Problematic Relations:
Franchising and the Law of Incomplete
Contracts
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A Relational Approach to Interpreting Franchise Contracts
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Endnotes

" The courts may also face a commitment problem in carrying out the sanctions that contract law requires.

Courts may be tempted to relieve the parties of their ex ante obligations. I will not deal directly here with this

aspect of commitment.

2 See, e. g., Oliver E. Williamson, Transachon Cost Economics: The Governance of Contractual Relations. 22

J.L & ECON. 233, 235-38 (1979).

® That is, even beyond the legal system’s unavoidable elements (regulation, tort, property, etc).

* Franchising is generally characterized by an arrangement between a franchisee, who owns and operates a

retail outlet identified by franchisor’s trademark, and a franchisor, who may supply a product, such as

automobiles, gasoline, or clothing, to the franchisee. Alternatively, the franchisor may provide a complete

business plan with which franchisees must comply. See text accompanying notes 12-54 infra for a more in-

depth discussion of the identifying features of franchising.

> See Thomas M. Pitegoff, Franchise Relationship Laws: A Minefield for Franchisors. 45 BUS. LAW. 289,

290 (1989).

% U.S. DEPARTMENT OF COMMERCE, FRANCHISING IN THE ECONOMY 1985-87., at 14 (1987)

[hereinafter FRANCHISING IN THE ECONOMY].

7 See, e.g., Harold Brown, Franchising — A Fiduciary Relationship. 49 TEX. L. REV. 650 (1971).

8 See. e.g. Amnott v. American Oil Co., 609 F.2d 873 (8" Cir. 1979) (franchisor has fiduciary duty to

franchisee at termination); Shell Oil Co. v. Marinello, 63 N.J. 402, 307 A.2d 598 (1973) (termination-at-will

clause unconscionable); 15 U.S.C. 1221-1225 (1988) (Automobile Dealer’s Day in Court Act); 15 U.S.C.

2801-2806 (1988) (Petroleum Marketing Practices Act); CAL. BUS. & PROF. CODE 20020-20026 (1981)

(California Franchise Relations Act); N.J. REV. STAT. 56:10-1-52 (1971) (Franchise Practice Act); WIS.

STAT. 135.03-04 (1985) (Wisconsin Fair Dealership Law).

? Relational contracting involves those contracts found in relations that
take[ ] on the properties of “a minisociety with a vast array of norms beyond those centrered on the
exchange and its immediate processes.” By contrast with the neoclassical system, where the
referrence point for effecting adaptations remains the original agreement, the reference point under a
truly relational approach is the “entire relation as it has developed...[through] time. This may or may
not include an ‘original agreement’; and if it does, may or may not result in great deference being
given it.”

Williamson, supra note 2, at 238 (citations omitted).

10 Stewart Macaulay has demonstrated how disputes in automobile franchisers are often resolved on the

basis of relational norms instead of contractual terms. STEWART MACAULAY, LAW AND THE

BALANCE OF POWER (1966). Ian Macneil has explored many of the theoretical implications of

recognizing the relational aspects of contracts. See Ian R. Macneil, Values in Contract: Internal and External.

78 Nw. U.L. REV. 340 (1983): Ian R. Macneil, Economic Analysis of Contractual Relations: Its Shortfalls

and the Need for a “Rich Classificatory Apparatus.” 75 Nw. U.L. REV. 1018 (1981): Ian R. Macneil,

Contracts: Adjustment of Long-Term Economic Relations Under Classical, Neoclassical, and Relational

Contract Law. 72 Nw. U.L. REV. 854 (1978): Ian R. Macneil, The Many Futures of Contract. 47 S. CAL.

REV. 691 (1974).

" Nor do I adopt here the view of others who have used economic analysis to argue that efficiency norms

should guide courts in supplying the missing terms of incomplete contracts. See, e.g. Charles J. Goetz &

Robert E. Scott, Principles of Relational Contracts. 67 VA. L. REV. 1089 (1981); Timothy J. Muris,

Opportunistic Behavior and the Law of Contracts, 65 MINN. L. REV. 521 (1981).

'2 T have chosen to focus on the bilateral aspects of franchising because this is the relationship that appears in

the franchise contract: as a system, however, franchising is characterized by the hub-and —spoke
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interdependence created when several bilateral relationships are interlocked by a common agent, the
franchisor.

> By “control,” I mean the authority to determine how an asset (including labour efforts) will be used and/or
disposed of. While we often think of ownership as implying control, this need not be the case. Indeed, I argue
below that the distinguishing feature of franchising is that franchisees own assets that are subject to the
franchisor’s control.

' See text accompanying notes 65-76 infra.

'S Of course, these are highly important contributions.

' The U.S. Department of Commerce identifies two types of “franchising”: product and tradename
franchising represents “an independent sales relationship between supplier and dealer in which the dealer
acquire(s) some of the identity of the supplier.” FRANCHISING IN THE ECONMY, supra note 6, at 1.
Business-format franchising, on the other hand, is “characterized by an ongoing business relationship between
franchisor and franchisee that includes not only the product, service, and trademark, but then entire business
format itself- a marketing strategy and plan, operating manuals and standards, quality control, and continuing
two-way communications.” Id. At 3.

7" Id. at 1 (estimate).

" Id. at 14.

" Id. at 54

2 Id. at77.

2.

2 d.

2 d.

* Id. at 3. For example, “other retailing” franchising entities include The Hair Performers; Kenneth of
London; Audit Control Inc.; Best Resume Service; Contacts Influential; The Maids; H&R Block; Telecheck
Services; Jellystone Campgrounds; Holiday Inn; The Athlete’s Foot; Gingiss International; Just Pants;
Modern Bridal Shoppes; New England Log Homes; Redi-Strip; Barbizon Schools of Modelling; Child
Enrichment Centers, International Travel and Training Courses; Mary Moppet’s Day Care Schools; Mind
Power Inc; Manpower; Smelling and Smelling: United Rent-All; Ernie’s Wine and Liquor. Playboy Clubs
International; Diet-Control Centers; Fat Fighters; Nutri-System; Culligan International; Snap-On Tools; Roto-
Rooter; Century 21 Real Estate; American Vision Center; Kwik-Copy; Speedy Printing Centers; and
FotoMat.

¥ Id. at 4-5. Of these, 25% are testaments and about 17% are suppliers of automotive products and services.
Id.

6 See note 16 supra.

7 Id.

* Id.

* Details set by the franchisor include store layout, operating hours and procedures., approved suppliers and
materials, employee training and uniforms, advertising, bookkeeping, location, equipment, inventory,
maintenance, and insurance.

*® Franchisees owning a single outlet accounted for 72% of franchisees in 1970. SENATE SELECT COMM.
ON SMALL BUSINESS, 92 CONG., 13T SESS., REPORT PREPARED FOR THE SMALL BUSINESS
ADMINISTRATION: THE ECONOMIC EFFECTS OF FRANCHISING (Comm. Print 1971) (written by
Urban B. Ozanne and Shelby D. Hunt) [hereinafter 1971 SENATE REPORT]. Unfortunately, the U.S.
Department of Commerce does not provide a more recent report. While this statistic is undoubtedly lower
today, the circumstantial evidence provided by buyers’ guides and franchisor advertising suggests that most
franchisees are still single-outlet owners.

3! Master franchises accounted for 4% of franchises in 1970. Id. at 102-03.

32 Id. at 123 (citation omitted); see also BRIAN R. SMITH & THOMAS L. WEST, BUYING A
FRANCHISE 43 (1986) (noting that the majority of franchisors do not provide or help secure financing).

3 “In nearly 60% of the cases [in the fast-food industry], the franchisee controls his own land [and buildings]
through ownership or by holding the master lease.” 1971 SENATE REPORT, supra note 30, at 129-30.

