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1. Introduction

One of the most important busi-
ness advantages of franchising is
the regional or national promo-
tion of a single trade name or
trademark by a network of con-
tributing franchisees. This is typ-
[ ically accomplished through the
vehicle of a pooled fund of fran-
chisee contributions, usually called
a national advertising fund. These
shared advertising programs are
playing an increasingly prominent
role in the promotion of many different franchised busi-
‘ nesses, but little specific attention has been paid to them.
| As larger franchise systems have developed, the size of the
‘ national advertising funds has grown substantially, requir-
ing more staff and producing a wider range of activities.
Such funds not only raise many legal issues, but also chal-
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lenge franchisor executives with business and system ram-
ifications unique to franchising.

A host of issues are posed—the collection and organiza-
tion of pooled advertising funds, the structure of a system-
wide fund, governance (formal and practical), franchisor
control, franchisee participation, tax treatment, and oper-
ational matters. An informal survey of franchisors con-
ducted by the authors confirmed that franchise advertising
programs have taken several different forms in the franchi-
sor community, and they are governed and operated in a
variety of ways.

Franchisor executives are often unaware of the implica-
tions of their decisions regarding advertising funds. This
article reviews the legal and tax issues raised by these funds,
highlighting the sparse case law about them and noting per-
tinent business solutions where they have been observed.

(continued on page 33)
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test: So long as there was a connection between the cause of
action and the defendants’ contacts with the jurisdiction,
due process was satisfied cven if the purposefulness of the
action was not specifically and deliberately directed at the
foreign jurisdiction and even if the defendant did not enjoy
any individual benefit. It was enough if the defendant acted
with the knowledge that its actions would have injurious
effects in the foreign jurisdiction.

To be sure, Calder’s holding rested largely upon the un-
contested first element—California substantive law pro-
vided that an individual employee who actively participated
in making a libelous statement could be held individually
responsible for injuries incurred as a result of the libel. Had
California substantive law immunized the employee, how-
ever, (as it might in the case of the hypothetical welder) then
the first element would be missing and the effects tests might
never have been reached. Indeed, some courts have noted
that Calder might be limited to libel cases. See, e.g., Shapiro
v. Sun Life Assurance Co. of Canada, 117 E.R.D. 550 (D.
N.J. 1987).

Since Calder was handed down, courts appear to have
embraced the “effects” test enthusiastically, and have hailed
employees into court in employment cases, Donovan v. Grim
Hotel Co., 147 F.2d 966 (5th Cir. 1984); Brainerd v. Gov-
ernors of the University of Alberta, 873 F.2d 1257 (9th Cir.
1989): Byer v. Gordos Arkansas, Inc., 7 12 F. Supp. 149 (W.D.
Ark. 1989); Kula v. J.K. Schoefield & Co., Inc., 668 F. Supp.
1126 (N.D. Iil. 1987); in insurance agreement cases, Shapiro
v. Sun Life Assurance Co. of Canada, 117 F.R.D. 550 (D.
N.J. 1987); antitrust cases, williams Electric Co., Inc. v.
Honeywell, Inc., 847 F.2d 741 (11th Cir. 1988); investment
fraud cases, Davis v. Metro Productions, Inc., 885 F.2d 515
(9th Cir. 1989); and in franchise fraud cases, Stuart v. Fed-
eral Energy Systems, Inc., 596 F. Supp. 458 (D. Vt. 1984).
Indeed, New York's highest court, citing Calder, backped-
aled in a recent decision and took the position that New
York had never adopted the fiduciary shield doctrine, de-
spite lower couft and federal decisions to the contrary.
Kreutter v. McFadden Oil Corp., 71 N.Y.2d 460, 522 N.E.2d
40, 527 N.Y.S.2d 195 (Ct. App- 1988).

So what does all of this have to do with franchising? Sim-
ply stated—where substantive law provides a basis for di-
rect recovery against officers and directors, due process will
not stand as a barrier to a franchisee’s suit against the of-
ficers and directors of a franchisor in a foreign jurisdiction.

Most registration and disclosure laws expressly provide for
liability of officers and directors for violation of those laws.
Common-law fraud doctrines frequently implicate officer
and director liability if the officers and directors actively
participate in the fraudulent acts. See, e.g., Stuart v. Federal
Energy Systems, Inc., 596 F. Supp. 458 (D. Vt. 1984). RICO
claims against officers and directors arc direct claims, as to
which the fiduciary shield doctrine has never applied; Calder
makes it clear that due process does not bar the assertion of
such claims against officers and directors in a foreign juris-
diction.

