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change from time to time, are subject to different state-specific reg-
ulations, and are interpreted differently by each state’s courts and
local juries. As a practical matter, to reliably determine that a
multi-state chaining, licensing, or distribution business is not a
franchise requires looking at the real-world seller’s acts and each
applicable state’s statutes and regulations.

b. Fractional Franchise

Although California, Illinois, Indiana, Michigan, Minnesota,
New York, Virginia, and Wisconsin have a “fractional franchise” or
“experienced franchisee” exemption similar to the federal exemp-
tion,'>* the exemptions in these states do not exactly mirror the
federal exemption. Some states have additional conditions for ap-
plicability and most only deal with registration—not the offering
circular requirement. Further, Hawaii, Maryland, North Dakota,
Oregon, Rhode Island, South Dakota, and Washington do not have
such an exemption. A seller’s reliance on the fractional franchise
exemption as the sole means of avoiding franchise law is more
complicated than it would appear at first glance. These complexi-
ties illustrate the care and trouble one is put to in seeking to rely
on exemptions.

c. Large/Experienced Franchisor

In nine states, a franchisor with a large net worth or significant
franchise experience may be exempt from state registration, but
not disclosure requirements.’>> The franchisor typically must have
a net worth of $1 million and/or have conducted business of the
type it is franchising for at least five years or meet other experience

154. CaL. Corpe. CoDE ANN. § 31109 (Deering Supp. 2004); 815 IrL. ApmIN. CODE
705/5 (West 2004); Inp. Cope ANN. § 23-2-2.5-1(a) (Michie 2004); MicH. Comp. Laws
§ 445.1506 (2004); Minn. STAT. AnN. § 80C.03(f) (West 2003); N.Y. Comp. Copes R. &
REGs. tit. 13, § 200.10 (2004); Va. CopE ANN. § 13.1-550 (Michie 2004); Wis. STAT. ANN.
§ 553.235 (West 2003).

155. Cavr. Corr. ConE ANN. § 311001(b) (Deering Supp. 2004); 14 ILL. ADMIN. CODE
§ 200.202(e) (2004); Inp. CopE ANN. § 23-2-2.5-3 (Michie 2004); Mp. ReGs. CoDE tit. 2,
§ 2.810.D (2004); N.Y. GEN. Bus. Law § 684 (McKinney 2004); N.D. CenT. CoDE § 51-19-
04 (2004); R.I. GEN. Laws § 19-28.1-6(4) (2004); S.D. CopIFiED Laws § 37-5A-12 (Michie
2004); WasH. REv. CopE ANN. § 19.100.030(4) (West 2004).
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criteria.'>® Most states condition the exemption on the franchisor
filing a form with the state and paying a fee.

d. Sale to an Existing Franchisee

Renewals of existing franchises or sales of additional units to ex-
isting and experienced franchisees may be exempt.'> This exemp-
tion is often limited by a requirement that there be no material
change in the relationship between the franchisee and franchisor
and that the franchisor file a form with the state and pay a fee.'*®

e. Franchisee’s Sale of Its Franchise

The sale by a franchisee of its own franchise may be exempt.'>
However, if the franchisor takes a transfer fee or requires the new
franchisee to enter into a new franchise agreement, then the
franchisor is likely not exempt. In this event, the franchisor may
have to comply with applicable disclosure and registration laws.

f. Other Exemptions

A few states exempt franchise sales when they are below or
above a threshold sales or investment amount. California exempts

156. See, e.g., INp. CODE ANN. § 23-2-2.5-3 (Michie 2004) (requiring a net worth.of
not less than $1 million); Mp. Recs. Cope tit. 2, § 2.8.10.D (2004) (providing for an ex-
emption if the franchisor’s net equity is at least $10 million on a consolidated basis or at
least $1 million in addition to being at least eighty percent owned by an entity with a net
equity of at least $10 million).

157. “Experienced” is defined as two years of experience. See, e.g., CAL. COrP. CODE
§ 31018 (Deering Supp. 2004) (providing, however, that a material change in the franchise
is a “sale”); Haw. REv. STAT. ANN. § 482E-4(6) (Michie 2004) (exempting sale of an addi-
tional franchise to an existing franchisee).