** BRYCE WEBSTER, THE INSIDER’S GUIDE TO FRANCHISING 4 (1986).
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% PETER G. NORBACK & CRAIG T. NORBACK, THE DOW JONES-IRWIN GUIDE TO FRANCHISES
(rev. ed. 1982) [hereinafter DOW JONES GUIDE].
361971 SENATE REPORT, supra note 30, at 215.
7 1d. at 119-258.
3 In the fast-food industry in 1970, 41% of franchisees reported that their franchisors received commissions
from the franchisor’s approved suppliers. /d. at 162.
" As one franchisor explains, “ If [as for Minnie Pearl] 200 company-owned units out of 1,600 or 1,700
overall units produce 60% of the net after tax profits, the real name of the game is owning the stores
yourself....After you sell franchises, you need to take your stock public that is raise public money, and build
company-owned units, but the first thing you do is sell franchises.” John Jay Hooker, The Story of Minnie
Pearl — A Case History of One New Company'’s Trials, Tribulations and Triumphs, in FRANCHISING
TODAY: REPORT ON THE FIFTH INTERNATIONAL MANAGEMENT CONFERENCE ON
FRANCHISING 172-76 (C. Vaughn ed. 1970) [hereinafter FRANCHISING TODAY].
* FRANCHISING IN THE ECONOMY, supra note 6, at 27.
*I Id. at 26 (figures for 1986).
21971 SENATE REPORT, supra note at 30, at 79 (projection).
# FRANCHISING IN THE ECONOMY supra note 6, at 27. This growth has important implications for any
assessment of the nature and benefits of franchising. Most importantly, any explanation of why franchising
occurs and whether it is a necessary or desirable economic arrangement for the courts to support must
confront the fact that company-owned outlets are common and profitable. See note 44 infra. Company
takeover of a franchised outlet also raises important legal issues directly. The risk is that franchisees will
invest in a new franchise only to have the franchisor take it away on pretense of termination if and when it
proves profitable. See, e.g., Photovest Corp. v. Fotomat Corp., 606 F.2d 704 (7 Cir. 1979) cert denied, 445
U.S. 917 (1980).
* In 1970, sales in company-owned outlets in the fast-food industry were on average 81% higher than those
in franchised outlets. 1971 SENATE REPORT, supra note 30, at 87.
* In 1985 the Commerce Department estimated that over 36% of franchise contracts stipulated a term of at
least 20 years. FRANCHISING IN THE ECONOMY, supra note 6, at 13.
* In 1985 franchisors reported that 91% of contracts up for renewal were renewed. /d. This statistic is
somewhat difficult to interpret, as it is not clear what qualifies a contract as being “up for renewal”.
Moreover, the statistics are questionable because they are based on self-reporting by franchisors.

Id. at 13.
* The withholding of approval is often a source of legal conflict. See text accompanying notes 197 & 215-
218 infra.
¥ See text accompanying notes 181-197 infia.
% Philip F. Zeidman, Franchising: Who Needs It? The Role of Small and Medium-Sized Companies,
FRANCHISING, Winter 1984, at 11.
°' The Proposed Uniform Franchise Act: Questions & Answers, FRANCHISE L.J., Spring 1986, at 17
(suggestions that the 5% figure reflects franchisors’ underreporting).
> Thomas O’Donnell, No Entrepreneurs Need Apply, FORBES, Dec. 3, 1984, at 124, 128 (5% figure “moot”
because troubled franchises are often sold back to franchisor or another operator at “fire-sale” prices): B.
SMITH & T. WEST, supra note 32, at 1 (arguing that franchisors hide failed outlets by converting to
company ownership or reporting closed outlets as operating outlets); Zeidman, supra note 50, at 11.
» STAN LUXENBERG, ROADSIDE EMPIRES 257 (1985) (reporting on Government Accounting Office
determination that 10% of franchisees, but only 4% of independent businesses, defaulted on SBA loans).
> HOUSE COMM. ON GOVERNMENT OPERATIONS, PROBLEMS WITH SMALL BUSINESS
ADMINISTRATION FINANCIAL ASSISTANCE TO FRANCHISES, H.R. REP. No. 916, 97" Cong., 2d
Sess. (1982) [hereinafter 1982 HOUSE REPORT]
> Introduced in 1977 were bills entitled Fair Franchise Practices and Distribution Practices Reform Act (
H.R. 9144) AND Franchising Termination Practices Reform Act (H.R. 5016) 95t Cong., lsr Sess. (1977). As
recently as 1986 the National Conference of Commissioners on Uniform State Laws proposed the Uniform
Franchise and Business Opportunities Act. Pitegoff, supra note 5, at 292.
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36 Automobile Dealer’s Day in Court Act, 15 U.S.C. ~~1221-1225 (1988); Petroleum Marketing Practices
Act (PMPA), 15 U.S.C. ~~2801-2806 (1988).

°7 See note 8 supra.

*% One observer has criticized the “patchwork of inconsistent state legislation.” Pitegoff, supra note 5, at 291.
He notes that no state has elected to adopt the Uniform Franchise Business Opportunities Act crafted by the
National Conference on Uniform State Law author of the Uniform Commercial Code. /d. at 292.

> See id. at 317 (difficulty of capturing variety of franchise relationships in a single law).

5 Data collected by the Commerce Department are of a limited nature, as they only pertain to the number of
outlets, sales, outlet ownership, and contract duration.

6! See 1971 SENATE REPORT, supra note 30, at 199-283.

62 Compare the clauses examined in the text with the following list of clauses found in a “Sample Franchise
Contract,” prepared by a franchising directory, EDWARD L. DIXON JR., THE 1985 FRANCHISE
ANNUAL 11-45: (1) Term and Renewal; (2) Site Selection; (3) Franchisor Approval of Lease; (4) Exclusive
Territory; (5) Trademark Restriction; (6) Training by Approval of Lease; (7) Franchisor Help with Opening;
(8) Operating Manual: (9) Advertising by Franchisor; (10) Advertising by Franchisee; (11) Advertising
Controlled by Committee; (12) Royalty; (13) Franchisor- Right to Inspect; (14) Standard of Cleanliness; (15)
Standard Operations; (16) Franchisor- right to Audit; (17) Noncompetition; (18) Confidential Information;
(19) Permitted Incorporation of Franchisee; (20) Termination by Franchisor; (21) Termination by Franchisee;
(22) Right of First Refusal in Franchisor; (23) Approval of Sale by Franchisor; (24) Sale of Equipment to
Franchisor.

531971 SENATE REPORT, supra note 30, at 199-258.

5 Id. at 199-256. Percentages given refer to the number of franchise contracts that contain written clauses
pertaining to the subject: when these figures differ from those reported by franchisors (indicating perhaps
informal commitments), this is noted in the comments. Clauses are listed in descending order of frequency.
6 Breadth, however, should not be confused with specificity. As will be seen from the language of the
McDonald’s franchise contract, the franchisor may have broad authority to set requirements without explicitly
delineating these requirements. See text accompanying notes 66-76 infra.

5 The excerpts that follow are from exhibits included in Franchise Practices Reform Act: Hearings on H.R.
8319, H.R. 8982 [and all identical bills] Before the Subcomm. On Consumer Protection and Finance of the
House Comm. On Interstate and Foreign Commerce, 94 Cong., 2d Sess. 78 (1976).

57 Id. at 79-80 (Exhibit A).

% Id. at 80.

% Id. at 91 (Exhibit B).

" Id. at 87.

"' Id. at 94-95 (Exhibit C).

> Id. at 95-96.

P Id at111.

™ Id. at 112.

™ This type of arrangement raises an issue known in economics as “moral hazard.” See generally ROBERT
S. PINDYCK & DANIEL L. RUBINFELD, MICROECONOMICS 602-05 (1989). The franchisor in this
case obligates itself to provide the services for which the “system” calls: the system, however, cannot really
be defined other than by what the franchisor in fact does. The franchisor has full authority over the content of
the system.