A franchisee might thus constitutionally exercise jurisdic-
tion over officers and directors if the “effects” test is satis-
fied. Franchise sales, because of the extent of federal and
state regulation, are almost always going to be directed at
specific states. Selling a franchise in North Dakota is vastly
different from selling in New Jersey an automobile which
has an accident in New Mexico injuring Florida residents.

What are the implications of Calder? First, franchise of-
ficers, directors, and employees cannot necessarily depend
on their positions as “mere employees” to protect them from
claims in foreign jurisdictions. Second, although the matter
does not appear to have been litigated, a franchisee claim
against officers, directors, or employees may not be subject
to a mandatory choice of forum clause in the franchise
agreement. While such clauses have enjoyed widespread ac-
ceptance by the courts in recent years, they are frequently
binding only with respect to disputes between the franchisor
and franchisee. A franchisee could conceivably claim that
such a provision would not apply to a claim against an of-
ficer, director, or employee. Finally, it is clear that at least
in some circumstances the fiduciary shield doctrine contin-
ues to have vitality, especially if, as a matter of substantive
law, the employee is merely carrying out the policies of the
employer. Thus, franchisor counsel might consider advising
a franchisor to articulate a written company policy with re-
spect to franchise sales and statements made in the offering
circular so that repetition of such statements by officers or
employees would be documented as consistent with com-
pany policy. See, e.g., Shapiro, supra; Williams, supra. Al-
though it is not absolutely clear that the franchisor’s
employees will be immunized from liability on all conceiv-
able counts of a complaint, it would provide a significant
level of comfort.

franchise advertising funds
(continued from page 1)

L. Structural Alternatives

The authors’ informal survey indicates that most fran-
chisors do not establish a separate legal entity through which

franchisee advertising fund activities are conducted. Many
franchisors commingle fund contributions with their other
receipts and account for the “advertising fund” through
bookkeeping entries. Franchise agreements often provide,
however, that the franchisees’ contributions to the adver-
tising fund must be segregated from the other funds of the
franchisor, and generally these franchisors simply maintain
a separate bank account which constitutes the “fund,” rather
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than cstablishing an independent legal entity such as a trust
or nonprofit corporation.

Either commingling the advertising funds with other funds
of the franchisor or merely using a separate bank account
in the franchisor’s name can expose the franchisor to several
problems. Potentially most troublesome could be assess-
ments of tax liability by federal and state tax authoritics
who view the advertising fund contributions as income to
the franchisor and, therefore, subject to tax. Also, the fran-
chisor may have greater potential liability for a variety of
claims which could arise out of the fund’s advertising and
promotional activities.

Structuring the franchisee advertising fund
as a separate legal entity can help safe-
guard the fund assets from attachment
and seizure in the event of a judgment
against the franchisor and also in the event
of a reorganization/bankruptcy of the
franchisor.

One alternative is the creation of a trust to collect the
franchisees’ advertising contributions and make disburse-
ments. As a separate legal entity, the trust would sign ad-
vertising contracts in its own name and file its own tax
return. A trust should also provide significant legal *“insu-
lation™ for the franchisor with respect to liability arising
from the trust’s activities, although as discussed below, the
franchisor would likely indemnify the trustees with respect
to personal liability they might incur arising from their
trustee activities,

A third alternative structure would be a nonstock, non-
profit corporation. Most states have a nonprofit corpora-
tion statute! which generally provides that a “not-for-profit”
corporation is one in which no shares of stock may be issued
(although it may have “members™), and no part of its in-
come may be distributed to its members, directors, or of-
ficers other than reasonable compensation for services
rendered and distribution upon final dissolution or liqui-
dation. Under most of these statutes, a nonstock corpora-
tion need not have any members, in which case a board of
directors (either elected or appointed as set forth in the cor-
poration’s bylaws) has complete control over the corpora-
tion.

Many states also have a statute regarding formation of a
cooperative association, a different type of legal entity which
is also deemed to be a not-for-profit enterprise.? A cooper-
ative association must have “members” from whom the
board of directors is chosen. The association’s bylaws pre-

sumably would provide that cvery franchisee is automati-
cally a member of the cooperative association, if the
association will engage in national or networkwide adver-
tising.

