
MESSAGE FROM THE CHAIR 
 
It is truly with great pleasure that I announce the launch of the very first edition of “Franchising 101”, an overview 
reference desk publication on Ontario franchise law, published by the Joint Subcommittee on Franchising of the 
Ontario Bar Association. 
 
In recent years, Ontario franchise law has evolved significantly to govern many aspects of franchising, such as 
purchases and sales, operations, terminations, and dispute resolution. This body of law is becoming more complex 
and regulated, and as a result, the practice of franchise law is steadily becoming a distinct area of mainstream 
practice. Lawyers practicing in this field are required to have a thorough knowledge of both statute and common law 
– whether in the provision of planning and ongoing client advice, or in the handling of litigation and resolution of 
franchise related disputes. 
 
The Joint Subcommittee on Franchising was established in May 2002, and is the legal forum for Ontario franchise 
lawyers. It is distinctly balanced in its composition - made up of large and small firm lawyers; litigators and solicitors; 
and franchisor and franchisee counsel. Its members have, as a whole, extensive experience and knowledge in 
Ontario franchise law and litigation.  
 
In only a few months into our operation, during the fall of 2002, our first two projects were met with unquestionable 
success. The first, which is an enduring and growing one, is the Ontario Franchise Law Listserv. It is the source of 
cutting edge news, announcements, and discussions pertaining to Ontario franchise law.  The listserv includes among 
its subscribers a substantial majority of recognized Ontario franchise lawyers, several prominent US franchise 
attorneys, and other Ontario commercial and litigation lawyers interested in following trends and developments in 
Ontario franchise law. Logistically, emails among listserv members are delivered to the entire group directly from the 
sender’s email Outbox. This accounts for its significant ease of use.  We encourage you to join the listserv 
membership.  You can do so either by emailing me at hanuka@gsnh.com, or through 
http://groups.yahoo.com/group/franchise-law/. 

 
The second project is a successful dinner event we held, called “Witnessing Evolution: How the Courts are Applying 
Good Faith/Fair Dealing Under the New Act.” Among the five panellists that took part in this event, was Madam 
Justice Wilson of Ontario’s Superior Court of Justice, who had recently presided over a high profile, precedent-
setting, good faith franchise decision. The evening produced a lively debate among members of the panel and 
members in attendance. The discussion focused on current trends in Canadian courts on good faith, and whether 
drafting of comprehensive and specific clauses could in fact convince a court to absolve a franchisor from liability for 
bad faith when engaging in the very conduct contractually provided for or even define what “good” and “bad” faith 
means. 
 
That brings me to our third successful project: “Franchising 101”. We borrowed the concept from the California Bar 
Association’s Franchising Committee, which held an introductory program under this name. Our goal was modest – to 
offer an introductory booklet for the commercial or litigation practitioner as a starting point on Ontario Franchise 
Law.  An Editor-in-Chief was chosen, Markus Cohen, Q.C., and the demanding task of conceiving chapters and sub-
topics, delegating and managing the content among those executive members who volunteered to contribute 
chapters, and putting it all together, was conferred on him.  
 
Typical of Markus, he applied his relentless perfectionism to the making of the publication throughout the entire 
process. Together with the first-class work of the chapter authors, he made this publication into much more than the 
introductory booklet that we originally conceived for use by the novice practitioner occasionally handling a franchise 
file: it is in fact a reference desk publication on Ontario franchise law as of February 24, 2003. I have little doubt that 
this publication will soon become a useful overview tool to all franchise lawyers, whether specialized or not, as a 
starting point for analysis and issue-framing with respect to the major issues facing Ontario franchise law today. 
 
The individual chapter authors and the editor are to be commended for their thorough and comprehensive work. I 
have no doubt you will find this publication an invaluable reference tool, and welcome your comments, suggestions 
and input. 
 
Ben Hanuka 
Founding Chair 
Joint Subcommittee on Franchising 
Ontario Bar Association 
February 24, 2003 



  

INTRODUCTION 
 

Franchise law may not yet be a certified specialist area in Ontario, but I dare say not one 
lawyer who actively practises in the field would suggest it is anything other than a truly specialist 
field worthy of certification. 
 

As you read the chapters which follow, I suspect there will grow within you the sense 
that the world of franchise law is a very special world: one that is redolent with the energy of the 
entrepreneurial and creative spirit which gave vigorous life to the franchise technique of business 
expansion. It deals with a special relationship a little like some others – partnership, employment, 
joint venture – but unlike them all. 
 

Franchise law, like entertainment law, is not unifaceted. It is a collage or mosaic of 
disciplines, for it touches on so many disparate fields of law including: contracts, licensing, 
business organization, competition (or antitrust), intellectual property, labour, tax – it involves 
solicitors in creative document preparation and transactional work, and barristers in all forms of 
dispute resolution, both traditional and alternative. 
 
 Disraeli is reputed to have said there are three kinds of lies: lies, damned lies, and 
statistics. Reliable statistics regarding the growth of franchising have historically been hard to 
come by. It is only recently that agencies without an “axe to grind” have become interested 
enough to learn more about the meaning of franchising to our economy. Indeed there was an 
intention in the early legislative effort in Ontario to create a registry or information databank for 
that distinct purpose: get a better understanding of all elements of franchising, its growth, and its 
importance. The most recent report out of Statistics Canada from its annual retail trade survey 
program still does not break out the numbers separately for they have identified as “retail 
franchise stores”. The agency has expressed the hope that if the quality of survey responses 
meets their standards, they may soon do so. 
 

What follows then is a collection of some of the best ideas about the most important 
elements of Ontario franchise law written by active practitioners who deal with all of these issues 
virtually on a day-to-day basis. Our goal has been to give you, the reader, a solid and compelling 
introduction to a special area in which my favourite maxim about the law and its evolution 
continues to hold particular fascination: “The law never ‘is’; it’s always ‘about to be’!” 
 

Before I leave you, a few housekeeping matters require attention: 
 

Throughout this e-booklet, the short form “Wishart Act” means the Arthur Wishart 
Act (Franchise Disclosure), 2000 (S.O. 2000, c. 3; as amended by: S.O. 2001, c. 9, Sched. D, 
s. 1) and the short forms “General Regulation” or “Regulations” thereunder mean O. Reg. 581/00 
as amended by O. Reg. 611/00. An extract of certain provisions of the legislation which are 
referred to in any of the chapters should appear in the First Appendix. 
 

As well, in order to preserve the flow of the narrative, the citations for all cases cited will 
be found in a Case Compendium helpfully contributed by Paul J. Bates, Esq. constituting the 
Second Appendix rather than in footnotes or chapter endnotes. 
 

A brief and certainly non-exhaustive list of suggestions for further reading will be found 
in the Third Appendix. 

  
Almost last, and far from least, I express my gratitude to all authors and co-authors, 

their respective assistants, researchers, clerks and typists for doing their part to bring to you this 
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fine collection of introductory materials on franchise law. Their evident skill and talents have 
made my job as Editor-in-Chief a most satisfying and extraordinarily easy one. 
 

Finally, the disclaimer all you lawyer readers especially have been waiting for: The views, 
opinions, suggestions, recommendations and conclusions which may be contained in any chapter, 
commentary or appendix in this e-booklet are solely those of the author(s) of such chapter alone, 
and are not necessarily shared by any other author, the Ontario Bar Association or any related 
person or organization. 
 
 
Markus Cohen, Q.C., LL.M. 
Editor-in-Chief 
 
Toronto 
February 24, 2003 



CHAPTER 1 
 

INTRODUCTION TO FRANCHISING 
 

by Arthur J. Trebilcock 
 

 
1.  What is Franchising?  While almost everyone has heard of franchising, few really know what it is or 
how it works.  "Franchise" normally conjures up images of pizza, hamburger and other fast food outlets, and 
so many think that franchising is some special type of business or industry.  But franchising is simply a 
method of distributing goods and services, and so can be used by almost any business in any industry. 
 
2.  History of Franchising.  Historically, a franchise was the grant of a valuable right or privilege in 
exchange for some service.  For example, in feudal England the King granted special privileges to his knights 
and barons in exchange for their providing services such as raising an army or collecting taxes.  The late 
1800’s saw North American governments granting legislative monopolies in certain business sectors (notably 
railroading, power generation and banking) to promote the development of those sectors.  Rather than 
committing large public funds to the development, government gave wealthy private individuals the 
exclusive right to exploit these markets for themselves provided that they spent their own private capital to 
develop their markets. 
 

One of the earliest examples of franchising in the private commercial sector occurred in mid-19th 
century when the Singer Sewing Machine Company created a network of independent distributors to help 
sell its sewing machine products throughout the United States.  There are some who credit Oakville, Ontario 
native Martha Matilda Harper, beauty salon founder in Rochester, N.Y. as the mother of business format 
franchising (see Martha Matilda Harper the mother of America's first business format franchise). At the close 
of the 19th century soft drink manufacturers turned to franchising because it was too expensive to ship their 
bottled drinks over long distances.  The manufacturers licensed regional bottlers to produce and bottle the 
soft drinks for them, supplying the bottlers with proprietary syrups, an exclusive distribution area and limited 
market support.  In return the bottlers identified the drink product with the manufacturer's trade-mark and 
distributed these products within their regional areas.  In the 1920's automobile manufacturers established 
regional networks of franchised auto dealerships to assist them to distribute their motor vehicles across the 
land.  In the 1930's, oil companies followed suit by establishing regional networks of franchised gasoline 
service stations to help distribute their petroleum products.  The growth of large, corporate-owned chain 
stores in the 1920's and the occurrence of the Depression forced many independent merchants to turn to 
franchising in order to survive.  By banding together under a common name to create the image of a large 
chain operation, these merchants were able to compete successfully with the corporate chains. 
 

At the end of the Second World War returning servicemen swelled an already growing North 
American population, creating a dramatic increase in the demand for goods and services in all sectors.  
Industries which had been geared to maximum wartime production turned eagerly to supply peacetime 
markets.  Low-cost government-sponsored educational and loan opportunities provided to returning 
servicemen helped to start thousands of new businesses.  These factors led to booming economies and the 
emergence of many of today's well-known franchise systems.  In the early 1980’s scarcity of capital, 
fluctuating interest rates, high unemployment, falling productivity, rapidly evolving technologies, reduction or 
elimination of trade barriers and the globalization of markets all combined to make it difficult for businesses 
to expand through conventional techniques.  As a result, manufacturers, distributors and retailers had to re-
evaluate and re-orient their expansion strategies, and this led to an explosive growth of franchising 
throughout North America, Europe and the Pacific Rim which still continues today. 
 