7% For example, a decision to adopt a promotional program that involved advertised price-reductions, to alter
outlet décor or product line, or to withdraw from a regional market would be unrestricted by the contract. It
should be recognized, however, that although there are few, if any, contractual duties on the part of the
franchisor, that is not to say there are no market incentives which might ensure certain behavior on the part of
the franchisor, such as reputation or multilateral commitments. See note 232 infra.

7 See note 62 supra.

78 See, e.g., B. SMITH & T. WEST, supra note 32, at 42-43.

See notes 184-230 infra and accompanying text.

%0 See Empire Volkswagen, Inc. v. World Wide Volkswagen Corp., 814 F. 2d 90 (2d Cir. 1987).

81 See Consumers Petroleum Co. v. Texaco, 804 F. 2d 907 (6™ Cir. 1986).
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%2 Benjamin Klein has also argued that contracts such as the franchise contract will be necessarily
incomplete. See Benjamin Klein, Transaction Cost Determinants of ‘Unfair’ Contractual Arrangements. 70
AM. ECON. REV., May 1980, at 356 (papers and proceedings).

% Economic analysis will also further illustrate why franchise contracts are necessarily incomplete. See text
accompanying note 98 infia.

% See note 109 infra and accompanying text.

% This second step takes us into the relational analysis I develop in Section IV, I want to emphasize that my
objective in analyzing the economics of commitment in franchising is to provide an analytical tool that will be
useful to a court faced with a concrete franchise dispute on the one hand, and with an incomplete franchise
contract on the other. My objective is not normative. I do not intend to suggest that because franchisees and
franchisors would, if rational in the economic sense, overcome the commitment problems I identify, courts
should impose this rationality on their arrangement if they have failed to do so themselves. My starting point
is descriptive. We should expect franchisee and franchisor to overcome these problems, and consequently it
makes sense to look more closely to see whether they have. The economics I consider should be understood
as an analytical hypothesis to be tested against what the relationship reveals on closer examination.

% See text accompanying notes 12-15 supra.

%7 See Victor P. Goldberg, The Law and Economics of Vertical Restrictions: A Relational Perspective. 58
TEX. L. REV. 91 (1979) (analyzing problem of free-riding and discussing court cases).

% More formally, free-riding is an example of an economic externality. A profit-maximizing franchisee will
choose quality levels at which the marginal revenue at her outlet equals her marginal cost. The franchisee’s
effort, however, will also affect marginal revenues for other franchisees and the franchisor. This external
effect is ignored by the franchisee, leading her to choose too little effort relative to the level that would
maximize joint profits for the entire franchise system. See generally R. PINDYCK & D. RUBINFELD, supra
note 75, at 617-23.

¥ See generally id. at 605-11.

% The franchisor will place some weight on franchisee profits because new franchisees will be more likely to
purchase profitable outlets. The point is that revenues will also figure significantly in the franchisor’s
decisions.

°! See generally Benjamin Klein, Robert G. Crawford & Armen A. Alchian. Vertical Integration,
Appropriate Rents, and the Competitive Contracting Process, 21 J.L. & ECON. 297 (1978): Williamson,
supra note 2.

2" See text accompanying notes 14-15 supra.

% The magnitude of these sunk costs depends on the types of contract provisions governing the resale of
equipment and furnishings to the franchisor when the relationship terminates.

" Economists refer to these as ex post incentives, because they arise after the investment in sunk costs has
occurred.

A fixed cost is an up-front cost which must be incurred in order to produce any amount of goods or
services. A variable cost is one that varies with the quantity of goods or services provided. A marginal cost is
the variable cost of producing additional amounts of goods or services. See WILLIAM SAMUELSON,
ECONOMICS 427-31 (11th ed. 1980). A profit-maximizing franchisee will decide how much to produce and
therefore what price to charge based on marginal cost. Ordinarily, a franchisee will be able to charge a price
above its marginal cost as a result of the market power it derives from its exclusive territory. This price is,
however, limited by what consumers are willing to pay, given the availability of substitute goods. If marginal
costs increase but consumer willingness to pay does not, the price may only cover marginal costs and not total
% 1 have simplified this argument. More formally, the business will compare the present value of the income
stream form continued operation less variable costs, A. with the income that could be earned by shutting
down and reselling the fixed assets. B. If A exceeds B, the firm will stay in operation. When fixed costs are
sunk, the resale price of the assets will be low relative to their depreciated value; when they are fully
recoverable, resale price will equal depreciated value. Thus the firm with sunk costs is more likely to find that
A exceeds B than is the firm with fully recoverable costs.

7 See generally Klein, Crawford, & Alchian, supra note 91 (analysis of sunk costs and opportunism).
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% While most economists have focused on the use of specified vertical restraints such as quotas or resale
price maintenance to control franchisee free-riding, see e.g. G.F. Mathewson & R.A. Winter, An Economic
Theory of Vertical Restraints. RAND J. ECON. 27 (1984), other writers have essentially argued that the
incompleteness of the franchise contract is necessary in order to solve the franchisor’s control problem, see
e.g. Goetz & Scott, supra note 11: Klein supra note 82. The argument is that the problems of specifying up-
front the innumerable details of quality performance for franchisees make it necessary for the franchisor to
retain broad discretion to enforce compliance with “the system.” Enforcement is achieved, it is argued,
through the use of the franchisor’s power to terminate franchisees “at-will,” that is, whenever the franchisor
independently judges that a franchisee has failed to comply with quality standards. The threat of termination,
and the consequent loss of franchise profits, deters free-riding. See generally Benjamin Klein & Kevin M.
Murphy, Vertical Restraints as Contract Enforcement Mechanisms, 31 J.L. & ECON. 265 (1988) (discussing
role of franchisee profits in operation of termination mechanism).

% See Thomas M. Pitegoff, Franchise Relationship Laws: A Minefield for Franchisors, 45 BUS. LAW. 289
g(}0989) (stating that regulatory statutes were designed to correct abuses due to bargaining inequalities).

" See, e.g., A. MITCHELL POLINSKY, AN INTRODUCTION TO LAW AND ECONOMICS 9 (1983).
12 See, e.g., Mathewson & Winter, supra note 98.

' Jd.L see also Goetz & Scott, supra note 11, at 1130-50; Goldberg, supra note 87, at 177-28.

1 Muris, supra note 11, at 524.

105" See Klein, Crawford & Alchian, supra note 91, at 301. Recently observed “shortages” of willing
franchisees may be a consequence of an emerging understanding that franchisor opportunism may go
unchecked by either the market or the courts. See Jeffrey A. Tannenbaum, Franchise Pool Is Drying Up for
Some Firms, Wall St. J., Nov. 14, 1989, at B1, col.6.

1% These decisions may include promotional coupon redemption plans outlet renovations, local advertising
campaigns, or variations in product offerings or hours of service. See notes 118-136 infra and accompanying
text.

97 This is an application of straightforward externality theory: If franchisors ignore the costs to franchisees,
they perceive investments to be cheaper than they are and consequently overinvest.

108 As one scholar has described it,

[the] conventional classification of the law of contract, which has dominated legal discourse during the last
century, views the purpose of contract law as the creation of a facility for individuals to pursue their voluntary
choices. Its latent social ideal embodies a liberal state in which the law maximizes the liberty of individual
citizens, encourages self-reliance, and adopts a more or less neutral stance with regard to permissible patterns
of social life. It secures these goals by facilitating the creation of legal obligations on any terms which
individual freely choose.

HUGH COLLINS, THE LAW OF CONTRACT 1 (1986).

' Some authors have argued that commitment mechanisms other than the legal system could justify the
relationship. See note 232 infra.