Structuring the franchisce advertising fund as a separate
legal entity can hcelp safeguard the fund assets from attach-
ment and seizurc in the event of a judgment against the
franchisor and also in the event of a reorganization/bank-
ruptcy of the franchisor. In addition, if an undercapitalized
franchisor has cash flow problems, segregating fund contri-
butions in a separate legal entity can discourage the fran-
chisor from “borrowing’ monies from the fund, thereby
depleting amounts available for advertising and subjecting
itself to franchisee claims for misuse of these funds.

Although the topic of regional and local franchisee ad-
vertising cooperatives is not within the scope of this article,
franchise agreements often provide that the franchisee must
join and contribute to a regional or local advertising coop-
erative if such a cooperative is established. This contract
provision is obviously intended to prevent a “free ride” by
those who would benefit from the adventising, whether or
not they contributed to the cooperative. These cooperatives
generally are established either under the franchisor’s di-
rection or by the local franchisees themselves. Some are in-
corporated as a nonprofit corporation or a cooperative
association, and others are simply unincorporated associa-
tions.

I11. Fund Governance

Where the advertising fund is a separate bookkeeping or
bank account of the franchisor, the franchisor often retains
complete control and discretion over the creative concepts,
materials, media allocation and expenditures of the fund.
The franchisor may establish a committee or board of fran-
chisees, either appointed by the franchisor or elected by fel-
low franchisees (perhaps on a regional basis), to advise the
franchisor with respect to advertising and promotional mat-
ters. Some advisory boards have both franchisees and em-
ployees of the franchisor as members.

The decisions of the advertising fund board as to the ac-
tivities of the fund may be binding on the franchisor. In The
Advertising and Policy Committee of the Avis Rent A Car
System v. Avis Rent A Car System, Inc.,} the court enjoined
the franchisor, Avis, from conducting any national adver-
tising program without the prior approval of its advertising
and policy committee made up of franchisor and franchisee
representatives. The court held that the committee had the
exclusive right to conduct the franchise system’s national
advertising program and that no other national advertising
could be conducted. The franchisor was further enjoined
from exercising its right to control the use of its trademarks
and trade name arbitrarily, unreasonably, or for an im-
proper purpose. Thus, even if a franchisor decides to yield
complete control over the fund to the board, the relevant
document setting forth the authority and powers of the board
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should cxpressly reserve to the franchisor the right to con-
duct advertising and public relations activities at its own
expense and in its sole discretion.

If the fund is organized as a trust, the franchisor must
determine who the trustec or trustees will be. Appointing
an independent, institutional trustec would provide the most
lcgal distance between the franchisor and the fund, to pro-
tect against potential tax and other liabilities. There are,
however, several drawbacks to designating an institutional
trustee. It will probably be difficult to find a bank or other
financial institution willing to assume such a role in light of
the potential exposure to claims by franchisees and third
parties such as advertising agencies and customers of fran-
chisees. Even if one is located, the bank trustee would un-
dertake only the limited function of serving as a collection
and disbursement agent at the direction of either the fran-
chisor or an “advisory” board. The bank, of course, would
not be called upon to make creativé concept or media al-
location decisions. An institutional trustee most likely would
charge substantial fees for its administrative services, and
the franchisor’s control and flexibility with respect to the
fund are likely to be diminished substantially.

Instead of an institutional trustee, the trust could be ad-
ministered by a board of trustees—either employees of the
franchisor, or elected or appointed franchisees, or some
combination of employees and franchisees. Some franchi-
sees who might be willing to serve on a fund board, how-
ever, might not be-willing to serve as a “trustee” of a trust
with the potential additional fiduciary obligations of such
a position.* Their fears may be assuaged by providing for
indemnification by the franchisor, as discussed below.

The trust agreement should be a general document out-
lining the powers and responsibilities of the trustees with
respect to the trust funds. To maintain some franchisor con-
trol and flexibility regarding the detailed policies and pro-
cedures for the fund, it is suggested that the trust agreement
refer to a separate policy and procedure manual. This could
be amended from time to time rather easily, thereby avoid-
ing the necessity of a formal amendment to the trust agree-
ment. For example, the trust agreement could condition
payments by the trustees from the franchisee advertising
fund upon compliance with the terms of the fund manual.
Conditions could include (1) that the trustees have received
all approvals required by the manual prior to disbursement
(e.g., the advisory board’s approval and the franchisor’s ap-
proval); (2) that the trustees have determined the payment
is consistent with the annual budget and any other appli-
cable advertising budget established in accordance with the
terms of the manual; and (3) that the trustees are otherwise
satisfied that the cost or charge is properly payable from the
trust. Similar language could be included in the bylaws of a
nonprofit corporation or cooperative association to regulate
the responsibility of the corporation’s or association’s di-
rectors.