3.  Two Categories of Franchising.  Franchising may be divided into two broad categories, commonly 
known as "product franchising" and "business format franchising".  In a product franchise the franchisor 
licenses the franchisee to sell the franchisor’s trade-marked goods within an exclusive geographic distribution 
area large enough to assure profitability, the franchisee usually being prohibited from selling outside that area.  

http://www.marthamatildaharper.com/
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Franchisees thus have a strong incentive to deal only (or at least primarily) in the franchisor’s goods.   The 
franchisor offers only limited assistance and imposes only minor control on the franchisee’s business 
operation, each franchisee being free to adopt its own business style and distribution technique.  As a result, 
the public perceives the franchisees as independent owner/operators, whose only link to the franchisor is the 
brand name of the goods being distributed.  The main differences between a product franchise and a more 
traditional distribution arrangement are the greater identification of the franchisee with the trade-mark, the 
greater level of support services provided to the franchisee and the greater concentration of effort on selling 
the franchisor’s products.  Automobiles, soft drinks,  gasoline, consumer appliances and other goods which 
require a large degree of pre-sale or post-sale service are especially well-suited to distribution by product 
franchising. 
 

In a business format franchise the franchisor licenses the independent franchisee to sell goods or 
services identified with the franchisor's trade-mark, and in addition licenses the franchisee to use a 
comprehensive business format, operating system, marketing plan and strategy which is owned by the 
franchisor.  The franchisor usually provides the franchisee with comprehensive support, including site 
analysis and selection, leasing and construction services, financing services, fixturing and stocking the outlet, 
training, opening assistance, and other initial services, quality control and operating standards, volume 
purchasing and advertising, advice and guidance and other continuing support in all aspects of operating the 
business.  In a business format franchise there is an almost complete merging of the business identity of 
franchisee and franchisor, so that the public perceives each franchised outlet as part of a larger chain of 
identical outlets, all offering the same high quality goods and services.  To ensure that this public image is 
maintained the franchisor imposes extensive continuing controls on the franchisee's business operation.  
Thus business format franchising is characterized by an intimate ongoing business relationship between 
franchisor and franchisee. 
 
4.  Types of Business Format Franchising.  Business format franchising may be conveniently sub-
divided into three different types: unit franchising, area development franchising and sub-franchising (often 
called “master franchising”). 
 

(a)  Unit Franchising  In unit franchising the franchisor licenses the franchisee to establish and 
operate the franchise business at a single defined location.  Franchisor and franchisee enter into a unit 
franchise agreement which defines their respective rights and obligations regarding the development and 
operation of the franchise business.  Unit franchising is the most prevalent form of business format 
franchising, because it gives the franchisor maximum flexibility and control over the growth of the franchise 
system. 
 

(b)  Area Development Franchising  Area development franchising is a natural extension of unit 
franchising, in which the franchisor licenses the franchisee to establish and operate the franchise business at 
several locations within a defined area such as a city, county, or larger demographic region.  Franchisor and 
franchisee (usually called an "area developer") enter into an area development agreement which schedules 
the opening of each outlet and defines the parties' respective rights and obligations regarding the 
development and operation of each outlet.  Often the area development agreement deals only with the 
expansion aspects of the franchise, the location, construction and operation of each outlet being governed 
by a separate unit franchise agreement.  
 

(c)  Sub-franchising  In sub-franchising the franchisor licenses the franchisee (usually called a "sub-
franchisor") to grant unit franchises to others (“sub-franchisees”) within a defined territory, for the sub-
franchisor's own account.  Franchisor and sub-franchisor enter into a "master franchise agreement" which 
requires the sub-franchisor to grant unit franchises within the territory in accordance with an agreed 
development schedule, and to service each such franchise.  Thus sub-franchising is a three-tiered 
arrangement, involving a contractual relationship between franchisor and sub-franchisor governing the 
development of the territory, and a wholly-separate contractual relationship between sub-franchisor and 
sub-franchisee governing the establishment and operation of the sub-franchisee’s franchise business. 
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It is possible to structure a franchise arrangement which combines different elements of the three 
subcategories of business format franchise.  For example, the franchisor may permit the sub-franchisor to 
develop and operate its own outlets, thereby hybridizing sub-franchising and unit franchising.  Other 
interesting hybrids are possible. 
 
4.  Variations on Unit Franchising  There are many interesting variations of unit franchising, the more 
prevalent being area representation franchising, affiliation franchising, joint venture franchising and 
combination franchising. 
 

(a)  Area Representation Franchising  In area representation franchising the franchisor retains the 
services of an independent "area representative" to solicit prospective franchisees within a defined area, and 
to perform some or all of the franchisor's obligations to franchisees within that area.  In return the area 
representative shares in the franchisor's revenue stream from these franchisees.  The area representative 
has no authority to grant franchises (either for its own or for the franchisor’s account): it functions merely as 
the franchisor’s “headhunter” and servicing representative for the area. 
 

(b)  Affiliation Franchising  Affiliation franchising (often called "conversion franchising") involves the 
assimilation of an existing independent business outlet into a pre-existing franchise network which carries on 
the same type of business.  Affiliation franchising is very common in regulated sectors such as real estate 
and insurance brokerage, pharmacies, optical outlets, travel agency and financial services, and in capital 
intensive sectors such as lodging.  A natural extension of affiliation franchising (sometimes called 
"branchising") involves the assimilation or conversion of a vertically-integrated corporate chain of branch 
outlets into a franchised network.  A similar extension of affiliation franchising involves a loosely-affiliated 
group of independent merchants organizing themselves into a tightly-integrated franchise network by 
operating under a common banner and uniform image.  This type of affiliation franchising is usually 
motivated by a need to become more competitive by creating a higher profile and capitalizing on the many 
synergies offered by franchising.  Yet another variation of affiliation franchising involves the assimilation into 
a franchise network of an entire complementary or competing franchise network. 
 

(c)  Joint Venture Franchising   In joint venture franchising the franchisor and franchisee establish a 
joint venture vehicle (corporation, limited partnership, trust, etc.), and the franchisor then grants a unit 
franchise, area development franchise or sub-franchise to the joint venture vehicle.  Joint venture 
franchising is most often used in international franchise expansion, the franchisor partnering with a local 
resident in the target country.  The primary advantages to joint venture franchising for the franchisor are a 
higher potential for profit and greater control over the business outlets.  The primary advantages for the 
joint venture partner are a greater commitment by the franchisor and a sharing of the risks, because the 
franchisor has "put its money on the line". 
 

(d)  Combination Franchising  Combination franchising (often called "co-branding" or "twinning") 
involves the operation of two or more distinct and complementary franchise systems in physical or functional 
conjunction, thereby combining under one roof the synergies of the two different franchise systems.  For 
example a franchised hotel network may be combined synergistically with a franchised fast food restaurant 
network to provide enhanced product and service mixes to customers, maximize operating efficiency, and 
permit units of both systems to be developed at prime site locations, all on a shared-cost basis.  
Combination franchising usually involves the physical installation of an outlet of one of the franchise systems 
(the "tenant system") into an outlet of the complementary franchise system (the "host system"), giving rise 
to four possibilities: 
 

(i) Host and tenant franchisors joint venture outlets featuring both systems. 
 

(ii) The host franchisor becomes a tenant franchisee by operating a tenant system 
outlet within one or more of its company-owned host outlets. 
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(iii) A host franchisee becomes a tenant franchisee by operating a tenant system outlet 
within its franchised host outlet. 

 
(iv) A host franchisee and a separate tenant franchisee operate their franchised outlets 

in physical conjunction 
 

These relationships can create many thorny problems, for example: 
 

In case (i), what if one of the franchisors wants to introduce a substantial system change? 
 

In case (ii), what if the host franchisor wants to convert its host outlet to a franchise? 
 

In case (iii), what if the host franchisee wants to transfer its host franchise? 
 

In case (iv), what if the host franchise is terminated? 
 
5.  Franchisor Profit Centres  The business format franchisor normally charges an initial franchise fee for 
the franchise grant, and may charge other up front fees for site selection, lease negotiation, outlet 
development, training and other pre-opening services.  The franchisor normally charges a periodic royalty 
for use of the trade-marks and other system elements, usually some percentage of the franchisee's gross 
revenue, product purchases or other variable amount, or perhaps a unit charge on equipment, room rentals 
or other usage factor, or sometimes simply a fixed periodic amount.  The franchisor often charges continuing 
fees for additional training, inspections, bookkeeping/accounting services, website services and other post-
opening services.  The franchisor may also charge a fee for renewing the franchise or if the franchisee 
transfers the franchise.  If the franchisor is a supplier to the system it may mark up and charge for premises, 
equipment, inventory, signs, point-of-sale advertising material, financing and other items and services which 
it supplies to its franchisees.  Even if the franchisor chooses not to be a supplier, it may still generate a profit 
by retaining some or all of the volume rebates and other allowances provided by third party suppliers as a 
result of purchases by the franchise network. 
 
6.  Advantages and Disadvantages of Franchising  Franchising has some significant advantages and 
disadvantages for both parties.  The principal advantages to the franchisor are: the ability to access small, 
risk-free pools of capital (provided by the franchisees), thereby allowing the franchisor to expand its 
distribution at a far greater rate than would be possible using its own resources;  increased revenue 
generation (due to efforts of highly-motivated local entrepreneurs – the franchisees - who have committed 
their own capital to the business); and a shifting of many of the burdens of operating branch outlets to the 
franchisees.  The principal advantages to the franchisee are: business ownership; reduced start-up risk; 
increased profitability (through associating with a recognized trade-mark, using a tested operational plan 
and appearing to be part a larger network); greater competitiveness (due to the franchisor's training and 
support programs, the synergies of volume purchasing and advertising, and the franchisor's continuing 
market research and development); and ready access to a network of like-minded business operators.  The 
principal disadvantages to the franchisor are: lower profitability (due to receiving royalties instead of profits); 
reduced control over operations; inability to set retail pricing; restrictive franchise legislation; and the 
difficulty of dealing with discontented franchisees.  The main disadvantage to the franchisee is having to live 
with the franchisor’s restrictive controls on ownership and operation of the franchise business. 
 
7.  Alternative Distribution Techniques  The more popular business-expansion alternatives to 
franchising are: the vertically-integrated chain of branch outlets, and variations which involve profit or equity 
sharing with the branch managers; joint venture or partnership; franchise management; consignment 
selling; "simple" trade-mark licensing; and the co-operative buying group. 
 

The Vertically-integrated Chain of Branches  The chief advantages which a vertically-integrated chain 
of branches enjoys over a franchise network are increased profitability (through receiving profits instead of a 
small part of the gross), and greater ability to control the destiny of the business (by directing employees 
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instead of persuading franchisees).  The chief disadvantages for the owner are the need to commit personal 
capital to expansion, responsibility for losses, and the difficulty of motivating branch managers.  These 
disadvantages can be reduced by providing a profit- or equity-sharing incentive for branch managers 
through incentive bonuses, stock options and the like. 
 

