, even if they are entered into

by undertakings established in the same member state, in so far as they

prevent franchisees from establishing themselves in another member state™®*

(emphasis added).

Since the COJ did not examine any economic data, it can be understood that the
COJ was satisfied with the fact that a theoretical barrier for the establishment of a

franchise in another member state was created. This theoretical effect probably

fulfilled, in the Court’s view, the requirement stipulated in Art. 85(1) that trade

¥, The COJ ignored the fact that the franchise agreement in question was between a master franchisee and
a franchisce, and the fact that the distribution system was not strictly consist of franchisees but also of
subsidiaries. The Court did not define the relevant product or what is the relevant geographic area in which trade
between member states was effected.

1t is assumed that this conclusion was reached to because otherwise Art. 85(1) could not have been
applied.

., Scc Pronuptia judgement, supra note 51, at 384,
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between member states would be affected™.

The COJ’s decision on this point is different from the view expressed by the A.G.
in his opinion . The A.G. suggested that Art. 85(1) should be interpreted to prohibit
business practices only when the franchisor and the franchisee involved are from
different EEC member countries™,

In the regulation 4087/88 the Commission declared that franchise agreements:
"..[M]ay in particular affect intra-community trade where they are concluded
between undertakings from different member states or where they form the
basis of a network which extends beyond the boundaries of a single member
state"® (emphasis added).
This approach is closer to the A.G.s suggestion than to the COJ's view™. It
appears that in the regulation the Commission went back to the A.G.’s opinion and
preferred it to the judgement in Pronuptia,
The finding of the judgement could have been different had the COJ adhered
to the wording of Art. 85(1). Had the COJ applied an economic analysis to decide

if rade between member states was affected, territorial exclusivity in franchise

agreements could have been declared legal as early as 1986.

. See Venit, supra, note 212, at 221: "Many commentators belicve that a violation of Art. 85(1) should not
be based on a mere theoretical possibility and would thereforc require some evidence that it was likely that the
franchisce would, in the absence of the restriction, have attempted to establish herself in another member statc™
See also at 222: *.. fT]he analysis of the effect on trade suggests that this requirement of Art. 85(1) may in futurc
be found to be satisfied in unexpected and disturbing ways”,

D¢, See supra, at paragraph 24.1.

7. See Regulation 4087/88, supra, note 185, at Paragraph (6) to thc preamble. The regulation is broadly
analyzed in paragraph 2.8.

™%, Again no distinction was made between a case in which a master franchisee is involved and a case in
which a franchisor and a franchisce are the only two parties to an agreement.
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271 Th lication of Art. 85(3); individual exemptions for franchise agreements.
After the delivering of Pronuptia judgement one commentator wrote:

"..[A]lthough the Court of Justice ruling in Pronuptia has provided a highly
benevolent view of franchising, which means that many franchising agreements
do not violate Art. 85(1) at all, there still remains a grey area of uncertainly
as to some fairly common franchise clauses...">".
As mentioned above, the Commission did not immediately issue a block exemption
to clear the uncertainties. The Commission preferred to gain experience in the
franchise field through individual exemptions. The five individual exemptions issued
by the Commission after the 1986 Pronuptia judgement and before the issuance of
the ’block exemption’ regulation in 1988 were Pronuptia in the bridal dresses and
accessories market; Yves Rocher, a cosmetic franchise granted by a manufacturer of
cosmetics; Computerland for the distribution of numerous different brands of
computers not manufactured by the franchisor; ServiceMaster, a frenchise for

housekeeping, cleaning and maiatenance services at the consumer’s house; and

Charles Jourdan for the distribution of top quality shoes and handbags®®.

All five individual exemptions involved business format franchises; therefore,

the focus on the features of the business format method in these decisions is not

. Sec Goebel, supra, note 171, at 702. The Commentator was referring to territorial exclusivity clauses.

3, For a reference to the five decisions see, supra, note 154.
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surprising. In the Pronuptia decision, for example. the following description is found:

"The use of the same name and a uniform business system and the pavment

of royalties .. were typical features which set franchise agreements

apart..."*,

The individu»! exemptions resemble one another because all of them
attributed importance to the business formula as an integral part of a franchise in the
EEC*:. From the Commission’s individuzl exemptions, it becomes apparent that
like the COJ before, the Commission perceives that only when a business bears the

characteristics of business format franchising, is it considered to be a real franchise

and as such entitled for special treatment.

2.7.2 The conditions of Art. 85(3).

The structure of all five individual exemptions is fairly similar. First the
Commission estabiishes the applicability of Art. 85(1) to the clauses of the franchise
agreement in issue. Foliowing the COJ Pronuptia judgement, the Commission
declared Art. 85(:} inapplicable to clauses necessary for the existence of franchise
agreements. The clauses forming the franchise services and quality control measures

were therefore declared outside the prohibition of Art. 85(1).

1, See Pronuptia decision, supra, note 184, at 42.

. The Commission refsrred in all five decisions to the use of identifying marks and proven trading
methods and to the application of an original and changing distribution formula; See Yves Rocher decision, Jbid.,,
at 57; Reference to the uniform business methods and to an original method of sclling was made in the
Computerland decision, Ibid,, at 16; In the Charles Jourdan decision, Jbid,, at 38, the Commission emphasized
the role of the original and evolving distribution formula.
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In all 5 individual exemptions the Commission found that clauses relating to
territorial exclusivity cannot be declared outside the scope of Art. 85(1) because they
do not comply with one of the two necessary conditions, therefore these clauses were
prohibited.

Since the territorial exclusivity was prohibited under Art. 85(1), the
Commission had to establish grounds for the exemption of these clauses which
creating territorial exclusivity under Art. 85(3) of the EEC Treaty*®. As mentioned
above there are four conditions for possible exemption under Art. 85(3)*. The
Commission found that all four conditions were satisfied in the five individual

exemptions.

2.7.2.1 Improvement of distribution,

In the five decisicns the Commission found that the combined effect of all the
provisions in the franchise agreement involved, including territorial restrictions,
improve the distribution of the products concerned. To show how this condition of
Art. 85(3) was fulfilled, the Commission emphasized the benefits of the franchise

method to the franchisor, franchisee and consumer*:

*, Sec Korah, supra, note 20, at 27: ".. [W]as exempted and not cleared, even when the market was
competitive and territorial protection limited”. The author atso wrote at 30: *In my view, it could well be argued
that in the circumstances of all these decisions there was no appreciable restriction on competition”.

. Scc supra, at paragraph 1.2.2.

. For a reference for all dedsions see supra note 184; Sec Pronpptia decision, at 46, Computerland
decision, at 20-21, ServiceMagter decision, at 41, Charles Jourdan decision, at 38. :
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The franchisor - The possibility of the franchisor to extend his network and
penetra.¢e new markets without having to undertake major financial investment, when
otherwise ii would not be possible for him to carry out such an invesiment, or at least
not so rapidly.

The franchisee - enjoys the benefits of the franchisor’s established name,
reputation, expertise and tried and tested commercial know-how™*.

The consumer - the method opens the market to new competitors and
therefore intensifies interbrand competition®”’. The consumer benefits from the
outcomes of more competition in the market. The Commission also mentioned the
specific benefits of territorial exclusivity in franchise agreements to the consumer.
The Commission said that the restrictions compel franchisees to concentrate their
efforts in a given area. Also, thanks to the territorial exclusivity, the franchisor can
better plan the production of the franchised products and thus guarantee the quantity

of supplies™.

2.7.2.2 Fair share to consumers.

#¢, See Computesland decision, Ibid,, at 21. Only in this decision it is statcd that the franchise method permit
the franchisor to negotiate favourable terms for the franchisces. This possibility might be considered anti-
competitive and it is therefore peculiar that the Commission mentioned it in its decision.

%7_For example, in the Pronuptia decision, supra note 184, at 44, the Commission said: “The franchisc ..
opens up a market to new competitors, intensifying interbrand competition and increasing the competition faced
by firms distributing taeir products through a branch net-work using a standard business format and product

%2 The fact that the franchisees remain the owne:s of their own businesses result in commercial dynamism
and diligence. See Charles Jourdan decision, Ibid,, at 38.
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In this part of che individual exemptions there is an overiap between the
arguments the Commission used to satisfy the "fair share” requirement and to satisty
the "distribution improvement” requirement™®.

The benefits to consumers are therefore mentioned again under the "fair
share" consideration and are further detailed™.

One rationale found in all 5 individual exemptions is that the homogeneity
in franchise systems along with the standardization of the product and the direct link
between the franchisor and the franchisee all ensure that the consumer will enjoy the
benefits achieved as a result of the franchise method™".

Another rationale is that the competitiveness of the market of the particular
product together with the possibility that consumers will buy the product™
elsewhere in the franchise system, forces the franchisees to pass the benefits gained
by the franchise method to consumers™. The competition in the market in general
and among franchisees in particular tends to force all the franchisees within a

franchise system to offer better quality, services and prices.

#°_The distribution improvement requirement was discussed in the preceding paragraph.

X In several decisions the benefits of the specific franchise system in question are brought, for cxample,
in Computeriand decision, Ibid,, at 21, the possibility to compare wide range of differcnt brands in onc location
in the Computerland system. In Yves Rocher decision, Ibid,, at 57, the possibility to enjoy wide range of
cosmetics - more rapidly available.

51 See Yves Rocher decision, Ibid, at 57.

2 See ServiceMaster decision, Ibid, at 41.

I, See Pronuptia decision, Ibid,, at 46. Naturally the possibility of a consumer to buy a franchised product
in other franchised outlets is limited because of practical reasorns.
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2.7.2.3 The restrictions on_competition are indispensable.

Under Art. 85(3), if restrictions on competition are not indispensable to those
benefits attained by them, then such restrictions are not allowed. Here the
Commission directly evaluated territorial exclusivity, and explained why territorial
restrictions were indispensable to achieve the benefits of the franchise method.

As discussed above, the COJ was not prepared to use the investment
consideration to clear the territorial exclusivity from Art. 85(1) prohibition. It left the
task to the Commission to deal with the investment consideration under Art. 35(3).

The Commission stated in its individual exemptions that territorial exclusivity
was indispensable because prospective franchisees would otherwise be unwilling™
to undertake the necessary investment and risks involved in a franchise®”.

Another line of argumentation is found in ServiceMaster decision:

"The limited territorial protection is also necessary to ensure that the
franchisees will concentrate their service activity on their own territory™™,

This is an example of the way territorial exclusivity may be used as a quality control

measure.

*_ The well-known argumeat of the *free rider’ is not mentioned in the decisions. The free rider’ argument
is that undertakings will not invest in better services and quality products if there is 2 possibility that a competitor
may take advantage of their goodwill established following their investment without paying for it. In other words,
people will not invest in the market if they are not protected from “free riders”; See Zendel, supra, note 3, at
729-731,

¥, Sec Pronuptia dedision, gupra, note 184, at 47; See also Korah, supra, note 20, at 19: ".. [A]pproach
transactions ex ante - lo consider what protection is necessary to enable fraochising to take place - and not
mcrely ex post, after investments have been made”.

Se See ServiceMaster decision, Ibid,, at 42.
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In each of the 5 individual exemptions the Commission was careful to
emphasize that territorial exclusivity should be considered indispensable only when
it is limited and not when it is absolute™. The fact that the territorial protection
granted to the franchisees was considered limited, played an important role in the
individual exemptions. The precise difference between limited and absolute territorial
restrictions is dealt below™®. In principle, limited territorial exclusivity means that

the ﬁ-anchisorrcannot ensure that he has total control of the market.

Under Art. 85(1), business practices are examined in the market context, to

see if they restrict competition to such an extent that affects free competition in the
common market. Under the condition of Art 85(3) discussed here, the Commission
has to decide if the restriction on competition is so severe that it might eliminate
competition for a substantial part of the market.

Under Art. 85(1) the requirement is that free competition was distorted and
the distortion went above a minimal level, while under Art. 85(3) the requirement

is that free competition would not be distorted to a level above the maximum level

®7_ See Yves Rocher decision, Ibid, at 57:". [Clertain of recciving a degree of protection against
competitors” emphasis added); and see also ServiceMaster decision, Ibid,, at 41: "..[T]he limited tcrritorial
protection ... is necessary” (emphasis added).

A reflection of this requirement for limited protection is found in Regulation 4087/88. Scc infra, at
paragraph 2.83.



stipulated in the article.

The Commission took into account the economic framework of the market of
the specific product in each individual exemption and demonstrated that a sufficient
degree of intrabrand competition was preserved. The Commission maintained that
the reduction of intrabrand competition must be as little as possible. Therefore, it has
laid down the following criteria:

1. Absolute territorial exclusivity cannot be allowed. Franchisees must remain

free to sell to other franchisees™ and to any consumer entering their

outlets™;

2. The size of the exclusive territory must be reasomable and not too

large®™!;

3. The franchisees must be free to determine the prices of franchised products

without interference of the franchisor™:.

273 Th f th m rritorial restricti in_the indivi

exemptions:

The Commission attributed irnportance to the fact that territorial exclusivity

™ Sec ServiceMaster decision, Ihid, at 41.

*0, See Charles Jourdan decision, Ibid, at 38.

!, Sec Yves Rocher decision, Ibid,, at 58; See also Computerland dedision, Ibid., at 21.
2, Sce Pronuptia decision, Ihid, at 47; Sec also Charles Jourdan decision, Ibid, at 38.
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in the franchise agreements was not absolute. The difference between absolute (or
"closed™) territorial exclusivity and limited (or "open™) territorial exclusivity is
emphasized in all five individual exemptions®.

In the Pronuptia decision, the territorial exclusivity of the franchisee was
considered ’open’ because the franchisees were not restricted from selling to other
franchisees within the system™. The franchisees were also allowed to sell to any
consumer entering their outlet even if the consumer came from a territory franchised
to another franchisee’®. In some of the individual exemptions, prior to the issuance
of the decision, the franchisor was forced by the Commission to delete from the
franchise agreemcnt the provisions which forbade the franchisee to sell products to
other franchisees.

The Computerland decision is the only decision in which territorial exclusivity
of a master franchisee is mentioned®®. The territorial exclusivity is described as:

".. [Aln exclusive right to open a fixed number of Computerland stores in a

3 See Korah, supra, note 20, at 33: "Both territorial protection and cross supplies are matters on which the
commission has traditionally been strict, owing to the goal of integrating the market”,

#_Sec Pronuptia judgement, supra, note 184 at 41, This was an amendment donc in the original franchisc
agreement following a request of the commission.

#5 In the Yves Rocher decision, supra, note 184, at 58, the territorial restrictions were not considered
absolute because the franchisee was allowed to sell the franchise products to any consumer catering the shop,
and because the franchisee was allowed to sell to, or obtain supplies from, other franchisees; In the Charlcs
Jourdan decision, suprs, note 184, at 38, the territorial exclusivity of the franchisee was not considered absolute,
because the franchisees were allowed to sell to any consumer regardless of his place of residence. The franchisces
were also allowed to deal with other franchisees in the franchise system.

#¢, In the Computerland decision, the territorial protection of the regular franchisec was not considered
absolute, because no franchisee bad a marketing or clicntele exclusivity (every franchisee is free to actively seck
for consumers and sell to them), and because the franchisces are free to determinc their sources of supply (the
franchisees are free to buy from other franchisees).
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designated area over a limited period of time™.

The Commission did not provide that the territorial exclusivity of the master-
franchisee should be limited in any manner™,

ServiceMaster decision is the only individual exemption in which the
Commission examined a service franchise system. The territorial exclusivity granted
in this system was adapted to the requirements of a service business and to the fact
that the services were provided in the consumer location and not in a permanent
franchised outlet. The territorial exclusivity in Servicemaster was not considered
absolute because every franchisee was allowed to supply services to non-solicited
consumers (a term provided by the Commission) even outside his allocated
territory™™.

To summarize, in franchise agreements in general, the limited exclusivity was
obtained, in the Commission’s view, as a result of the freedom of franchisees to deal
with one another and to sell ireely to any consumer entering their outlets™, In the
case of a service franchise the Commission allowed the franchisor to prohibit
franchisees from actively seeking consumers outside their territories. It did not allow

the franchisor to stop franchisees from supplying services to non-solicited consumers.

*?_Scc Computerland decision, sypra, note 184, at 15.
** Sce Computeriand dedision, supra, note 184, at 21: The Commission simply held that "[T]ke same

argumecnts referred to .. [regarding the regular franchise agreement o.g] - apply mutatis mutandis to the
‘development arca agreement™.

*. The franchisce was not allowed to actively seek for consumers outside his territory. See ServiccMaster
decision, sypra note 184, at 41.

. The frccdom to deal with other franchisees in the same system is also known as “cross supplies”.
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No limitations were required by the Commission in respect to territorial exclusivity

granted to a master franchisee.

2.7.4 Summary of the indivigual exemptions section,

Under Art. 85(1) the Commission’s approach was governed by the Pronuptia
judgement. Similarly to the COJ judgement, franchise services and quality control
measures were considered necessary and clauses contained in these groups were
permitted. In contrast with the necessary clauses, the territorial exclusivity clauses
were considered automatically prohibited under Art. 85(1).

Under Art. 85(3) the Commission discussed many benefits of the franchise
method and found that, in general, the method satisfied the four conditions stipulated
in Art. 85(3). The Commission has baianced tv:o interests against one another: the
economic efficiencies of the franchise method and the potential barriers to trade
between the EEC member states. The compromise between the two competing
effects was found by permitting territorial exclusivity in franchise agreements only
when its scope was not absolute.

The automatic prohibition of absolute territorial exclusivity was criticised by
several commentators. One of them wrote:

"It is regretted that the Commission has decided to treat exclusive territories

as restricting competition when, although the franchised name may be famous,

there is substantial competition. There should be no need to apply these
definitions when the market is competitive. Franchisors cannot protect their
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franchisees from other brands™".

Regulation 4087/887™ represents the present legal situation within the EEC
in respect of the franchise method and territorial exclusivity provisions found in
franchise agreements®™. The Regulation implements the findings of the Pronuptia
judgement and the five individual exemptions by means of a block exemption’.

The Commission’s view was that a regulation is needed because it would make
an investment in a franchise system more secure and predictable™ and as a result
it will permit the EEC market to benefit from the advantages of the franchise
method. The benefits of the franchise method to interbrand competition in the EEC
were emphasized in the regulation:

".. [Glive franchisors the possibility of establishing a uniform network with

limited investment, which may assist the entry of new competitors to the

market, particularly in the case of small and medium-sized undertakings, thus
increasing interbrand competition ..[and increasing the].. possibility to compete

more efficiently with large distribution undertakings™”

The need for a regulation was questioned by several commentators. One of

m

. See Korah, supra, note 20, at 51.
"7, Sce Regulation 4087/88, sypra, note 185. For the full text of the regulation, see Appendix H.

™, Sce De Cockborne, supra, note 15, at 270-273.

N

. Sec Press release, 28.1.86, supra, note 28, at 1: ".[I]n order to provide parties to such agreements with
the necessary legal certainty "

B, Sce Regulation 4087/88, supra, note 185, at paragraph 7 of the preamble.
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them has written:
"In view of the small number of franchisors that enjoy market power and the
generally beneficial effects that franchised networks are likely to have, I would
have preferred the Commission not to adopt block exemption but to have
granted formal negative clearances to all the cases it has decided...”™.
Repguiation 4087/88 is applicable to a wide scope of business format franchise

agreements and does not distinguish between service and distribution franchises™’.