"% See, e.g., S. MACAULAY, supra note 10; Goetz & Scott, supra note 11: Klein, supra note 82; Macneil,
Economic Analysis of Contractual Relations: Its Shortfalls and the Need for a “Rich Classificatory
Apparatus. "supra note 10, at 1023; Macneil. Values in Contract: Internal and External, supra note 10, at
362-66; Muris, supra note 11.

" For discussions of the dimensions of relational contracting, see lan R. Macneil, Relational Contract: What
We Do and do Not Know, 1985 WIS. L REV. 483; Robert W. Gordon, Macualay, Macneil, and the Discovery
of Solidarity and Power in Contract Law, 1985 WIS. L . REV. 565.

"2 To date the focus of much of the work that takes seriously the particular norms and practices of
contracting relationships has been descriptive or of general theoretical interest. See generally Godon, supra
note 111; Macneil, supra note 111. My objective here is to operationalize relational contracting principles in a
manner useful to practicing attorneys and courts.

'3 «[1t] may be said without qualification that if the parties have a memorial of their bargain...their actual
intent unless expressed in some way in the writing is ineffective...” 3 WILLISTON ON CONTRACTS 1751
(1936). “Judicial construction of a contract requires a determination of the meaning of the language used, not
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the ascertainment of some possible but unexpressed intent of the parties.” Hunt v. Triplex Safety Glass Co.,
60 F.2d 92, 94 (6" Cir. 1932).

14 See text accompanying notes 231-237 infra.

13 See generally S. MACAULAY, supra note 10

1% Many of these sources reflect views from the earlier days of franchising and further study of the continuity
and precision of these views is necessary. Further examination would be particularly difficult to conduct,
however because the views expressed below reveal a kind of naivete on the part of some franchisors (some of
whom ultimately failed spectacularly) that would be considered today as impolite accounts of their business.
The absence of similar studies and viewpoints today may reflect fundamental changes in views: it may also
reflect increased political savvy on the part of franchisors. Nonetheless these earlier views are valuable,
because they coincide with the time period over which the statistics on contracts, above, were collected and
over which many of the cases we will examine later arose.

7" As described by Robert Gordon, the “method” of relational contracting as practiced by its leading
architects. lan Macneil and Stewart Macaulay. “I[ies] in the close inspection of the norms and practices of the
commercial users of contract law, the contracting parties themselves.” Gordon, supra note 111, at 568.

"8 HARRY KURCH, THE FRANCHISE BOOM 22 (REV. ED. 1968) (quoting M.M. (Montie) Brohard,
Jr.).

19 Robert J. Emmons, The Second Generation Franchise Executive, in FRANCHISING TODAY supra note
39, at 39.

2% Indeed I found no definition in the popular literature that matched the contractual language in minimizing
franchisor obligations or contributions; the view that the franchise relationship is solely about protecting the
franchisor’s trademark did not emerge in my survey.

12! Leonard J. Konopa, What Is Meant by Franchise Selling?, . MARKETING, Apr. 1963, at 35,37.

'22 H. KURSH, supra note 118, at 32 (emphasis omitted).

'3 Id. At 47 (emphasis omitted).

2% 0’Donnell, supra note 52, at 124.

' E. DIXON, supra note 62, at 11-43

126 B, SMITH & T. WEST, supra note 32, at 3.

271971 SENATE REPORT, supra note 30, at 149 (emphasis omitted).

128 Advertisement, MinuteMan Press, reprinted in E. DIXON, supra note 62, at 112.

122" Advertisement, PIP Printers, reprinted in E. DIXON, supra note 62, at 113.

% EDWIN H. LEWIS & ROBERT S. HANCOCK, THE FRANCHISE SYSTEM OF DISTRIBUTION 69
(1963).

B! H. KURSH, supra note 118, at 51, 50.

132 See text accompanying note 50 supra.

133 O0’Donnell, supra note 52, at 128.

3% B. SMITH & T. WEST, supra note 32, at 1.

135 See, e.g., H. KURSH, supra notel18, at 14-18.

3¢ See, e.g., B. WEBSTER, supra note 34. A recent report indicates that “franchise frauds and failures [have]
taken a toll. The public used to think that franchising was a gold mine...Now the public is somewhat
leery...there’s no longer a sense of guaranteed success.” Tannenbaum, supra note 105, at B2, col. 5 (quoting
Robert T. Justis, Director of the International Franchise Center at Louisiana State University).

7 Coleman R. Rosenfield, Franchising and the Lawyer. 42 FLA. B.J. 17 (1968). Mr. Rosenfield is the
author of a well-known treatise in the area. COLEMAN R. ROSENFIELD, THE LAW OF FRANCHSIING
(1970).

% The standard form franchise contract is often analyzed in terms of bargaining power. This is what leads
other writers to suggest that the contract be considered adhesive and presumptively unenforceable. See Todd
D. Rakoll, Contracts of Adhesion: An Essay in Reconstruction, 96 HARV. L. REV. 1173, 1176-80 (1983).
139 «[1]f a franchisor is sound and ethical, he or she will not bargain away major essential points of the
system. If the franchisor is willing to do so, why were they included in the first place?” DOW JONES
GUIDE, supra note 35, at 22.

140 O’Donnell, supra, note 52, at 124.

41



42

4! Ken Coomer, Three Recurrent and Acute Major Problems in Franchising, in FRANCHISING TODAY,

supra note 39, at 185 (story of Colonel Sanders).

"2 Irving Scher, Recruiting, Selecting, and Training Franchisees as Franchisor Firms Multiply- Legal

Comments, in FRANCHISING TODAY, supra note 39, at 220.

431971 SENATE REPORT, supra note 30, at 125.

14 E. DIXON, supra note 62, at 11-43.

45" Gail DeGeorge, Fed-Up Franchisees: They’re Mad as Hell, BUS. WK., Nov. 13, 1989, at 83

1 Jd. Recently, franchisors have experienced a shortage of qualified franchisees, due in part to “growing

sophistication among franchise investors... ‘People who have money generally don’t want to run a restaurant

hands on’ ” Tannenbaum, supra note 105, at B2, cols. 3, 5 (quoting William Spiers, President of a Baton

Rouge franchise).

Y7 H. KURSH, supra note 18, at 124.

148 “Many dealers say that they never read their franchise contract because “if I do the job, I will be alright.

S. MACAULAY, supra note 10, at 78. “We look for a man who might be earning $5,000 and wants to make

it $12,000 or more and doesn’t mind working for it.” H. KURSH, supra note 118, at 121. “In the long run the

most important ingredient in franchising, either for the franchisor or the franchisee, is hard work.” E. DIXON,

supra note 62, at 11-31.

' H. KURSH, supra note 118, at 116.

% Jd. At 13 (quoting A.L. Tunick, first president of the International Franchise Association).

! David Slater , Opening Statement, in FRANCHISING TODAY, supra note 39, at 6.

152 H. KURSH, supra note 118, at 118-19.

153 Hooker, supra note 39, at 176.

134 Coomer, supra note 141, at 184.

'35 DOW JONES GUIDE, supra note 35, at 5.

156 Daryl W. Motte, Franchisor-Franchisee Relations to Prevent a Hostile Environment, in FRANCHISING

TODAY, supra note 39, at 264.

7 Hooker, supra note 39, at 174-75.

"% Elmer L. winter, Franchise Facts of Life in the 1970s, in FRANCHISING TODAY, supra note 39, at

390-391.

13 «“Conflict can and does arise between franchisors and franchisees because one or both parties fail to

appreciate that they are in business for a common end.” E. LEWIS & R. HANCOCK, supra note 130, at 75.