With respect to regional or local advertising cooperatives,

the franchisees in the area covered by the cooperative must
determine both a formula for calculating a franchisee's re-
quired contributions 10 the cooperative and also the allo-
cation of voting power among the members. The
contribution formula could be a flat periodic fee for each
franchised location or a percentage of gross revenues; the
latter is certainly more difficult to audit and enforce. Each
franchisee could have one vote regardless of how many fran-
chises he owns, or one vote for each owned franchise, or a
number of votes based upon the percentage of contributions
to the cooperative relative to total contributions.

IV. Industry Practice

As noted above, the authors' informal survey of franchi-
sors found that most franchisors do not establish a separate
legal entity through which fund activities are conducted.
Most companies maintain a separate bank account for fran-

Virtually all franchisors retain ultimate
control over the fund, including creative
concepts, media choices, and geographic
allocation. '

chise advertising fund contributions and expenditures. Many
franchisors cause the fund to reimburse them on a periodic
basis for advertising-related administrative expenses. Large
franchisors often have one or more employees who work
full-time on fund matters and whose salaries are paid di-
rectly by the fund. In situations where a franchisor em-
ployee spends a portion of his time on fund matters and
also performs administrative functions for the franchisor,
the franchisor may or may not reimburse itself from the
fund for an appropriate portion of the employee's salary.

On the question of governance and control of advertising
funds, the survey indicated that virtually all franchisors re-
tain ultimate control over the fund, including creative con-
cepts, media choices, and geographic allocation. Franchisee
involvement, however, is generally considered indispensi-
ble to a healthy advertising program, whether by formal
election, informal consensus, or routine consultation. All
business owners, including franchisees, tend to see them-
selves as advertising experts for their industries, and they
want to have some participation in the decision-making
process, particularly regarding creative concepts.

Y. Tax Issues

Where a franchisee is required to pay a portion of its gross
receipts to a franchisor in exchange for rights to operate a
franchise, the franchisee generally is entitled to deduct the

(X,
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payments and the franchisor is required to include them in
its gross income.’ The results are significantly different where
a payment is made to the franchisor in its capacity as a mere
“conduit” for the collection of funds and payment 1o third
parties. A franchisor will generally be considered a conduit
when it is required to expend on a franchisee’s behalf
amounts received from the franchisee for specified limited
purposes. Amounts received and then distributed by the
franchisor, as a conduit, are treated as direct payments from
the franchisee to the party that receives the payment from
the franchisor. This is the typical situation with an adver-
tising fund maintained by the franchisor, either as a sepa-
rate fund or through bookkeeping entries. These principles
would also be applicable if the fund were structured as a
cooperative, a nonstock corporation,® or a separate trust.’
Initially, one might question the significance of franchi-
sees’ fund contributions being included in the franchisor’s

Amounts received and then distributed by
the franchisor, as a conduit, are treated
as direct payments from the franchisee to
the party that receives the payment from
the franchisor.

gross income, because there should also be offsetting de-
ductions for fund expenditures. Like many other tax issues,
the principal problem arises in timing. If the franchisor
reaches the last day of its fiscal year and all of the fund
monies received by it during that year have not been spent,
the remaining amount may be subject to income tax. This
is particularly likely in the case of a relatively new franchi-
sor which is “stockpiling” fund contributions for a future
time when the number of its franchisees reaches the appro-
priate “‘critical mass” for regional or national advertising.
Similarly, an established franchisor may be accumulating
payments for a major advertising campaign or a special ad-
vertising opportunity such as the Super Bowl. Any taxes
paid out of the advertising fund would certainly reduce the
amount available for advertising. Of more direct conse-
quence to the franchisor, the franchisees might argue that
the franchisor should use contributions only for the purpose
of advertising, and consequently, it is the franchisor’s ob-
ligation to pay any taxes.

