a Franchise?

ranchising has exploded into “a giant engine of the Ameri-

can economy.” Franchising “account[s] for 50 percent of all

retail sales and...$1 trillion in sales annually in the United
States.” Franchising generates about “21 million jobs in the United
States alone and yields $2.3 trillion in economic output.” The
21 million jobs represent approximately 14 percent of U.S. jobs.*
The number of franchise establishments has mushroomed to
“more than 900,000....” The over $1 trillion represents about
10 percent of the U.S. private-sector economy.® In Michigan, the
number of franchisors “has grown 27 percent in Michigan since
2003, with 1,350 now operating.”” Thus, notwithstanding Michi-
gan’s severe recession, franchising is big business.

Although the word “franchise” arose from the idea of freedom
from servitude, restraint, or burden,® franchisor domination and
pre-contract fraud have been major problems. While providing
some franchisees with large profits, franchising has also enabled
“a large corporate franchisor to take unfair advantage of a small
franchisee....”” The imbalance of power between franchisor and
franchisee became huge, and abuses multiplied. For example, in
California, “franchisees have suffered substantial losses where
the franchisor or his representative has not provided...complete
information regarding the franchisor-franchisee relationship, the
details of the [franchise] contract,” and the franchisor’s “business
experience.”” The Commissioner of Corporations recognized “the
need for legislation protecting individuals from the loss of their
investments in franchises due to causes ranging from outright
fraud to simple incompetence.”"! In response, the California leg-
islature passed the nation’s first franchise investment protection
law, the California Franchise Investment Law. Its purposes are “to
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provide each prospective franchisee with the information neces-
sary to make an intelligent decision” on whether to invest in a
franchise, to bar sale of franchises when the sale would lead to
fraud, and “to protect the franchisorl,] by providing [both parties
with] a better understanding of the relationship.”*

In further response, the Federal Trade Commission promul-
gated a rule, and 16 other states passed franchise investment
laws similar to California’s.”® The FTC Rule requires franchisors
to provide prospective franchisees with a disclosure document
containing specific items of information about the offered fran-
chise, its officers, and other franchisees."* These items include




the franchisor’s litigation history, past and present franchisees’
contact information, any exclusive territory accompanying the
franchise, franchisor assistance, franchise purchasing and start-up
costs, and franchisor financial performance representations.” On
January 23, 2007, the FTC amended its rule to make it more like
the state laws.!°

In 1974, the Michigan legislature passed the Michigan Franchise
Investment Law (MFIL).” The legislature mandated that MFIL “shall
be broadly construed” to achieve its purpose.’® MFILs purpose
was “to remedy perceived abuses by large franchisors engaged in
manipulating, coercing or lying to unsophisticated investor fran-
chisees.”” The Wisconsin Supreme Court emphasized that a simi-
lar law’s purpose was to protect dealers “who make a substantial
investment in inventory, physical facilities or ‘goodwill.’”? The
idea was to protect franchisees’ investments from franchisor termi-
nation without notice or good cause. Accordingly, MFIL required
pre-termination notice, an opportunity to cure the alleged failure
leading to termination, and good cause.?’ MFIL also severely re-
stricted the franchisor’s power to refuse to renew a franchise.*

However, for the FTC Rule or MFIL to apply, the franchisor-
franchisee agreement must be a franchise. Thus, it must meet the
FTC Rule’s or MFILs franchise definition. As under the FTC Rule
and most other state franchise laws:*

(3) “Franchise” means a contract or agreement, either express or
implied, whether oral or written, between two or more persons to

which all of the following apply:

(a) A franchisee is granted the right to engage in the business of
offering, selling, or distributing goods or services under a market-
ing plan or system prescribed in substantial part by a franchisor.

(b) A franchisee is granted the right to engage in the business of
offering, selling, or distributing goods or services substantially
associated with the franchisor’s trademark, service mark, trade
name, logotype, advertising, or other commercial symbol desig-
nating the franchisor or its affiliate.

(¢) The franchisee is required to pay, directly or indirectly, a fran-
chise fee.?