2.8.1 The definition of a franchis ment in th lation

Regulation 4087/88 includes comprehensive definitions™ of a ’franchise’

and of a ’franchise agreement’ ™. Franchise is defined as:

"{A] package of industrial and inteliectual property rights ... to be exploited
for the resale of goods or the provision of services to end users” (emphasis
added).

Franchise agreement is defined as an agreement that contains:

1. financial consideration;

2. A right to exploit the franchise for the purpose of marketing of goods or
services;

3. At least three obligations should appear in the agreement:

7t See Korah, supra, note 20, at 133.

T The definition of a franchise in the regulation was already discussed above.

™ Sec Smit & Herzog, supra, note 166, vol. 2, at 2-236.79; The precise definition is meant 1o prevent
enterprises from calling an ordinary agreement related to the distribution of goods or services a franchise
agreemeast in order to enjoy the benefits of the "block exemption’.

™ Sece Reg. 4087/88, sypra, note 185, at Art. 1.
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(a). use of common name and presentation,

(b). communication of commercial know-how by the franchisor to the
franchisee,

(c). continuing provision of commercial or technical assistance during
the life of the franchise.

In the next paragraph, commercial know-how is defined as:

“a package of non patentable practical information, resulting of experience

and testing by the franchisor, which is secret, substantial and identified”

(emphasis added).

The definition found in the regulation includes most of the common features
of the business format franchise method. An attempt is made to describe the
"business format’ itself in a clear manner by incorporating it into commercial know-
how terminology. Also found in the d:Snition is a recognition of the continuous
nature of franchise relationship™ and the tendency to make franchise systems
uniform.

Even though the definition of a franchise in the regulation is very detailed, or
maybe because it is so detailed, the regulation provides a considerable scope for
interpretation and comments, for example®™!:

1. It is not clear what is the extent of *substantial’ in the definition of "know-

how’, a term which forms an important part of the definition of the franchise

. The franchise services are explicitly mentioned while the quality control measures are only implied by the
importance attributed to the common manner of presentation in this definition,

™, Sce Joslyn, sypra, note 114, at 779: "A great deal can depend on whether the statutory definition of
franchise is satisfied™; in the US the question whether or not an agreement qualified within the franchise
agreements definition provided a fertile source for litigation.
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agreement in the regulation. For example, is the know-how provided by a licensor
to a licensee in certain product franchise agreements substantial enough to make the
system eligible to be included in the block exemption?™®,

2. The inclusion of common presentation as part of the franchise definition
may have the effect of limiting the number of franchise systems that may enjoy the
block exemption. This limitation is not justified because there are cases in which,
even though the franchisor’s business formula is used by the franchisee, no common
prescntation is applied.

3. The number of parties to the franchise agreement is restricted in the
regulation to two. This limits the flexibility of the franchise agreement and the
possibility of including a master franchisee as a third party to the principal
agreement™.

4. According to the definition of franchise, the franchisee is prevented from

selling to wholesalers and may only sell the franchised products to end users.

2.8.2 The framework of the Regulation.

The regulation includes a 'white list” of clauses that commonly appear in

& The same criticism was made about the definition of know-how in regulation 556/89, sce infra, note 294;
See also Smit & Herzog, supra, note 166, at 3-238.86: "... [Plractically it will be very difficult to distinguish a
substantial body of technical information from a non-substantial one”.

#_This practice is especially common when a forcign franchisor is involved; See Korah, sypra, aote 20, at
34; Sometimes - ".. [T]riparitate agreements are necessary to enable the franchisor to retain its rights in the
mark®



92
franchise agreements which are automatically exempted from the application of Art.
85(1); and an intermediate list of provisions which are only exempted if:

"in so far as they are necessary to protect the franchisor industrial or
intellectual property rights or to maintain the common identity.."”**.

The other part of the regulation is a ’black list” of clauses commonly appear
in franchise agreements™. The ’black list’ is divided into two sections. The first
section specifies the clauses that must be included in a franchise agreement to make
the agreement qualify for an exemption; the second section specifies provisions that

must not be included in an agreement to make it qualify for an exemption™.

3 Territorial exclusivi isions i I

In franchise agreemeats.

In Art. 2 of the regulation, the Commission specifies the territorial clauses
that are automatically exempted from Art. 85(1) prohibition.

Paragraph 2(a) includes obligations that can be imposed on the franchiscr in
a franchise agreement:

"(2) an obligation on the franchisor, in a defined area or the common market,

the contract territory, not to:

- grant a right to exploit all or part of the franchise to third parties.

- itself exploit the franchise, or itself market the goods or services
which are the subject matter of the franchise under a similar formula.

M, Sce Regulation 4087/88, sypra, note 185, at Art. 2 and Art. 3.
=, For a comprehensive analysis of the "black list’ sce Korah, supra, note 185, at 81-89.

#, Scc Regulation 4087/88, supra, note 185, at Art. 4 and Art. 5.
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- itself supply the franchisor’s goods to third parties”.

Paragraphs (c) to (e) of Art. 2 includes the obligations that can be imposed
on the franchisee in a franchise agreement:

"(¢) ... to exploit the franchise only frcm the contract premises™;

(d) .... to refrain, outside the contract territory, from seeking consumers for

the goods or the services which are the subject matter of the franchise;

(e) ... not to manufacture, sell or use in the course of the provision of

services, goods competing with the franchisor’s goods which are the subject-

matter of the franchise.."

The regulation allows a comprehensive system of territorial restrictions and
therefore a wide territorial exclusivity. All the exempted provisions in paragraphs 2(a)
and 2(c) through 2(e) may appear in the same franchise agreement. In the franchise
agreements examined in the individual exemptions, such a comprehensive system of
territorial restrictions was never applied.

It seems also that the scope of the exempted restrictions themselves is
relatively wide. In paragraph 2(d), for example, the franchisor, is allowed to restrict
the franchisee from actively seeking consumers outside the franchised territory. A
similar restriction was found only in the individual exemption on ServiceMaster. The
restriction was justified in that decision due to the special needs of a service business.

In the regulation, the Commission made it possible to apply the restrictiun to any

type of franchise agreement and not only to service businesses.

7, This is a "location clause”. In Art. 3(2)(i) to the regulation, the following provision in franchise agreements
is cleared from the application of Art. 85(1): ".. [the franchisce cannot 0.g.] without the franchisor’s consent to
change the location of the contract premises”. It is not easy to draw the linc between this permitted provision
and the prohibited *location clause’.
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In master franchisees agreement.
Art. 2(b) exempts territorial exclusivity granted in master franchisee
agreements™, The exemption is given with respect to:

"an obligation on the master franchisee not to conclude franchise agreements
with third parties outside its contract premises”.

The fact that a master franchisee agreements are governed by the regulation
was criticised. The grounds for criticism were that many of the articles of the
regulation, primarily designed for regular franchise agreements, cannot be practically
and legally applied to master franchisee agreements. The application is not possible
because the nature of master franchisee agreements is, in many aspects, different

from the nature of regular franchise agreements™.

The terrirorial exclusivity must not be absolute.

Art. 4 provides the provisions that must be included in a franchise agreement
so that the agreement qualifies for an exemption.

Paragraph 4(a) includes the compulsory limitation intended to prevent
territorial exclusivity in franchise agreements from becoming absolute. An exemption
under the regulation is granted only when the following provision is included in the
agreement:

"(a) the franchisee is free to obtain the goods .. from other franchisees; where

= See Zaid, supra, note 2, at 2-1131: “The definition of a master franchisee agreement is still too basic and
docs not account of ise many technigues which are employed in the establishment of the master franchisee
agreement”.

. See Konigsberg, supra, note 9, at XV.IV.7; See also in chapter 1, at paragraph 1.4.
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such goods are also distributed through another network of authorized
distributors, the franchisee must be free to obtain the goods from the latter”

Following the individual exemptions, territorial exclusivity is considered ‘open’ and
is legal only when franchisees are free to trade with one another or with other

distributors of the franchised product™.

2 8.4 Social policv provisions in the regulation

Under Art. 4 of the regulation there are two more provisions that must be
included in a franchise agreement to permit its exemption. The subject matter of
these provisions was not discussed in the Pronuptia judgement or in the five
individual exemptions.

One compulsory provision that must be included in a franchise agreement
forces franchisees to honour guarantees for franchised products, regardless of the
outlet these products were sold in. The second provision forces franchisees to
indicate their status as independent undertakings to prospective consumers.

These two compulsory provisions are only indirectly connected with protection
of free competition in the market. It appears that the provisions were primarily
meant to benefit consumers on social policy grounds rather than on economic
grounds.

Given that provisions based on social policy grounds were allc ‘ed to appear

. The frecdom to trade with other distributors of the franchised product was not stipulated in the individual
exemptions.
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in this competition regulation, there was nothing to stop the Commission from
enacting in this part of the franchise regulation (the compulsory provisions section),
provisions to protect franchisees from the superior bargaining powers and business

experience of franchisors, but the Commission has chosen not to do so.

2 P h rote nchisees.

It is important to note that the Commission did not totally neglect the
protection of franchisees from the business superiority of franchisors.

In Art 8 of the regulation the Commission was given authority to withdraw an
exemption®™' after it was granted, when it finds that as a result of the exemption the
common market was effected significantly, and the affects are "incompatible with the
conditions laid down in Art. 85(3)".

One of the reasons the Commission may use to justify an exemption being
revoked is found in paragraph 8(e). In contrast with the other paragraphs of article
8, the grounds for revocation stipulated in paragraph 8(e) are not economic. The
Commission was given the power to withdraw an exemption if:

"(e) the franchisor uses its right to check the contract premises and means of

transport, or refuses its agreement to requests by the franchisee to move the

contract premises or assign its rights and obligations under the franchise
agreement, for reasons other than protecting the franchisor’s industrial or
intellectual property rights, maintaining the common identity and reputation

of the franchise network or verifying that the franchise abides by its
obligations under the agreement” (emphasis added).

1, This power is pursuant to Art. 7 of Regulation 19/65 - se¢ supra, note 155.
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This paragraph is the only piece of legislation in the EEC jurisprudence which has

protective consequences for franchisees™ (hereinafter - the "protective paragraph™).
The fact that a protective paragraph is found in the block =xemption’ demonstrates
that the Commission was not reluctant to include a measure to protect franchisees
in a competition regulation.

The protective paragraph can be compared to the relationship legislation
found in the US. Similarly to the relationship legislation, the paragraph regulates
aspects of the relationship between the parties to a franchise agreement, after the
agreement is signed. In contrast with the protective paragraph, the relationship
legislation of the US regulates, primarily, termination and renewal of franchise
agreements. Unfair termination of an agreement is perceived in the US as the main
problem in franchisor-franchisee relationship. In the EEC regulation, unfair
termination is not even mentioned™. The paragraph concentrates on transfer of
franchise rights and on changes of the franchised outlet’s location.

When comparing this protective paragraph to the franchise protective

2 _-Additional Opinion of the Economic and Social Committec on the Draft Commission Regulation (EEC)
on the Application of Article 85(3) to the Treaty to Categories of Franchising Agreements” in g_mmi_lg
- Economic and Social Committee (Brussels: 1990), 15, at 18. The Commission probably took into account the
comments of the Economic and Social Committee to the draft of the Regulation: "Wc would urge the
commission to take account above all of the social aspects, especially the problem which may be arisc from the
hierarchical ... relationship between franchisor and franchisee”.

*_ Sec Pronuptia decision, supra note 184, at 41. The absence of consideration given to termination
provisions in franchise agreements can also be seen in the Commission individual exemption of Pronuptia,
Among the clauses of the franchise agrecment, cited by the Commission when describing the agrecment, was
a clause stating that the coatract between the parties may be terminated if "either party breaches his obligation”.
In a jurisdictions in which a tendency to protect franchisees exist this type of a provision would have probably
attracted much attestion, because it gives broad legal powers to the franchisor against the franchisec. The
Commission did not meation in its decision that the existence of this clause is problematic in any way.
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legislation of the US two comments can be made:

It is somewhat peculiar that the only protective legislation in the EEC level
is relationship legislation. Disclosure legislation is more moderate and interferes less
in freedom of contract. It seems that the Commission could have considered
moderate measures to protect franchisees instead of adopting relationship legislation.
Since relationship legislation and no other type of protective legislation was chosen
by the Commission to be enacted, it could have been useful to solve in this
legislation the problem of unfair termination as well.

The protective paragraph found in the regulation is not a comprehensive
treatment to the problematic relationship between franchiors and franchisees. If the
Commission considered that franchisees should not be protected in the EEC, then
a sole protective paragraph is not needed either; but if the Commission considered
that franchisees in the EEC should be protected,'then the sole paragraph in the

franchise regulation is not enough.
2.8.6 Territorial restrictions in other block exemptions:
For purposes of comparison, other block exemption regulations should be

examined. Two other block exemption regulations have been chosen: Regulation

556/89™ which governs technical know-how licensing, and Regulation 1983/83%*

. Regulation 556/89 on the application of Art. 85(3) of the Treaty to certain categories of know-how
licensing agreements, OF L61, 43.1989, p. 1.
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which governs exclusive distribution agreements. These two regulations were selected
out of the seven existing *block exemption’ regulations (the franchise regulation is the
eighth one)™. The know-how regulation was selected because of the resemblance
between technical know-how and commercial know-how found in franchise
agreements. The distribution regulation was selected because of the resemblance
between exclusive distribution rights and the exclusivity found in franchise
agreements.

In Reg. 556/89, on technical know-how, Art. 1(1) specifies the clauses of
territorial exclusivity exempted from the application of Art. 85(1)**". Paragraph 1(2)
of the regulation stipulates that territorial exclusivity granted to the licensee of
technical know-how must not exceed the period of 10 years. No other limitations for
the application of territorial exclusivity clauses were found in the regulation;

therefore, under the know-how regulation, territorial exclusivity is limited in time but

35_See Regulation 1983/83, supra, note 177; This regulation replaced regulation 67/67 which was considered
in Pronuptia judgement and was held inapplicable to franchising; See also Korah, supra, notc 20, at 45: "The
commissions development of different codes for each kind of agrecmeat as opposed to the broad brush approach
towards vertical agreements under U.S. antitrust is regrettable”

®°_The specific categories of agreements for which "block exemption’ regulation is available today in the EEC
are: exclusive distribution, exclusive purchasing, exclusive patent licensing, specialization, rescarch and
development, motor vehicle distribution, franchising and know-how licensing,

7, Paragraphs 1(1) and 1(2) to regulation 556/89 exempt obligations on the part of the licensor: *(1) ...
not to license other undertakings to exploit the licensed technology in the licensed territory; (2) ... not to exploit
.. in the licensed territory himself*. Paragraphs 1(3) to 1(6) exempt territorial restrictions accepted by the
licensee: “(3) ... not to exploit ... in territories within the common market ... reserved for the franchisor; (4) ....
not to manufacture or use the licensed product .. in territories .. licensed to other franchisees; (5) ... not to
pursue an active policy of putting a licensed product in the market in the territories .. licensed to other
franchisees; (6) ... not to put the licensed product on the market in the teritories licensed to other licensees
within the common market”
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not in scope.

Regulation 1983/83, on exclusive distribution, begins with a general exemption
in Art. 1:

"... Art. 85(1) of the Treaty shall not apply to agreements to which only two

undertakings are party and where by one party agrees with the other to supply

certain goods for resale within the whole or defined area of the common
market only to that other”
The scope of territorial exclusivity allowed in the distribution regulation is narrower
than what is allowed in the franchise regulation™. The distribution regulation
states that only those restrictions explicitly allowed in it are permitted in distribution
agreements. Absolute territorial exclusivity is not allowed.

The provisions found in the technical know-how regulation, the distribution
regulation and the franchise regulation, demonstrate the central importance
attributed to territorial exclusivity in the EEC. All three regulations discuss broadly
territorial exclusivity clauses. Absolute territorial exclusivity is prohibited in all three
regulations.

The potential impact of exclusivity was limited by using different means. In
the technical know-how regulation, the limited effect was achieved by an imposition
of a time limit on the territorial exclusivity. In the franchise regulation the limited
effect was achieved by an explicit limitation on the scope of the exclusivity. In the

distribution regulation it was achieved by a general prohibition of restrictions not

¥ The only restriction allowed, on the supplier, is found in paragraph 2(1) to Regulation 1983/83: "...
not to supply the contract goods to users in the contract territory™. The only territorial restriction allowed, on
the exclusive distributor is found in paragraph 2(2) to the Regulation: “(c) ... to refrain, outside the contract
territory and in relation to the contract goods, from seeking consumers, from establishing any branch , and from
maintaining any distribution depot”.
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specified in the regulation and the restrictions specified there do not allow absolute
territorial exclusivity.
Three main conclusions can be drawn out from the comparison among the
regulations:
1. Terntorial exclusivity is generally considered problematic under the EEC
competition law.
2. To satisfy the requirement that territorial exclusivity would not be absolute,
the Commission used also limitations of time and not only limitations of
scope.
3. Franchise agreements were treated more favourably than other distribution
agreements. The territorial exclusivity allowed in franchise agreements is

wider than that allowed in other categories of agreements.
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3 m n nclusions

The discussion in this chapter will be summarized under three headings - the
franchise method, territorial exclusivity within the franchise method and competition

law in the EEC in general.

3.1 his h

Concentration on competition law. No serious attempt to protect the
franchisees. The EEC authorities concentrated on the status of the franchise method
under competition law in the EEC. Franchises were analyzed without any reference
to the problems involved in the relationship between the franchisors and the
franchisees.

The EEC authorities focused on preventing 'market sharing’ in the Common
Market. The emphasis was on territorial exclusivity, frequently found in franchise
agreements. Other important aspects of the franchise agreement which should have
been more seriously discussed were neglected, such as: the risk of exploitation of the
franchisee by the franchisor, the problem of unbalanced franchise agreements and
the risk of the franchisees being abused when quality control measures are applied

by the franchisor.

Franchising was recognized as a separate business method. The COJ
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examined the features of the franchise method in the Propuptia judgement and
concluded that these features justified special treatment for the franchise agreement
which was discussed in the case under the EEC competition law.

The Court was not only willing to recognize the franchise method as a
separate business method, but, it also referred to the special features of the method
in its reasoning. The features that the Court considered as forming the franchise
method are typical to the business format franchising.

The Commission, in its individual exemptions and ’block exemption®
regulation, has followed the COJ approach. It found the franchise method, that is,
’business format’ franchising, different enough from other distribution methods to
justify special consideration. The recognition of the uniqueness of the franchise
method under competition law made the Commission enact the ’block exemption’
regulation for franchising.

The existence of a regulation for franchising tends to standardize the form and
content of franchise agreements in the EEC market. Franchisors want to see their
agreements exempted from the prohibition of Art 85(1) and included within the
scope of the regulation. To avoid any risk franchisors tend to follow strictly the
format of the exempted provisions as set out in the regulation. This tends to create

standardization of franchise agreements in the EEC.

The franchise method was already established in the EEC when it was first

examined. When the franchise method was considered by the COJ for the first time,
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it was already well established in Europe as a business method. The COJ’s Pronuptia

judgement and the development of franchise competition law in the EEC were
influenced by this fact. The COJ and the Commission were not able to examine the
questions of competition law without considering the potential impact of their
decisions on many existing franchise systems in the EEC. This can be one of the
explanations for the positive approach, taken by the COJ and the Commission,
towards the franchise method in general. It may also explain why were the necessary

clauses automatically considered legal in Pronuptia.