Therefore, it is clearly important that the franchisor be
deemed a “conduit” of all franchisee advertising contribu-
tions. The seminal case on this issue is a 1950 decision,
Seven-Up Co. v. Commissioner.®2 A number of 7-Up bottlers
agreed to create an advertising fund in 1943 at the sugges-
tion of the Seven-Up Co. The participating bottlers agreed
that for each gallon of 7-Up extract purchased, they would
pay an additional amount to the Seven-Up Co. which would

be used for advertising. Although the Seven-Up Co. com-

- mingled the advertising funds with other cash on deposit in

its general bank accounts, the advertising funds were ear-
marked on its books for a national advertising campaign,
and at all times the Seven-Up Co. had sufficient liquid as-
sets to pay in full the unexpended balance of the advertising
fund. The funds went to a single agency which handled all
national advertising, and the franchisees participated in
planning the campaigns. The agency made an annual report
about the fund to the franchisees.

The Internal Revenue Service (IRS) contended that the
payments received by the Seven-Up Co. and earmarked for
advertising should be included in gross income and that the
Seven-Up Co. was entitled to a deduction for advertising
costs it paid from the fund. The Tax Court rejected this
position and held that the bottlers’ contributions did not
constitute income to the Seven-Up Co. The Tax Court rea-
soned,

“[the Company] did not receive the bottlers’ contributions as its

own property. They were burdened with the obligation to use

them for national advertising. No gain or profit was realized on
their receipt because of this offsetting obligation.”*
Because the Seven-Up Co. served only as a conduit of con-
tributions to the national advertising fund, the Tax Court
characterized the transaction as payments in effect from the
bottlers directly to the advertising agency which arranged
the national advertising program.

In a more recent case, Florists’ Transworld Delivery (FTD)
Assn.,'° the FTD association received payments from mem-
ber retailers to establish an advertising fund and also to co-
ordinate orders placed with one retailer for delivery in
another member retailer’s sales area. The association did
not operate for profit, and all of the funds that it received
from members were to be expended for their benefit. The
IRS claimed that the payments received by the association
constituted income, attempting to distinguish Seven-Up on
the grounds that the FTD association had broader discre-
tion concerning the manner in which it could expend funds
and could exercise this discretion for its own benefit."!

The Tax Court rejected this distinction. It ruled that even
though the association had discretion in spending the funds,
this did not vitiate the association’s obligation to expend
the funds only on behalf of the members. Moreover, even
if the association could derive some benefit from the way
in which it allocated the funds, the association’s role as a
conduit would be unaffected so long as the association’s
benefit was *“secondary and incidental.”'? Accordingly, the
association was treated as a conduit which did not receive
income. '3

The most recent decision in the line of cases dealing with
advertising funds was issued about eight years ago, and once
again, the IRS lost. That case, Frank and Freda Schochet,
Trustees of Insty-Prints, Inc. National Advertising Fund Trust
v. Commissioner,' involved a trust agreement executed in
1973 by a franchisor which began collecting national ad-
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vertising fund payments from its franchisees in 1969. Prior
to the creation of the trust fund, Insty-Prints had main-
tained the funds in a segregated bank account and recorded
the fund transactions in a separate account on its corporate
books. When the trust began, the balance of the fund was
transferred to the trustees by the franchisor, and all fran-
chisce payments thercafter went directly to the trust fund.
The operations of the advertising fund were directed by a
committee of franchisor-appointed franchisces and fran-
chisor representatives. .

The IRS argued that the fund was not really a trust, but
rather an association taxable as a corporation,'* and should
have reported the franchise payments as income. The de-
ductions of membership organizations are limited,'¢ and the
effect of the government’s argument would have been to tax
the fund payments each year as income to the extent that
amount exceeded the annual expenses. The Tax Court re-
sponded that it did not matter whether the fund was a trust
or an association, as long as the franchise payments were
restricted as to their use. Because “the payments were lim-
ited to use for advertising and promotion, were expended
for such purpose and not for others, and no profit accrued
[to the trustees),”'? the payments were not income to the
trust.

One other decision should also be noted, where a recipi-
ent of monies for a specific purpose had a very significant
beneficial interest in those funds but was nonetheless char-
acterized as a conduit. In Angelus Funeral Home v. Com-
missioner,'® a funeral company entered into a “Pre-Need
Funeral Plan Agreement” with a number of individuals.
Under these agreements, the individual would make pay-
ments to the funeral company which it was required to hold
in trust. Income earned on the trust corpus was distributed
1o the funeral home and included in the funeral home’s gross
income for tax purposes. Upon the individual’s death, the
trust corpus would be distributed to the funeral home to
offset a part of the individual’s funeral expense. If the in-
dividual died a sufficient distance from the funeral home
so that it was impractical for the funeral home to provide
the service, the trust corpus would be distributed to another
funeral home selected to coriduct the service.