The franchise fee requirements’ purposes are to protect in-
vesting franchisees; “where there is no investment, there is no
fear of inequality of bargaining power.”® MFIL defines a fran-
chise fee as “a fee or charge that a franchisee or subfranchisee is
required to pay or agrees to pay for the right to enter into a busi-
ness under a franchise agreement, including but not limited to
payments for goods and services.”” Under MFIL, payments for
“goods, equipment, or fixtures...at a bona fide wholesale price”
are not franchise fees.”’” The Michigan Administrative Code de-
fines a bona fide wholesale price.®® Other franchisor-required
payments, if conditions for entering into or maintaining the fran-
chise, are franchise fees.”” As the franchise fee requirement is
part of a remedial act, the courts should interpret the require-
ment to achieve the act’s purposes liberally.®

Until mid-2006, Michigan appellate courts had not interpreted
MFILs franchise fee provision. Then, the Michigan Court of Ap-
peals decided Hamade v Sunoco, Inc (R & M) and analyzed the
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franchise fee requirement for the first time.*' In 1986, Hamade,
with Sunoco’s approval, bought a Sunoco gas station and until
1997, they signed and extended contracts. But Sunoco condi-
tioned its signature on a new contract on Hamade’s agreement to
a mandatory monthly fuel sales increase from 42,000 gallons to
94,000 gallons and agreement to arrange and pay for larger fuel
tanks, relocation of the fuel tank area, installation of a canopy,
installation of larger service station islands and fuel dispensers,
and remodeling of the service station store. These conditions
arose from Sunoco’s pressure on Hamade to sell more fuel.

Though costing him $400,000—-$500,000, Hamade completed
these mandates. After loaning Mr. Hamade $55,000 for part of
these mandates, Sunoco conditioned any long-term contract on
his agreement to repay this loan. Also, Sunoco loaned him equip-
ment valued at $43,500. Sunoco amortized these loan and equip-
ment charges over the subsequent 1997 contract period. The par-
ties agreed on a 1997 contract incorporating these and other
provisions described below. But in September 2000, Sunoco ap-
proved the opening of a new Sunoco station about a mile away
from Hamade’s station. To Hamade, this event and Sunoco’s de-
livery of bad fuel caused his station to fail.

Hamade sued Sunoco for MFIL violations. When defendants
moved for summary disposition, the lower court granted the mo-
tion, holding that MFIL did not apply, because Hamade had not
paid a franchise fee. Affirming, the Court concluded that he had
not met the franchise fee requirement. The Court ignored MFILs
and the franchise fee requirements’ remedial legislative purposes.
This opened the decision to legitimate criticism.

First, the Court concluded that Sunoco’s compulsory monthly
fuel sales quota increase from 42,000 gallons to 94,000 gallons
did not impose an indirect franchise fee. The Court recognized
that “[aln obligation to carry a large inventory can be the eco-
nomic equivalent of a franchise fee. An excessively large inven-
tory transfers cash to the seller without producing benefits for the
buyer; and the interest the seller earns by making the sales ear-
lier is a kind of fee. Like a cash payment, it transfers wealth from
buyer to seller.””> However, the Court found that the sales price
was a bona fide wholesale price, as Sunoco required Hamade “to
purchase his monthly quota of fuel at the dealer tank wagon
price (DTW) price in effect at the time and place of delivery.”*
Also, during the year before the signing of the 1997 agreement,
Hamade “was selling a monthly average of fuel closer to the
agreed-upon amount of 94,000 gallons a month.”?* Accordingly,
the Court found that sales quota “reasonable in light of [his] sales
history.”® Thus, the Court did not find an indirect franchise fee.
The Court’s conclusion and reasoning on the inventory require-
ment and sales price issues were well-supported.

Next, the Court held that the 1997 agreement’s $10,000 collat-
eral deposit was not an indirect franchise fee. The agreement
compelled Hamade to deposit that amount with Sunoco to pay
any past, present, or future debts. Sunoco had to pay interest on
the deposit and return it to Hamade at the end of the agreement.
But “a transfer of wealth from the franchisee to the franchisor”
was absent.”® Since Hamade had “retained ownership of the de-
posited funds and was not deprived of the time value of the
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funds [due to earned interest], there was no transfer of wealth to
Sunoco” and no indirect franchise fee.””

The Court’s analysis had a serious drawback. The Court over-
looked the fact that the compulsory deposit was a precondition
of Sunoco’s agreement to contract with Hamade. This precondi-
tion overrode the requirements for Sunoco to pay interest on the
deposited funds and return them. Despite the interest and return
requirements, the compulsory deposit remained a contract precon-
dition. Accordingly, the Court’s reasoning here was incorrect.

The Court further held that Sunoco’s compulsory service sta-
tion rehabilitation costing Hamade $400,000—$500,000 did not
constitute an indirect franchise fee. First, the Court emphasized
that Hamade had paid a contractor, not Sunoco, to rehabilitate
the station. Second, the Court cited the $43,500 equipment loan.
Third, the Court characterized the $55,000 loan “to pay for the
installation of the loaned equipment” as a gift.*® Fourth, the Court
cited “the remodeling of the garage bays into a convenience
store, whose profits benefited only Hamade.”” While recognizing
that “Sunoco indirectly benefited from the improvements” because
of their potential contribution to increased fuel sales, the Court
found that any such increase “also benefited Hamade. Conclud-
ing that “the improvements primarily benefited Hamade(,) rather
than Sunoco,” the Court did not find an indirect franchise fee.*!