Joint Venture and Partnership  Joint ventures and  general or limited partnerships are useful vehicles 
to attract capital and effective outlet managers to a distribution network.  These arrangements are a simple 
extension of the vertically-integrated chain of branches, in which each branch becomes a separate 
investment vehicle (corporation, limited or general partnership, etc.) in which the system owner and outlet 
operator each take equity interests.  The appropriate equity and outlet control arrangements being reflected 
in a joint venture, partnership or shareholder agreement.  The chief disadvantages to these types of 
arrangement are the fiduciary duties owed by co-venturers to each other, the potential liability of the co-
venturers to third parties, and securities law concerns. 
 

Franchise Management  In franchise management the franchisor grants a franchise to the 
franchisee, and then franchisor and franchisee enter into a second agreement which requires the franchisor 
to operate the franchise business.  Franchise management is often used in the hotel industry.  The principal 
disadvantage of the franchise management technique is the risk of a court viewing the arrangement simply 
as a disguised way to raise capital, and treating it as an "investment contract" under applicable securities 
legislation, with resulting liability for the franchisor who failed to comply with the statutory registration and 
disclosure requirements. 
 

Consignment Selling  In a consignment selling arrangement the consignor provides the consignee 
with possession of the goods to be distributed, but retains legal title to the goods, so that the consignee is 
merely an agent to sell the goods.  The consignee receives a fee for acting as agent, usually some 
percentage of the proceeds of the goods.  The hallmark of consignment is that title to the goods never 
passes to the consignee, but flows directly from the consignor to the buyer through the agency of the 
consignee.  Consignment selling is simply an alternative form of inventory financing, which was developed to 
avoid the legal technicalities of conditional sales and chattel mortgage financing.  The main advantages 
offered by consignment selling are the consignor’s ability to set selling prices and the consignee’s 
opportunity to develop a steady business without having to invest capital in inventory.  The main 
disadvantage of the technique is the requirement that the consignor tie up its capital maintaining system 
inventory levels. 
 

"Simple" Trade-mark Licensing  Trade-mark law requires the trade-mark owner to control both the 
character and quality of the goods and services which the licensees distribute in association with the trade-
mark.  In this type of distribution arrangement the trade-mark owner imposes few (if any) other controls on 
the business operations of the licensees, each being free to adopt its own image and business methods, and 
to distribute other (possibly competing) lines of goods and services over which the trade-mark owner has no 
control. 
 

Co-operative Buying Groups  A cooperative buying group is an organization which purchases goods 
for an otherwise independent group of merchants.  The merchants use the buying group to aggregate their 
purchase requirements so that they can compete effectively for supplies with their larger rivals.  Buying 
groups are prevalent in retail sectors such as automotive after-market products, drugstores and consumer 
appliances and furnishings.  While the buying group must be properly structured to avoid applicable price 
discrimination legislation, a properly structured and well-managed buying group enjoys most of the 
advantages of franchising.  The chief disadvantage to use of a buying group is the difficulty of enforcing 
system standards. 
 
 
 
 
© 2003, Arthur J. Trebilcock 



CHAPTER 2

THE FRANCHISE RELATIONSHIP

by Larry Weinberg

Perhaps for lack of a better analogy, the franchise relationship is often compared to a marriage;
essentially a “partnership” between a franchisor and franchisee in a virtual, but not necessarily legal sense.
The parallels between a marriage and a franchise relationship exist because both the franchisor/franchisee
and the married couple depend upon each other for their continued well-being (financial and otherwise).  As
well, the relationship is intended as one that will continue for a long period of time, to the mutual satisfaction
of all involved.

The growth of franchising over the last thirty or so years, as a means by which goods and services
are distributed to the customer, can likely be attributed to the fact that when franchising works, it works
quite well.  In these situations, both the franchisor and the franchisee are relatively successful, in the sense
that the arrangement meets their respective expectations. For the franchisor, the relationship achieves the
goal of providing the means by which a business can grow, through use of the franchisee’s capital and
labour, and with the benefit of an owner/operator franchisee at the helm of individual outlets. When the
relationship “works” for the franchisee, it is typically as a result of their discovery that they are in business
for themselves, but not by themselves, with the franchisor having provided them necessary tools with which
they have achieved success.

 “Business format” franchising is the term used to describe the traditional business model that most
people are familiar with today when they use the term “franchise”. Of the many methods available by which
to distribute goods and/or services to the ultimate consumer, business format franchising is probably the
most complex from a legal perspective.  It essentially involves a licence to market products and/or services
through use of any one or more of the following proprietary or unique items:

(a) a method of doing business (often called the "system");

(b) one or more business names and/or trade-marks;

(c) the overall look of the business; and

(d) access to certain group benefits (such as access to suppliers and group advertising).

Certainly, when most people think of a typical franchise, they envisage this most common form,
namely the "business format" franchise. This is to be contrasted with “product franchises”, which are often
akin to distributorships.

The most fundamental legal characteristic of the franchise relationship is that it is a form of licence.
The items described above are never sold outright to the franchisee. Simply put, a licence for use of the
combination of items is granted, typically for a finite (although often relatively long) period of time. The
licensor (namely, the franchisor), grants to the licensee (namely, the franchisee) a “bundle” or package of
the various rights described above which are to be used in conjunction with one another, for the purposes of
delivering the products and/or services to the consumer, and under the strict guidance of the franchisor.
The franchisor may be the owner of these various rights, or it too may license them from another person,
with a view to sublicensing the rights to franchisees.

One Canadian court has described the practical nature of the franchisee and franchisor relationship,
as follows:
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Franchise businesses provide a system that an independent entrepreneur would have to
spend some time and money developing alone.  Franchising is a method of distributing or
marketing a service or product through a system.  A franchisor grants a franchisee the right
to carry on a business in a prescribed way.

Franchises offer advantages to the entrepreneur trying to start a business, primarily the
reduced risk of failure because a proven system of marketing is involved.  It is often easier
to finance because bankers often look more favourably on a proven concept than on an
unproven one.  In addition it offers training and support, purchasing power that the
independent often lacks, advertising clout and reduced distress because many of the ins and
outs of business operations are already developed.  The disadvantages are loss of
independence because of required adherence to a particular system and payment of royalty
fees ... over and above the franchise purchase cost.

For many the analysis of the relationship begins and ends with the notion that it is a contractual
relationship, which arises by way of the licence described above.  However, based upon the evolution of the
franchise relationship, the law, and the business reality, the relationship is potentially much more complex
than the one created by a contract between a licensor and licensee, as independent contractors.  There are
different ways to look at the relationship, including the following.

A. Contractual Relationship

There is not much dispute that, first and foremost, the franchise relationship is one based in
contract, with the rights and obligations of the parties largely determined by their agreement.  The
franchisee’s rights to use of the franchisor’s bundle of rights are granted pursuant to a written contract.  And
apart from some terms of the relationship mandated by specific franchise statutes, the relationship between
the franchisor and the franchisee is one established and governed by the terms of that contract: the
franchise agreement.

While so-called “joint venture” franchises exist, where both the franchisee and franchisor jointly own
a “franchisee” entity, it is most typical for the franchisee to be a non-related or arm’s length business entity.
In fact, it is the hallmark of most franchise relationships that this legal independence exists.

B. Fiduciary Relationship

A fiduciary relationship is one where one party owes special duties to the other, the most common
being the relationship in law between partners, and that between a trustee and beneficiary.  The hallmark of
such a relationship is that the person in the position of power, the fiduciary, owes a special duty of care
towards the weaker party.

It is generally thought that the relationship between franchisor and franchisee is not a fiduciary
relationship.  When the Courts are faced with the standard franchise relationship, with franchisors imposing
strict terms and conditions to expressly protect their system, it is likely that these restrictions are not
sufficient to impose a fiduciary relationship upon one of the parties.  In an oft-cited case (Jirna v. Mister
Donut), it is generally thought that the Supreme Court of Canada affirmed this general view. However, a
careful reading of this case has left open the possibility that, in the right factual situation, a court could find
that a franchisor and franchisee have a fiduciary relationship. In fact, elsewhere in this booklet there are
references to a number of lower court decisions that appear to have done that very thing, de facto if not de
jure.
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C. Employment Relationship

The essence of the franchise relationship is the notion that the franchisee is an independent
contractor, a distinct legal entity, and is not in an employer-employee relationship with the franchisor.  That
being said, most franchise agreements and franchise systems seek to place numerous controls on the way in
which the franchisee operates. This can range from things such as dictating everyday operating procedures,
determining the level of inventory to be maintained, or even prescribing the amount of money that a
franchisee can take out of the business by way of salary.

In some situations where franchisors have set standards that are too restrictive, the contract and the
practical aspects of the relationship have led courts to decide that what has really been created is an
employer/employee relationship.  Accordingly, a well-versed franchise lawyer will counsel a new franchisor
not to try and control every single aspect of the relationship.  Many of these cases arise where the
“franchisee” claims employment-type severance and other benefits for having been terminated, especially in
a situation where the franchisee has invested little or no capital in the venture.

D. Statutory Relationship

As will be discussed elsewhere in more detail, the only provinces that have legislation that
specifically regulates the sale of franchises are Ontario and Alberta.

In addition to regulating the sale of franchises, these statutes affect the nature of the relationship
between franchisor and franchisee by imposing on both parties a duty of “fair dealing” towards one another
in the performance and enforcement of the franchise agreement.  Ontario’s relatively new law, the Wishart
Act, goes on to further provide that this duty of fair dealing includes (but is not necessarily limited to) an
obligation to act towards each other in “good faith” and in a “commercially reasonable manner”.

These statutory duties affect all other aspects of the franchisor/franchisee relationship, although the
extent to which such a duty will be used to override or merely supplement provisions of a contract are not
yet known.  It will only be known if and when a body of case law is built up providing judicial guidance on
the scope and meaning of these statutory duties.  It could therefore be some years before we know their full
scope.

The Civil Code of the Province of Québec has for some time imposed certain duties of “good faith”
on parties to all contracts, including franchise agreements.

It should also be noted that in interpreting the statutory duty of fair dealing and good faith, at least
one court recently noted that a duty of good faith already existed at “common law” and that the Ontario
statute merely codified the existing law.  If this is so, then it may well be that a common law duty of fair
dealing will be applied by courts to all franchise relationships, throughout Canada.

In the United States, the birthplace of business format franchising, various statutes govern both the
selling of franchises, and some aspect of the relationship.  This makes for a very complicated environment
within which to start franchising, with regulation at both the federal level, and in some (but not all) states.
In addition, the American common law is said to imply into each franchise relationship an “implied duty of
good faith and fair dealing”.

© 2003, Larry Weinberg



CHAPTER 3

FRANCHISE LAWS: AN INTRODUCTION

by Frank Zaid and Dominic Mochrie

INTRODUCTION

With the passage of the Wishart Act in June of 2000, Ontario became only the second Canadian
province to enact legislation dealing specifically with franchises. With the exception of Alberta’s Franchises
Act (the “Alberta Act”), the rest of the provinces and territories of Canada govern franchise relationships the
way Ontario did prior to the Wishart Act; by using a mix of common law and reference to any applicable, but
not franchise-specific, statutes.