158. See, e.g., Haw. REv. STAT. ANN. § 482E-4(5) (Michie 2004) (exempting renewal
or extension of a franchise relationship as long as there is no material change in the rela-
tionship); R.I. GEN. Laws § 19-28.1-6(6) (2004) (expressing the same viewpoint as the Ha-
waii statute).

159. See, e.g., CaL. Corp. CopnE § 31102 (Deering Supp. 2004) (exempting the offer
or sale of a franchise by the franchisee if the franchisee is not an affiliate of the franchisor);
R.I. Gen. Laws § 19-28.1-6(2) (2004) (exempting the offer or sale of a franchise by the
franchisee if the franchisee is not an affiliate of the franchisor); Wis. STaT. ANN. § 553.23
(West 2004) (exempting sub-franchisors if the sale of the franchise is not effected by or
through the franchisor); see also Toppen v. Roy, No. 30429-5-I1, 2004 Wash. App. LEXIS
1907, at *10-12 (Wash. Ct. App. Aug. 17, 2004) (affirming the lower court’s judgment for
the franchisee-franchise under Washington law).

https://commons.stmarytx.edu/thestmaryslawjournal/vol36/iss2/3

42



Miller: Unintentional Franchising.

2005] UNINTENTIONAL FRANCHISING 343

sales to so-called “sophisticated franchisees.”’®® Some states per-
mit the franchise administrator to exempt sales when regulation in
a particular case is not necessary to protect the public.'®® Lines of
commerce that are specifically regulated, such as gasoline service
stations and car dealerships, are sometimes preempted or expressly
exempted.'®? Other miscellaneous exemptions exist.!®* Texas’s ex-
emptions are discussed below.

III. “Business OpPORTUNITY’ DEFINED

A. Federal Definition of Business Opportunity

1. In General

The distinction between a franchise and a business opportunity is
primarily that the former encompasses the purchaser’s substantial
use of the seller’s trademark, and the latter encompasses the seller
setting the purchaser up in a business for which the seller will sup-
ply goods or services to the buyer with accounts or locations.
While there is a substantial amount of business opportunity abuse,
the FTC business opportunity definition is not typically a “gotcha”
problem for unintentional franchisor-type businesses due to the
narrow requirement that the seller supply accounts or locations.
On the other hand, the franchise definition elements of a common

160. See CaL. Corp. CopE § 31109 (Deering Supp. 2004) (providing exemptions for
certain purchasing entities based in part on net worth).

161. See, e.g., CaL. Corpr. CopE § 31100 (Deering Supp. 2004) (enabling the commis-
sioner to exempt transactions, inter alia, not necessary to protect the public interest); 815
ILL. Comp. STAT. ANN. 705/9 (West 2004) (authorizing the administrator to exempt trans-
actions that fall under certain circumstances, including those not necessary to protect the
public interest).

162. See Petroleum Marketing Practices Act, 15 U.S.C. §§ 2801-2806 (2003) (applying
to franchise relationships between refiners, distributor, and retailers).

163. California, Rhode Island, and Washington exempt sales to a franchisor’s insiders.
CaL. Core. CopEe § 31106 (Deering Supp. 2004); R.I. GEN. Laws § 19-28.1-6(3) (2004);
WasH. ADMIN. CopE § 460-80-108-(4) (2004). Rhode Island and Washington exempt sales
to franchisees with a net worth of more than $1 million or an annual income of $200,000.
R.I. GEN. Laws § 19-28.1-6(4)(i) (2004); WasH. Apmin. CopEe § 460-80-108(5), (6) (2004).
Some states exempt sales of franchises if the franchise location will be outside the state,
which may create interesting conflicts of law issues. CaL. Corp. Copk § 31105 (Deering
Supp. 2004); R.I. GEn. Laws § 19-28.1-7 (2004). Some states have “limited offer” excep-
tions for isolated sales. See, e.g., IND. CODE ANN. § 23-2-2.5-3 (Michie 2004) (exempting
franchisors that sell no more than one franchise every 2 years); N.Y. GEN. Bus. Law
§ 681.5. (McKinney 2004) (providing an exemption for “isolated” sales of franchises). The
terms of these exemptions vary from state to state.
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