The Tax Court concluded that the funeral home was a
conduit because it was required to place the payments in
trust and could not use them for its general benefit. It found
the receipt of trust income by the funeral home to be equiv-
alent to a trustee’s fee. In dismissing the IRS’s argument
that the funeral home obtained some benefit from the
amounts that it received and therefore should not be treated
as a conduit, the Tax Court stated that “[t}he fact that some
incidental and secondary benefit accrued to [the funeral
home] is of no moment.”"* Thus, even where the recipient
of trust funds had a more direct beneficial interest in those
funds than a franchisor would have in national advertising
fund payments, the conduit theory prevailed where the facts
supported it.

In the face of forty years of precedent favorable to fran-
chisors which operate national advertising funds, one might
wonder why the tax treatment of these funds continues to
be a concern. The answer is the inconstancy of the Internal
Revenue Service and the resulting uncertainty for franchi-
sors. When the opinion in Seven-Up was issued, the IRS
acquiesced in the decision®; it also acquiesced in the deci-
sion in Broadcast Measurement Bureau soon thereafter.*!
For sixteen years, the issue remained dormant, and practi-
tioners generally believed it was completely resolved. The
controversy appeared anew, however, in the Angelus Fu-
neral Home 2 case, continued through two more Tax Court
cases decided in 1970, and reached another culmination
in the 1971 Ford Dealers Advertising Fund ** decision.

Obviously, the IRS was not satisfied to let this issue die.
In fact, notwithstanding its loss in all of these cases, it at-

Careful practitioners who are alert to the
potential exposure with pooled advertis-
ing funds continue to be cautious, espe-
cially where no separate entity exists.

tacked again in 1974 by issuing a nonacquiescence in the
Ford Dealers decision?® and a revenue ruling clearly based
on the facts of that case, but reaching the opposite conclu-
sion.?¢ This was accompanied by the IRS's withdrawal of its
original acquiescence in Seven-Up and Broadcast Measure-
ment, with a substitution of acquiescence in result only for
the former case and a nonacquiescence in the latter.?” Sub-
sequently, another revenue ruling was issued stating the In-
ternal Revenue Service position that if a franchisor received
contributions from franchisees for a pooled advertising fund,
a separate entity existed which had taxable income.?

This position was reasserted in the later cases discussed
above, and while no new controversies had made their way
1o a court since the Insty-Prints case, no one can be certain
that the tax authorities will not try to resurrect this issue
again. The 1974 Revenue Rulings still stand, presumably
there for agents to rely on when auditing franchisors. Ac-
cordingly, careful practitioners who are alert to the potential
exposure with pooled advertising funds continue to be cau-
tious, especially where no separate entity—a trust or non-
stock corporation—exists.

V1. Operational Issues

Advertising Fund Reporting
Many franchisors promise in the franchise agreement to
make available to franchisees an annual statement of the
operations of the advertising fund prepared by the franchi-
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sor or by an independent certified public accountant. Fran-
chise agreements also often provide that the franchisor may
pay itself from the fund for its reasonablec administrative
costs and overhead incurred in activities recasonably related
to the administration of the fund. In Thompson v. Atlantic
Richfield Company (ARCO),* franchisees sought a detailed
account of their contributions to an advertising fund. ARCO
provided annual information to franchisces as to total
amounts collected from franchisecs and total amounts spent
on advertising, but it did not provide a detailed account of
the advertising budget. The franchise agreement did not re-
quire any such accounting, and the ARCO offering circular

A well-drafted franchise agreement con-
tains language by which the franchise ac-
knowledges that the advertising fund is
intended to create the maximum level of
general public recognition and accept-
ance or the trademark for the benefit of
the franchised network as a whole.

specifically stated that ARCO did not plan to make disclo-
sures to franchisees of the advertising and promotion ex-
penditures.