Master franchisees. Master franchisee agreements were treated as being
similar to regular franchise agreements. This approach is found mainly in the
individual exemptions and in the block exemption’ regulation.

The difference between a franchise agreement émd a master franchisee
agreement was discussed in the introduction of this thesis. The difference is clear

enough to justify separate considerations of each of these types of agreements **,

3.2 Territorial exclusivity,

The COJ, in Pronuptia, treated territorial exclusivity clauses differently from
other clauses of the franchise agreement. The Court was not ready to recognize

territorial exclusivity as necessary to the franchise method, not even in light of the

*. This suggestion can be supported by the general tendency of the EEC authorities to divide distribution
agrcements into specific types, and to deal with each type separately,
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’investment consideration’.

When 1t comes to territorial exclusivity, the COJ. suddenly changed its
approach from a flexible to a rigid one. The flexible approach that the COJ took
towards franchise services and quality control clauses in the franchise agreement was
interpreted above in the chapter as an application of a court-made “rule of reason’
under Art. 85(1), or alternatively, as an application of a 'per se’ legality rule under
Art. 85(1). The COJ could have logically applied this flexible approach to territorial
exclusivity clauses as well, if only it had focused on economic considerations. In
practice, however, the economic context of the territorial exclusivity clauses in the
franchise agreement was not even considered by the Court.

The prohibition of territorial exclusivity in Pronuptia cannot be explained
solely on economic grounds. The COJ and the EEC authorities concentrated on
preventing barriers to trade between the EEC member states, even when the barriers
involved were only theoretical. The preventation of barriers to trade, regardless of
their economic effects is a political consideration. This political approach can be
explained by the development of the economic union between the EEC member
states which is in its relatively early stage. Every barrier to trade, even when only
minimal, has the potential of injuring the fragile union. Territorial exclusivity in
franchise agreements has, from the viewpoints of Court and the Commission, a
potential to create territorial barriers for business along the borders of the EEC

member states and therefore it was prevented.
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3,3 Competition iaw in general.

When applying Art. 85 of the EEC Treaty to the Pronuptia franchise
agreement, the COJ was not consistent in its reasoning. The COJ first took a flexible
approach and then a rigid approach. It appears that the allocation of powers between
the COJ and the Commission is one of the reasons for this inconsistency.

When the Pronuptia case was heard by the COJ, the franchise method was
already well established in the EEC. On the one hand the Court had to act within
its limited authorities under Art. 85(1). On the other hand the Court did not want
to damage existing franchise agreements, that were perceived as benefiting the EEC
economy.

The Court "stretched" its authority under Art. 85(1) and declared legal clauses
that were necessary to the existence of the franchise method. In this way the COJ
ensured that most existing franchise agreements would not be affected by the
judgement.

The Court could not have "stretched” its authority under Art. 85(1) to clear
clauses for territorial exclusivity in the franchise agreement. It was well established
in the EEC at that time, that territorial exclusivity distorts free competition, and thus
could be exempted from illegality only under Art. 85(3). The assumption that
territorial exclusivity is usually regarded as a distortion free competition is supported
by the fact that all "block exemption’ regulations reviewed include a reference to

territorial exclusivity and exemptions are granted to clauses of this type.
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If the COJ had the authority to exempt an agreement under Art. 85(3) and

not only to enforce the prohibition of Art. 85(1), the Pronuptia judgement might have
been much more consistent internally in its reasoning. If the COJ had this authority,
it would not have had to interpret Art. 85(1) in such a wide manner as it did, and the
necessary clauses would probably not have been held to lie outside the scope of Art.
85(1) without an analysis of the economic framework of the market.

In such a scenario the CQOJ could likely have used Art. 85(3) instead of Art.
85(1) to grant an exemption to some of the necessary clauses, and it could have also
exempted the territorial exclusivity clauses.

The question remains, whether in view of the Propuptia judgement, the COJ
should be granted the authority to act under Art. 85(3) and not only under Art. 85(1)
to the EEC Treaty. Generally speaking, the results of the Pronuptia judgement were
favourable for the franchise method, but it could have been better if territorial
exclusivity in franchise agreements was declared legal already in Pronuptia and not

two years and five decisions later.



Chapter TH{
FRAN E D UNDER THE U
LAW E
PR L LATION.

1, Intr 1On

The aim of this chapter is to be able to compare the situation in the US to
the situation in the EEC, to understand the different approaches taken towards the
franchise method in these jurisdictions.

Since the franchise method in the EEC was examined mainly from the point
of view of competition law, the US chapter begins with a review and an explanation
of several concepts of antitrust law in the US relevant to the objectives of this thesis.
The chapter goes on to explore US antitrust law treatment of territorial exclusivity
in distribution agreements in general and in franchise agreements in particular. An
examination of franchise protective legislatioﬁ in the US follows; the provisions that
regulate territorial exclusivity directly and indirectly are identified. The chapter
concludes with a comparison between the protective legislation findings and the
findings of the antitrust law survey.

It should be noted that only the aspect of territorial exclusivity is discussed in

this chapter, even though there are other issues which arise when franchise
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agreements are considered under the US antitrust law and/or franchise protective
legislation. The emphasis on territorial exclusivity is to facilitate the comparison
between the US and the EEC.

It should also be noted that in the US, the view of the franchise method is
much broader than the view of this method in the EEC. Not only business format
franchises, but many types of distribution agreements are also treated as franchises

both by US legisiatures and by the courts.

2. Main legislation within antitrust law

Free competition in the market is a very important objective in US law. US
antitrust law, like the EEC competition law, is based on the assumption that free
competition in the market is desirable both socially’® and economically’®. Free
competition is valued because it tends to keep prices down to the lowest level, to
keep quality higher, and to cause the best allocation of resources.

The economic theory behind the concept of free competition has often been
questioned*® but, up to the present time, the approach in the US has not been

changed; the protection of free competition in the market is still considered highly

3% It is alleged that there is a close connection between economic freedom and personal freedom - in United
States v. Topco Associates 405 US 596 (1972): "They are as important to the prescrvation of cconomic frecdom
and our free enterprise system as the bill of rights is to the protection of our fundamental personal freedom”;
It is also believed that monopoly power leads to political power.

. 1.T., McCarthy, Trademarks and Unfair Competition (New York: LCP), at 1.

32 See for example RA., Posner, Antiturst Law - An Economic Perspective (Chicago: University press,
1976).
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beneficial.

At present, the US economy is a2 compromise between two economic streams,
The Laissez Faire doctrine, at one end of the spectrum, calls for as little as possible
government interference in the economic affairs of the market. At the other end of
the spectrum various measures of government control of free enterprise are found
in the US*®.

The concept of free competition in the market place is closer to the Laissez
Faire doctrine than to government interference in the market®®. Therefore, it is
somewhat ironic, though not unusual®®, that free competition in the US economic
market is protected by a governmental interference in the market through antitrust
law*®,

There does not exist an agreed-upon definition of what constitutes a distortion
of free competition in the US market. The term "unfair competition” is dynamic and
changing®™. Its content cannot be assessed in the abstract but it is connected with
the economic framework of the business practice involved.

A full review of antitrust law in the US is outside the scope of this thesis. The

3, For example the protective franchise legislation.

3 The assumption of free competition is that the market regulate itself. Any interference in the market,
privatc or governmental, is a distortion of this basic assumption.

™ 1t is not unusual because rights are often protected by certain restrictions on other rights.
*_The US antitrust law is the equivalent of the EEC competition law.

¥ A.D., Neale & D.G., Goyder, The Antitrust Laws of The U.S.A. (Cambridge: University Press, 1980),
at 20,
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survey of antitrust law in this thesis focuses on Art. 1 of the Sherman Acr’®, since
it is the central federal prohibition against restrictive business practices in the US
market. Art. 5 of the Federal Trade Commission Act is discussed briefly, as it is the
legislation under which the federal Franchise Rule®® was enacted. State antitrust
laws, enacted in most of the US states, are examined in this chapter because they are

the equivalent of the Sherman Act, in the state jurisdictions.

2.1 Art. 1 of the Sherman Acr*'®.

2.1.1 An introduction,

The Sherman Act was enacted in 1890. It was the first federal law in the US
meant to defend free competition in the market and is still the most significant
federal law in this area.

Art. 1 of the Sherman Act states:

"Every contract .. in restraint of trade or commerce among the several states,
or with foreign nations, is declared to be illegal ..".

This provision is similar to Art. 85(1) of the EEC Treaty. As in the EEC, the
effect on trade between the member states of the economic union is mentioned in

the prohibition of anti-competitive practices. The effect on trade between the states

¥8_See the Sherman Act, infra, note 310.

3 _See the Franchise Rule, supra, nole 86; See also chapter I, at paragraph 2.2.2,

M 15USCs. 1.
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is not of the same importance in the US antitrust law, as the "effect on trade between
member states” in the EET competition law*!’.

The parties to a transaction prohibited by Art. 1, must be separate entities and
cannot be part of the same business enterprise as in a parent-subsidiary
relationship®?.

Art. 1 of the Sherman Act is enforced by the Federal Department of Justice,
by state Attorneys General and by the Federal Trade Commission®”. The Article

can also be invoked by one of the parties in a private civil action®™.

2.1.2 The development of the 'rule of reason’.

After the Sherman Act was enacted in 1890, the US courts applied it as an
absolute prohibition of business practices which restrict free competition in the
market. Any restriction of trade whatsoever was considered illegal and forbidden

under the law; the reasons and/or explanations for the business practice were not

M In fact the term "commerce among several states” was interpreted almost literally, therefore it is said in
Glickman, sypra, note 98, at 13-95: "The question of interstate or foreign commerce has rarely been raised in
franchise cases because few franchise operations are limited to a single state” (emphasis added); Compare this
to the COJ view in Pronuptia judgement, that a business practice may "affect trade between member states® even
if the transaction was made within onc member state.

3 1t may be alleged that when the franchisee is very strictly controlled by the franchisor they do not
constitute two differeat entitics, in the sense that they could be said to be part of the same legal enterprise;
Compare to “agreement between undertakings” in Art. 85(1) to the EEC Treaty and the discussion about it in
Computerland decision, supra, note 184, at 16; and in Yves Rocher decision, supra, note 184, at 51. In both cases
the Commission found it necessary to demonstrate that the franchisor and the franchisee are independent
undertakings and cannot be considered part of the same legal enterprise.

3 Sce infra, at paragraph 2.2, an explanation about the Federal Trade Commission.

*. P.C,, Jones, Litigating Privatc Antitrust Actions (New York: McGraw Hill, 1984), at 326.
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relevant once it was restrictive’*

. The actual economic impact of the restriction in
the market was not relevant either’*,

This approach was not logical from an economic viewpoint since it had a
potential of excluding beneficial business practices from the market in addition to
damaging business practices. The US courts therefore, began to look for
interpretative ways to permit more flexibility under the Sherman Act. The need for
flexability caused the US Supreme Court to invent the 'rule of reason’. Under the
'rule of reason’ the Courts evaluate the business practice in question in its economic
framework; a balancing process takes place and business practices are not
automatically declared illegal.

Justice Peckham, of the US Supreme Court, was the first to suggest, in 1898,
that a business practice should be assessed in its economic framework. The Judge
wrote that if an anti-competitive effect of a business practice was only incidental to
a legitimate business purpose, the business practice should be considered valid®”.

"... [Clertain kinds of agreements entered into between persons engaged in

the same business for the direct and bona fide purpose of properly and

reasonably regulating the conduct of their business among themselves and
with the public. i an agreement of this nature while apt and proper for the
purpose thus indicated, should possibly, though only indirectly and

unintentionally, affect interstate trade or commerce in that event we think the
agreement would be good™'* (emphasis added).

%5, LA., Sallivan, Handbook of Law of Antitrust (Minnesota: West Publishing, 1977), at 167-171.
3¢ In the Sherman Act there was no equivalent to the EEC Art. 85(3).

%17, This is the bass to the US ancillary restraints’ doctrine that was alleged by several commentators to be
employed by the COJ in the Pronuptia judgement.

%%, Anderson v, US 171 US 604 (1989), at 616; sec also United States v, Addyston Pipe & Stecl Company
85 F. 271 (1899), at 280-282.
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Only an agreement which was intended solely to restrain competition should,
according to Justice Peckham view, be declared void.

Chief Justice White, of the US Supreme Court, was the first, in 1911, to use
the phrase 'rule of reason’ in a judgement. He also clarified the meaning of the rule:

".. [Tlreating as illegal all contracts or acts which were unreasonably restrictive

of competitive conditions, either from the nature or character of the contract

or act, or where the surrounding circumstances were such as to justify the

conclusion that they bhad not been eatered into or performmed with the

legitimate purpose of reasonably forwarding personal interest and developing

trade, but on contrary, were of such character as to give rise to the interence

or presumption that they had been entered into or done with the intend to do

wrong to the general public and to limit the right of individuals, thus

restraining the free flow of commerce ..."" (emphasis added).

The 'rule o r2asou’ test was subsequently further clzrified by Justice Brandeis
of the US Supreme Court:

"The true test of legality is whether the restraint imposed is such as merely

regulates and perhaps thereby promotes competition or whether it is such as

may suppress or even destroy competition™®,
When applying this test, the Court indicated that the complete economic and factual
situation connected to the business practice in question should by analyzed.

The application of the 'rule of reason’ was not extended to every business
practice that come under scrutiny. In the US case law many business practices
remained automatically prohibited, or, using the antitrust law terminology, those

business practices are viewed as being ’per se’ illegal. One of the main issues in the

US antitrust law is whether a business practice falls into the 'rule of reason’ group

. Standard Qil Company v, United States 221 US 1 (1911), at 58.
. Chicago Board of Trade v, United States 221 US 106 (1918), at 179.
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or the ’per se’ illegal group.

2.1.3 The difference between the 'per se’ rule and the ‘rul son’

A distinction should therefore be made between two groups of illegal
practices™: firstly, the *per se’ illegal business practices; these restrictions on free
competition cannot be economically justified and are considered anti-competitive,
regardless of their surrounding economic data. The assumption the courts are making
when the ’per se’ rule is applied is that the business practice falling within it cannot
have any beneficial effect in the market that may override their restrictive effect on
free competition, and that therefore there is no need to examine their economic
framework’™. Secondly, the business practices qualified for a ’rule of reason’
treatment are considered illegal only if they reduce competition in the market
substantially’®. Such practices may be considered illegal only in context of the
surrounding economic circumstances™:

"... economic data must be adduced to prove that a contractual restraint or

A 1.G., Van Cise, W.T. Liftland & L.T., Sorkin, Understanding the Antitryst Laws (New York: Practising
Law institute), at 33-36.

*2 US Department of Justice, Antitrust law Division, Antitryst Enforccment Guidelines for International
Operations (Washington D.C.: The Department, Nov. 10, 1988), at 25: *.. {S]o inhereatly anticompetitive and so
rarely beneficial that extepsive analysis of their precise effects is unnecessary”. The most common example for
practices considered 'per se’ illegal is price fixing.

33_The common explanation to their legality is that these practices generate pro - competitive cfficicacies.
_R., Collmann, Collmann’s Unfair Competition, T rks an lics (New York: Chllaghan), at

4-107: "Restrictions which increase competition may not be violative of antitrust law. The same holds truc with
respect to certain commercial agreements such as exclusive dealing ..."
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practice harms competition™.

2.2 Ant. 5 of the Federal Trade Commission Act™.

The Federal Trade Commission (hereinafter - the FTC) is an administrative
body established by the US Congress. It was granted an authority to determine
whether business practices, exercised in the modern economic world, should be
considered unfair and whether they affect interstate commerce. The US Congress
took the position that the economy develops more quickly than antitrust legislation
can be adapted to it by the courts and so the FTC Act was designed to meet "the
increasing complexity of human activities™?.

The FTC was established for the purpose of bridging the gap between
economic reality and legal solutions, and to enhance the legal and business certainty
in the market. It was empowered to determine which business practices are illegal
under the definitions of the FTC Act.

Art. 5(2)(1) is the central provision of the FTC Act:

"Unfair methods of competition in or effecting commerce, and unfzir or

deceptive acts or practices in or effecting commerce, are declared unlawful"
(boldfacing added).

%5, See Glickman, sypra, note 98, at 13-80,

** 15 USC s. 45.

¥ See Collmann, sypra, note 324, at. 24-2; To some extent the FTC fulfils the same role as of EEC
commission. It enforces antitrust law and also exempt activities from the scope of the prohibition when "modern”
needs dictate it.
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The FTC is also authorized to enforce the Sherman Act alongside the US
Department of Justice™,

The FTC issues trade regulation rules to prevent the unlawful practices, as
defined in the Act®™ and it also exercises its enforcement powers in individual
cases. The trade regulation rules issued by the FTC have been accorded the force
and effect of federal law™*. One of the trade regulation rules issued by the FTC
is the Franchise Rule®' which was discussed in the first chapter of this thesis. The

Franchise Rule has therefore the same legal status as a regular federal law.

2.3 State_antitrust laws.

Antitrust legislation is found in most of the US states. Few of the states
enacted legislation before the enactment of the federal Sherman Acr and most of
them enacted their antitrust laws after the Sherman Act was enacted and adopted its
principles to a varied extent. The state antitrust laws are enforced by the state
Attorneys General. Several commentators think that the state antitrust laws are of

no importance in the US antitrust system:

%3, See the Guidelines, supra, note 322, at p.20, footnote 4: "The FTC may proceed in a civil action under
section 5 to the FTC Act against conduct that violates the Sherman Act. The FTC has exclusive authority to
enforce the FTC Act’s prohibition ... only the Department [of justice in the US o.g.}, however, is authorized to
prosecute criminal violations of the Antitrust laws™.

15 USC s. 46(g).

3 See Collmann, supra, note 324, at 24-151.

B, See chapter L, at paragraph 2.2.2; See also the Franchise Rule, sypra, note 86.
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"_. [SJuch state statutes are often not to be of any practical use™*

Other commentators think that these laws are significant enough and therefore
should always be considered:

“.. [S]tate antitrust acts frequently are relied on for variety of reasons. Some

state antitrust laws are broader in certain areas than the federal

counterparts™*
State antitrust laws are examined here, as the latter view is preferable to the writer,
primarily because the Sherman Act does not overlap with state antitrust legislation.
The federal law governs business practices that affect trade among states and the
state legislation governs business practices within the states™.

As a general principle the state courts are required to follow the federal case
law when they are interpreting and applying the Sierman Act™. When state courts
are interpreting and applying state antitrust legislation, this principle is not valid
because the state antitrust statutes are independent and do not conflict with the
Sherman Act. Several state antitrust statutes have an interpretation provision which

requires the state courts to adhere to the principles of the federal interpretation of

the Sherman Act when interpreting the state antitrust statute; in this case the state

® Scc Brown, supra, note 52, at 7-39.

*.J., von Kalinowski, Antitrust Laws and Trade Regulation (New York: Matthew Bender), at 132-5, and
at 132-6 "Where a state statute is broader than federal law, antitrust plaintiffs, whether private or goveromental,
may have recourse under the state act when none is available under federal law”.