160 It is not enough to have central administration of only those activities which contribute to the joint
effort. It becomes essential to have close coordination and some degree of control over those activities
delegated to the dealers as well. Without this, the dealers, by virtue of their independent status, are likely
to exert their individual prerogatives to the detriment of the joint effort.

Id. at 76.

1! Motte, supra note 156, at 266.

12 Winter, supra note 158, at 399.

19 See Pitegoff, supra note 99, at 289 (stating that franchise relationships law were designed to protect

franchisees against franchisor abuses).

164 A 1971 Senate report noted that 35.6% of franchisees surveyed felt that legislation restricting
termination to only substantial noncompliance was necessary, while another 41.1% felt such legislation
was very necessary. 1971 SENATE REPORT, supra not 30, at 277. This same report noted that:
franchisees, legislators and critics of franchising suggest that the franchisor can and frequently does hold
the threat of termination or nonrenewal over the franchisee’s head in order to exact concessions from the
franchisee not in the latter’s best interest.

Id. At 269.

1% James. N. Nicholson, Some Observations and Reservations about Franchising. In FRANCHISING:

SECOND GENERATION PROBLEMS 128, 148-49 (Practicing Law Institute 1969).
166

2 9

" B. WEBSTER, supra note 34, at 99.
18 1d. at 188. Another observer cites several franchisor induced problems:
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To be sure, “hostile environments” arise not only because of poor franchisee selection but also
because of poor performance on the part of frnachisors; first in original agreements that offer
unproductive locations or phony exclusives or that fail to be based on full, mutual understanding
between the parties; or secondly, in failures of service — advertising programs that do not drive in the
customers, promotions that do not promote, training that does not train, operational and marketing
supports that do not support; or, thirdly, in burdensome equipment purchases that place marketing at
the mercy of finance; and finally, in know-it-all, heavy-handed franchisor management methods.
Motte, supra note 156, at 268.
1 See E. LEWIS & R. HANCOCK, supra note 130, at 82-83.
"B, SMITH & E. WEST, supra note 32, at 43, 55.
""" Observers have collected a long list of examples:
In the food industry, for example, the franchisor usually has a commissary and requires the
franchisee to purchase from it all food and supplies sold by the franchisor.... Unfortunately for the
franchisee it frequently develops that such prices run from 25% to 200% above those for identical
products on the open market.
Harold Brown, Equitable Protection for Franchisees, in FRANCHISING TODAY, supra note 39, at 318.
The mere act of consulting with the franchisor may be costly also. “You may have to pay an hourly rate or flat
fee every time you ask the company to send a representative to help you solve a problem.” B. WEBSTER,
supra note 34, at 120. Charges by franchisors, however, are not limited to tangible assets or services. “An
additional cost, sometimes levied once a year or at the beginning of a new franchise agreement, for the
privilege of benefiting from the franchisor’s good name and reputation in the community [may be incurred as
a ‘business goodwill fee’].” Id. at 119. Oftentimes hidden fees make it hard to get a franchise off the ground.
“One franchisee had to pay an unanticipated $28,000 build-to-suit chagre for a small outlet, more than
doubling the planned start-up budget.” Id. at 120. The aggregate effect is that franchisees typically end up
with less than they bargain for: “Another common problem occurs when a franchisor sells or leases to the
franchisee used or refurbished equipment at.... Id. at 187.
72 B. WEBSTER, supra note 34, at 189.
' Id. at 186.
"™ Id. at 103.
' There have been some blatant examples of such behavior.
There are franchisors who use their ownership of lease or land to wipe out a franchisee’s investment,
for payments for one reason or another: Perhaps they have borrowed too heavily to open their
franchise and are using the fees to pay back loans instead; or they are using them to meet operating
expenses during a cash-flow crunch; or any of a number of other reasons. In these cases, franchisors
who own the land, building, or lease have been known to bring “unlawful detainer” actions that force
the franchisees to forfeit huge sums of prepaid capital expenses and fees. The franchisee loses the
business and his up-front captial investmet
... [TThere have been reports that some less scrupulous franchisors have sold franchises for the same
location as many as 15 times [by immediately terminating for default on rent or royalties].
Id. at 80-81. The 1971 Senate Report included the following excerpt from a letter from a franchisee with “one
of the largest and best known franchise systems in the country: ‘I have been told that they have a new policy,
if I sign agreement and give them all equipment (and fixtures), they will let me out of contract, if I agree not
to sue them.”” 1971 SENATE REPORT, supra note 30, at 167-68.
' One critic noted that ‘[I]n the late 1970s some franchisees accused McDonald’s of harrassing them, by
trying to take over units that were operating in profitable areas.” S. LUXENBERG, supra note 53, at 270-71.
""" The cost of many promotional programs, for example, is borne disproportionately by the franchisees, who
may find themselves unable to refuse participation. As discussed earlier, see text accompanying notes 106-
107 supra, such programs may well be used excessively because they are cheap for the franchisor.
“Franchisors may force you to accept large numbers of discount coupons. The discounts may reduce or
eliminate your profit margin, but you will still have to pay royalties to the franchisor based on the increased
gross sales figures that including the value of the coupons.” B. WEBSTER, supra note 34, at 16. “We’ve all
heard the phrase, ‘At participating --- restaurants.” While it’s quite true that participation is voluntary for
whatever’s being touted (free french fries with every double cheeseburger, for example) some franchisees
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who didn’t ‘volunteer,” found the truck delivering supplies from the franchisor suddenly breaking down and

arriving later and later.” B. SMITH & T. WEST, supra note 32, at 15.
Some contracts also force you to replace older, depreciated equipment with new equipment that
meets the franchisor’s most recent or current specifications. This means that you could be faced with
replacing equipment in good working condition every three to five years...

Other contracts can force you to renovate or refurbish your franchise as the franchisor

dictates to keep up or improve the appearance of the franchise outlet.

B. WEBSTER, supra note 34, at 107.

'8 S LUXEMBERG, supra note 58, at 259.

17 Buyers’ guides now emphasize the potential for abuse of the quality control power:
Quality control remains one of the least understood and most perilous issues a potential franchisee
has to face...For at least twenty years, many franchisees have contended that a company’s quality-
control clauses are often used to force a franchisee to buy supplies, equipment, appliances, signs,
“secret” ingredients, and so forth from the parent company.

B. WEBSTER, supra note 34, at 190 This guide counsels franchises to avoid any franchise that dictates

quality-
control standards with a heavy hand. These strictures could be used to take a new, thriving franchise
away from a franchisee so the parent company could reap the benefits of his toil and trouble...If the
franchisor’s quality-control behavior changes significantly after you are in business, find out why. If
it suddenly gets lax, the franchisor may be in trouble — you’ll need to protect yourself from its
demise. If it becomes onerous, the franchisor may be trying to force out the franchisees in favor of
company-owned outlets. Or it many simply be trying to upgrade the franchise’s image for all
concerned. Find out.

Id. at 192.

" 1d. at 98.

181 g

"2 Franchising gives rise to litigation in numerous areas of the law: antitrust, securities, products liability and

intellectual propety, as well as contract. I focus on contract disputes because I believe that at the heart of most

franchise litigation is a basic contract difficulty which, rebuffed by contract doctrine, seeks solution elsewhere

in the law. Statutory regulation of franchising, such as state franchise acts, the Dealer’s Day in Court Act and

the Petroleum Marketing Practices Act, also rests ultimately on contract interpretation and enforcement.

'8 This latter event also results, although less frequently, in a breach-of —contract action by a continuing

franchisee.

'8 Bonanza Int’l v. Restaurant Management Consultants, 625 F. Supp. 1431, 1436 (E.D. La. 1986).

"85 Chia-Hsin (Charles) Huang v. Holiday Inns, 594 F. Supp. 352 (C.D. Cal 1984).

"% Dayan v. McDonald’s Corp., 162 Ill. App. 3d 11, N.E.2d 945 (1984).