The Wishart Act is named for Arthur Wishart, who in 1971, as Ontario’s Minister of Consumer and
Commercial Relations, called for the first public inquiry into franchising in Canada. The inquiry produced the
Grange Report, which recommended legislation to protect franchisees from “the evils of franchising.” A
mixture of varying political agendas and a general lack of interest stalled any substantial movement on the
initiative for about 20 years until, in the early 1990s, several high-profile and very public franchising disputes
reignited the issue. Even so, almost another decade passed before the Wishart Act finally became law. The
Wishart Act is based largely upon the Alberta Act, and both impose significant requirements on a franchisor
in its dealings with franchisees.

APPLICATION OF THE WISHART ACT

A “franchise” is defined as follows:

"franchise" means a right to engage in a business where the franchisee is
required by contract or otherwise to make a payment or continuing
payments, whether direct or indirect, or a commitment to make such
payment or payments, to the franchisor, or the franchisor's associate, in the
course of operating the business or as a condition of acquiring the franchise
or commencing operations and,

(a) in which,

(i) the franchisor grants the franchisee the right to sell, offer for sale or
distribute goods or services that are substantially associated with the
franchisor's, or the franchisor's associate's, trade-mark, service mark, trade
name, logo or advertising or other commercial symbol, and

(ii) the franchisor or the franchisor's associate exercises significant control
over, or offers significant assistance in, the franchisee's method of
operation, including building design and furnishings, locations, business
organization, marketing techniques or training, or

(b) in which,

(i) the franchisor, or the franchisor's associate, grants the franchisee the
representational or distribution rights, whether or not a trade-mark, service
mark, trade name, logo or advertising or other commercial symbol is
involved, to sell, offer for sale or distribute goods or services supplied by
the franchisor or a supplier designated by the franchisor, and
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(ii) the franchisor, or the franchisor's associate, or a third person designated
by the franchisor, provides location assistance, including securing retail
outlets or accounts for the goods or services to be sold, offered for sale or
distributed or securing locations or sites for vending machines, display racks
or other product sales displays used by the franchisee;

Due to this broad definition, the Wishart Act can apply to relationships beyond those known as
typical business format franchise arrangements. Indeed, many product distribution or dealer arrangements
fall within the first branch of the test under (a), and whether the Wishart Act applies will depend upon the
control over, and/or assistance offered to, the franchisee by the franchisor. Further, (b) could apply in
situations where a supplier arranges customer accounts for its dealers, such as soft-drink distributors,
vending-machine dealers, and video tape suppliers – sometimes called “business opportunities”. Accordingly,
it is advisable to consider the applicability of the Wishart Act even when dealing with clients not traditionally
thought to be franchisors. They may find themselves to be “unintentional franchisors”.

OVERVIEW OF THE WISHART ACT

Highlights of the Wishart Act are as follows:

Fair Dealing

A duty of fair dealing is imposed on each party to a franchise agreement. Fair dealing is defined as
“including” the duty to act in good faith and in accordance with reasonable commercial standards. This
construction of the definition means that the fair dealing is broader than just good faith and reasonable
commercial standards. A more useful  definition will undoubtedly arise from future jurisprudence.

The requirement to deal fairly applies to franchise agreements entered into before or after the Act
came into force (July 1, 2000). Perhaps unsurprisingly, there have been several cases claiming breach of
this duty (discussed in a later chapter) with varying degrees of success.

Right to Associate

Franchisees are given the right to associate with each other and to form an organization of
franchisees. A franchisor cannot interfere with or penalize franchisees who participate in such organizations.
However, the Wishart Act stops short of requiring that the franchisor recognize or deal with the association.
It is an open question whether there could be a successful claim for breach of the duty of fair dealing if the
franchisor refused to negotiate with an association comprised of, and backed by, all its franchisees.

Disclosure Requirements

One of the key features of the Wishart Act is that, subject to limited exemptions, franchisors are
required to provide potential franchisees with a disclosure document, containing prescribed information, not
less than 14 days before having the franchisee sign any franchise agreements (which means any agreement
relating to the franchisee) or pay any consideration. The disclosure document must contain all material facts
(as defined), financial statements (as prescribed by the Regulation and subject to certain exemptions),
copies of the franchise agreement and ancillary documents, and certain statements as prescribed by the
Regulation. Although the Act came into force on July 1, 2000, the sections relating to the disclosure
obligations came in force as of January 31, 2001. A franchisee is entitled to damages if the franchisee
suffers losses due to a misrepresentation in the disclosure document. A misrepresentation includes an
untrue statement or an omission to state a material fact.

More importantly, franchisees have a statutory right of rescission if the franchisor (i) fails to provide
a disclosure document, in which case the rescission right is exercisable within two years of the signing of the
franchise agreement, or (ii) provides a deficient disclosure document, in which case the rescission right is
exercisable within 60 days of the receipt of the disclosure document. The Wishart Act comprehensively lists
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how the franchisor must compensate the franchisee upon rescission, including the requirement that the
franchisor “compensate the franchisee for any losses that the franchisee incurred in acquiring, setting up
and operating the franchise...” Obviously, the broad scope of the section means the potential exposure of a
franchisor is significant.

The actual form and presentation of the disclosure document is not regulated, although the Wishart
Act requires that the information be presented clearly and concisely. This means the franchisee should not
be required to sift through extraneous material in order to find the relevant information. Also, the document
is not a static document. It must be current as of the date that it is delivered to a franchisee. If any
information changes within the 14-day wait period, the franchisor must deliver to the franchisee a statement
of material change, which restarts the 14-day period.

Statutory Liability

Liability is imposed on all persons who breach the duty of fair dealing, for interfering with the
freedom of franchisees to associate, and for misrepresentations in a disclosure document. Subject to certain
exceptions, liability for misrepresentation in a disclosure document is imposed not only on the franchisor,
but on any associate of the franchisor, any agent of the franchisor and any broker for the franchisor.

Financial Statement Disclosure

Franchisors are required to include in the disclosure document a prescribed form of financial
statement. However, an exemption exists in the Wishart Act for franchisors who (i) have a net worth of at
least $5,000,000, (ii) in the five years preceding the application, have (a) at least 25 franchisees in Canada,
or (b) have fewer than 25 franchisees in Canada but have at least 25 franchisees in any other single
jurisdiction, (iii) have engaged in the line of business associated with the franchise continuously for at least
five years, and (iv) in the preceding 10 years, have not had certain types of judgments, orders or awards
made against them. The franchisor must first apply to the Lieutenant Governor in Council seeking the
benefit of such exemption and, most importantly, the exemption is not effective until a specific regulation
excluding the franchisor has been made. Also, the Wishart Act stipulates the exemption section is
automatically repealed on the fifth anniversary of the day it came into force.

Jurisdiction of Agreements

The Act applies to any franchise agreement if the business to be operated under the agreement is
to be operated partly or wholly in Ontario without regard to any residency requirements for the franchisor or
the franchisee. Franchise agreements cannot restrict the application of Ontario laws or venue or forum
outside of Ontario. Any provision which purports to restrict the application of Ontario law with respect to a
claim otherwise enforceable under the Act is void.

THE ALBERTA ACT

The original Alberta Act, passed in 1972, was onerous as it required franchisors to register a
prospectus-type document with regulators prior to being able to offer franchises in the province. Long-
standing complaints about the legislation stymieing business in the province led the Alberta government to
overhaul the act in 1995, switching to a self-regulated disclosure system.

Although the Wishart Act is based largely upon the Alberta Act, the Alberta Act has a few notable
differences. Like the Wishart Act, section 7 of the Alberta Act imposes a duty of fair dealing upon each party
to a franchise agreement. However, unlike its Ontario counterpart, the Alberta Act does not provide a clear
statutory right of action for a breach of that duty, nor does it expressly import the inclusion of a duty to act
in good faith and in accordance with reasonable commercial standards.
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A franchisee may, under the Alberta Act, claim losses for misrepresentation in a disclosure
document from the franchisor and any person who signed the disclosure document. The Wishart Act goes
further, allowing the franchisee to sue the franchisor’s agent, broker or associate.

There are several differences regarding the information required to be included in the respective
disclosure documents. The Wishart Act requires information on the advertising fund spending, trade-marks,
the licences, permits and authorizations required to operate the franchise business, and a more
comprehensive list of start-up and operational costs of the franchise. The Wishart Act also requires
significant information on all the franchisor’s directors and officers, whereas the Alberta Act only requires
information on those directors and officers who have day-to-day management responsibilities relating to the
franchise.

The Alberta Act specifically allows disclosure to be made with a disclosure document prepared under
another jurisdiction, provided that supplementary information is included so the document complies with the
Alberta Act. This allows for the use of a “wrap-around” or an addendum to an existing disclosure document.
The Wishart Act has no comparable provision.

SUMMARY

Both the Wishart Act and the Alberta Act place significant obligations on franchisors who want to
carry on business in these provinces. Compliance with disclosure requirements can be a lengthy, complex
and costly procedure, and the related rescission rights pose a significant financial risk to the unprepared
franchisor. For many franchisors, however, the cost of compliance is simply another cost of doing business
in order to participate in the thriving Ontario and Alberta markets.

Before the enactment of the Wishart Act, franchisors could avoid disclosure requirements by simply
not operating in Alberta. However, with the Wishart Act now in force, such avoidance strategy would
effectively cut out a significant portion of the Canadian marketplace. Further, the Uniform Law Conference
of Canada established a committee in Spring of 2002, headed by Frank Zaid of Osler, Hoskin & Harcourt LLP
and John Sotos of Sotos Associates, to investigate and make recommendations regarding possible uniform
franchise law across Canada. Franchise-specific legislation, therefore, may ultimately be enacted in each
province.

© 2003, Dominic Mochrie and Frank Zaid



CHAPTER 4

ALTERNATIVE DISPUTE RESOLUTION IN FRANCHISING

by Allan D.J. Dick and Jonathan Zepp

Alternative dispute resolution or "ADR" is the phrase widely used to describe dispute resolution
processes that are not litigation. ADR has become mandated by the courts in Ontario as part of the litigation
process in various types of actions.

There is a wide spectrum of ADR processes that run from informal and non-binding to highly
formalized and binding. For the purposes of advising on dispute resolution processes in the franchise
context, ADR can be considered to fit into two categories. Firstly, ADR processes can be used to resolve
disputes in a consensual manner to avoid litigation and on a non-binding basis. Because it is consensual, the
goal of the process is for the parties to come to terms voluntarily with what they have to give up to get a
favourable resolution. The result of the process is not a win for one and a loss for other, but some form of
“give and take”. If the consensual process does not prove successful, the parties are not precluded from
seeking redress from the courts or a more formal and binding form of ADR. Consensual and non-binding
processes are also used at different stages within the progression of litigation to settle disputes before trial.
Negotiation, mediation and settlement conferences are all forms of consensual and non-binding ADR
processes.

