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By Dennis 
Monroe

F r a n c h i s e 
agreements are 
frequently crit-
icized as being 
over-reaching in 
protec t ing the 
franchisor. While 

criticism is justified in many cases, more 
and more franchisors are realizing a balanc-
ing of the parties’ interests is necessary for 
long-term success of both franchisor and 
franchisees. This month, Jim Wahl and 
Ryan Palmer, two of my partners from our 
franchise group, collaborated on some of 
the reasons those often-criticized provisions 
continue to exist and the “middle-ground” 
positions certain franchisors are embracing.

Non-competition restrictions
Covenants against competition are 

standard, necessary franchise agreement 
provisions.    However, franchisors are real-
izing their best prospective franchisees are 
already in business operating similar busi-
nesses. In the restaurant sector, for example, 
it is common for successful operators of one 
concept to build the infrastructure required 
to support a multi-unit operation only to 
reach a limit on expansion. A franchisor 
who hopes to recruit this successful oper-
ator cannot have a non-compete covenant 
that prohibits its franchisees from engaging 
in any other restaurant operations—that 
broad a restriction will eliminate the type 
of successful operators it needs to attract. 
A reasonable limit on the restriction will 
need to be reached.  

Territorial restrictions
Exclusive territory provisions are com-

monly sought by franchisees to ensure a 
buffer zone protecting them against compe-
tition from other systems’ units. However, 
effective market development generates 
brand awareness and allows more effective 
advertising. There are a number of ways to 
balance the franchisees’ legitimate need 
for protection from competition against 
the franchisor’s interest in market pene-
tration. All begin with careful analysis of 
the demographic market served by a typical 
unit. While a protected radius of a num-
ber of miles or a territory bounded by city, 
county or other governmental boundar-
ies give a simple way to allocate territories, 
these rarely account for the travel and shop-
ping patterns of an actual population. In 
some cases, the tension can be addressed by 
granting a multi-unit developer a territory 
in which to locate a number of franchised 
businesses. The developer then makes 
determinations, based on demographic 
data, about how the units can most effec-
tively be placed to capture market share 
without units drawing customers from 
each other. 

Financial reporting requirements
While all franchise agreements require 

reporting, franchisees are generally reluc-
tant to share financial information with the 
franchisor.  Besides basic privacy concerns, 
franchisees generally have a legitimate right 
to structure their financial affairs as they 
see fit. However, for the system to develop 
effectively, accurate information on the 
core metrics of system performance is 
essential for both franchisor and franchi-

sees.  In today’s lending environment, it 
has become crucial for franchisors to make 
Item 19 financial performance representa-
tions that enhance franchisees’ ability to 
obtain financing. Further, without having 
accurate financial input from franchi-
sees, the franchisor cannot fulfill one of 
its expected functions, namely early iden-
tification of underperforming units and 
targeted advice on steps the franchisee can 
take to improve results. The key is not just 
gathering information, but providing a 
key systemwide matrix for the franchisee 
to improve their performance and to adjust 
concept issues to create greater profitability.

Advertising controls
Most franchise agreements put con-

trol over collective advertising solely in 
the hands of the franchisor. Tensions fre-
quently develop between franchisees—who 
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believe they are the best judges of how to 
effectively advertise in their markets—and 
the franchisor’s need to establish a uni-
form brand image for the concept. More 
systems are including franchisee involve-
ment in the form of advisory groups or 
other formats, over advertising 
placement and implementa-
tion. In addition, franchisors 
with new or emerging concepts 
sometimes consider suspend-
ing national advertising fees 
or delaying implementation 
of the fees until the system is 
mature enough to benefit from 
a national or regional advertis-
ing strategy.  

Product sourcing 
restrictions

In the interest of delivering 
consistent and uniform prod-
ucts and services to customers, 
franchise agreements typically 
give the franchisor extensive 
control over the sourcing of 
products and services used 
by franchisees.  Disputes fre-
quently arise when a franchisee 
identifies a supplier that can 
provide the same or an equiv-
alent product at a lower price.  Disputes 
become especially heated if a particular 
supplier provides some form of payment 
or rebate to the franchisor. Is this the fran-
chisor’s money, or should it be distributed 
to the franchisees whose purchases gener-
ated the rebate?

The best approach to sourcing require-
ments is to take a tiered view of restrictions. 
Certain inputs such as proprietary private-
label products and specially formulated 
ingredients are essential to maintaining 
uniformity. Below that level are those 
inputs that must consistently meet objec-
tively def ined quality standards, or 
brand-name requirements.  Franchisors 
should approve one or more suppliers, and 
allow franchisees to propose alternative 
suppliers.

The intersection of the franchisor’s 
legitimate needs with franchisees’ needs 
to control their independent businesses 
is a frequent point of contention. Over-
reaching by franchisors and excessive 

autonomy in the hands of franchisees can 
be equally damaging to the overall sys-
tem. The best business results generally 
come from recognition by franchisees that 
the franchisor must have authority to con-
trol and develop the concept, together with 

the franchisor’s recognition 
that franchisees are often able 
to provide essential input on 
improving operations and the 
execution of the concept. 
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