%7 Robertson v. Mobile Oil Corp.,......

'8 Baskin-Robbins Ice Cream Co. v. D. & L. Ice Cream Co., 576 F. Supp. 1055 (E.D.N.Y. 1983)

'8 Wisser Co. v. Mobil Oil Corp., 730 F.2d 54 (2™ Cir. 1984).

%0 Arnott v. American Oil Co., 609 F.2d 873 (8" Cir, 1979), cert. denied, 446 U.S. 918 (1980).

1 Univeral Computers Ltd. v. Datamedia Corp., 653 F. Supp 518 (D.N.J. 1987), aff’d 838 F.2d 1208 (3"

Cir. 1988).

%2 Marquis v. Chrysler Corp., 577 F.2d 624 (9" Cir. 1978); see also York Chrysler-Plymouth, Inc. v.

Chrysler Credit Corp., 477 F.2d 786 (5" Cir. 1971).

1% See, e.g. Autowest, Inc. v. Peugeot, Inc., 434 F.2d 556 (2d. Cir. 1970); Arnott, 609 F.2d at 873-74.

% Burger King Corp. v. Family Dining, 426 F. Supp. 485 (E.D. Pa.), aff’d, 566 F.2d (2d Cir. 1977).

"5 The quota was sent according to a national formula unadjusted for local market conditions. Carroll

Kenworth Truck Sales v. Kenworth Truck Co., 781 F.2d 1520 (11™ Cir. 1986).

196" A similar case involved the termination of an auto-parts franchisee who failed to make any substantial

sales in the 19-month life of the franchise. Glaesner v. Beck/Arnley Corp., 790 F.2d 384 (4™ Cir. 1986). The

franchisee, who also operated an auto repair shop, claimed that the franchisor-selected inventory was

unsalable and in fact the franchisor refused to exercise its contract option to repurchase the inventory upon

termination. The franchisor countered that the franchisee had failed to make necessary investments in the
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business, and that the franchisee was simply using his franchise membership to obtain parts for his repair
business at wholesale prices.
7 Newfield v. General Motors Corp., 84 A.D. 548, 443 N.Y.S.2d 239 (1981), aff’d,56 N.Y.2d 818, 438
N.E.2d 103, 452 N.Y.S.2d 570 (1982).
1% Fox Motors, Inc. v. Mazda Distribs. (Gulf), Inc. 806 F.2d 953 (10™ Cir. 1986)
9" See, e.g., Diehl & Sons, Inc. v. International Harvester Co., 426 F. Supp 110 (E.D.N.Y. 1976).
20 photovest Corp. v. Fotomat Cope., 606 F.2d 704 (7" Cir. 1979) cert. denied, 445 U.S. 917 (1980).
21 1, C. Williams Oil Co. V. Exxon Corp., 625 F. Supp. 477 ( M.D.N.C. 1985).
202 Copy-Date Sys., Inc. v. Toshiba Am., Inc., 663 F. 2d 405 (2d Cir. 1981), cert, denied, 474 U.S. 825
(1985).
2% Burger King v. Family Dining, 426 F. Supp. 485 (E.D. Pa.), aff’d, 566 f. 2d 1168 (3d Cir. 1977).
2 See e.g., Domed Stadium Hotel v. Holiday Inns, 732 F. 2d 480 (5" Cir. 1984); Copy-Data Sys., 663 F. 2d
at 405.
2% A 1982 congressional report considering the abnormally high rate of default on Small Business
Administration (SBA) loans to franchisees noted the case of Burger King Corporation which:
sold land and a building to an SBA New York guaranteed franchisee for $398,004. This figure
included a price of $140,000 for the land, a price based on an appraisal done by the Burger
King Corp...When the franchise went bankrupt (due primarily to poor location), an independent
appraisal valued the land at only $30,00. Burger King Corp. then offered to repurchase the land
and the building from SBA for $50,000.
1982 HOUSE REPORT, supra note 54, at 33 (citations omitted). A commentator observed that the
Congressional committee staff had "prepared a memo noting that the franchises failed because of poor
location chosen by Burger King which was ‘experimenting’...The congressional staff noted that Burger King
‘made no attempt to save these businesses or help them once it was realized that there was a problem. Instead,
the company tried to “shop in the bargain basement” for the used equipment once the franchises failed.” ” . S.
LUXENBERG, supra note 53, at 258-259.
2% See e.g., White Hen Pantry V. Johnson, 599 F. Supp. 718 (E.D. Wis. 1984).
27609 F.3d 873 (8" Cir. 1979). Cert, denied, 446 U.S. 918 (1980).
2% Zapatha v. Dairy Mart, 381 Mass. 284, 408 N.E. 2d 1370 (1980).
2% Eden V. Texaco Ref. & Mktg., 644 F. Supp. 1573 (D. Md. 1986).
210 See Valentine v. Mobil Oil Corp., 789 F.2d 1388 (9" Cir. 1986); Radecki v. Amoco Oil Co., 634 F.
Supp. 1393 (D. Minn. 1986); Gruber v. Mobil Oil Corp., 570 F. Supp. 1088 (E.D. Mich. 1983).
211" See Siecko v. Amerada Hess Corp., 569 F. Supp. 768 (E.D. Pa. 1983); Munno v. Amoco Oil Co., 488 F.
Supp. 1114 (D. Conn. 1980).
212 David. R. McGeorge Car Co. v. Leyland Motor Sales, 504 F. 2d 52 (4" Cir. 1974), cert, denied, 420 U.S.
992 (1975).
*1> Empire Volkswagen v. World Wide Volkswagen Corp., 814 F.2d 90 (2d Cir. 1987).
2% Dunne Leases Cars & Trucks v. Kenworth Truck Co., 466 A.2d 1153 (R.1. 1983).
215 See Kestenbaum v. Falstaff Brewing Corp., 575 F.2d 564, 573 (5™ Cir. 1978); Fray Chevrolet Sales v.
General Motors Corp., 536 F.2d 683, 684-85 (6™ Cir. 1976); McDaniel v. General Motors Corp., 480 F. Supp.
666 (E.D.N.Y. 1979); Mogul v. General Motors Corp., 391 F. Supp 1305, 1311-12 (E.D. Pa. 1975).
216 See Kestenbaum v. Falstaff Brewing Corp., 514 F.2d 690, 696 (5" Cir. 1975); Frank Coulson, Inc.-Buick
v. General Motors Corp., 488 F.2d 202 (5th Cir. 1974); Pierce Ford v. Ford Motor Co., 299 F.2d 425, 429-30
(2d Cir. 1962).
17 See Prestin v. Mobil Oil Corp., 741 F.2d 268, 272 (9" Cir. 1984).
1% See Schultze v. Chevron Oil Co., 579 F.2d 776, 777-80 (3" Cir. 1978).
1% Picture Lake Campground, Inc. v. Holiday Inns, 497 F. Supp. 858 (E.D. Va. 1980).
See, e.g. Vaughn v. General Foods Corp., 797 F.2d 1403 (7" Cir. 1986) (characterizing statements
regarding system’s viability as “puffing,” and therefore not fraudulent under Indiana law).
25 14 Similar questions arise in Consumers Petroleum Co. v. Texaco, Inc., 804 F.2d 907 (6th Cir. 1986) Here,
a gasoline franchisee, on hearing rumors that the franchisor had plans to withdraw from distribution in its
territory, met with the franchisor to confirm the rumor. The franchisor told the franchisee that the territory
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was an integral part of the franchisor’s marketing area and that the franchisor would never withdraw. In fact,

the franchisor already had received a report suggesting that it withdraw from the territory, a step it later took.

2 This problem has taken on importance in recent years. See Franchisees Are Fighting Back, N.Y. Times,

Dec. 4, 1988, 8 3, at 1, col. 4.