™, 54 Am, Jur, 2d, Monopolies, at s. 452: "Soon after the Sherman Act which applies only to restraints of
interstate and international trade and commerce, the states passed similar legislation to reach agreements and
companies beyond the scope of federal power”.

33, Thid,, at 13-215: "Where the same facts give rise to both a federal and a state cause of action, a state court
may find a federal decision res-judicata® (emphasis added).
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courts must follow the federal precedents not because the federal law is superior in
legal importance to the state law but because the state law explicitly requires it’™®.
In practice the state courts tend to follow and apply the principles developed in
federal antitrust cases, even though they are not obligated to apply them, because it
is usually convenient and practical to do so.

The National Association of Attorneys General of the states (the NAAG), did
not accept that the Federal Department of Justice’s guidelines for the application of
antitrust law to vertical agreements™ should bind the antitrust enforcement
authorities of the states. The NAAG issued guidelines of its own to govern the

enforcement of antitrust law in state jurisdictions™®.

. Basic con in ntitrust law,

The antitrust concepts introduced in this section are used generally in the US,
both under the federal and the state antitrust law.

The difference between the ’rule of reason’ and the ’per se’ rule has been
explained above. The US judiciary developed several methods to distinguish between

business practices qualified for a ’rule of reason’ evaluation and those to which a *per

¢ 54 Am, Jur, 2d, Monopolies, s. 453.

%7 US Department of Justice, Antitrust law Division, Guidelings for vertical restraints (Washington D.C.:
The Department, January 23, 1985). The legal term “vertical agreements” will be cxplained below.

3% National Association of Attorneys General, Vertical Restraints Guidelines adopted in winter meeting,
Baioxi, Mississippi, Dec. 4 1985. See especially in section 4.16 to the guidelines; See Glickman, supra, note 98,
at.13-218 - "[NAAG guidelines] .. would subject both franchisors and franchisecs to a much more scarching
analysis than the Justice Department guidelines®,
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se’ should be applied. The classification of a business practice into either one of
these groups is crucial to the final decision in an antitrust law case.

As a given, territorial exclusivity clauses in franchise agreements, are normally
treated in the US as non price restrictions in vertical agreements and therefore
qualify for a ’rule of reason’ analysis. This is the reason why only the concepts of
vertical and horizontal restrictions and price and non-price restrictions, and no other

concepts of the US antitrust law, are discussed in this sub-chapter.

3,1 Hon 1 vertical r in

The difference between horizontal and vertical agreements has been described
as follows:

"A vertical agreement is one made between firms operating in different levels

of the same trade whereas horizontal agreement is one made between

competitors or potential competitors™>.

Franchise agreements are considered vertical in nature, because the franchisor
and the franchisee are operating in different levels of the market and are not
competitors.

A rough division is made in the US between vertical restraints (i.e. in vertical

agreements), usually considered qualified for a2 'rule of reason’ analysis, and

horizontal restraints (i.e. in horizontal agreements), usually considered to fall under

. Sce Korah, sypra, note 20, at 10; See also Pattison, sypra, note 1, at 6-2: *.. [U]nfair restraints imposed
‘up’ or 'down’ the chain of production and distribution, are traditionally known as vertical restraints .,
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the "per se’ rule®?, The classification of business practices as horizontal or vertical
in nature is therefore very important. As one author wrote:

"... [[]n this area of antitrust, the determination whether an arrangement is

borizontal or vertical will have a great impact upon the risk of antitrust

liability™*.

In the late 1960’s, the US position towards vertical restrictions was very strict
and they were strictly prohibited. In subsequent years the US courts and enforcement
agencies become more tolerant towards business practices in vertical agreements®®.
In 1977 the Supreme Court of the US held in GTE judgement®?, overruling its
previous position, that the legality of vertical restrictions depends, in each case, on
its economic effect, assessed under a 'rule of reason™*.

The US Department of Justice, in its "vertical restraints guidelines”, stated that

certain types of vertical restraints were widely recognized as legal®® and were

subject to very little antitrust uncertainty*®. Similarly, the US courts rarely

3 See Abell, supra, note 39, at 64 "By and large the horizontal restraints will be judged as per se illegal
while vertical restraints are judged in the context of economic consideration™.

_Tbid,, at 58.

32 In the EEC the process was opposite. From a tolerant approach towards vertical restraints in the past,
to stricter approach in the present. See B.E., Hawk, United St mmon Market and International
A Comparative Guide (New York: Law of Business, 1984), vol. 2, at 403.

33 See GTE judgement, supra, note 195.
34 Ibid, The case is broadly discussed below.

¥ See Korah, supra, note 20, at 10; for example "location clauses” establishing or restricting the outlets from
which dealers can sell, are generally considered legal; See also the Vertical Restraints Guidelines, supra, note
337, at 177.

M6 See Vertical Restraints Guidelines, supra, note 337; See also Brown, supra, note 52, at 7-47: "No vertical
restraints were challenged by the Antitrust Division or by the FTC under the Reagan Administration .."; The
guidelines were meant to achieve legal certainty in the market so that undertakings would be able to assess the
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condemn restrictions in vertical agreements when the economic framework of the

market is competitive®”.

3.2 Non-price and price restraints,

Another distinction i made between price restrictions and non-price
restrictions. The “per se’ rule applies to price restrictions, even if they are vertical.
Non-price restrictions are usually examined under the ’rule of reason’. Territorial
exclusivity is considered a non-price restraint becanse it has no direct effect on price
competition in the market™®.

Price maintenance and price fixing have been traditionally considered illegal
under US antitrust law. These practices have the potential to force and maintain high
prices in the market with regard to the involved products. Price competition is what
the antitrust laws were primarily meant to achieve and therefore price restrictions are
considered illegal regardless of their economic framework.

The US Department of Justice guidelines in respect of non-price vertical

restraints stated that these business practices are examined under the ’rule of reason’:

chances of a business practice to be considered illegal by the federal Department of Justice.

M7 Sce the Vertical Restraints Guidelines, Ihid, at 179: Vertical restraints have pro-competitive as well as
anti-competitive effects. It is normally and widely recognized in the US that the pro-competitive effects of vertical
restrictions outweigh the anti-competitive effects of these restrictions.

4, Ihid,, at 175; It should be noted that all vertical restraints may have an effect on price even when they
have substantial pro-competitive benefits. A business practice or an agreement is considered a price restraint only
if it is found to affest the level of prices in the market. An indirect impact of non-price restrictions on prices will
usually not be corsidered a price restraint.
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"Because vertical non-price restraints held significant potential for generating
pro-competitive efficiencies, the Department analyze such restraints under a
rule of reason .. the Department will consider whether the anti-competitive
harm is outweighed by the efficiencies created by the vertical restraints™*
(emphasis added).

4. The antitrust law approach towards territorial exclusivity in th nchise meth

The franchise method was not considered qualified for special and separate
treatment under US antitrust law, unlike the special consideration given to the
method, as such, in the Pronuptia judgement and in the EEC franchise regulation.
Franchise agreements are regarded in the US as one of many kinds of vertical
distribution agreements. However, in the principal antitrust cases at the federal level,
in which the courts have laid down general rules for vertical restrictions in
distribution agreements, aspects of the franchise method were involved. The two
principal judgements of the US Supreme Court reviewed below reflect the evolution
in approache towards vertical non-price restrictions. In the earlier Schwinn®™
judgement, a ’per se’ rule was applied to these type of restrictions. In the latter case,

GTE?", the Schwinn precedent was overruled and a ’rule of reason’ was applied.

3%_See the Guidelines for International Operations, supra, note 322, at 42, section 3.5 to the guidclines; It
seems that the original rule of reason’ is different from the “rule of reason” adopted by the EEC in Art. 85(3)
to the EEC Treaty. In the US the interbrand and intrabrand competition effects are weighed against onc another.
These effects are not examined separately as is done in the EEC. In addition, there is no requircment under the
US law for minimal level of intrabrand competition to be preserved, as required by one of the conditions of Art.
85(3).

3 1S v, Schwinn 388 US 363 (1967).

1 See GTE judgement, supra, note 195,
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The GTE judgement is widely recognized today as the leading US precedent

governing non-price vertical restraints bt to better understand GTE, the Schwinn

judgement has to be first introduced.

4.1 Uni s v, Schwinn (1967)*%,

In this case, the US Department of Justice commenced an action under Art.
1 of the Sherman Act against 2 bicycle manufacturer (Schwinn). Under Schwinn’s
distribution method (the "Schwinn plan")*®, sales to consumers were made through
franchisees. These franchisees were authorized to sell Schwinn’s bicycles only from
specific locations allocated to them by Schwinn. The franchisees were supplied by
authorized distributors. Schwinn gave each distributor a defined geographic area in
which it has an exclusive right to supply the franchisees. Schwinn prohibited both the
distributors and the franchisees from selling its product to non-franchised retailers,
but Schwinn itself sold its products to wholesalers who did not participate in the
franchise *Schwinn plan’ and granted them territorial exclusivity.

The central issue before the Court was whether or not the territorial
exclusivity Schwinn had granted to the wholesalers and to the authorized distributors

infringed Art. 1 of the Sherman Act. The relationship of Schwinn directly with its

32 Sce Schwinn judgement, supra, note 350.

3 Ibid,, at 383; The franchise "Schwinn plan” instituted by Schwinn after World War II and was designated
1o meet the competition of giant chain distributors that threatened to seize control over the bicycle market:
"Schwinn believed that proper promotion of its products required an active and stable dealer organization
corzzosed of expericnced people who could properly promote, assemble and service bicycle”.
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franchisees was not in question, since in the District Court Schwinn’s territorial
restriction in terms of allocation of the franchisee location, was declared legal™,
and the District Court decision was not appealed on this particular point.

It is impossible to determine the nature of Schwinn's franchise system when
reading the Schwinn judgement. Except for using of the term "franchise” in the
judgement there are not many details describing the distribution system.

Several features of 2 business format franchise were described in Schwinn,
especially in the dissenting opinion, for example: ".. the franchisee enjoys backing in
the form of know-how and financial assistance™* (emphasis added). At the same
time several characteristics of a product franchise were described, for example, the
concentration of the franchisee in distributing small number of products in the
bicycle market. It is unclear whether the franchise system had more characteristics
of a business format franchise or of a product franchise.

This failure to describe the nature of the franchise system probably reflects
the fact that the Court did not attribute any importance to the special features of the
franchise method when examining the antitrust law questions in the case. The Court
analyzed the questions in the context of vertical distribution agreements in general

and not in the context of franchise agreements in particular.

The majority opinion.

3, Ibid,, at 368.
3, 1hid,, at 386.



127

The Supreme Court’s opinion was delivered by Mr. Justice Fortas. The Judge
made a clear distinction between the relationship of Schwinn with authorized
distributors selling to franchisees and with general wholesalers. Both authorized
distributors and regular wholesalers were granted territorial exclusivity for the
purpose of increasing Schwinn’s competitiveness with other large distribution chains.
The Court held that even though both wholesalers and distributors were granted
exclusivity for a legitimate business purpose this is not enough to conclude that the
two business practices ahould be treated similarly. A difference existed between
distributors and wholesalers because:

"The antitrust outcome does not turn merely on the presence of sound
business method or motives™*.

The Supreme Court held that territorial exclusivity granted to distributors who sell
to franchisees should be analyzed under a 'rule of reason’ but territorial exclusivity
granted to regular wholesalers was 'per se’ illegal. In respect of the authorized
distributors whe sell to franchisees the Court concluded:
"Where the manufacturer retains title, dominion, and risk with respect to the
product and the position and function of the dealer in question are, in fact,
indistinguishable from those of an agent or salesman of the manufacturer, it
is only if the impact of the confinement is "unreasonably” restrictive of
competition that a violation on Art. 1 results .."*’ (emphasis added).
Because the authorized distributors participating in the franchise plan did not buy
the products from Schwinn and title in the products was not transferred to them,

their territonal exclusivity was examined under the "rule of reason’ and was declared

¥e_Ihig, at 375.
7 Ibid,, at 380.
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legal®. However, because the wholesalers bought the products from Schwinn and
the title in the products was transferred to them, their territorial exclusivity was
considered ’per se’ illegal. It should be mentioned again that the territorial exclusivity
of the franchisees themselves was not analyzed in this judgement™’.

The distinction between authorized distributors included in the franchise plan
and regular wholesalers not part of the plan, was not based upon of the special
features of the franchise method, even though the participation in the franchise plan
was a clear difference between distributors and wholesalers. Instead, the Court
applied a technical test made on grounds of the ownership in the distributed product

(the *ownership test’).

The dissenting opinion.

In the dissenting opinion delivered by Mr. Justice Stewart, the Judge
supported the majority decision to apply a 'rule of reason’ with respect of the
territorial exclusivity of the authorize distributors. However, Stewart J., applied a
different reasoning to reach the same conclusion. In contrast with the majority, Mr.

Justice Stewart put forward several considerations directly connected to the nature

=8 Ibid,, at 376; "If nothing more is involved than vertical “confinement” of the manufacturer’s own sales of
the merchandise to selected dealers, and if competitive products are rcadily available to others, the restriction
on these facts alone, would not violate the Shernan Act”.

3P, The territorial exclusivity granted to the franchisees was declared legal by the District Court and this part
of its decision was not appealed. In the conclusion of the Supreme Court in respect to territorial exclusivity
granted by Schwinn to authorized distributors who sell to franchisees, the Schwinn Judgement, Fbid,, at 381,
mentioned regular franchisees as well: “.. [W]e cannot .. ourselves conclude that Schwinn's franchising of
retailers and its confinement of retail sales to them - so long as it retains all indicia of ownership, including title,
dominion and risk, and so long as the dealers in question are indistinguishable in function from agents or
salesman constitute an *unreasonable restraint on trade™ (¢mphasis added).
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of the franchise method.
Mr. Justice Stewart stated:

"Schwinn accordingly developed a franchising policy that would assure quality
and efficiency in its distribution system™* (emphasis added).

The Judge implied that in order to obtain the quality assurance and efficiency,
territorial exclusivity clauses in franchise and related agreements were essential:
"Of course, the whole premise of Schwinn’s marketing program was that its
product would be sold to the public only by qualified retailers whom it had
franchised™' (emphasis added).
The dissenting Judge also mentioned several advantages of the franchise
method, and indicated that franchising had social and economic benefits since it
helps independent merchants and small businesses to survive in face of competition

from the distribution giants*?. The Judge concluded that:

"indiscriminate invalidation of franchising arrangements would eliminate their
creative contribution to competition™® (emphasis added).

Therefore, it appears that the Mr. Justice Stewart acceptance of the 'rule of reason’
approach taken by the majority towards territorial exclusivity was made in Light of
the nature of the franchise method and its advantages and in light of the importance
of territorial exclusivity for "quality and efficiency assurance”. In addition the Judge

rejected the ownership test applied by the majority to wholesalers:

*2_ Ibid,, at 383.

%l Ibid,, at 385, and in footnote 6 at 385 the Judge comments that “This premise is common to all forms of
franchising”,

2, Ihid,, 386, and sec also at 387, this argument resembles the arguments of the COJ with regard to the
advantages of the franchise method in the Common Market.

*, Ihig,, at 387.
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"Centuries ago it could perhaps be assumed that a manufacturer had no
legitimate interest in what happened to his products when he has sold them

to a middleman .. But this assumption no longer holds true in a day of
sophisticated market policies™*,

A comparison between the majority opinion and the dissenting opinion.

In the majority judgement, the rationale was that vertical territorial exclusivity
in general should be examined under the ’rule of reason’ only when a supplier did
not transfer the ownership in the product to the dealer. A technical *ownership test’
was applied.

In the dissenting opinion the rationale was that in view of the franchise
method advantages, territorial exclusivity should be analyzed under the ’'rule of
reason’ both in the event of a sale tramsaction (when title in the product was
transferred to the buyer) and a non-sale transaction (when the title in the product

was not transferred to the buyer).

4.2 Continental T.V. Inc. v. lvania Inc. (1 365

The GTE judgement of the US Supreme Court represents the current US

antitrust treatinent of non-price restrictions in vertical agreements in general,

. Tbid,, at 392,

%3, Continental T.V, Inc, v. GTE Svivania In¢, 433 US 36 (1977).
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including territorial restrictions in franchise agreements’®. The GTE judgement
overruled the ownership test invented in Schwinn.

GTE was a manufacturer of television sets. It adopted 2 franchise plan in
1962, the year it began to sell its television sets directly to a selected group of
franchisees.

The judgement, again, does not offer many details about the nature of the
GTE franchise pian. The main indication of the existence of a franchise system is the
use of franchising terminology, such as franchisee and franchise plan®®.

GTE limited the number of franchises granted for given areas. Each
franchisee was required to sell franchised products only from the location allocated
to him by GTE; however, GTE reserved the right to increase the number of
franchisees in each geographical area according to its own discretion®®.

The litigation in GTE was a result of a dispute between a franchisor and a
franchisee (i.e. between private parties). The franchisee argued that the restrictions
on territorial location in the franchise agreement were ’per se’ illegal, relying on the

Schwinn®® precedent. The main question in GTE was whether or not the

**, Even though the result of the GTE judgement is applicable to vertical agreements in general, the facts
of the case itself related to a franchise system and the territorial restriction in question was directly imposed on
the franchisee.

*7_Sce GTE judgement, sypra, note 195, at 38

*8 Ibid, at 39; In contrast to Propuplia case, the location clause was not combined with a territorial
protection clause. In GTE the location clause mainly beaefited the franchisor since the franchisor was able to
without consulting the franchisees to change the number of franchises in a given territory.

*°. The way the GTE case came to the US Supreme Court is to a large extent similar to the way the
Eronuptia case arrived of the COJ.
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restrictions on the franchisee’s location, should be examined under the ‘rule of
reason’ or be considered ’per-se’ illegal.

The District Court, in the first instance, accepted the franchisee’s argument
and applied Schwinn’s ownership test to the franchise agreement. The Court of
Appeal, in the second instance, overruled the District Court judgement and held:

"Sylvania [GTE] location restriction has less potential for competitive harm

than the restrictions involved in schwinn and thus should be judged under a

’rule of reason”*" (emphasis added).

When the case reached to the Supreme Court of the US, the Court assumed
that in principle Schwinn’s ownership test was applicable to franchisees citing from
the Schwinn judgement, where the majority, referring to the ownership test wrote:

"The principle is of course, equally applicable to sales to retailers, and the

decree should similarly enjoin the making of any sales to retailers upon any

condition""' (emphasis added).

Franchise agreements (i.e agreements with retailers) were not discussed in
Schwinn. Therefore, to this writer vicw, the statement of the majority in Schwinn is

an obiter dictum and the findings of Schwinn (i.e. the “ownership test’) should not

have been treated as automatically applicable to franchise agreements™.

In the beginning of the GTE judgement the Supreme Court reviewed the

™ Thid, at 41

51 Was cited in the GTE judgement from the Schwinn judgement. see GTE, Ibid, at 45. Sce also Schwinn,
supra, note 350, at 378,

372, Obviously the territorial exclusivity in the franchise agreement in Schwing judgement was examined under
a ’rule of reason’. If the ownership test had been applied to the territorial exclusivity it should have becn
subjected to the "per se’ rule since, as the Court wrote in GTE judgement, Ibid., at 43, when reviewing Schwinn
case facts - ".. retailers, of course acquired title to all of the bicycles ordered by them®.
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Schwinn judgement and then concluded:

"... [W]e are convinced that the need for clarification of the law in this area
justifies reconsideration™”.