Next, ADR processes can be used as an alternative to litigation. The processes themselves are
formal and the result is binding on the parties, subject to rights of appeal which may exist. The objective of
binding ADR is to remove the dispute from the pubic court system into a private forum that is tailored to the
parties. The parties may want a forum that addresses some of the inadequacies of the court system or may
want an adjudicator with specific expertise in the industry or the matters in dispute. Arbitration is a formal
and usually binding ADR process.

A lawyer must be able to advise clients on alternative dispute resolution processes either when the
franchisor is preparing its package of franchise documents and contemplating how it will operate its system,
or when a dispute arises and the lawyer's client is seeking advice on how to best resolve the dispute. In the
franchise context, disputes can and will arise amongst various of the stakeholders: franchisor, franchisees,
suppliers and landlords. Even if a dispute does not directly involve the franchisor, it is in the franchisor's
interest that the dispute be amicably resolved either because the franchisor has a liability (i.e. its covenant
on a head lease), or for the health of the system (i.e. disputes between franchisees may easily cause
disruption and can be contagious). The balance of the comments in this chapter focus on disputes between
franchisor and franchisee.

Unlike the jurisdiction of the courts, ADR which is not court mandated is voluntary. Therefore,
franchisors must consider whether to contractually bind franchisees to an ADR process from the outset of
the relationship. Otherwise, once a dispute arises, one party must convince the other to take part in the
process. Without a contractual obligation, the parties can always seek their remedies in court. That is not to
say that a franchisor may not prefer to have the remedies of a court. It may not necessarily want to bind
itself to an ADR process. Even after the ink on the contract has dried the franchisor can institute policies and
mechanisms that encourage ADR. If franchisees are confident that the franchisor has developed a mediation
or arbitration process that is fair and efficient, aggrieved parties may well opt to join in the process.

The two ADR processes that a franchisor should most often consider when developing its franchise
documents are mediation and arbitration. The franchisor must decide whether to incorporate mediation and
arbitration into the contractual obligations of the parties or allow resort to ADR to remain voluntary.
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Mediation

Mediation is a formalized process of negotiation. Because the process and the result to be achieved
is consensual and not imposed, the parties maintain flexibility. It is important that mediations occur “without
prejudice”, so that parties can be fully involved in the process without reservation. If they do not come to a
settlement, the parties can then resort to a more formal and binding process such as arbitration or litigation.
Mediation can be costly, but often represents money well-spent. The premise for mediation is that there is
at least a 95% likelihood that litigation will settle before trial. Mediation allows parties to get more quickly
and cheaply to the place they will likely reach in any case. A mediator can be someone familiar with the
industry or even familiar with the dispute. Control of the result remains with the parties.

Mediation is usually most successful once the litigation process has begun. In most cases, parties
should have a proper perspective on their case, both factually and legally, once examinations for discovery
have taken place. If the mediation process is initiated too early, parties may not be ready to settle and
mediators may not have the support to convince parties to reconcile. Court mandated mediation, however,
will generally occur before discoveries have taken place. This suggests that a party should not even need
discoveries to assess its position. If mediation fails, parties may be inclined to stick to their guns, convinced
that the other combatant is not interested in a resolution. Of course, mediation forgone until the midst of
litigation does not save the initial and interlocutory costs of the litigation.

Mediation has many advantages. It costs less than litigation or arbitration and it is quicker. Perhaps
most importantly, a settlement achieved at mediation means that the parties have resolved the dispute in a
manner acceptable to them. It is almost certain they will not get everything they want, but they may at least
get what they need.  This may lead to a franchise system with more satisfied franchisees. Negotiation and
goodwill may resolve the next dispute, where acrimony would otherwise have prevailed:  a healthier and
better functioning system results.

A franchisor should consider including a provision in its franchise agreement requiring the parties to
mediate all disputes as a first step if it wishes to force a tête à tête at the early stages of a dispute.
Alternatively, a franchisor can develop over time a trusted mediation process thereby encouraging
franchisees to resort to mediation voluntarily.

Arbitration

Arbitration is an alternative to litigation. Arbitration is conducted based on a set of agreed formal
procedures. Arbitration is supposed to be a less expensive and quicker process than litigation. However,
arbitration can be a costly exercise. The formalized process likely entails some form of documentary
submission and a limited amount of discovery. While these initial costs may be less than in litigation, they
may be offset by the overall cost of the arbitration, and often in the negotiation of the arbitration
agreement. When agreements call for three arbitrators, the cost is compounded. Moreover, the process is
not always quick. Since the best arbitrators are in great demand, disputants may need to wait for
availability, particularly if the dispute requires a long arbitration hearing. Also, arbitration can involve
periodic resort to the courts to decide disputed matters of procedure, resulting in increased costs.

Arbitration is typically a binding process that precludes resort to the courts on an arbitrable issue.
Franchisors may not want to restrict their access to the courts. Often, an arbitration result is non-
appealable. Litigants do not usually go into litigation thinking about losing. However, if the litigant loses it
has the option of appeal. In arbitration, the decision is often made binding on the parties, with no right of
appeal. In circumstances where franchisors may want access to the court, as opposed to being required to
pursue an arbitration process to enjoin misconduct by way of an interlocutory injunction, they may not want
to have contractual provisions restricting access to the courts for this purpose.
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Arbitrators can have particular expertise or knowledge, instead of the generalists who preside over
the courts. This can create efficiencies because the parties do not have to teach the expert arbitrators what
they would normally have to teach a judge. Also, arbitral results may be more suitable to the needs of the
parties, particularly where their franchise relationship continues after the dispute is resolved.

Arbitration is private. Pleadings, submissions and the judgment of a court are generally available to
the public. Arbitration is a way of keeping disputes and their resolutions in confidence from the public and
other members of the franchise system.

Disclosure

Section 2.5 of the General Regulation to the Wishart Act requires that a franchisor's disclosure
document reveal findings of liability in a civil action of misrepresentation, unfair or deceptive business
practices or violating a law that regulates franchise businesses against the franchisor or its associates,
officers, directors or general partners. Even the most honourable of franchisors may find itself on the wrong
end of civil litigation. Not only is litigation open to the public, the franchisor has to disclose such findings of
liability or pending litigation to all potential franchisees. Contrast this with binding arbitration, a process
which keeps the dispute and its result out of the franchisor's disclosure document unless, perhaps, it may be
regarded as a “material fact” as defined in the Wishart Act.

Franchisors are required to make reference in the disclosure document to any mediation or other
alternative dispute resolution process which as a matter of policy is used by the franchisor in disputes with
franchisees. Franchisors who do resort to an ADR process can thereby use the disclosure document to
highlight the orderly and fair manner in which franchise disputes are resolved.

Conclusion

Franchisors should be advised of their dispute resolution options while preparing or updating their
franchise documents. They may then properly assess how they intend to seek resolution of disputes and
whether to make ADR a contractual obligation of their franchisees.

© 2003, Allan D.J. Dick and Jonathan Zepp



CHAPTER 5

THE DUTY OF FAIR DEALING IN FRANCHISING

by Markus Cohen, Q.C., LL.M.

The Concept of Fair Dealing in Franchising

There is perhaps no single concept in the lore of franchise law that has received more attention, nor
in respect of which the doctrine of stare decisis has been more under siege, than the duty which each party to
a franchise relationship owes to the other.

For many years, Canadian franchise cases examined the seminal question of whether a special duty
was owed at all. Then, when it seemed that many trial judges in the common law provinces had concluded
that indeed such a duty was owed, almost universally only by franchisor to franchisee, the legislature in two of
those provinces intervened: Alberta in 1995 and Ontario in 2000.

The intervention consisted of introducing a statutory duty - incumbent upon each party to the other -
of “fair dealing”: in Alberta’s section 7, and in Ontario’s section 3. Ontario’s provision initially copied Alberta’s
approach – as the government had always intended – but only until Bill 33 exited committee. In order to save
precious time and get Bill 33 - the Wishart Act – passed without bogging down in process, the government
agreed to add two subsections. These new subsections engrafted notions of “good faith” and “reasonable
community standards” upon the Ontario duty of “fair dealing”.

Ontario’s provision is as follows:

Fair dealing

3. (1) Every franchise agreement imposes on each party a duty of fair dealing
in its performance and enforcement. 2000, c. 3, s. 3 (1).

Right of action

(2) A party to a franchise agreement has a right of action for damages
against another party to the franchise agreement who breaches the duty of
fair dealing in the performance or enforcement of the franchise agreement.
2000, c. 3, s. 3 (2).

Interpretation

(3) For the purpose of this section, the duty of fair dealing includes the duty
to act in good faith and in accordance with reasonable commercial standards.
2000, c. 3, s. 3 (3).

Of what practical effect were these additions, other than clearly creating a right of action for damages
if breached? There are those who consider the notion of “fair dealing” to be a purely objective concept to be
divined from what results from the conduct of the parties, whereas the notion of “good faith” is a subjective
concept and depends upon the state of mind of the actor: not unlike an inquiry in a criminal context into
whether mens rea was present. Using such an approach, then irrespective of whether the objective test was
satisfied, if the party’s intentions were bad, then the duty of “good faith” was breached.
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A Brief History of Good Faith and Fair Dealing

It has long been a part of the common law in the United States that there is in every franchise
agreement an implied duty of good faith and fair dealing owed by a franchisor to a franchisee. It is an integral
part of the Restatement of the Law of Contracts, a treatise on U.S. common law. Moreover, it is there applied
only as an interpretive aid and not to controvert the express terms of a contract.

In Canada, decades before the two provincial legislatures intervened in the field, the leading Canadian
franchise case was – and presumably remains – Jirna v. Mr. Donut. To date, no other franchise case has made
it to the Supreme Court of Canada. Ever since that landmark decision one of the primary issues to be
considered in allegations of misconduct between a franchisor and franchisee is what duty or duties, if any, the
relationship imports. Is there a special duty owed by franchisor to franchisee, or vice versa? If so, what is the
nature and scope of that duty – the standard to which a contracting party is held?

Jirna appeared to decide, at bottom, that the franchisor did not owe a fiduciary duty to the franchisee,
but left the door open for a contrary decision should the franchisee in a future case not exhibit the same
degree of business savvy and sophistication as the court found was present among members of the Jirna
group.

The Jirna Case and the Supreme Court of Canada: the History

As every Canadian franchise lawyer knows, the Supreme Court of Canada affirmed the Ontario Court
of Appeal’s reversal of a trial judgment which held that there was a fiduciary obligation upon a franchisor.
Consequently, since at least as early as 1975, it became part of the common law of Canada that whatever
duty might be owed by a franchisor to a franchisee, it was not – at least on the facts of Jirna - a fiduciary
obligation.