23 See Brach v. Amoco Oil Co., 677 F.2d 1213 (7" Dir. 1982).

4 See Estey & Assocs. V. McCulloch Corp., 663 F. Supp. 167, 167-70 (D. Or. 1986).

225 See Barnes v. Gulf Oil, 795 F.2d 358 (4™ Cir. 1982).

2 See id. at 361.

27 See William C. Cornitius, Inc. v. Wheeler, 276 Or. 747, 556 P.2d 666 (1976).

228 See Bresler’s 33 Flavors Ice Cream v. Wokosin, 591 F. Supp. 1533, 133, 1534-36 (E.D. Wis. 1984).

9 See Nassau-Suffolk Ice Cream v. Integrated Resources, 662 F. Supp. 1499, 1501 (S.D
N.Y. 1987).

230 See B. SMITH & T. WEST, supra note 32, at 2.

231 See notes 86-98 supra and accompanying text.

232 Other writers have suggested that the franchisor’s interest in maint writers have suggested that the
franchisor’s interest in maintaining its reputation and selling more franchises is all that is necessary to
control franchisor opportunism. See, e.g., Klein, supra note 82. While reputation is certainly a factor in
franchise markets, there are a number of reasons why one should be skeptical about the potential for
reputation to completely control opportunism. First, in order for the reputation mechanism to work, the
franchisor must always anticipate selling at least one more franchise. Many franchisors, however will
reach a limit on the number they can sell, particularly since franchises usually come with an exclusive
territory. More importantly, the reputation mechanism depends on the inferences about the franchisors
past behavior drawn by potential franchisees. But the interdependence, the uncertainty, and the length of
the relationship, as well as the inexperience of the franchisee all make the identification of franchisor
opportunism very difficult. Terminations rarely result without a hint of cause, pretext or otherwise.
Potential franchisees, already burdened by their lack of market experience, will face great difficulties
distinguishing opportunistic behavior from the plausible justifications franchisors can offer: that the
actions were necessary for the good of the system as a whole; that they were a short-term response to
unusual conditions: or that the complaining franchisee is simply a bad manager, is in a bad location, or is
simply a victim of bad luck. And indeed, they will even face great difficulty gaining access to any
information on which to base an inference. Franchisors need not steer prospective franchisees to speak
with unsuccessful franchisees; existing franchisees seeking to sell have no incentive to discourage
prospective buyers.

Ultimately, whether reputation is a sufficient mechanism to deter franchisor opportunism is an empirical
question. Franchisee efforts to obtain regulation and, perhaps more telling, the lengths to which authors
of modern franchise buyers’ guides go to warn potential franchisees about the opportunism they have
observed in the industry indicate that opportunism does in fact take place. Finally, even if the reputation
mechanism does protect some franchisees, such as those in large, visible franchise systems, that fact does
not alter the problems faced by those for whom it fails- those that end up in court.

See note 190 supra and accompanying text.

See note 219 supra and accompanying text.

See note 229 supra and accompanying text.

2% See, e.g., notes 177 & 228 supra. B WEBSTER, supra note 34.

7 For example, does “handmade” ice cream refer to the ingredients used, or to the equipment used, or to the

frequency of production?

3% See note 191 supra and accompanying text.

239 See note 198 supra and accompanying text.

20 See note 177 supra.

21 Amerada Hess Corp. v. Quinn, 142 N.J. Super. 237, 252, 362 A.2d 1258, 1266 (N.J. 1976).

2 See notes 184-189 supra and accompanying text.

3 Amerada Hess. 142 N.J. Super. at 251, 362 A 2d at 1266.

4 See notes 118-136 supra and accompanying text.

5 See notes 190-218 supra and accompanying text.
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6 Ppicture Lake Campground v. Holiday Inns, 497 F. Supp. 858, 869 (e.D. Va. 1980).
#7 Vaughn v. General Foods Corp., 797 F.2d 1403, 1411, 1415 (7" Cir. 1986).
8 David R. McGeorge Car Co., v. Leyland Motor Sales, 504 F. 2d 52, 56 (4™ Cir. 1974), cert, denied, 420
U.S. 992 (1975).
2;‘2 See American Mart Corp. v. Joseph E. Seagram & Sons, 824 F.2d 733, 734 (9™ Cir. 1987).
Id.
51 Moody v. Amoco Oil co., 734 F.2d 1200, 1217 (7™ Cir. 1984).
2 See Universal Computer, Ltd. v. Datamedia Corp., 653 F. Supp. 518 (D.N.J. 1987), aff’d. 838 F.2d 1208
(3™ Cir. 1988).
23 Arnott v. American Oil Co., 609 F.2d 873, 88.-84, (8" Cir. 1979), cert. denied, 446 U.S. 918 (1980);
Autowest, Inc. v. Peugeot, Inc., 434 F.2d 556, 561-63 (2d Cir. 1970).
24 Photovest Corp. v. Fotomat Corp., 606 F.2d 704, 727-28 (7" Cir. 1979), cert. denied 445 U.S. 917 (1980).

25 Arnott, 609 F.2d at 873.
256

»7 See note 108 supra and accompanying text.
258

There will of course be numerous contexts in which we will want to assess and regulate private
arrangements, but I choose to leave that as a separate matter; my effort here is to bring franchise contract
enforcement into line with the traditional passive contracting model employed by the courts.

% This conclusion can also be justified under a fairness rationale, if fairness is understood to mean avoiding
the defeat of reasonable expectation, or an efficiency rationale, if one adopts the view that the traditional
model of passive contract enforcement of voluntary exchanges serves to enable market forces to sort efficient
from inefficient arrangements. See ANTHONY T. KRONMAN & RICHARD A. POSNER. THE
ECONOMICS OF CONTRACT LAW 1-5 (1979).

260 The convenant of good faith and fair dealing is implied through the operation of statutes such as state
franchise laws, the Automobile Dealer’s Day in Court Act and the Petroleum Marketing Practices Act.
Requirements of good faith have also been implied in franchise contracts, by analogy to ~~1-203 of the
Uniform Commercial Code, which provides, “Every contract or duty within this Act imposes an obligation of
good faith in its performance or enforcement.” See Phillips v. Chevron U.S.A. 792 F. 2d 521 (5™ Cir. 1986);
Larese v. Creamland Dairies, 767 F.2d 716, 717 (10™ Cir. 1985) (franchise relationship requires good faith
and commercially reasonable dealings); Randolph v. New Eng. Mut. Life Ins. Co., 526 F.2d 1383, 1386-87
(6™ Cir. 1975) (imposing duty of good faith on exercise of facially unrestricted termination clause): deTreville
v. Outboard Marine Corp., 439 F.2d 1099 (4™ Cir. 1971) (express unilateral termination agreements must
conform to equity and good conscience); Tele-Controls, Inc. v. Ford Indus., 388 F.2d 48 (7" Cir. 1967)
(termination of dealership contract must be in good faith); ABA Distribs. V. Adolph Coors Co., 542 F. Supp.
1272 (W.D. Mo. 1982) (franchise agreements subject to covenant of good faith); Zapatha v. Dairy Mart 381
Mass. 281, 408 N.E.2d 1370 (1980) (unconscionability and covenant of good faith apply to franchise
contracts through operation of the Uniform Commercial Code); Shell Oil Co. v. Marinello, 63 N.J. 402, 307
A.2d 598 (1973) (public policy requires good cause for termination of franchise); Atlantic Richfield Co. v.
Razumic, 480 Pa. 366, 390 A.2s 736 (1978) (franchisor under duty not to act arbitrarily in terminating
franchise agreement); Seegmiller v. Western Men, Inc., 20 Utah 2d 352, 437 P.2d 892 (1968) (same);
Ashland Oil v. Donahue, 159 W. Va. 463, 474, 223 S.E. 2d 433, 440 (1976) (franchise agreement subject to
implied covenant of good faith as expressed in Uniform Commercial Code); see also Ernest Gellhorn,
Limitations on Contract Termination Rights — Franchise Cancellations, 1967 DUKE L.J. 465.