Thus, the GTE court found that while theoretically the ownership test was applicable
to franchise agreements, this possibility should be reconsidered. The Court also
emphasized that as a general principle, a business practice should be held ’per-se’

illegal only when sound grounds exist to justify this approach.

The Court wrote that the market impact of non-price vertical restrictions™
was complex because they had the potential to simultaneously reduce interbrand
competition and enhance interbrand competition. Several examples to demonstrate
the contradictory effects of territorial restrictions on competition were put forward
by the Court’™. To demonstrate the negative effect of territorial restrictions on
intrabrand competition, the Court used only one argument: that as a result of these
restrictions the number of sellers of a particular product was smaller than it would
have been if the restrictions did not exist. The Court emphasized, though, that even
when territorial exclusivity existed, the ability of the selected sellers to exploit the

market was limited because consumers may travel to other franchised outlets or

. Ibid,, at 47.
*®, The Court limited itself in its judgement to non-price vertical restrictions oaly.
**. See GTE judgement, supra, note 195, at 54-55;1t is important to mention that even though the subject

of the judgement is a franchise system, the specific effects of a franchise method in the market are not mentioned
at all.



134
purchase competing products™.

The two principal arguments the Court used to demonstrate the positive
effects of territorial restrictions on interbrand competition were: 1. Territorial
exclusivity induces competent and aggressive retailers to make the investment of
capital and labour that is often required in the distribution of products’”. 2.
Territorial exclusivity induces retailers to engage in promotional activities and to
provide pre-sale and post-sale services™™.

Having reviewed these potentially competing intrabrand and interbrand effects
on competition, the GTE Court found that the conflict between them was not
reflected in Schwinn’s ownership test®™. The Court held that the existence of these
conflicting effects as a result of non-price vertical restrictions must be evaluated and
therefore a ’per se’ rule was not appropriate®. Thus, the Court affirmed the

Judgement of the Court of Appeals and concluded that:

"... the ’per se’ rule stated in Schwinn must be overruled ... departure from the
’rule of reason’ standard must be based upon demonstrable economic effect

*®, Thus, in a way the Court stressed the role of "limited” territorial exclusivity as opposcd to "open’ territorial
exclusivity restrictions. Similar reasoning was employed by the EEC Commission.

*7_ This is the equivalent of the ‘investment consideration’ that was rejected by the COJ in the Pronuptia
judgement, under Art 85(1), but was accepted by the Commission in its individual exemptions.

*®, See GTE judgement, supra, note 195, at 55.

7. Ibid,, at 56. In GTE, the Court found that the Schwinn judgement implicitly balanced interbrand effects
and intrabrand effects using the distinction between non-sale transactions (when ownership was not transferred
to the buyer) and sale transactions (when ownership was transferred to the buyer). The Court also found that
the ownership test in Schwinn: “is inconsistent with its articulated concern for the ability of smaller firms to
compete cffectively with larger ones”.

. Ibid,, at 50-51
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rather than as in Schwinn - upon formalist line drawing™*.

In its comparison of interbrand and intrabrand effects on competition the
GTE Court emphasized the enhancement of interbrand competition when non-price
restrictions were concerned. It appears, therefore, that the Court considered that
vertical restrictions should seldom be held illegal under the Sherman Act.

While the Court did not discuss the specific advantages of the franchise
method itself, its favourable attitude towards tﬁe legality of non-price restrictions in
vertical agreements iu1 general, could only have become stronger it the franchise

method characteristics had been examined.

Two general comments can be made in view of the reasoning of the GTE
court:

1. Since the Schwiun judgement did not discuss franchise agreements, it is
questionable if the ownership test should have, at ail, been perceived by the GTE
Court as being applicable to regular franchise agreements.

2. Even allowing that the ownership test was theoretically applicable to regular
franchises agreements, the Court in GTE could have distinguished the Schwinn
Jjudgement without overruling it. The Court could have done this in two ways; first,
the Court could have used the special features of the franchise method to conclude
that it is eligible for special treatment under antitrust law. This line of reasoning was

applied in the previous Schwinn case by the dissenting Judge; second, the Court

M 1bid, at 58.
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could have held Schwinn precedent applicable only to intermediate agreements, such
as the authorized distributors who sold to franchisees and the wholesalers who sold
to retailers, but not applicable to agreements with retailers, such as agreement with

franchisees who sold directly to consumers.
. The st ntitrust laws and territorial exclusivi

When analyzed from 2 territorial exclusivity perspective, state antitrust
legislation can be divided into three main groups: first, antitrust laws which include
a general prohibition against restraints of trade but do nbt have prohibition of
territorial exclusivity in particular; second, antitrust laws which explicitly prohibit
territorial exclusivity only in agreements between competitors, that is, in horizontal
agreements; Third, antitrust laws which prohibit territorial exclusivity in general; the
prohibition is not limited to agreements between competitors.

Several state antitrust laws include a provision that subordinates the
interpretation of these laws to the federal law (an ’interpretation provision’). When
an explicit interpretation provision is not found in the law the extent to which the
state courts will rely on federal precedents, or rather invent new principles, is not

certain.
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5.1 General prohibition inst restraints of trade.

A general prohibition against restraints of trade usually takes a similar form
in state antitrust statutes, for example under the Antitrust Law of Louisiana:

"Every contract, combination in the form of trust or otherwise, or conspiracy,
in restraint of trade or commerce in this state is illegal®® (emphasis added).

Both vertical and horizontal territorial exclusivity fall within the wide scope of the
general prohibition against restraints on trade.

The federal precedent set in GTE, placing vertical territorial exclusivity under
a 'rule of reason’ analysis wili, no doubt, 2pply in the state jurisdiction when in
addition to a general prohibition against restraints of trade, an explicit and clear
interpretation provision is found. For example, in New Mexico, the Antitrust Act
explicitly states that:

"The Antitrust Act requires adherence to judicial interpretation of the federal
Antitrust Jaws"®

In other states the interpretation provision is not as clear. In Rhode Island,
for example, the interpretation provision states that the state antitrust law should be
construed in harmony with the federal antitrust cases "insofar as practicable™*; in

New Hampshire the state legislator has declared that the state courts "may be guided

™ Sce La. Rev. Stat. Ann. s, 51:122; and see also Ala. Code s. 8-10-3; Alaska stat. s 45.50.562; Ariz. Rev.
Stat. Ann. s. 44-1402; Col. Rev. Stat. s. 6-4-101; Del. Code Ann, s, 6-2101; Haw. Rev. Stat. s. 480-4(a); Idaho
Code s. 48-101; Ind. Code Ang. 5. 24-1-2-1; Md. Bus. Reg. Code Ann. s. 11-204 {A)(1); Miss. Code Amv. 5. 75-21-
1(a); NJ. Stat. Ann. s. 56;98-3.

. NM. Stat. Ann. 5. 57-1-15; Sec also Md. Bus. Reg. Code Ann. s. 11-202(A)(2).

*, R Gen. Laws s. 6-36-2(c).
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by interpretations of the United States antitrust laws™®,

In other US states, an interpretation provision is absent from the state
antitrust legislation. The courts in these states usually rely on federal precedents even
though they are not obligated to do so, for example, in 1daho, the state Supreme
Court held that federal precedents interpreting Art. 1 of the Sherman Act offer
"persuasive guidelines™*® for purposes of interpreting Idaho’s prohibition against
restraints on trade.

In states in which the interpretation of the general prohibition against
’restraints of trade’ is not subordinated to the federal antitrust law, or where the
interpretation provision does not require strict adherence to the federal law, it is
likely but not certain that the state court would follow the GTE precedent and apply
a ’rule of reason’ to vertical clauses of territorial exclusivity’™. Another legal
approach towards territorial exclusivity is also possible.

In New York state, the Appellate Division of the Supreme Court applied the
'per se’ legality approach to territorial exclusivity clauses in vertical agreements:

"We agree with the petitioners that the weight of authority, such as it is, holds
vertically arranged exclusive territorial distributorship to be legal under the

¥, N.H. Rev. Stat. Ann. s. 536:14.
3. Pope v. Intermountain Gas Co. 646 P. 2d 988 (1982).

3 See in New Jersey the case of the Lawn King franchise system where the Court upheld territorial
restrictions saying: "The restrictions that the franchisor imposes, including the exclusive territorial franchise, are
intended to encourage a new franchisee to compete on the interbrand level without the harassment of
compctition on the intrabrand level” State v. Lawn King 417 A, 2d 1025 {N.J. Sup. Ct. 1980), 1034; Scc also the
Californian example of a state court which applying a 'rule of reason’ 1o a vertical territorial restraint in a
franchise agreement - Davion Time Lock Inc v, Silent Watchman Corp, 52 Cal. App. 3d 1 (Ct. App. 2d Dis.
1975), 6-7.
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Donnelly Act regardless of their effect on competition™® (emphasis added).
This opinion was not upheld by the New York Court of Appeals:

"Petitioners efforts to extract a rule of per se legality from the case law

dealing with vertical territorial arrangements are unveiling for several

reasons™® (emphasis added).

The ’per se’ legality approach was rejected by the Court of Appeals, but the
fact that it was considered illustrates that the reliance of state courts on the federal
’rule of reason’ approach towards vertical territorial exclusivity is not certain’. The

Appellate Division opinion is an innovative approach toward territorial exclusivity

and it might be considered again in another state in the future.

5,2 Prohibiti f territonal Tusivi emen een_Ccompettors.

It would appear that provisions which prohibit territorial exclusivity in
horizontal agreements are out of the scope of this thesis since the thesis examines
only franchise agreemeants and these agreements are vertical in nature. However, the
fact that a provision governing territorial exclusivity in horizontal agreements is
included in an antitrust law may be interpreted in a way affecting the examination

of vertical territorial exclusivity under this law.

. Anheuser Busch Inc, v, Abrams 512 N.Y.S. 2d 802 (AD.1 Dept. 1987), 805; Donelly Act is New York’s
Antitrust A .

**. Anhcuser Busch Inc, v, Abrams 525 N.Y.S. 2d 816 (Cr. App. 1989), 819.

¥, See Kolinowski, supra, note 333, at 142.4 "It is not clear how they will be approached under Georgia
antitrust prohibitions"; See also at 169-4: "Vertical market division, on the other aand, is more likely to be judged
under the “rule of recason’ in view of the US precedent” (the author refers to the GTE case).
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One possible interpretation is, that since horizontal territorial exclusivity is
"per se’ prohibited, vertical territorial exclusivity must always be analyzed under the
’rule of reason’ in the concerned state.

Another possible interpretation is that since horizontal territorial exclusivity
is explicitly prohibited in the antitrust law, vertical territorial exclusivity is altogether

outside the scope of this law and should be considered per se’ legal in the concerned

state®!.

The first interpretation is more likely to be adopted by the state courts
because it is less revolutionary. This assessment is especially valid in those
jurisdictions where an ’interpretation provision® is found beside a prohibition of
horizontal territorial exclusivity’*.

In Ilinois, Nevada and Utah, legislatures included provisions prohibiting
horizontal territorial exclusivity in their state antitrust laws. In Illinois for example,
section 3(1)(c) of the Illinois Antitrust Act states®™:

"Every person shall be deemed to have committed a violation of this aci who

shall:(1) Make a contract with .. a competitor of such person ...(c) allocating

or dividing customers, territories ... functional or geographical, for any
commodity or service." (emphasis added).

It is clear that the prohibition applies only to horizontal restrictions. It is possible

that vertical territorial restrictions would be analyzed under the general prohibition

¥, The Sherman Act would still govern these restrictions.

2, The interpretation provision dictates adherence with the federal law under which a 'rule of reason’ is
applied to vertical territorial exclusivity.

73 38 ML Rev. Stat. s. 60-3(1)(c).
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against restraints of trade found in Art. 3(2) of the Anritrust Act of lllinots, or, be
considered outside the scope of the act according the second of the interpretations
suggested above™

In Utah, the prohibition against territorial exclusivity is especially interesting.
Art. 76-10-920 of Utah’s Antitrust Act states™:

"(a).. agreeing among competitors to divide consumers or territories .. with

specific intent of eliminating competition shall be punished...

(b) Subsection (a) may not be construed to include vertical agreements

between a manufacturer, its distributors, or their subdistributors ... where the

manufacturer distributes its commodity or service both directly and through
distributors or subdistributors in competition with himself” (emphasis
added).

This statute not only states that vertical territorial exclusivity is outside the
scope of the prohibition, but also states that when a supplier competes with a dealer
(for example when a franchisor competes with his franchisees™) the territorial
exclusivity granted by the supplier is still considered outside the scope of the
prohibition. The territorial exclusivity is considered vertical under the state law, even

though, theoretically, the supplier and the dealer compete on the same level of

commerce (i.e. horizontally).

. Nevada’s Unfair Trade Practices Act Nev. Rev. Stat. s. 598A. 060(2) prohibits division of markets in
gcncral -|Clonstitutes a contract .. in restraint on trade .. (2) division of markets, oons:sung of agrecments
between competitors to divide territories and to refrain from sohcmng or sclling in certain area”. Since the
provision defines what is a restraint on trade under the Act, it is clear that division of markets not included in

this dcfinition can logically be considered outside the scope of the Act; See also Kalinowski, supra, note 333, at
160-5.

¥, Utah Code Ang. s. 76-10-920.

. This might be the situation if a franchisor is operating a corapany-owned outlet which competes with a
franchised outlet in the same market.
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5.3 A general prohibition of territorial exclusivity agreements,

It is not clear how vertical territorial exclusivity in franchise agreements
would be treated in states with an antitrust law prohibition of territorial exclusivity
in general. Four US states have such a general prohibition: Connecticut, New
Hampshire, Montana and West Virginia.

In Connecticut the general prohibition states:

".. every contract .. is unlawful when the same are for the purpose, or have the

effect of .. (¢) allocating or dividing consumers or markets, either functional

or geographical, in any part of trade or commerce™® (emphasis added).
The broad language used in the section seems to encompass vertical market activities
within a ’per se’ prohibition®. The reason for this comprehensive ’per se’
prohibition found in Connecticut is that the state’s Antitrust Law was enacted in 1971,
immediately after the Schwinn judgement but before the GTE judgement and the
state legislature incorporated in the antitrust law what it perceived as the federal law
at that time®”,

In a non-franchise case, the Connecticut Supreme Court held that a ’per se’

rule should be applied only where the conduct in question is "manifestly

anticompetitive™®. It is therefore possible that vertical territorial restrictions will

¥ Conn. Gen. Stat. s. 35-28(c).
¥ See Kalinowski, supra, note 333, at 139-6.
*_ Ibid.

%0, Elida, Inc v, Harmor Realty Comp, 413 A. 2d 1226 (Conn. Sup. Ct. 1979), at 1232
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eventually be evaluated under the ’rule of reason’ in this state, despite the existence
of a ’per se’ prohibition in its Law*®.

In New Hampshire, one of the prohibited restraints of trade listed in the
antitrust law is:

"(I1) Every contract .. is unlawful which has the purpose or the effect of .. (c)

Allocating or dividing consumers or markets in any part of trade or

commerce™®
The New Hampshire’s act includes an interpretation provision stating that the
Antitrust Act "may be guided by the interpretations of the United States antitrust
laws™®_ It is therefore likely that vertical territorial exclusivity will be analyzed
under the ’rule of reason’ despite the broad language of the prohibition**,

In West Virginia, the status of territorial exclusivity in vertical agreements is
also uncertain®, From the language of the antitrust prohibition it appears that a
’per se’ rule appiies both to horizontal and vertical territorial arrangements. Section

3(b)(1)(c) of the West Virginia Anritrust Law declares:

"(b) .. the following shall be deemed to restrain trade or commerce
unreasonably and are uniawful: (1) A contract .. between two or more persons

1, Sce Kalinowski, supra, note 333, at 139-7.
“2 N.H. Rev. Stat. Ann. s. 356:2(IT)(c).
@ Ibid,, at s. 356:14.

“*, The same situation can be found in Montana: Mont. Rev. Code. Ann. s. 30-14-205-2(c), Territorial
allocations are included in the listing of Montana’s unlawful restraints on trade. Vertical territorial exclusivity
falls within the scope of the prohibition. It is not clear how territorial exclusivity in franchise agreements would
be dealt in this state. The language of the prohibition is: "It is unlawful .. (2) for the purpose of creating or
carrying out any restriction on trade to .. () prevent competition in the distribution or sale of merchandise or
commodities”,

*5_ See Kolinowski, supra, note 333, at 180-6.
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.. (¢) Allocating or dividing consumers or markets, functional or geographic,
for any commodity or service™®

4 Summ

The review of state antitrust laws above leads to the conclusion that in state
jurisdictions, the GTE precedent will not necessarily apply to vertical territorial
exclusivity in franchise agreements.

Only when the state law includes a strict interpretation provision is it safe to
assume that the state courts will apply the GTE precedent. In other states, it is
possible that the courts will apply a 'per se’ legality rule to territorial exclusivity in
franchise agreements; it is also possible, though not probable, that the state courts

would apply a ’per se’ illegality rule.

6. Franchise protective legislation and territorial exclusivity.

Legislation to protect the franchisees was discussed in the first chapter of this
thesis. This section presents the legislators’ treatment of territorial exclusivity under
protective legislation. The section will examine the definition of a franchise
agreement in protective legislation. It will than survey the status of territorial

exclusivity under franchise disclosure and registration legislation. The section

4®_W.Va. Code, s. 47-18-3(b)(1)(c).
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concludes with a discussion of territorial exclusivity under franchise relationship

legislation.

When surveying the federal and state legislation designed to protect the
franchisees, several approaches in defining franchise agreements are found. While the
definitions, of course, are not identical, there are clear similarities among them.

In most of the laws, the franchise definition combines one or more of the
following elements*“:

1. either a marketing plan or a commurity of interest element;

2. a trade mark, a trade name or other identifying mark element;

3. a franchise fee element.

The key element in the definition, in the context of franchisee’s protective legislation,
seems to be either the marketing plan or the community of interest . Each of these
elements is briefly discussed below.

Marketing plan. Maryland’s Franchise Registration and Disclosure Act*® is
one example of a franchise definition which includes a marketing plan element:

" "Franchise’ means a contract or agreement, either expressed or implied,

whether oral or written, between two or more persons by which: (1). A
franchise or distributorship granting the right to engage in the business

7, Sec Pitegoff, sypra, note 66, at 293.

**. Md. Bus. Reg. Code Ann. s. 56-345(d). A fec clement is also part of this definition; For another example
see Conn. Gen. Stat. s. Tit. 42 Ch. 739, at 133e(b)(1).
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offering, selling or distributing goods or services under a marketing plan or

system prescribed in substantial part by a franchisor or a distributor; and (2).

The operation of the franchisee’s and distributee’s business pursuant to a plan

or system is substantially associated with the franchisor’s trademark

—."®(emphasis added).

The concept of a marketing plan refers to the business method of a franchise.
The business method is not only the business knowledge, that is, the commercial
know-how, but it is also the way by which this knowledge is transferred to the
franchisees (franchise services) and the ways to ensure that this knowledge is apllied
by them (quality control measures).