Those facts were briefly as follows:  During the negotiations of the franchise agreement, Mr. Donut
(the franchisor defendant) represented to Jirna (then the prospective franchisee and future
franchisee/plaintiff), that among the advantages of joining the defendant’s system would be “the benefits of
volume purchasing”.  Plaintiff, together with other franchisees throughout Canada and the United States, was
required to purchase supplies and materials from distributors approved in advance by defendant, all at prices
negotiated by defendant.  These products, which were supplied to the franchisees, were prepared in
accordance with defendant’s specifications or formulae and sold at prices comparable with the prices of goods
of equivalent quality (being in some cases higher, some lower and in some the same).  Without the
knowledge of the plaintiff franchisee (in circumstances which defendant was at some pains to conceal), Mr.
Donut received a rebate from these suppliers based upon the volume of supplies purchased by the
franchisees.

In plaintiff’s action for an accounting of these secret profits, it was held at trial that in view of the
intimate, almost paternal, nature of the relationship and the representations made by the defendant, the
plaintiff was entitled, in entrusting the whole process of supplies and materials negotiations to the defendant,
to expect the defendant would obtain the most favourable prices available.  The fiduciary nature of the
relationship precluded the defendant from abusing that confidence to realize a secret profit.  A constructive
trust arose and was imposed upon the defendant to prevent its unjust enrichment.

On defendant’s subsequent appeal, it was held there was no fiduciary relationship between the
parties, hence no duty to account for the amounts of the rebates.  The contract, as executed, was silent on
the point.  The appellate justices found that the plaintiff’s representatives in the negotiations were
experienced professionals and businessmen under no serious disability or disparity relative to the franchisor,
and fully capable of negotiating to protect its interests.  The court further found that the provisions in the
agreement went no further than was reasonably necessary to protect the goodwill, product integrity and
trading techniques of the franchisor, and fell considerably short of the relationship of trust and confidence



Chapter 5   Franchising 101 3

which would be necessary to create a fiduciary obligation in the circumstances.

It was now the plaintiff’s turn to appeal, this time to the Supreme Court of Canada.  The appellant’s
arguments were given short shrift.  Martland, J. delivered the unanimous judgment of the five-man court.  He
said, in part: “ I am in agreement with the reasons and conclusions of the Court of Appeal …”, and that is
where matters have stayed for more than a quarter-century … or have they?

The Common Law after Jirna

In the years that followed, trial courts more readily find that there is indeed a duty of good faith upon
franchisor, at least in the sense that there is a duty to perform the obligations in the contract “in good faith”.

The decisions range from “no fiduciary duty” in the 70s (Jirna) to recognizing a duty of “utmost good
faith” in Ontario beginning in 1995. The latter formulation appears in a line of cases beginning with a decision
of Fleury, J. in Perfect Portions and most recently ending with Chapnik. J. in Country Style (in reasons
released on February 11, 2003). My research reveals that about 7 intervening lower-court decisions in Ontario
have adopted the “utmost good faith” language, and all trace their source to the Perfect Portions case.

The earliest judicial application of this particularly high standard was to contracts of marine insurance
because the insurer was almost totally reliant on the prospective assured to make full and frank disclosure of
all matters relevant and material to the risk to be covered and the premium to be charged. The vessel in
question was frequently on the high seas and inaccessible to the insurer so that it might do its own due
diligence. The courts thus consistently held that the insurance applicant owed a duty of “utmost good faith” to
the insurer in making all necessary disclosures. As a policy matter, the logic appears incontestable.

With one exception, the courts of no other province have yet picked up the line of cases beginning
with Perfect Portions and its “lift” of “utmost good faith” from the insurance law arena. The lone exception is
the Alberta Court of Queen’s Bench in the Bagai case in 2000: another case in which at least 15 supposed
authorities were cited, but the name of Jirna’s was suspiciously and conspicuously absent. It is the more
remarkable that it was an Alberta court, because since 1995 (as noted above) Alberta’s Franchises Act has
contained a statutory duty of fair dealing, and the words “utmost good faith” are not part of it. Then again,
not only was Jirna not cited in the Bagai case; neither was the statutory duty!

The word “utmost” means the “highest”; it is arguable that when one exhibits the highest good faith
in making representations or in exercising discretion, that person is obliged to be “selfless”, thinking only of
the welfare of the other person. That, gentle reader, is the fiduciary standard. I suggest that use of the word
“utmost” is most unfortunate: it is not only unnecessary to the reasoning and result of the line of cases
adopting it: it is both misleading and confusing.

Given the result in Perfect Portions it is perhaps not surprising that Jirna was neither cited nor
referred to. Thus, Jirna was implicitly (and, with respect, improperly) overruled by Fleury J., and from it
flowed a line of Ontario cases in which judges have blithely followed the Perfect Portions holding as if the
Supreme Court of Canada decision did not exist. What will happen when this issue comes squarely before an
appellate court and all of these cases must presumably be examined and reconciled with Jirna? There may be
judges who can hardly wait to put Jirna out of its misery – extinguishing it by distinguishing it. Jirna has thus
arguably become irrelevant after less than 30 years. Whither stare decisis?

The Statutory Duty

The statutory duty is expressly incumbent upon both parties, not merely the franchisor. There is no
readily discernible jurisprudence that suggests that such a duty lies equally upon a franchisee: that invention
of mutuality appears purely statutory. That is why I have difficulty with some judicial statements positing
without admission of doubt that the statute "codifies" the common law. My view is that the statute is much
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more than that - it is remedial, and coopers up the common law; advances it and perhaps makes moot the
question of whether the principle really existed at common law.

Putting it another way, with the imposition by section 3 of the Ontario Act of what arguably appears
to be an “independent” duty of good faith and fair dealing, the legislature has remedially filled what it
certainly perceived as a gap in the common law.  Indeed, Farley, J. in the Amaren case – definitely not in the
mould of the line of cases beginning with Perfect Portion– stated flatly that in his view “[t]here is no
independent duty of good faith and fair dealing in Ontario.  There is of course a duty to fulfil the contractual
obligations of a contract in good faith.” The courts will now be faced with giving precise meaning, definition
and scope to the statutory formulation.

While the statutory duty of fair dealing applies to franchise agreements whenever entered into (and is
in that respect of retrospective application), it does not apply to conduct which occurred before that date, i.e.,
under the Ontario legislation, July 1, 2000. In that sense, it does not appear to be of retroactive application.

There is no duty to bargain or negotiate in good faith ... a solid line of cases decided at the highest
levels consistently holds as much. But once the relationship exists, the statute requires that each party to the
franchise relationship deal fairly with the other in performance and enforcement. It remains to be seen how
the courts will apply the statutory duty: will it be imposed as an independent obligation, as an overrider of
express provisions, or merely as an interpretive aid?

© 2003, Markus Cohen
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CHAPTER 6 

PRE-SALE DISCLOSURE 

BY PETER MACRAE DILLON AND DANIEL F. SO 

Executive Summary 
This section will outline some of the areas on which prudent franchise lawyers and corporate 

practitioners should focus in connection with making pre-sale franchise disclosure in Ontario.  

Since the passage of the Arthur Wishart (Franchise Disclosure) Act 2000, S.O. 2000, c. 3 (the 

“Act”), franchisors in the province of Ontario have found themselves bound to perform various 

duties and tasks in the operation, and primarily the sale, of their franchise system.  The greatest 

single feature of the Act is a broad pre-sale duty to disclose information about the franchisor, the 

system and its franchisees. 

The pre-sale disclosure régime imposed by the Act is one in which franchisors, their counsel 

and lawyers must be well versed.  This paper will set out various areas which franchisors and 

their lawyers should consider to be potential minefields of liability, exemptions from the Act’s 

disclosure requirement, and the penalties and remedies that aggrieved franchisees can seek 

against a non-compliant franchisor. 

The Act’s Pre-Sale Disclosure Requirements 
The Act has three major components: 1) a requirement of fair dealing between parties to 

franchise agreements, 2) a right for franchisees to associate, and 3) the creation of a pre-sale 

disclosure régime.  Fair dealing, good faith and commercial reasonableness have been and will 

continue to be discussed at length elsewhere.  No other component of the legislation, however, 

has created more consternation for franchisors and work for their solicitors than the disclosure 

obligations and their ancillary remedy provisions. 
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Compliance 
If a franchisor operating or selling franchises in Ontario already had a disclosure document or 

an offering circular prepared in accordance with the laws of another jurisdiction, the disclosure 

requirements of the Act made it necessary to either create new disclosure documents or to 

substantially revise (“Ontario-ize”) their existing document.  Disclosure documents or offering 

circulars prepared prior to the Act and in compliance with the laws of other jurisdictions, or 

pursuant to the Canadian Franchise Association guidelines, do not fulfil the disclosure 

requirements of the Act.  Section 7 of the Act goes on to impose liability for non-compliance with 

the disclosure requirements of s. 5, and for losses suffered as a result of misrepresentations 

within the disclosure document upon a host of entities – including personal liability on 

signatories to the disclosure document.  These harsh consequences should make specific and 

complete compliance with the disclosure requirements of the Act of primary concern to 

franchisors and their counsel. 

Timing of Disclosure 
The timing of disclosure is also dictated by the Act.  The disclosure document in prescribed form 

must be provided to a prospective franchisee at least 14 days prior to the earlier of a) the 

signing by the prospective franchisee of any agreement relating to the franchise, or b) the 

payment of any consideration relating to the franchise.   Timing is key and can make the 

difference between proper, timely disclosure and late disclosure, and all the remedies that flow 

therefrom. 

Scope and Application 
Franchisors from other jurisdictions cannot avoid the requirements of the Act, which apply to all 

new franchise agreements, renewals and extensions of existing agreements -- if the business is 

to be operated partly or wholly in Ontario.  As long as the franchise “operates” to some extent in 

Ontario, the Act will apply, subject to some very limited exceptions and exemptions. 
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Material Facts and Changes 
Unlike every other jurisdiction in the world (to the knowledge of the authors) Alberta and Ontario 

have opted for an open-ended disclosure regime.  The Act and the general regulation made 

thereunder—Ontario Regulation 581/00, Amended to O. Reg. 199/05 (the “Regulation”), require 

disclosure relating to about 30 categories of information (we say “about” because the helter-

skelter numbering of the Regulation makes navigation through the requirements somewhat 

confusing).  In addition to the approximately 30 categories of disclosure, the Act also requires 

that a disclosure document contain “all material facts”.  A material fact is broadly defined by the 

Act as “any information about the business, operations, capital or control of the franchisor or 

franchisor’s associate, or about the franchise system, that would reasonably be expected to 

have a significant effect on the value or price of the franchise to be granted or the decision to 

acquire the franchise”, and a material change is defined as any “change in the business, 

operations, capital or control of the franchisor..., a change in the franchise system or a 

prescribed change, that would reasonably be expected to have a significant adverse effect on 

the value or price of the franchise to be granted or on the decision to acquire the franchise and 

includes a decision to implement such a change made by the board of directors of the 

franchisors...or by senior management of the franchisor...who believe that confirmation of the 

decision by the board of directors is probable”. 