261 1In one case, the court stated:

We interpret the good faith and good cause requirement [of a state franchise law] as

embodying both an objective and a subjective element. In order to show that there was

good cause for termination, the franchisor must establish the existence of a sufficient

business justification for its actions: specifically, it must demonstrate the existence of a

well founded objective ground for the termination based upon compelling business reasons.

The subjective requirement of good faith calls for the additional showing that the termination

was in fact based on such ground and that it was not undertaken with a vindictive or otherwise
improper motive.
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American Mart Corp. v. Joseph E. Seagram & sons, 824 F.2d 733, 734 (9™ Cir. 1987). Another courts
interpretation of the Petroleum Marketing Practices Act’s good faith and good cause requirements is even
more explicit. See, e.g., Moody v. Amoco Oil Co., 734 F.2d 1200, 1217 (7th Cir. 1984) (citing Branch v.
Amoco Oil Co., 677 F.2d 1213 (7™ Cir. 1982)):
....Congress, in enacting the [Petroleum Marketing Practices Act], sought to protect
franchisees from arbitrary terminations and nonrenewals while allowing franchisors to
exercise reasonable business judgement... Amoco’s decision to terminate the contracts
was an exercise of its business judgement. We cannot substitute our business judgement
for that of the franchisor.
The standard interpretation of the Automobile Dealer’s Day in Court Act’s good faith requirement is
implicitly a business judgement interpretation. See, e.g., Empire Volkswagen v. Worldwide Volkswagen
Corp., 627 F. Supp. 1202, 1210 (S.D.N.Y 1986) (“In order to lack good faith [under the Dealer’s Day in
Court Act] a manufacturer must exercise coercion and intimidation and makes threats against the dealer.”)
262 Courts have experimented with a number of other doctrinal tools. Doctrines of adhesion,
unconscionability, and fiduciary duty have all had brief lives in the franchising context. See Carter Equip.
V. John Deere Indus. Equip. Co., 681 F.2d 386 (5™ Cir. 1982) (franchisor’s power to control franchisee
can give rise to fiduciary duty); Arnott v. American Oil Co., 609 F.2d 873 (8" Cir., 1979) (fiduciary duty
inherent in franchise relationship); Corenswet, Inc. v. Amana Refrigeration, 594 F.2d 129 (5™ Cir. 1979)
(termination-at-will clauses should be subject to unconscionability test, not good faith); Tulowitzki v.
Atlantic Richfield Co.,396 A.2d 956 (Del. 1978) (applying unconscionability test to franchisor demand
of renewal); Shell Oil Co. v. Marinello, 63 N.J. 402, 307 A.2d 598 (1973) (termination-at-will clause
adhesive and unconscionable); Ashland Oil v. Donahue, 159 W. Va. 463, 223 S.F. 2d 433 (1976)
(termination-at-will clause unconscionable). Most courts, however, have rejected all of these approaches
to resolving franchise disputes, largely because these doctrines appear overly protective outside of the
consumer context and because they cut too broadly, often resulting in an unenforceable contract. The
essential element of inequality in franchising highlights another reason why these doctrines are
inappropriate: They operate from the premise that the problem arises from the unequal bargaining power
between franchisor and franchisee at the time the contract is “negotiated.” However, the difficulties in
franchising arise in the ongoing exercise of power in the gaps of the incomplete contract. While contracts
could certainly be less one-sided, they could not be significantly less incomplete. The doctrine of
fiduciary duty seems to provide a more tailored approach than the adhesion and unconscionability
approaches, and indeed has been championed as the proper approach by one well-known critic of
franchising. See Harold Brown, Franchising: A Fiduciary Relationship, 49 TEX. L. REV. 650 (1971)
(gross disparity in the power to control another creates a fiduciary obligation). However, it too is
ultimately inappropriate. Traditional fiduciaries are bound to pursue only the interest of the other party.
This clearly conflicts with the mutual nature of the relationship between franchisee and franchisor. Most
courts now interpret the fiduciary duty to be no more than the ordinary duty of good faith and fair
dealing. See Cambee’s Furniture v. Doughboy Recreational, 825 F.2d 167, 171 (8" Cir. 1987)
(interpreting fiduciary duty of Arnott to rest on implied covenant of good faith and fair dealing); Phillips
v. Chevron U.S.A., Inc., 792 F.2d 521, 524 (5™ Cir. 1986) (fiduciary has generalized obligation of
dealing fairly and in good faith); Domed Stadium Hotel v. Holiday Inns, 732 F.2d 480, 485 (5™ Ci. 1984)
(interpreting Arnott’s fiduciary duty also more than basic contract principle of good faith and fair
dealing); Picuture Lake Campground v. Holdiay Inns, 497 F. Supp. 858, 869 (E.D. Va 1980) (same).
263 For example, “franchisee must seek franchisor’s approval for showroom layout” or “franchisee will
purchase menu ingredients only form the following approved suppliers”.
** Not every exercise of the control power, however, is entitled to deference. See text accompanying notes
269-270 infra.
265 For example, at-will termination clauses or clauses requiring compliance with any franchisor demand.
6 1n Boat & Motor v. Sea Ray Boats, 825 F.2d 1285 (9" Cir. 1987), the franchisee made significant sunk
investments in advertising, capital, and the provision of below cost warranty work to purchasers. The standard
form contract presented to the franchisee included a thirty-day-at-will termination clause. When the
franchisee objected to the term, the franchisor responded that it was non-negotiable, but it reassured the
franchisee that he had nothing to worry about, that he would “always be a Sea Ray dealer.” Id. at 1288. This
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case illustrates the difficulty of according substantial force to a term that poses significant potential for
unrestrained opportunism when it is never the subject of negotiation and when it is undermined by other
aspects of the relationship between the parties, such as reassurances that the term is unimportant. Another
writer has suggested that while franchisees do in fact “understand the termination-at-will clause...to mean
nonopportunistic franchisor termination” they should realize that they are relying on a reputation mechanism
and not the courts for protection. Klein, supra note 82, at360. In my view, this amounts to flawed contract
enforcement for it enforces deals that franchisees did not in fact make. Klein also suggests that the presence of
broad power that can be employed opportunistically is evidence that reputation enforcement is cheaper than
court enforcement; if it was not, franchisors would write more explicit contracts. I believe this argument
overlooks the very high (possibly infinite) cost of writing a complete contract that protects both franchisors

from free-riding and franchisees from opportunism.
267

268 In what follows, I focus on the problem of opportunism because the problem of controlling free-riding is
already largely understood by the courts.

222 Empire Volkswagen v. World-Wide Volkswagen Corp., 814 F.2d 90, 92 (2d Cir. 1987).

"V If the franchisor’s desired objective — for example, avoiding consumer association of Volkswagen with
Detroit — was worth the cost of giving up the Ford line, then either renegotiation or payment of full damages
for termination should not prevent this ultimate outcome. If, on the other hand, the policy is one that costs
more than it produces in terms of increased profitability (i.e. one that is only worth pursuing if someone else
is bearing the cost), then the fact that the franchisor is frustrated in this objective is the efficient outcome and
the one the franchisor would choose if it owned the outlet itself.

*72 See note 159 ...

13 See, e.g. Marquis v. Chrysler Corp., 577 F.2d 624 (9™ Cir. 1978) (good faith determined by circumstances
and inferred from course of conduct); Lippo v. Mobil Oil Corp., 776 F.2d 706 (7™ Cir 1985) (franchisee has
right to cure default under court’s interpretation of termination clause).
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