There is a significant difference between the marketing plan element in the
US franchise legislation and the commercial know-how element in the franchise
definition of the EEC "block exemption’ regulation*®. In the US, the emphasis is
on the overall franchise plan including both the commercial know-how and the
method through which the know-how is delivered to and enforced on the franchisees.
In the EEC the focus is on the commercial know-how itself and an attempt was made
to define it as precise as possible. In both jurisdictions, though, the US *marketing

plan’ and the EEC commercial know-how element are found mainly in business

format franchise systems.

“®, An example for a definition of a "marketing plan” can be found in the Hlinois Franchise Disclosure Act
of 1987 (1lL Rev. Stat. Ch. 121 1/2) s. 345(d): ""Marketing plan or system’ means a plan or system relating to
some aspect of the conduct of a party to a contract in conducting business, including but not limited to: (a).
specification of price, or special pricing system or discount plans, (b). use of particular sales or display equipment
- (€). use of specific sales techniques, (d). use of advertising or promotional materials or cooperation in
advertising efforts.

419 See supra, chapter II, at paragraph 2.8.1.
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Community of interest. The term community of interest is usually interpreted
by the courts of the concerned states as broader than the term *marketing plan’. The
broad scope of the term might cause the definition to include other business
relationships than business format franchises* (i.e. other types of franchise
agreements or other types of distribution agreements in generat).

In Wisconsin, for example, a community of interest has been said to exist
whenever the parties to an agreement have a continuing financial interest in a
business, whether franchised or not, and each of them has a degree of
independence*?. This broad interpretation covers many types of continuous

business relationships*®.

Other elements in the franchise definition. In most franchise legislation, the
definition of franchise does not restrict franchisees from selling products to
wholesalers or force franchisees to sell to end users only. For example, in the District
of Columbia Franchising Act, the possibility of sales to wholesalers is explicitly
mentioned:

"A community of interest in the marketing of goods or services at wholesale,

“!_Sce Pitegoff, supra, note 66, at 294.
*2, Lakeficld Tel, Co, v, Northern Telecom 696 F. Supp. 413 (E.D. Wis. 1988).

“B. Sce Pitegoff, supra, note 66, at 294; A different example can be found in New Jersey. In this state the
courts have construcd the phrase community of interest muck more narrowly. The courts held that a community
of interest exists only when a high degree of quality control is maintained in the business. By this interpretation
the statc courts narrowed the definition to cover franchises only.
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retail, by lease agreement, or otherwise is established™" (emphasis added).
Sales to wholesalers is a clear difference between the franchise definition in the US
and the franchise definition in the EEC ’block exemption’. If an EEC franchisor
allows his franchisees to sell franchised products to wholesalers, the franchise system
is not covered by the ’block exemption’.

An exclusive territory element and an independence element are not
commonly found in the definition of a franchise in US franchisee’s protection laws,
even though these are two main features in a franchise relationship. There is only
one franchise law example with a direct reference to the possible inclusion of
exclusive territory in a franchise agreement:

" .. a person grauts another person a licence to use a trademark, .. within an

exclusive or non exclusive territory or to sell or distribute goods or services,

within an exclusive or non exclusive territory ...""* (emphasis added).

Another state franchise law makes in the franchise definition a reference to

the franchisee’s indeperidence from the franchisor:

"Wherein the franchisee as an independent business constitutes a component
of franchiser’s distribution system™'® (emphasis added).

Although the independence of franchisees is a main characteristic of the franchise

relationship, this is the only law in the legislation reviewed that mention this factor.

““, District of Columbia, Franchising Act of 1988, D.C. Codc (1989 Supp.) Til. 29, Ch.12; It is possiblc to find
other definitions that refer only to franchise sales in retail: See Del. Cod. Ann. Tit. 6, s. 2551(1)(b): “Selling in
or through retail outlets products which bear the trademark or tradename of no more than 3 manufacturers.”

4, Franchise Practices Act, Ark. Stat, Ann, s, 4-72-202.

4 Fla. Stat. Ang. s. 817.416.



Disclosure and registration legislation is basically similar. The main difference

between the two is that in the former the disclosure document is supplied directly to
the franchisee; in the latter, the disclosure document has to be approved first by a2
public official and only then it is supplied to the franchisee*.

While the Franchise Rule®™ and the suggested model law - the Uniform
Franchise and Business Opportunities Act*”, are forms of disclosure legisiation, most
of the franchisee protective legislation in the states is of the registration type** and
so is the recently suggested Model Franchise Investment Act*. The two types of
protective legislation are referred to below collectively as "disclosure legislation’.

The fact that the franchisees may be granted an exclusive territory is
recognized in virtually all of the disclosure legislation reviewed. The scope of the
exclusive ternitory is one of the details required in the disclosure document, or
alternatively, it is a required detail in the application for registration which becomes
the disclosure document after its approval.

The fact that a territorial exclusivity element appears consistently in disclosure

“"’, The approval process makes it more difficult to start a franchise in a jurisdiction which has this type of
legislation.

4%, See chapter L, at paragraph 2.2.2; Sce sypra, note 86.

. Sce sypra, note 98.

**, That is, in addition to franchise relationship legislation found in several states.

1 See suprg, note 100.
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legislation indicates the dominant role territorial exclusivity plays in the franchise
method. The explicit legislative intention written into several disclosure laws supports

the above claim. For example, in the fllinois Disclosure Act of 1987:

"(2). It is the intent of this act .. (b) to protect the franchisee and the
franchisor by providing a better understanding of the business and legal
relationship between the franchisee and the franchisor™* (emphasis added).

Since one of the intentions of the disclosure legislation is to provide better
understanding of the franchise method and since territorial exclusivity is mentioned
in most of the laws, it follows that territorial exclusivity is one of the dominant
elements in franchise agreements.

Information on territorial exclusivity is required under the federal Franchise
Rule*®, in the list of details to be furnished by the franchisor to the franchisee:

" 436.1(a)(13) A statement describing the material fact of whether, by the
terms of the franchise agreement or other device or practice the franchisee
is:

.. (iii) Limited in the geographic area in which he or she may offer for sale or
sale goods or services; or (iv) Granted territorial protection by the franchisor,
by which, with respect to a territory area, (A) the franchisor will not establish
another, or more than any fixed number of, franchises or company owned
outlets, either operating under, or selling, offering or distributing goods,
commodities or services .. or (B) the franchisor or his parent will not establish
other franchises or company owned outlets selling or leasing the same or
similar products or services under a different trademark, service mark, or
other commercial symbol”.

This provision is very detailed. It appears to be directed to the FTC view about the
preferable scope of any territorial exclusivity granted in franchise agreements, in

addition to the issue of disclosure of information. A reading of this provision suggests

‘2 1T, Rev. Stat. Ch. 121 1/2, section 1702(2).

S, See the Franchise Rule, supra, note 86.
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that the FTC seems to prefer a granting of a wide scope of territorial protection to
the franchisees rather than a narrow scope.

The UFOC, adopted by th> states as a uniform format for a disclosure
document, requires disclosure of the scope of the exclusive territory granted to
franchisees™. As under the Frunchise Rule, the franchisor is required to disclose
whether or not he reserves the right to establish other franchises or company-owned
outlets i.. the franchised territory and whether or not the franchised product might
be sold in the franchised territory under another trademark or trade name.

One detail contained in the UFOC disclosure requirements regarding
territorial exclusivity is not found in the Franchise Rule. The franchisor has to
disclose, whether or not:

"Continuation of the franchisee’s area or territorial exclusivity is dependent

upon achievement of a certain sales volume, market penetration or other

contingency and under what circumstances the franchisee’s area or territory
may be altered™™.
Thus, in the UFOC, a greater degree of franchisee protection is mandated as the
franchisor is not only required to disclose the scope of the exclusive territory granted,
but also to disclose the conditions under which exclusivity may be withdrawn or
changed.
In many state franchise laws, however, the requirement for disclosure of

territorial exclusivity is usually only briefly described and is not detailed. For

example, the Franchise Investment Law of Hawaii requires:

*¥_ Sce the UFOC, supra, note 95, at s. 12,

43, Thid,, at 1(D).
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"A statement as to whether franchisees or scbh-iranchisors receive an exchusive
area or territorv™>®

In other state laws the required disclosure is more detailed. For example, the
Franchise Disclosure act of Indiana requires:

"A statement as to whether franchisces are granted an area or territory in

which the franchisor agrees not to operate or to grant additional franchises

for the operation of the franchise business or in which the franchisor will

operate or grant franchises for operation of no more than a specific number

of additional franchise businesses™*

In most of the franchise disclosure laws there 1s no distinction made between
franchisees and master franchisees. Both franchisees and master franchisees are

equally eligible to receive information related to their agreement with the franchisor

including information abou: territorial exclusivity*®.

It is reasonable to conclude that the federal and state legislatures are aware

of the important role of territorial exclusivity in the franchise method. While

“* Hawaii, Franchise Investment Law; Hawaa «iuv. Stal. scction 482E-3(20); Sce also Mich. Comp. Laws.
sec. 445,1508(2)(s); Minn, Stat. s. 80.¢.04(t) and also Minncsota’s Rules and Regulations pursuing to franchise
law, at s, 2860.3500 for a broader explanation; N.Y, Gen, Bus, Law s, 33-683(r); N.D. Cent. Code Tit. 51, s. 15-
19-06-23; R.I. Gen. Laws s. 19-28-5(19).

T, Indiana Franchise Disclosure Act, Ind. Code, s. 23-2-2.5-10(s); Scc also Franchise Law, Or. Rev. Stal. Tit.
50, s. 650.007, and s. 441-325-020 of the administrative rules cnacted pursuant to this law: “Describe any exclusive
area or territory granted the franchisee and within such arca or territory statc whetber: (A) The franchisor may
establish another franchisee who would also be permitted to usc the franchisor’s trademark associated with the
franchise being offered to sold, (B) The franchisor may establish a company owned outlet using franchisor’s trade
name or trademark associet=d with the franchise being offered to be sold, (C) The franchisor or his parent or
affiliate may establish other franchises or company-owned outlets selling or leasing similar products or services
under a different trade name or trademark”.

. See for example in Franchise Investment Act ND. Ceat. Code 51:19-02-5(b) "Wherc uscd in this chapter,
unless specifically stated otherwise, *franchise’ includes ’area franchise™; See also in Md. Bus. Reg. Code Ann.
s. 56-349, in the description of the application for registration a requirement is found for: “(19) A statement as
to whether franchisees or subfranchiser receive an exclusive arca franchise or tersitory”; See also 5.D. Codificd
Laws, s. 37-5A-5-5(5).
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territoriai exclusivity is not treated as an essential element in the cefinition of
franchises, it is mentioned in the protective disclosure legislation as information that
must be disclased. This is evidence that the legislatures not only consider territorial
exclusivity to be a natural element in franchise relationship but also a fundamental

part of it.

6.3 Territorial exclusivity in franchise relationship legislation,

In this section, the tendency of state legislatures to protect the territorial
exclusivity of the franchisees is examined. Under relationship legislation, the
franchisee is provided with pro.: :tion more comprehensive than mere disclosure.

The territorial exclusivity provisions in franchise relationship legislation can
divided into two groups. In the first, the extent of territorial exclusivity clauses
already granted in existing franchise agreements is regulated; in the second group,
which is less explicit and relatively rare, an obligation on the franchisor to provide
territorial exclusivity to the franchisee is imposed, even when no such clause appears

in the franchise agreement.

Franchise relationship legislation regulating the scope of exclusive territory
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already granted to a franchisee in the agreement; exists in four relationship laws**:

Washington. The Franchise Investment Protection Act in section 19.100.180

provides:

"Relation between franchisor and franchisee - rights and prohibitions - ..., the
following specific rights and prohibitions shall govern the relations between
the franchisor or sub franchisor and the franchisee .. (2.) .. it shall be unfair
or deceptive practice or an unfair method of competition and therefore
unlawful and violation of this chapter for any person to .. (f). If the franchise
provides that the franchisee has an exclusive territory, which exclusive
territory shall be specified in the franchise agreement, for the franchisor or
the subfranchisor to compete with the franchisee in an exclusive territory or
to grant competitive franchises in the exclusive territory area previously
granted to another franchisee™* (emphasis added).

Minnesota. Its franchise legislation includes a general prohibition against

"unfair practices™®! in the franchise relationship including unfair practices related

to territonial exclusivity. The scope of this prohibition is explained in the Minnesota

Rules and Regulations issued under the franchise statute*”, in section 2860.4400:

"Unfair and inequitable practices: All franchise contracts or agreements and
any other device or practice of a franchisor, shall conform to the following

provisions. It shall be unfair and inequitable for any person to: ..(c). compete
with the franchisee in the exclusive territory previously granted to another
franchisee if the terms of the franchisee agreement provide that an exclusive

“®. The territorial exclusivity provisions in the relationship laws were cited in full tex, since the writer
consider the existence of these provisions an indication of the role territorial exclusivity has in the protection of

franchisees.
. Wash. Rev. Code Tit. 19 s. 100.180.

! Minn. Stat. s. 80c.14.

2 See Glickman, sypra, note 98, at 211. 22-23.
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territory has been specially granted to the franchisee” (emphasis added).

Hawaii. Hawaii’s Franchise Investment Law, section 482E-6, contains a
provision regulating the relationship between the parties of a franchise
agreement*®. In subsection 2(E) of this-provision it is stated:

" ... it shall be an unfair or deceptive act or practice or an unfair method of
competition for a franchisor or a sub-franchisor to: .. (E) Establish a similar
business or to grant a franchisee for the establishment of a similar business
at a location within a geographical area specifically designated as the
exclusive territory in a franchise previously granted to another franchisee in
a currently effective agreement...,, The fact that other franchisees or the
franchisor may solicit business or sell goods or services to people residing in
such geographical territory shall not constitute the establishment of 2 similar
business within the exclusive territory” (emphasis added).

Florida. In the rules enacted under the Florida Misrepresentation Law**Fla.
Stat. Ann. s. 817.416. section 2-17 states*®:

"It shall be an unfair or deceptive act or practice for any person in the trade

or commerce of establishing a franchise or distributorship to: .. (10) Assign a

so called exclusive territory encompassing the same area to more than one
franchisee” (emphasis added).

3.2 Compuls rritorial exclusivity in franchi men
There is relationship legislation that can be interpreted as requiring the

franchisor to grant a certain degree of territorial protection to the franchisee

' Haw. Rev, Stat,, s. 482.E-6.
‘M, Fla. Stat. Ann. s, 817.416.

“®, "Rules of the Department of Legal Affairs” in Glickman, supra, note 98, at Hawaii Chapter.
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regardless of the content of the franchise agreement. In Wisconsin, for example, the

Fair Dealership Law states in section 135.03%%

"No grantor, directly or through any officer, agent or emplovee, may ... change
the competitive circumstances of a dealership agreement” (emphasis added).

Under this legislation the franchisee could argue that when the franchisor establishes
a new franchised (or company-owned) outlet within A short distance of the
franchisee’s own outict, it should be considered a substantial change in the

"competitive circumstances” and therefore violates the prohibition.

neral prohibition inst unfair ices

General prohibitions against unfair practices are found in several franchise
relationship laws; they are also found in general non-franchise legislation.
An example of such a prohibition in a franchise relationship law is found in

South Dakota. In section 37-51-51 of the law regulating franchises®”’, it is stated:

"Unfair and ineguitable practices - injunction. No person, whether by means
of a term or condition of a franchise or otherwise, shall engage in any unfair
or unequitable practice in contravention of such rules as the director may
adopt defining the words "unfair and unequitaole™ as applies to franchises ..
" (emphasis added).

A general prohibition against "unfair practices’ may be narrowly construed in
that a practice is only deemed unfair if exclusivity has already been granted in 2

franchise agreement, and its scope is unreasonably limited. Or, it may be widely

¢ Wis. Stat, s. 135.03.

¥, 8.D. Codified Laws Ann. s. 37-5A-51.
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interpreted so that a franchisee is allowed a certain degree of territorial exclusivity
regardless of the content of the franchise agreement.

When unfair practices are not explicitly defined in the state’s legislation, their
interpretation can be influenced by other states’ legislation and their inclusion of a

reference to territorial exclusivity in the statutory definition of "unfair’ or 'inequitable’

practices.

In the US, franchise protective legislation tends to define franchise agreements
by referring to the features of business format franchising. With one excption,
mentioned above, territorial exclusivity in fianchise agreements is not considered to
be one the method’s essential features.

Even though territorial exclusivity is not part of the franchise definition, it
does have a dominant role in franchise agreements in that most US disclosure laws
require information to be given to the franchisees regarding their territorial
exclusivity. This claim is supported by the fact that the state and federal legislatures
perceived franchise legislation as serving to guide the structuring of franchise
agreements, in addition to its role of protecting franchisees.

The assumption in disclosure legislation is that, along with other information,
the franchisee should receive details about the scope of his territorial exclusivity so

that he will be protected. The assumption in relationship legislation is that disclosure
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is not enough when seeking the protection of franchisees and the scope of the

territorial exclusivity itself should be regulated.

7. Summary an nclusions of th h r

Under US antitrust legislation, franchising has not been given special
treatment on the basis of its special features so that, in contrast with the EEC
Pronuptia judgement, in the American antitrust cases there was no need to
characterize the method. By way of contrast, under US franchisee’s protective
legislation, a characterization of —franchise agreements was required since franchise
agreements were considered eligible for a treatment different from that granted to
other types of agreements; there the emphasis was on the characteristics of business
format franchises.

Territorial exclusivity in franchise agreements, as in vertical agreements in
general, is analyzed within the current US federal antitrust law, following the GTE
precedent, under the 'rule of reason’. In the section on state antitrust laws, it was
suggested that the adherence of state courts to the GTE precedent is not certain and
that it is possible that territorial exclusivity in franchise agreements will be
considered ’per se’ legal. This suggestion has been made based upon the writer’s
opinion that state laws usually allow 2 deviation from the GTE ’rule of reason’, and
that if the important role of territorial exclusivity in franchise agreements is

recognized, a ’per se’ legality rule is logical.
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Out of the review of the state protection legislation, two conclusions can be
drawn; first, that territorial exclusivity is considered a common part of a franchise
agreement, and second that several state legislatures consider territorial exclusivity
as one of the means to protect franchisces’ investments, so that, in these states,
franchisors are forced to grant franchisees a minimal degree of territorial protection.

A link can be made between franchise protective legislation and antitrust law
in the US. The federal Franchise Rule issued by the FTC is a good example because
it is a protective law issued by an antitrust enforcement body.

It is suggested that more consideration should be given in the US (and in
other jurisdictions) to the protective role of territorial exclusivity when franchises are
analyzed in antitrust law cases. This is suggested because the investment
consideration may deter new franchisees from entering the market and thereby
eliminate this potential new competition. In addition, if territorial exclusivity is not
allowed, existing franchisees may be deterred from investing in the promotion of new
products and from improving their services.

When examining franchisee’s protective legislation from an antitrust law
viewpoint, it may be observed that this legislation serves to reduce free competition,
because it makes entry into the market more difficult and expensive for new

franchisors or young franchise systems.

In the final analysis, this writer submits that the legislators of franchise

protective legislation should consider antitrust law aspects of franchises, and the
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legislators of antitrust legislation and its interpreters should consider franchisee’s

protective aspects*®,

“®_The premise of free competition is that the market will balance itsclf without governmental interference,
By protecting legislation the government contributes to the "arrangement” of the market so it is nol completely
free any more. This is the fact that should be considered in antitrust cascs,
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Chapter IV

A comparison of franchise specific legislation in the US and in the EEC
reveals differences in approaches and practices between the two.