The Court’s reasoning on payment to a contractor, though rep-
resenting predominant case law, is unconvincing. The Court cited
Implement Service, which involved a dealer’s free warranty work
on small engines. The Court held that this performance did not
constitute a franchise fee, as the dealer performed the work for
customers, not the manufacturer. The dealer also conducted train-
ing schools for others and distributed advertising displays. The
Court concluded that these services involved no indirect franchise
fees, as they were ordinary business endeavors leading to ordinary
business expenses, and the dealer performed them for others.
Implement Service cited Premier Wine & Spirits of South Dakota,
Inc v E & ] Gallo Co,** where the Court referred to the California
Commissioner of Corporations’ guidelines declaring that pay-
ments to third parties, even if required, are not franchisee fees.”
But all three courts ignored the Commissioner’s caveat: “/IJf such
payment is not made for the right to enter into business.”*

Sunoco conditioned Hamade’s right to remain a Sunoco dealer
on his remodeling of the station. Since Hamade was not a con-
struction contractor, meeting Sunoco’s condition compelled him
to pay a third-party contractor to remodel his station. Sunoco
conditioned Hamade’s ability to remain a Sunoco dealer on his
remodeling of the station and that payment to the third-party con-
tractor. Therefore, Hamade’s payment met the Commissioner’s
caveat, and Sunoco’s remodeling condition made that payment
an indirect franchise fee.

The Court’s reasoning also contradicted the franchise acts’ re-
medial legislative purpose and introduced unjustified franchise
fee distinctions. If a franchisor compels a franchisee to pay a fee
to attend training sessions as a condition of signing a franchise
agreement, the condition to pay should be a franchise fee. The
key is not to whom the prospective franchisee pays the fee, but
whether the fee’s payment is a condition to enter the business.

If a franchisor compels a franchisee
to pay a fee to attend training sessions as a
condition of signing a franchise agreement, the condition
to pay should be a franchise fee.

Whether the franchisor con-
ducts training classes or semi-
nars with in-house employees or
contracts with a third party to do so
makes no difference. The condition is the

same. Thus, Sunoco’s condition made Hamade’s payment an in-
direct franchise fee.

The second and third parts of Hamade's reasoning regarding
the service station rehabilitation likewise contradicted MFILS re-
medial legislative purpose and were not persuasive. The $43,500
equipment loan charge and the $55,000 were indirect franchise
fees, because Sunoco conditioned its approval of the 1997 agree-
ment on Mr. Hamade's agreement to repay these amounts. The
repayment requirements negated the Court’s finding that the
$43,500 and $55,000 loans were gifts. Both amounts were loans.
The Court’s reasoning that Hamade’s purchase of every required
gallon of fuel changed the $55,000 amount from a loan into a gift
overlooked the fact that repayment of the loan remained compul-
sory. Mandatory repayment of a gift is self-contradictory. Amor-
tization through fuel purchases was only the repayment means.
It did not change the requirement or repayment facts. Neither
MFIL nor the regulation mandated any particular form of repay-
ment for a charge to be a franchise fee. As a result, both amounts
were indirect franchise fees.

The remaining parts of the Court’s reasoning regarding the
service station remodeling were unconvincing. Rather than in-
terpreting the remedial act’s franchise fee provision liberally,
the Court introduced yet another inquiry: Who benefits most? In
deciding a motion for summary disposition, the Court improp-
erly decided who benefited most from the station rehabilitation.
The convenience store benefited Hamade and Sunoco. Thus, the
Court’s focus on benefits was beside the point. The remodeling
condition was the point. If he wanted to contract with Sunoco,
Hamade had to remodel the garage into a convenience store and
pay $400,000-$500,000 to do so. He had to repay the $55,000
and $43,500 loans to do so. Since these payments were Sunoco
contracting preconditions, they were indirect franchise fees.




Therefore, the Court held that Hamade did not meet the MFIL

franchise fee requirement, that he did not have a franchise, and

that MFIL did not apply. Hamade was the Court’s first case inter-

preting MFILs franchise fee requirement. The decision did not

cover all possible indirect franchise fee issues. Its reasoning is

challengeable. Using non-Michigan franchise fee decisions re-

mains essential. But Hamade is Michigan’s starting point. m
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