The franchisees’ claim for fund information was based on
the theory of a trust relationship. The court found that there
was no intent of the parties to create a trust relationship
because, among other factors, the funds were not required
to be segregated and the franchisees had no contractual
power to influence the franchisor’s advertising strategies.
Two points are suggested by this case. The first is the im-
portance of specific language in the franchise agreement and/
or the offering circular describing what advertising fund in-
formation will and will not be provided to franchisees. Sec-
ond, the court indicated that if the arrangement constituted
a trust relationship, the franchisor would have a fiduciary
duty to provide the franchisee with a detailed account of
the fund.

Potential Liability/Indemnification

The franchisor and/or the franchisees who serve as direc-
tors or trustees of franchisee advertising funds might be ex-
posed to a variety of claims. For example, a franchisee might
sue for misuse of funds or for using bad business judgment
in choosing an advertising concept or strategy. A franchi-
see’s customer might sue for misrepresentation in advertis-
ing or on a product liability claim arising from a child’s
injury or death caused by a toy given out in a promotional
program. A market research firm or advertising agency might
sue for nonpayment of bills.

Some franchisors indemnify the franchisees who serve as
fund directors or trustees. The terms of indemnification
should be set forth in the corporation’s or association’s by-
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laws or in the trust agreement establishing the trust. Indem-
nification language should indemnify and hold harmless each
board member or trustec from any claims or liabilities, in-
cluding reasonable attorney’s fees and expenses in defend-
ing against such matters, in respect of the acts, transactions,
duties, obligations, or responsibilities which such board
member or trustee performs or fails to perform as a board
member or trustee in the administration of the advertising
fund, excluding negligence and intentional misconduct.

Geographic Allocation of Advertising

Franchisees in certain markets may feel that their adver-
tising contributions are not being appropriately allocated
among geographic markets. A well-drafted franchise agree-
ment contains language by which the franchise acknowl-
edges that the advertising fund is intended to create the
maximum level of general public recognition and accept-
ance of the trademark for the benefit of the franchised net-
work as a whole. Accordingly, neither the franchisor nor the
fund entity undertakes an obligation to place or allocate ad-
vertising programs so that they are applicable to or directly
benefit a particular franchisee’s business.

In William F. Gregory et al. v. Popeye's Famous Fried
Chicken and Biscuits, Inc.® franchisees complained that
Popeye’s failed to provide adequate advertising in the De-
troit area. The appeals court upheld the district court’s con-
clusion that the franchisees had failed to establish a prima
Jacie case of Popeyes® breach of the franchise agreement,.
The court said that the agreement did not impose on the
franchisor the duty to please individual franchisees by se-
lecting advertising that specifically benefitted a particular
market or a particular store. Further, the agreement gave
the franchisor sole discretion over the timing, selection, and
placement of advertising. Clearly, language like this should
be included in every franchise agreement. If it is not in the
franchisor’s outstanding contracts, the company should
consider adding a policy statement to the advertising sec-
tion of its operating manual, perhaps in conjunction with a
periodic update of the manual.

Advertising Agencies

Some franchisors establish their own in-house agencies
which develop creative concepts, produce the actual adver-
tisements, and place advertising with print and electronic
media. In some cases, an outside agency is retained to de-
velop and produce the advertisements, which are then placed
with media by the in-house agency. Ad agencies receive a
discount on print space or air time and generally charge the
client the full price, thereby making a profit. A franchisor’s
in-house agency may choose to pass on the discount to the
advertising fund so that, in effect, the fund’s dollars can buy
more advertising than through an independent ad agency.
Alternatively, the in-house agency may be a profit center
for the franchisor by charging the fund the full price for
advertising. In the latter case, the franchisor should disclose
in its franchise offering circular that it or its affiliate will



derive income from the placement of advertising on behalf
of the franchisec advertising fund.

VIl. Conclusion

The advertising fund structurc and governance mecha-
nism appropriate for a particular franchisor will depend
upon the degree of control which the franchisor desires to
cxercise over the operations of the fund and the franchisor’s
level of concern regarding potential tax liability. A new fran-
chisor usually has many issues on which to focus, and the
structure of its advertising fund may not have a high prior-
ity. An established franchisor may assume that it cannot
change the structure and governance of its fund, and in some
cases, the franchisor actually may be bound, either by con-
tractual language or by practical business considerations, to
continue its present fund structure and/or governance for-
mat. The structural and tax issues posed by franchise ad-
vertising funds deserve closer attention from franchisor
executives and their counsel, given the magnitude of the
dollars involved and the critical importance of advertising
to the success of most franchise networks.
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