The continuing disclosure requirement of the Act imposes a much higher duty and a 

requirement of enhanced due diligence on the part of those preparing and maintaining the 

disclosure document. No longer may a franchisor simply “schedule” their updates of the 

disclosure document to the calendar.  Updates must be made “as soon as is practicable” after 

the occurrence of a material change and must in any event be reflected in the document or 

subsequent statements of material change distributed to prospective franchisees.  Provided, 

however, that disclosure is properly made, a franchisor’s obligation to disclose any new material 

change ceases in respect of the instant sale upon receipt of any consideration or signature of 
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any agreement relating to the franchise; that is, as soon as the prospective franchisee ceases to 

be a prospect and becomes “a franchisee”. 

Non-Application of the Act 
Section 2(3) of the Act contains eight specific exclusions from application of the Act.  In the case 

of these "continuing commercial relationships or arrangements," although a franchise as defined 

by the Act may exist, none of the presale disclosure, fair dealing or right of association 

provisions contained in the Act will apply.  These exclusions are distinct from the disclosure 

exemptions contained in section 5(6) of the Act.  In the case of an exemption from disclosure, 

the fair dealing, right of association and other provisions of the Act continue to apply.  The 

following are excluded: employer--employee relationships; partnership; membership in a 

cooperative association; certification or testing services; single license agreements; leased 

departments; oral agreements; and arrangements with the Crown. 

Exemptions from the Disclosure Obligations Under the Act 

The Act, while imposing a general pre-sale disclosure requirement, provides two different routes 

for qualifying for an exemption from the disclosure requirement.  The first route for exemption is 

contained in s. 5(7) of the Act.  Section 5(7) contains eight types of transaction that are exempt 

from the requirement contained in s. 5(1) to provide a disclosure document to a prospective 

franchisee.  The other route for qualifying for a partial exemption from the disclosure 

requirement is found in s. 11 of the Regulation.  Section 11 of the Regulation provides a more 

limited exemption from the disclosure requirement – that from providing specified financial 

information in a disclosure document.  It used to be the case that a “mature” and established 

company who met the requirements set out in s. 11 of the Regulation had to apply to the 

Lieutenant Governor in Council under s. 13(1) of the Act in order to obtain an exemption from 

the requirement to provide financial statements in the disclosure document.  This was a rather 

complicated application process, requiring the Lieutenant Governor in Council to pass a 
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regulation in respect of the particular franchisor.  Section 13(1) was repealed on July 1, 2005 

and the process for qualifying for such an exemption is now a matter of self-declaration.  If the 

franchisor is of the view that it qualifies under s. 11 of the Regulation, then it can simply declare 

this to be the case and avail itself of the exemption.  Both of the above types of exemptions, 

however, continue to be limited in their scope and availability and should not be considered to 

be a blanket solution to the general disclosure requirement. If challenged, the proof of 

qualification for any exemption lies upon the declarant. 

Remedies 

The Act assists aggrieved franchisees in two general ways.  First, the Act provides the remedy 

of rescission in cases of late, improper or no disclosure.  Second, the Act provides a “head start” 

in establishing an action for damages by stating that any misrepresentation in the disclosure 

document is deemed to have been relied upon by the aggrieved franchisee. 

As a remedy, rescission is fairly broad in scope and application and operates, in essence, to 

release the parties from further obligation to each other and restore the parties to the positions 

they would have occupied if the contract had never been made.  Further, section 6(6) of the Act 

sets out a list of the franchisor’s duties upon rescission – a list which is broad and significant in 

scope. 

If a franchisor fails to provide the disclosure document within the required time period, or the 

disclosure document that is provided is deficient, then the franchisee will have a right of 

rescission for a period of 60 days following the date of delivery of the disclosure document. 

If a franchisor never does provide a disclosure document, the franchisee will have a right of 

rescission for a period of two years following the date of “entering into the franchise agreement”. 

In addition to the rescission remedies available under the Act, franchise lawyers and franchisors 

should be well aware of section 7 of the Act, which governs damages for misrepresentations 
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and failure to disclose.  As noted above, in the event of any misrepresentation in the disclosure 

document, the Act deems the franchisee to have relied on that misrepresentation subject to 

proof that he or she did not, as set out in subsection 7(4) of the Act.  As a result, any 

misrepresentation, no matter how trivial, may trigger a deemed reliance argument, resulting in 

liability on the part of the franchisor and its related parties.  If a franchisee suffers a loss 

because of a misrepresentation in the disclosure document or statement of material change, the 

franchisee can sue the franchisor, the franchisor’s agent, the franchisor’s broker, the 

franchisor’s associate, and every person who signed the disclosure document, but some limited 

defences are available to the non-franchisor entities in that list pursuant to subsection 7(5) of 

the Act. 

The imposition of personal liability on the officers and directors who sign the disclosure 

document should motivate the franchisor to exert an extra effort to ensure that the disclosure 

document is free from misrepresentation.  Those signing the disclosure document should also 

receive professional legal advice with respect to the appropriate measures necessary for 

creditor-proofing their personal assets. 

Conclusion 
The preparation of a disclosure document has a deceptively facile appearance, due to the 

simplistic nature of the requirements set out in the Act and the Regulation.  Nothing could be 

further from the truth.  Technicalities and traps abound in the preparation of a compliant 

disclosure document.  It is only through a careful study of the Act and the  Regulation that a 

lawyer will be able to navigate the potential minefield of liability that faces franchisors, and 

potentially their counsel, in the preparation of franchise disclosure documents. 
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Chapter 7 
 

Compliance Programs 
 

By Debi M. Sutin 
 
  

Stories abound of misplaced franchise documentation, lost correspondence to and 
from franchisees and inconsistent application of the terms of the franchise agreement 
among a System’s franchisees.  Unfortunately, these situations usually come to light only 
when the franchisor is faced with a default situation or the threat of litigation from a 
disgruntled franchisee.  In addition to ensuring compliance with the legal regime(s) under 
which a franchisor operates its business, a franchisor is well advised to establish an in-
house file maintenance and management program.  Such a program, which includes fully 
educating the franchisor’s personnel on the importance of proper file management, will 
assist the franchisor in its decision-making at a time when documentation and 
correspondence are important, or even vital, to the continuation or termination, of a 
franchisor’s relationship with its franchisee. The key components of a compliance 
program within a franchise organization and the benefits to the franchisor of putting such 
a program in place are discussed below. 

 
An internal compliance program can be valuable to protecting a franchisor from 

the legal risks inherent in the franchisor-franchisee relationship.  The establishment of 
such a program is particularly important for franchisors granting franchises in those 
jurisdictions with franchise disclosure legislation.  Such legislation requires delivery to a 
prospective franchisee of a form of disclosure document, prepared in accordance with the 
particular statutory requirements, and may also impose a good faith and fair dealing 
obligation on the part of the franchisor and franchisee in the performance and 
enforcement of the franchise agreement. 
 
 The role of franchise counsel can no longer be restricted to preparing a 
franchisor’s franchise agreement and other related documentation to allow the franchisor 
to begin franchising its system and then be called upon only to advise on an ad hoc basis 
on a pressing matter.  Effective franchise counsel will advise the client on the importance 
of establishing a compliance program within its organization and can also be of valuable 
assistance to a new or growing franchisor in developing that compliance program.   
 

At the outset, legal counsel will need to explain to both administrative staff and 
management personnel the risk factors inherent in the nature of the franchisor’s business 
and in the franchise relationship itself.  These employees will then better appreciate the 
need for a compliance program in order to lessen, if not completely avoid, the legal risks 
inherent in the various areas of the franchise operation.   Ideally, an effective and 
workable compliance program will be put in place at the beginning of the establishment 
of the franchise program rather than on an ad hoc basis as the system grows.  
 



 2

To ensure an efficient and uniform operation of its franchise system, an educated 
franchisor will make certain that it develops a complete policy and procedures manual for 
distribution to its franchisees and, in some cases, to its authorized suppliers, distributors 
and advertisers, particularly in order to address proper use of the franchisor’s intellectual 
property.  In addition, however, the franchisor must establish written policies in order to 
convey to staff, at all levels of the organization, the “hows” and “whys” of the 
franchisor’s business operation.  These written policies, which should include standard 
form documents, checklists, procedure manuals and tickler systems where necessary, 
allow for consistency of approach throughout the organization, particularly as the 
franchise system grows and new personnel come on board.  These policies, however, are 
not static.  They will have to be adapted from time to time to respond to system changes 
such as expansion, organizational changes within the franchise system and changes in the 
marketplace. 

 
The key components of a comprehensive compliance program will include written 

policies in the following areas: 
 

1. Protection of  Intellectual Property – A trade-mark or trade-name is often the 
most valuable asset of a franchise system.   The use of the franchisor’s trade-
marks must be  protected from both unlawful use and from misuse.  A trade-mark 
owner is at risk of losing its rights in a trade-mark when used by those not 
authorized or not used in conformity with the trade-mark registration.  
Accordingly, policies must be established that educate the system franchisees as 
well as the system suppliers (ie suppliers of authorized products to franchisees 
which bear the trade-marks and those charged with developing and/or producing 
advertising materials) in the proper use of the trade-marks.  This component of the 
franchisor’s compliance program should be reviewed by experienced trade-mark 
counsel.  If the franchisor’s intellectual property include patents, copyrights or 
trade secrets, then the franchisor should seek the advice of legal counsel qualified 
in these areas on the means of protecting and properly using such assets. 

 
2. Management of Franchise Documents – It is essential that a franchisor have 

ready access to a particular franchise file when the need arises – it becomes even 
more critical when the franchisor is facing a situation that needs immediate and 
perhaps drastic action involving a franchisee.  Many in the franchisor’s 
organization will need access from time to time to a franchisee’s file – for 
example, sales people in the event of a renewal or transfer, operations personnel 
in a default situation and senior management in anticipation of a  franchisee 
insolvency or an impending termination.  The importance of proper file 
management within the franchisor’s organization cannot be stressed enough as 
one of the key components of a proper compliance program.  Although all 
organizations require a filing system which allows for all employees to find 
relevant files quickly and with minimum effort, a franchise business must be 
cognizant of the added need for protection of its intellectual property, the 
goodwill of the franchise system and the whole of its franchise network.  This 
requires that an extra effort be made by the “record keeper” in the franchisor’s 
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organization to allow for the files to be easily identified, located and then traced 
to the user when removed from the filing cabinet.  

 
Any doubt that file management and maintenance is essential will dissipate as 

you read the words of Justice G. Speigel in her reasons for judgment in the 
unreported case of MAA Diners Inc. et al v. 3 for 1 Pizza  (Ontario Superior Court 
file 02-CV-232605CM1) released on February 10, 2003: 

 
The respondents [i.e., franchisor and its associates] claim that no copies of the disclosure 
materials were made because of “sloppy paperwork”. In my opinion, this submission must 
fail. Non-compliance with the disclosure requirements under the [Wishart] Act exposes 
franchisors to significant consequences, including rescission of franchise agreements. One 
would therefore expect franchisors to be very careful to keep records of their disclosure 
documentation, and to be able to produce these records when called upon to do so, such as in 
an action contesting a notice of rescission under the Act. 