In the US, the policy to protect the franchisees is doininant. In the franchise
legislation of the US, the central interest is in the franchise method as a separate
business method. The aim is to regulate franchise agreements and not to regulate the
impact of these agreements on third parties or on the economy in general. The main
issue is the internal difficulties in the franchise method and how to avoid them.

In the EEC, the legal framework of the franchise legislation is totally
different. In this jurisdiction the main concern was how to protect free competition
in the Common Market. The aim was to prevent private parties from redividing the
Common Market through private franchise agreements and from undoing the great
efforts to integrate the 12 national economies. The interest in franchising for itself,
that is, as a separate business method, is only secondary.

The main features of what is perceived as the franchise method are similar
in the US and in the EEC. Both jurisdictions use the special characteristics of
business format franchises in their franchise spucific legislation to make a distinction
between businesses included in the legislation and those considered outside it

However in contrast with the EEC, where the features of franchising were used in
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the competition law analysis, in the American antitrust cases, the specific features of
the franchise method were not considered important and were not discussed.
Both the US and the EEC have found the franchise method beneficial to their
economies in light of the method’s advantages. Both jurisdictions found that even

though the franchise methoed should be regulated its advantages should be preserved.

1. St lanations for the difference in hes lunsdictions

Despite the fact that the regulated business method is similar in both
jurisdictions, their franchise specific legislation took completely different directions.
In this part of the thesis two main explanations to the difference are suggested: the

historical explanation and the economic union explanation.

The historical reasons that led to protective legislation. As discussed earlier, the
reason for the franchisee’s protective legislation in the US was the history of fraud
in the 1970°s. This period was also called the "franchise boom" era because
franchising flourished and the amount of franchise businesses grew rapidly in that
time.

Most of the franchise legislation in the US was enacted within 10 years from
the beginning of the "franchise boom" era and were intended as a remedy against

franchisees’ abuse. From this time on the franchise legislation was developed and
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expanded*®,

The history of franchising in the EEC is totally different. There was no
"franchise boom" and franchise systems entered Europe gradually. There was no
radical growth but a slow development of the franchises market. In contrast with the
US, in the EEC there were no big fraud scandals that brought franchising to the
public agenda or which led to pressure on politicians to enact special legislation to
protect franchisees.

Another important factor in Europe was the establishment of franchisors’
associations which contributed by their existence to the prevention of fraud and
unfairness in franchise systems.

The historical differences in the development of the franchise method in the
US and in the EEC, are a possible explanation for virtually total absence of
franchisee’s protective legislation in the EEC, as compared with the highly regulated

market of the US.

The function of competition law in an Economic Union. The economic union in the
EEC is constantly in the centre of the public agenda. Any practice that might create
trade barriers is treated with utmost suspicion. As one author wrote:

"If the common market was to be, as its name implies, a2 market where

economic progress would come from the efforts of independent undertakings,
large and small, from any of the member states, then the individual territorial

“®. The question could be raised wether the reasons that justified franchise legislation in the 70s and 80's
still exist today with a new generation of franchisees who generally understand the risks and benefits of the
{ranchisc method and who have become used to consulting lawyers, economists and accountants. The paternalism
in protective franchise legislation is, in many cases, not justified today.
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markets of member states had to be made open and kept available to them.

If these were prevented, than to a great extent the other important political

and economic aims of the treaty would be rendered abortive™*

Franchising was not dealt with in the EEC until it was alleged. by a private
party, that a franchise agreement restricts competition in the Common Market. Only
then, in 1986, were both the advantages of the franchise method and its risk to free
trade in the EEC market "discovered”. A compromise had to be found between free
trade among the EEC member states and the preservation of existing franchise
systems in the EEC. When this compromise was considered, the parameters of
franchisee’s protection were not seriously taken into account by the COJ or by the
Commission.

In the US, in contrast with the EEC, the economic union is not in its early
stages of establishment. The economic union in the US is now a fact. There is much
less sensitivity to issues concerning barriers to trade among the different states as
compared with the EEC. As one author has written:

"US competition law does not have as its foremost policy objective of free

movement of goods among states of the union as does common market’s

competition policy*

When a franchise agreement was analyzed in the GTE judgement, the
territorial exclusivity clauses were not subjected to the same suspicion as it was in the

Pronuptia judgement.

When the Pronuptia Court had to decide the status of territorial exclusivity

“.D.G., Goyder, EEC Competition Law (Oxford: Clarendon press, 1988), at 13.

“!, R.C, Ridgeway, "Franchising in the European Common Market Under the New Franchisc Agrecment
Regulation” (Summer 1989) 9 Franchise Law Journal 7, at 38.
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in a franchise agreement under competition law, it ignored non-competition aspects
of the question, since the risk that private parties would establish trage barriers
prevailed over any other possible considerations. The possible effect of territorial
exclus'vity as a means of protecting the franchisee’s investment was one of the
considerations the Court failed to address.

The GTE Court, as well, did not consider the effects of territorial exclusivity
on the protection of franchisees. This consideration was not discussed because the
GTE agreement was not analyzed by the Court as a franchise agreement but rather
as a vertical agreement in general.

In the EEC, the effects of territorial exclusivity in the franchise method were
not discussed because the main concern was the potential barriers to trade; in the
US, the subject was not discussed because no aspect of the franchise method, as such,
was considered.

The EEC franchise regulation is about competition law. The block exemption
regulation is another example of the EEC’s tendency to furst regulate practices which
might result in barriers between the states that belong to the economic union. The

same tendency does not exist in the US.

2 mments ¢oncerning the franchise method in general

Standardization. In both the US and the EEC a movement towards

standardization of the franchise agreement was identified. The protective and the
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competition legislation regulate the content of franchise agreements. Franchisors who
want to avoid legal difficulties will have to comply with the content of the rules
prescribed in the specific legislation. Since all the franchisors comply with similar
detailed rules, the result is standardization of franchise agreements.

In the US, the standardization is achieved through the UFOC and the federal
Franchise Rule. In the EEC, the standardization is an outcome of the ‘block
exemption’ regulation on franchising and of the adoption of European code of ethics
by the EFF.

Another aspect of a movement towards standardization is the model Franchise
acts found in the US and in Canada. In both countries it was accepted that different
laws in states or provinces may cause trade difficulties. The EEC should perhaps
consider enactment of franchisee’s protective legislation to prevent differences
between member siates in the event that individual states decide in the future to

enact this type of legislation, such as the legislation enactment in France.

Master franchisees. Master franchisee agreements and franchise agreements
are discussed under the same laws both in the EEC competition legislation and in
the US protective legislation.

A significant aifference exists between a franchise agreement and a master
franchise agreement. The superiority of the franchisor’s barg«iaing powers and
business experience does not exist to the same extent in his relationship with

franchisees and master franchisees. Also, when considering the amount of financial
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investment against the degree of risk, the proportion of risk experienced by a master
franchisee is less than that experienced by a regular franchisee.

The difference between franchise agreements and master franchisee
agreements should have led the legislators of the US and the EEC to regulate each
type of agreement separately, or, at least, to exclude master franchisee agreements
from the franchise specific legislation.

In the US, where protective legislation exists, this suggestion is even more
valid, because there are no reasonable grounds to protect master franchisees to the
same degree as regular franchisees.

Given the tendency of the EEC Commission to specify and regulate each type
of business in a separate regulation, it is somewhat peculiar that master franchisee

agreements were discussed in the same regulation with franchise agreements.

Closcaess of relationship. The franchisee is in continuous contact with the
franchisor. The latter generally exercises tight quality control measures over the
business and expects the franchisee 10 adhere to the business format dictated in the
operating manual and in the franchise agreement.

The closeness of their relationship may cause the franchisor and the
franchisee, regularly considered independeat undertakings, to be considered one
entity, similar to that of company and its manager of its company-owned outlet. This
possibility has a significant effect on the application of competition/antitrust Jaw for

the concerned agreement. Art. 85 to the EEC Treaty and Art. 1 of the Sherman Act
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will no longer apply it the franchisor and the franchisee are considered the same
entity.

Another reason to consider franchisor and franchisee as the same entity is the
interest of the franchisor in the success of the franchisee’s outlet, as if it was its own
outlet, for two central reasons:

First, the franchisor collects royalties from the franchisee; therefore, if the
franchisee’s outlet does not succeed, the franchisor collects less royalties.

Secondly, the franchisor is usually interested in selling more franchises in more
locations. If the franchisees do not succeed the franchisor will find it more difficult
to sell more franchises because the reputation of the franchise system would probably
be damaged.

It is, therefore, suggested that in light of the special relationship between the
franchisor and the franchisee, the possibility that they form one legal entity should
be considered when antitrust/competition law questions are considered. This
possibility was not examined by the COJ in Proauptia or by the Supreme Court in
GTE.

. Comments territorial exclusivity in franchi m

Competition vs. Protection. From the viewpoint of free competition in the

market, territorial exclusivity provides an incentive for individuals to invest in a

franchise, when they would not have done so otherwise. It also permits franchisees
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to concentrate their efforts on their own territory and induces them to invest in the
improvement of services provided in their outlets. The only disadvantage of territorial
exclusivity is that it reduces competition among the members of the same distribution
system. It can, therefore, be concluded that in general, territorial exclusivity enhances
competition in the market rather than reduces it.

From the viewpoint of franchisee’s protection, territorial exclusivity protects
the investment the franchisees make. The franchisee generally possesses inferior
bargaining powers and could not, in many cases, persuade the franchisor to grant him
territorial exclusivity. A legislature interested in the protection of franchisees should
consider a compulsory requirement for territorial exclusivity in franchisee’s protective
legisiation.

In the US relationship legislation, the emphasis is on termination and non-
renewal of franchise agreements. Protection against termination is not complete
without territorial exclusivity. A franchisor prevented from terminating an agreement
with a franchisee under a relationship law will probably look for ways to bypass the
prohibition. The franchisor may simply sell another franchise in the franchisee’s
territory or a smal! distance from the franchisee’s outlet, that is, if the exclusive
territory of the franchisee is not protected. When the franchisor is able to pressure
the franchisee in this way, the regulation of termination of franchise agreements is

less effective.

Per-se legality. On several occasions it was suggested or implied that territorial
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exclusivity in franchise agreements should be treated as “per se” legal.

In the US there is no reason not to accept this suggestion, given the protective
role of territorial exclusivity and its potential to enhance competition in the market.

In the EEC the sitnation is more complicated since, as demonstrated above,
competition law has a political role in addition to its economic role. Yet, the absolute
ban of close territorial exclusivity, as developed in the individual exemptions issued
by the Commission for franchise systems znd implemented in the franchise
regulation, is not justified without an analysis of the econromic framework of the
system in the market.

The distincﬁon mentioned by the COJ in the Pronuptia judgement, between
young and mature franchise systems, may serve to permit young franchise systems to
apply absolute territorial exclusivity. Another parameter that may serve to allow
absolute territorial exclusivity is when the size of the granted territory is relatively
small. A third parameter may be the fact that the territory allocated to the

franchisees encompasses cross national borders.
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Appendix I: Central articl f the EEC Treaty.

ARTICLE 2
The Community shall have as its task, by establishing a common market and
progressively approximating the economic policies of Member States, to promote
throughout the Community 2 harmonious development of economic activities,
2 continuous and balanced expansion, 2n increase in stability, an accelerated
raising of the standard of living and closer relations between the States belonging
1o it

ARTICLE 3

For the purposes set out in Article 2, the activities of the Community shail
include, as provided in this Treaty and in accordance with the timetable set out
therein:

(c) the climination, as between Member States, of customs duties and of
quantitative restrictions on the import and export of goods, and of all
other measures having equivalent effect;

(b) the establishment of 2 common customs tariff and of a common com-
mercial policy towards third countries;

(¢) the abolition, as between Member States, of obstacles to {reedom of
movement for persons, services and capitl;

(d) the adoption of a commoa policy in the sphere of agriculture;

{e) the adoption of a common policy in the sphere of transport;

{/) the institution of 2 system ensuring that competition in the commen
market is not distorted;

{g) the application of procedures by which the economic policies of Member
States can be coordipated and disequilibria in their balances of payments
remedied;

(k) the approximation of the laws of Member States to the extent required
for the proper functioning of the common market;

(i) the creation of a European Social Fund in order to improve employment

opportunities for workers and to contribute to the raising of their standard
of living;

(/) the establishment of a European Investment Bank to facilitate the eco-
nomnic expansion of the Community by opening up fresh resources;

(k) the association of the overseas countries and territories in order to increase
trade and to promote jointly economic and social development.
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ARTICLE 8.

1 The following shall be prohibited as incompatible with the common market-
.. apreements between undertakings. decisions by associations of undertakings
.nd concerted practices which may affect trade between Member States and
wich have as their object or effect the prevention, restriction or distorion of
competition within the common market, and in particular those which:
{a) directly or indirectly fix purchase or selling prices or any other trading
conditions:
(») limit or control production, markets, technical development, o¢ invest-
mem;
(¢} share markets or sources of supply:
td) apply dissimilar conditions to equivalent transactions with other trading
parties, thereby placing them at a competitive disadvantage;
&) make the conclusion of contracts subject to acceptance by the other parnies
of supplementary obligations which, by their nature or according to
commercial usage, have no connection with the subject of such contracts.

2. Any agreements or decisions prohibited pursuant to this Article shall be
automatically void.

3. The provisions of paragraph 1 may, however, be declared inapplicable in
the case of:

- any agreement or category of agreements between undertakings:

- any decision or category of decisions by associations of undertakings;

- apy concerted practice or category of concerted practices:

which contributes to improving the production or distribution of goods or 1o
promoting technical or economic progress, while allowing consumers a fair
share of the resulting benefit, and which does not:
{a) impose on the undertakinps concerned restrictions which are not indis-
pensable to the attainment of these objectives:
(b} afford such undertakings the possibility of eliminating competition in
respect of a substantial part of the products in question.

ARTICLE 86

Any abuse by one or more undertakings of a dominant position within the
common market or in 2 substantial part of it shall be prohibited as incompatibl=
with the common market in so far as it may affect trade between Member States.
Such abuse may, in particular, consist in:

(a) directly or indirectly imposing unfair purchase or selling prices or other
unfair trading conditions;

(b limiting production, markets or technical development to the prejudice of
consumers;

(¢) applying dissimilar conditions to equivalent tramsactions with other
trading parties, thereby placing them at a competitive disadvantage:

(d) making the conclusion of contracts subject to acceptance by the other
parties of supplementary obligations which, by their nature or accordine
to commercial usage, have no connection with the subject of such con-
tracts.
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ArTICLE 100

The Council shall, acung unanimously on a proposal from the Commssion.
sue directives for the approximation of such provisions laid down by law.
-eculauion or administrative action in Member States as directly affect the
o~tablishment or funchomng of the common market.

The Assembly and the Economic and Social Committee shall be consulted in

the case of directives whose implementation would, in one or more Member
States. involve the amendment of legislation.

ARTICLE 164

The Court of Justice shall ensure that in the interpretation and application of
this Treaty the law is observed.

ARTICLE 173

The Court of Justice shail review the legality of acts of the Council and the
Commission other than recommendations or opinions. It shall for this purpos
have jurisdiction in actions brought by a Member State, the Council or the
Commission on grounds of lack of competence, infringement of an essential
procedural requirement, infringement of this Treaty or of any rule of law relating
1o its application, or micuse of powers.

Any patural or legal person may, under the same conditions, institute pro-
cecdings agaiost a decision addressed to that person or against a decision which.
slthough in the form of a regulation or a decision addressed to another person,
15 of direct and individual concern to the former.

The proceedings provided for in this Article shall be instituted within two
months of the publication of the measure, or of its aotification to the plaintff,
or. in the absence thereof, of the day on which it came to the knowledge of the
latter, as the case may be.

ArTicLE 177

The Court of Justice shall have jurisdiction to give prelimipary rulings con-
cerning:

(@) the interpretation of this Treaty,;

(5) the \_ralidity and interpretation of acts of the institutions of the Com-
munity;

(¢) the interpretation of the statutes of bodies established by aa act of the
Council, where those statutes so provide.

Where such a question is raised before apy court or tribunal of a Member
State, that court or tribunal may, if it considers that a decision on the question
is necessary to enable it to give judgment, request the Court of Justice to give
ruling thereon.

Where any such question is raised i a case pending before a court or tribunal
of 2 Member State, against whose decisions there is no judicial remedy under
national law, that court or tribunal shall bring the matter before the Court of
Justice.
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ARTICLE 189

In order 10 carry out their task the Council and the Commission shall. in accor-
dance with the provisions of this Treaty, make regulations, issue direviives, take
decisions, make recommencations or deliver opinions.

A regulation shall have geoeral application, It shall be binding in its entirery
and directly applicable in all Member States.

A directive shall be binding, as to the result to be achieved., upon each Member

State 10 which it is addressed, but shall leave to the national authorities the
choice of form and methods.

A decision shall be binding in its entirety upon those to whom it is addressed.
Recommendations and opinions shall have no binding force.
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Appendix II: EEC Regulation 4087/88.

Commission Regulation 4087/88 of Novemrber 30, i988
On the Application of Article 85(3) of the Treaty to Categories of
Franchise /igreements
(OJ. 1988, L359%/46)

THE COMMISSION OF THE EUROPEAN COMMUNITIES,

Having regard to the Treaty establishing the European Economic
Community,

Having regard to Council Regulation 19/65 of March 2, 1565 on the
applications Article 85(3) of the Treaty to certain categorics of agreemen's
and concerted practices (O.J. 1965, 36/533), as last amended by the Act
of Accession op Spain and Portugal, and in particular Article 1 thereof,

Having published a draft of this Regulation,

Having consulted the Advisory Committee on Restrictive Practices and
Dominant Positions,

Whereas:

(1) Regulation 19/65 empowers the Commission to apply Article 85(3)
of the Treaty by Reguiation to certain categories of bilateral exclusive
agreements falling within the scope of Article 85(1) which either have as
their object the exclusive distribution or exclusive purchase of goods, or
include restrictions imposed in relation to the assignment or use of
industrial property rights.

(2) Franchise agreements consist essentially of liceaces of industrial or

intcllectual property rights relating to trade mar! s or signs and know-how,
w:ci:dtsl can be combined with restrictions relating to supply or purchase of
goods.
(3) Several types of franchise can be distinguished according to their
obiect: industrial franchise concerns the manufacturing of goods, distri-
bution franchise concerns the sale of goods, and service franchise concerns
the supply of services.

(4) It is possible on the basis of the experience of the Commission to
define categories of franchise agreements which fall under Article 85(1)
but can normally be regarded as satisfying the conditions laid down in
Article 85(3}). This is the case for franchise agreements whereby one of
the parties supplies goods or provides services to end users. On the other
hand, industrial franchise agreements should not be covered by this
Regulation. Such agreements, which usually govern relationships between
producers. present different characteristics from the other types of fran-
chise. They consist of manufacturing licenses based on patents and/or
technical know-how, combined with trade-mark licences. Some of them
may bencfit from other block exemptions if they fulfil the necessary
conditions.



(3) This Regulation covers franchise agreements between two undertak-
ings. the franchisor and the franchisee, for the retailing of poods or the
provision of scrvices to end users, or a combination of these activities,
such as the processing or adaptation of goods 1o fit specific needs of their
customers, ﬁ also covers cases where the reiationship between franchisor
and franchisees is made through a third undertaking, the master franchi-
sce. It does not cover wholesale franchise agreements because of the lack
of experience of the Commussion in that field.

(6} Franchise agreements as defined in this Regulation can fall under
Article 85(1). They may in particular affect intra-Community trade where
they are concluded between undertakings from different Member States
or where they form the basis of a network which extends beyond the
boundaries of a single Member State.

(7) Franchise agreements as defined in this Regulation normally improve
the distribution of gocds and/or the provision of services as they give
franchisors the possibility of establishing 2 uniform network with Limited
investments, which may assist the entry of new competitors on the market,
particularly in the case of small and medium-sized undertakings, thus
increasing interbrand competition. They also allow indcpcndcm traders
to set up outlets more rapidly and with higher chance of success than if
they had to do so without the franchisor’s experience and assistance. They

have therefore the possibility of competing more efficieatly with large
distribution undertakings.

(8) As a rule, franchise agreements also allow consumers and other end
users a fair share of the resuiting benefit, as they combine the advantage
of a uniform network with the existence of traders personally interested
in the efficient operation of their business. The omogeneity of the
network and the constant co-operative between the franchisor and the
franchisees ensures 2 constant quality of the products and services. The
favourable effect of franchising on interbrand competition and the fact
that consumers are free to deal with any franchisee in the network
guarantees that a reasonable part of the resuiting bencfit wili be passed
on 10 the consumers.

(9} This Regulation must define the obligations restrictive of competition
which may be inciuded in franchise agreements. This is the case in
particular for the granting of an exclusive territory to the franchisees
combined with the prohibition on actively seeking customers outside the
territory, which allows them to concentrate their efforts on their allotted
territory. The same applies to the granting of an exclusive territory to a
master franchisee combined with the obligation not to conclude franchise
agreements with third parties outside that territory. Where the franchisees
sell or usc in the process of providing services, goods manufactured by
the franchisor or according to its instructions and or bearing its trade
mark, an obligation on the Irunchisces not to sell, or use in the process of
the provision of services, competing goods makes it possible to establish
a coherent network which is identified with the franchised goods. How-
ever. this obligation should onily be accepted with respect to the goods
which form the essential subject-matter of the franchise. It should notably
not relate to accessories or spare parts for these goods.

(10) The obligations referred to above thus do not impose restrictions
" which are not necessary for the attainment of the above mentioned
objectives. In particular, the limited territorial protection granted to the
franchisees is indispensable to protect their investment,

(11) It is desirable to list in the Regulation 2 number of obligations that
are commonly found in franchise agreements and are normally not
restrictive of competition and to provide that if, because of the parucular



cconcmic or legal circumstances, they fall under Article 85(1) they are
also covered by the exemption. This list, which i1s not exhaustive, includes
in paruicular clauses which are essential either 1o preserve the common
identity and reputation of the network or to prevent the know-how made
available and the assistance given by the franchisor from benefiting
competitors.

(12) The Regulation must specify the conditions which must be satisfied
for the exemption to apply. To guarantee that competition is not elimi-
nated for a substantial part of the goods which are the subject to the
franchise, it is necessary that parallel imports remain possible. Therefore,
cross deliveries between franchisees should always be possible. Further-
more, where 2 franchise network is combined with another distribution
system. franchisees should be free to obtain supplies from authorised
distributors. To better inform consumers. thereby helping to ensure that
they receive a fair share of the resulting benefits. it must be provided that
the franchisee shall be obliged to indicate its status as an independent
undertaking, by any appropriate means which does not jeopardise the
common idenuty of the franchised network. Furthermore, where the
franchisces have to honour guarantees for the franchisor’s goods. this
obligation should aiso apply to goods supplied by the franchisor, other
franchisees or other agreed dealers.

(13} The Regulation must also specify restrictions which may not be
included in franchise agreements if these are to benefit from the exemption
granted by the Regulation, by virtue of the fact that such provisions are
restrictions falling under Article 85(1) for which there s no general
prﬁum%:on that they will lead to the positive effects required by Article
85(3). This applies in particular to market sharing between competing
manuiacturers, to clauses unduly limiting the franchisee’s choice ot su
pliers or customers and to cases where the franchisee is restricted 1n
determining its prices. However., the franchisor should be free to recom-
mend prices to the franchisees, where it is not prohibited by national laws
and 1o the extent that it does not lead to concerted practices for the
effective application of these prices.

(14) Agreements which are not automatically covered by the exemption
because they contain provisions that are not expressly exempted by the
Regulation and not expressly excluded from exemption may nonetheless
gencerally be l:rcsurncd to be eligible for application of Article 85(3). It
will be possible for the Commission rapidly 10 establish whether this is the
case for a particular agreement. Such agreements should therefore be
deemed to be covered by the exemption provided for in this Regulation
where they are notified to the Commission and the Commission does not
oppose the application of the exemption within a specificd period of time,

(15) If individual agreements exempted by this Regulation nevertheless
have effects which are incompatible with Article 85(3). in particular as
interpreted by the administrative practice of the Commission and the case
law of the Court of Justice. the Commission may withdraw the benefit of
the block exemption. This applies in particular where competition is
significantly restricted because of the structure of the relevant market.

{16) Agreemems which are automatically exempted pursuant to this
Regulation need not be notified. Undertakings mav nevertheless in a
particular case request a decision pursuant to Council Regulation 17 (0.J.
}:)02. 1%'204) as last amended by the Act of Accession of Spain and

ortugal.



(17) Agreements may benefit from the provisions either of this Regu-
lation or of another Regulation. according 10 their particular nature and
provided that they fulfil the necessary conditions of apglication. They may
not benefit from a combination of the provisions of this Regulation with
those of another block exemption Regulation,

HAS ADOPTED THIS REGULATION:

ARTICLE ]

1. Pursuant to Article 85(3) of the Treaty and subject to the provisions
of this Regulation, it is hereby declared that Article 85(1) of the Treaty
shall not apply to franchise agreements to which two undertakings are
party, whicg include one or more of the restrictions listed in Article 2.

2. The exemption provided for in paragragi 1 shall also apply to master
franchise agrzements to which two undertakings are party. Where appli-
cable. the provisions of this Regulation concerning the relationship
between franchisor and franchisee shall apply mutans mutandis to the
relationship between franchisor and master t]:'anchiscc and between master
franchisee and franchisee.

3. For the purposes of this Regulation:

(@) “franchise’ means a package of industrial or intellectual prop-
erty rights relating to trade marks, trade names, shop signs,
utility models, designs, copyrights, know-how or patents, 10 be
exploited for the resale of goods or the provision of services to
end users;

(&) ‘franchise agreement’ means an agreement whereby one under-
taking, the franchisor, grants the other, the franchisee. in
exchange for direct or indirect financial consideration, the right
to exploit a franchise for the purposes of marketing specihed
tyfcq of goods and/or services; it includes at least obligations
relating to:

—the use of a common name or shop sign and a uniform
presentation of contract premises and/or means of
transport,

—the communication by the franchisor to the franchisee of
know-how,

—the continuing provision by the franchisor to the franchisee
of commercial or technical assistance during the life of the
agreement:

{¢) ‘master franchise agreement’ means an agreement whereby one
undertaking, the franchisor, grants the other, the master fran-
chisez. in exchange direct or indirect financial consideration,
the right to exploit a franchise for the purposes of concluding
franchise agreements with third partics, the franchisces:

(d) “franchisor’s goods’ mcans goods produced by the franchisor
or according 10 its instructions, and/or bearing the franchisor's
name or trade mark;

(e) ‘contract premises’ means the premises used for the exploita-
tion of the franchise or, when the franchise is exploited outside
those premiscs. the base from which the franchisce operates
the means of transgort used for the exploitation of the franchise
(contract means of transport);

() *know-how' means a package of non-patented practical infor-
mation, resulting from experience and testing by the franchisor,
which is secret, substantial and identined;

(g) secret’ means that the know-how, as a body or in the precise
configuration and assembly of its components, is not generally

o~ s



known or casily accessibies it is not limited in the narrow scnse
that each individual component of the know-how shouid be
totally unknown or unobtainable outside the franchisor’s
business:

(#) ‘substantial' means that the know-how includes information
which is of impornance for the sale of %oods or the provisions
of services 10 end users, and in particular for the presentation
of goods for sale, the processing of goods in connection which
the provision of services, methods of dealing with customers,
and administration and financial management: the know-how
must be useful for the franchise by being capable, at the date
of conclusion of the agreement, of improving the competitive

osition of the franchisee, in particular by improving the
ranchisee’s performance or helping it to enter a new market;

(i) ‘identificd’ means that the know-how must be described in a
sufficicntly comprchensive manner so as to make it possible to
verify that it fulfiis the criteria of secrecy and substantiality;
the description of the know-how can either be set out in the
franchise agreement or in a separate document or recorded in
any other appropriate form.

ARTICLE 2

The exemption provided for in Article 1 shall apply to the foliowing

restrictions of competition:

(a) an obligation on the franchisor, in a defined area of the common
market, the contract territory, not to:

—grant the right to exploit all or part of the franchise to third

arties,

-—?tsclf exploit the franchise, or itself market the goods or
services which are the subject-matter of the franchise under a
similar formula.

—itself supply the franchisor's goods to third parties;

(b) an obligation on the master franchisee not to conclude franchise
agreement with third parties outside its contract tefritory;

{¢) an obligation on the tranchisee to exploit the franchise only from
the contract premises;

(d) an obligation on the franchisee to refrain, outside the contract

. tetritory. from seeking customers for the goods or the services
which are the subject-matter of the franchise;

(¢) an obligation on the franchisee not to manufacture, sell or use in
the course of the provision of services, goods competing with the
franchisor™s goods which are the subject-matter or the franchise;
where the subject-matter of the franchise is the sale or use in the
course of the provision of services both certain types of goods and
sparc parts of accessories therefor. that obligation may not be
imposed in respect of these spare parts or accessories.

ARTICLE 3

1. Article 1 shall apply notwithstandin;. ihe presence of any of the
following obligations on the franchisec, in so far as they are necessary 10
protect the franchisor’s industrial or intellectual property rights or to
maintain the common identity and reputation of the franchised network:



()

(&)

{c)

(d)

(e)

(2

to sell. or use in the course of the provision of services. exclusively
goods matching minimum objective quality specifications laid down
by the franchisor;
to sell. or use in the course of the provision of services. goods
which are manufactured only by the franchisor or by third parties
designed by it. where it is impracticable, owing to the nature of the
goods which are the subject-matter of the franchise, to apply
objective quality specifications:
not to engage. directly or indirectly, in any similar business in a
territory where it would compete with a member of the franchised
network, including the franchisor: the franchisee may be held 10
this obligation after termination of the agreement. for a reasonable
riod which may not exceed one year, in the territory where it
as exploited the franchise;

not to acquire financial interests in the capital of a competing
undertaking. which would give the franchisce tha power to influ-
ence the cconontic conduct of such undertaking:

to sell the goods which are the subject-matter of the franchise only
to end users. to other franchisees and to resellers within other
channels of distribution supplied by the manufacturer of these
goods or with its consent;

10 use its best endeavours to sell the goods or provide the services
that are the subject-matter of the franchise: to offer for sale a
minimum range of goods, achieve a minimum turnover, plan its
orders in advance, keep minimum stocks and provide customer and
warranty services;

1o pay to the franchisor a specified proportion of its revenue for
advertising and itself carry out advertising for the nature of which
it shall obtain the franchisor's approval,

2. Article 1 shall apply notwithstanding the presence of any of the
following obligations on the franchisee:

(a)

(6)

(e

(d}

(¢)

t)
(h)

not to disclose to third parties the know-how provided by the
franchisor: the franchisee may be held to this obligation after
termination of the agreement;

1o communicate to the franchisor any experience gained in exploit-
ing the franchise and to grant it, and other franchisees. a non-
exclusive licence for the know-how resulting from that experience;
to inform the franchisor of infringements of licensed industrial or
intellectual property rights, to take legal action against infringers
or o assist the franchisor in any legal actions against infringers;
not to use know-how licensed by the franchisor for purposes other
than the exploitation of the franchise: the franchisee may be held
to this ebligation after termination of the agrecment;

1o atiend or have its staff attend training courses arranged by the
franchisor;

to apply the commercial methods devised by the franchisor, includ-
ing any subsequent modification thereof, and use the licensed
industrial or intellectual property rights;

o comply with the frunchisor's standards for the equipment and
presentation of the contract premises and/or means of transport;
to allow the franchisor to carry out checks of the contract premises
and/or means of transport, inciuding the goods sold and the services
provided. and the inventory and accounts of the franchisee;

not without the franchisor’s consent to change the location of the
contract premises;



(/) not without the franchisor’s consent to assign the rights and
obligations under the franchise agreement. o
3. In the event that, because of particular circumstances, obligations
referred to in paragraph 2 fall within the scope of article 85(1), they shall
also be exempted cven if they are not accompanied by any of the
obligations exempted by Article 1.

ARTICLE 4

The exemption provided for in Article 1 shall apply on condition that:
(a) the franchisee is free to obtain the goods that are the subject-

()

©

matter of the franchise from other franchisees; where such
goods are also distributed through another network of author-
ised distributors, the franchisee must be free to obtzin the
goods from the lauter;

where the franchisor obliges the franchisee to honour guaran-
tees for the franchisor’s goods. that obligation shall appiy in
respect of such goods supplied by any member of the franchised
network or other distributors which give a similar guarantee,
in the common market:

the franchisee is obliged to indicate its status as an independent
undertaking; this indication shall however not interfere with
the common identity of the franchised network resulting in
particular from the common name‘or shop sign and uniform
appearance of the contract premises and/or means of transport.

ARTICLE 5.

The exemption iramcd by Article 1 shall not aggly where:
1

(a)

6)

(€)

(d)

(¢)

undertakings producing goods or providing services which are
identical or are considered by users as equivalent in view of
their characteristics, price and intended use, enter into fran-
chise agreements in respect of such goods or services;

without prejudice to Article 2(e) and Article 3(1)(b). the
franchisee is prevented from obtaining supplies of goods of a
quality equivalent to those offered by the franchisor:

without prejudice to Articie 2(e), the franchisee is obliged to
sell. or use in the process of providing services, goods manu-
factured by the franchisor or third partics designated by the
frunchisor and the franchisor refuses. for rcasons other than
protecting the franchisor’s industrial or intclicetual property
rights, or maintaining the common identity and reputation of
the franchised network. to designate as authorised manufac-
turers third parties proposed by the franchisee;

the franchisee is prevented from continuing to use the licenscd
know-how after termination of the agreement where the
know-how has become generally known or easily accessible,
other than by breach of an obligation by the franchisee;

the franchisee is restricted by the franchisor, directly or indi-
rectly, in the determination of sale prices for the goods or
services which are the subject-matter of the franchise. without
prejudice to the possibility for the franchisor of recommending
sale prices;



(/) the franchisor prohibits the franchisee from challenging the
vadidity of the tndustrial or intelicetual property rights which
form part of the franchise. without prejudice 10 the pussibility
for the franchisor of terminating the agreement in such a case;

(g) franchisees are obliged not 1o supply within the common
market the goods or services which are the subject-matter of
the franchise 10 end users because of their place of residence.

ARTICLE 6

1. The exemption rrovidcd for in Article 1 shall also apply to franchise
agreements which fulfil the conditions laid down in Article 4 and include
obligations restrictive of competition which are not covered by Articles 2
and 3(3) and do not fall within the scope of Article S, on condition that
the agreements in question are notified to the Commission in accordance
with the lﬁrovisions of Commission Regulation 27 (O.J. 1962, 35/1118)
and that the Commission does not oppose such exemption within a period
of six months.

2. The period of six months shall run from the date on which the
notification is received by the Commission. Where, however, the notifi-
cation is made by registered post, the period shall run from the date
shown on the postmark of the place of posting.

3. Paragraph 1 shall apply only if:

(a) express reference is made to this Article in the notification or
in a communication accompanying it; and

(b) the information furnished with the notification is complete and
in accordance with the facts.

4. The benefit of paragraph 1 can be claimed for agreements notified
before the entry into force of this Regulation by submutting a communi-
cation to the Commission referring expressly to this Article and to the
notification. Paragraphs 2 and 3(b) shall apply mutatis mutandss.

5. The Commission may oppose exemption. It shall ogposc exemption
if it receives a request to do so from 2 Member State within three months
of the forwarding to the Member State of the notification referred to in
paragraph 1 or the communication referred to in paragraph 4. This request
must be justified on the basis of considerations relating to the competition
rules of the Treaty,

6. The Commission may withdraw its opposition to the exemption at
any time. However, where that opposition was raised at the request of a
Member State, it may be withdrawn only after consultation of the advisory
Commitice on Restrictive Practices ;.nJ Dominant Positions,

7. If the oEpusilion is withdrawn because the undertakings concerned
have shown that the conditions of Article 85(3) are fulfilled, the exemption
shall apply from the date of the notification.

8. If the opposition is withdrawn because the undertakings concerned
have amended the agreement so that the conditions of Article 85(3) are
fulfilled, the exemption shall apply from the date on which the amend-
ments take effect. .

9. If the Commission opposes exemption and its opposition is not
withdrawn, the effects of the notification shall be governed by the
provisions of Regulation 17.



ARTICLE 7

1. Information acquired pursuant o Article 6 shall be used only for the
purposes of this Regulation.

2. The Commission and the authorities of the Member States, their
officials and other servants shall not disclose information acquired by
them pursuant to this Regulation of a kind that is covered by the
obligation of professional secrecy. o ]

3. Paragraphs 1 and 2 shall not prevent publication of general infor-
mation or surveys which do not contain information relating to particular
undertakings or associations of undertakings.

ARTICLE 8

The Commission may withdraw the benefit of this Regulation, pursuant
to Article 7 of Regulation 19/65, where it finds in a particular case that an
a%:'ccmcm exempted by this Regulation nevertheless has certain effects
which are incompatible with the conditions laid down in Article 85(3) of
the EEC Treaty, and in particular where territorial protection is awarded
to the franchisee and:

(2) access to the relevant market or competition therein is significantly
restricted by the cumulative effect of parallel networks of similar
agreements established by competing manufacturers or distributors;

(b} the goods or services which are the subject-matter of the franchise
do not face, in a substantial part of the common market, effective
competition from goods or services which are identical or con-
sidered by users as equivalent in view of their characteristics, price
and intended use;

(c) the parties, or one of them, prevent end users, because of their
place of residence, from obtaining, directly or through intermedi-
aries, the goods or services which are the subject-matter of the
franchise within the common market, or use differences in specifi-
cations concerning those goods or services in different Member
States, to isolate markets;

(d) franchisees engage in concerted practices relating to the sale prices
of the goods or services which are the subject-matter of the
franchise;

(¢} the franchisor uses its right to check the contract premises and
means of transport, or refuses its agreement to requests by the
franchisee to move the contract premises or assign its rights and
obligations under the franchise agrecment, for reasons other than
protecting the franchisor's industrial or intellectual property rights,
maintaimng the common identity and reputation oF the franchised
network or verifying that the franchisee abides by its obligations
under the agreement,

ARTICLE 9

This Regulation shall enter into force on February 1, 1989.

It shall remain in force until December 31, 1999.

This Regulation shall be binding in its entirety and directly applicable
in all Member States. :

Done at Brussels November 30, 1988.