  
As a complete set of franchise documentation can be cumbersome, a second 
aspect of proper file management requires that each franchise file be sub-divided 
into categories so that there is, again, ease of access to the particular area which 
needs review.  For example, the employee responsible for the construction or 
renovation of an outlet need not have to wade through the “legal” documents.  
Similarly, in a default situation, the franchisor will need quick and easy access to 
the franchise agreement, reports on operational visits and any previous default 
notices to the franchisee.  If an issue is raised by the franchisee concerning pre-
sale misrepresentation or the failure of the franchisor to properly disclose under 
relevant legislation, the franchisor’s sales personnel must ensure that all relevant 
pre-sale paperwork involving the prospect is accurately documented (especially  
the application and the disclosure document receipt) and then correctly filed once 
the prospect becomes a franchisee of the system.  

 
3. Renewal, Transfer and Termination - For both legal and practical reasons, a 

franchisor must consistently enforce its contractual rights with its franchisees.  
This consistency is achieved through the development of standards and 
procedures which reflect the business objectives of the franchisor for its franchise 
system.  Consistently applied reasonable standards and procedures,  which reflect 
the franchisor’s business objectives and which are applied fairly among all  
franchisees, are the cornerstone of a compliance program in this area.  That the 
franchisor establishes such a program and is consistent in its enforcement will 
greatly assist the franchisor in avoiding litigation with its franchisees or, at least, 
best position the franchisor to defend itself in a dispute with a franchisee.  
Furthermore, the advantage to the franchisor in establishing standards which are 
“reasonable” and applied “fairly” can help foil any argument that the franchisor 
has failed to comply with the good faith requirements of governing franchise 
legislation.  Once established, the standards, policies and procedures comprising 
the franchisor’s compliance program in these areas must be communicated to its 
employees and to its franchisees.  There is then greater assurance that: (i) the 
employees will consistently enforce these policies in their dealings with the 
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franchisees; and (ii) the franchisees will have realistic expectations regarding their 
contractual rights.  

 
The consequences to a franchise organization which does not establish and consistently 
apply a compliance program are vast.  Among other things, the lack of a compliance 
program can inhibit growth of the franchise system, cultivate inefficiencies in the 
management and organization of the franchisor and lead to a disgruntled network of 
franchisees.  Contented franchisees are the bulwark of a successful franchise system.  An 
established and properly implemented compliance program is one of the prerequisites for 
this success. 
 
© 2006, Debi M. Sutin 



CHAPTER 8

FRANCHISE DISPUTES

by Paul Bates

Overview

Franchise disputes are intense, David vs Goliath, battles. A clash of expectations occurs when the
relationship becomes strained. The franchisee’s basic expectations are that a profit will be realized by the
use of the franchisor’s trade-mark, business method, and infrastructure.  The franchisee feels an ownership
interest in the business, which increases over time. If the expected profit is not realized, or the sense of
ownership is challenged, a dispute may result.

The franchisor is moved by a stronger sense of ownership, like the founder of a business, and it
demands the power to control the conduct of all franchisees within a set of parameters found in the
franchise agreement and its elements, such as the manual of procedures. The franchisor expects timely
payment of rents, royalties, advertising levies and other charges; operational performance in accordance
with the standards set down in the franchise program; and generally cooperation and assistance in achieving
the goals of the franchise system.  When these expectations are not met, friction can arise as the franchisor
enforces its rights under the franchise agreement.

These disputes often begin as an exchange of correspondence describing the complaints and
answers by each side. When eventually referred to in evidence at court, complaints can appear more serious
than they might be perceived in the course of business at the time. An allegation of bad faith or unfair
dealings should not be disregarded. It is important to gather the facts and documents necessary to win a
franchise dispute at court at the initial stages. Evidence becomes more difficult to retrieve over time,
witnesses’ recollections fade, documents can go astray, and employees whose knowledge is critical can
become unavailable due to change of employment or other circumstances. Once the facts and documents
are gathered, a response should be given to any allegation of bad faith “for the record”.

Termination by Franchisor

When the franchisor considers that the franchisee should no longer remain in the system, the
franchisor will take legal measures to terminate the relationship.  Initial steps may include a warning letter
and other communications by the franchisor, then a notice of default.  This is a formal legal document which
recites the particulars of the franchise agreement, specifies the breach complained of and, if applicable,
describes the actions of the franchisee that are necessary to cure the breach.  A formal notice of default
must be taken very seriously by a franchisee. The failure to satisfy the franchisor’s reasonable complaints
may lead to the most serious action possible: a notice of termination of the franchise agreement.  This step
is usually taken where the franchisor finds that the breach complained of cannot be, or will not be, cured to
the reasonable satisfaction of the franchisor.  A notice of termination will repeat and rely upon the contents
of the notice of default, and invoke the termination provisions of the franchise agreement.  At that point in
time, the franchisor will often take steps to take possession of the franchise premises and business.

In response, the franchisee may contest the breaches alleged by the franchisor, and dispute
whether or not those breaches justify termination of the franchise agreement.  Several levels of analysis
must be considered in order to determine whether a franchisor is legally justified in terminating a franchise
agreement. The first step is to determine whether the franchisee was in breach of the terms and conditions
of the franchise agreement.  The nature, scope and causes of any breach must be ascertained. Can each
breach be cured? Unless the contract provides otherwise, only breaches that are so serious as to deprive the
innocent party of substantially all of the benefits of the bargain justify termination.  To avoid the limitations
of this principle, franchisors expressly provide for termination in the franchise agreement having regard to
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the type of breach and the frequency of its occurrence.  It is common for franchisors to reserve the right to
terminate the franchise agreement in circumstances where damages would be the appropriate remedy at
common law.  Franchisors are particularly sensitive to certain types of misconduct, insisting that termination
may result in the case of actions or omissions that undermine the very integrity of the franchise system by
eroding the goodwill of the franchisor’s trademark, unduly interfere with the economic efficiency of the
system, or otherwise materially prejudice the franchisor’s interests.

The Wishart Act may limit the contractual rights of termination which were available to franchisors
prior to July 1, 2000. The Act provides as follows by s. 3:

Fair dealing

3. (1) Every franchise agreement imposes on each party a duty of fair
dealing in its performance and enforcement. 2000, c. 3, s. 3 (1).

Right of action

(2) A party to a franchise agreement has a right of action for damages
against another party to the franchise agreement who breaches the duty of
fair dealing in the performance or enforcement of the franchise agreement.
2000, c. 3, s. 3 (2).

Interpretation

(3) For the purpose of this section, the duty of fair dealing includes the duty
to act in good faith and in accordance with reasonable commercial
standards. 2000, c. 3, s. 3 (3).

Section 3 permits the court to evaluate business reasons for termination of a franchise. While it is
too early to offer a strong prediction of the judicial principles that will apply as the legislation is interpreted
by the courts, a few guiding general principles can be ventured. The court will be reluctant to substitute its
business judgment for that of the franchisor, preferring to limit the judicial review to the question of whether
there was a reasonable basis for the franchisor’s actions concerning termination.  If a franchise agreement
expressly deals with the business reasons for termination, the court will be inclined to the view that the
franchisee accepted the risk imposed by the franchisor’s actions.  The court should defer to the franchisor’s
opinion on business points, such as whether the franchisee’s conduct is harmful to the franchise system as a
whole, including the trade-marks and goodwill of the system. The court will expect a franchisee to respond
forthrightly to clear and consistent warnings of consequences – for indeed the franchisee is likewise bound
to a duty of fair dealing vis à vis the franchisor in matters of both performance and enforcement - and the
failure of a franchisee to do so will diminish a franchisee’s chances of establishing that the franchisor acted
in bad faith or without regard to reasonable commercial standards.

Consequences of Termination

The termination of business under a franchise agreement does not end the economic connection
between the parties.  It will be necessary for the franchisor to account to the franchisee for any property of
the franchisee that is seized at the time of termination, e.g., cash in the till, inventory that has been bought
and paid for by the franchisee, etc.  Similarly, the franchisee is required to account to the franchisor for sales
up to the date of termination, and pay rents and royalties applicable to them.

After termination, the franchisor will have many transitional issues to address. The franchisor will be
a successor employer under provincial employment standards legislation, responsible for the payroll
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deductions applicable to the continuing employment of the franchisee’s employees. Other creditors may
make claims for payment of debts and obligations which arose under the franchisee’s business operations.
There may be defaults under a premises lease to resolve in order for the business to continue at its current
location.

The consequence of termination for the franchisee is the loss of its investment in money and work.
Absent a requirement of the franchise agreement that the franchisee be compensated upon termination,
there will be no right to compensation for loss of the business.  Franchisees have sometimes claimed
compensation for “unjust enrichment,” meaning compensation for loss of the notional goodwill generated by
the franchisee.  Provided the franchisor had legal justification to terminate the franchise agreement, the
franchisee will have no right to such compensation.

Expiration and Renewal

One aspect of the franchise relationship that occasionally resulted in disputes concerns the rights of
the parties upon expiration of the franchise agreement.  Most franchise agreements provide for an initial
term, e.g., 10 years, and a renewal term conditionally exercisable at the option of the franchisee.  The
option may be exercised provided that the franchisee can comply with renewal conditions specified in the
franchise agreement, such as: compliance with the terms of the franchise agreement during the initial term,
payment of specified renewal fees and charges if applicable, and other provisions.  The court will require
strict compliance with renewal requirements, including the giving of proper and timely notice of renewal by
the franchisee.  In the absence of renewal, the franchisor will be free to retain, re-license, close, or re-
organize the business for its own account.  As with termination, the franchisee has no legal right to
compensation for loss of the business upon expiration of the franchise agreement, absent a provision in the
agreement to the contrary.

It is not unusual for a franchise agreement to contain covenants of non-competition by the
franchisee.  The court will enforce these provisions provided that they are found to be reasonable based
upon the usual legal considerations applicable to covenants in restraint of trade.

Injunctions

Many franchise disputes, particularly those related to termination or expiration, are initially brought
to court as motions for interlocutory injunctions.  These are motions to adjudicate the rights of the parties
on a temporary basis until final determination at trial.  With the increase in the number and intensity of
franchise disputes, decisions have been given on motions for interlocutory injunctions in franchise cases.
There has been some judicial guidance.  The over-riding principle is that a decision about an injunction is
entirely in the discretion of the court.  The discretion must be exercised judicially.  The party moving for an
interlocutory injunction must demonstrate that it may be “irreparably harmed” in the absence of the
requested order, i.e., an award of damages will not adequately compensate the complaining party. An
injunction is an extra-ordinary remedy in that is applicable only in those cases where damages will not
suffice. In the case of the franchisee resisting termination, it may be asserted that the injunction is
necessary to prevent destruction of a business. In the case of a franchisor seeking an injunction to terminate
a franchise agreement, the franchisor may assert that the franchisee is using the franchisor’s trade-marks
and goodwill without authorization. There may be some merit, and some difficulty, in each of these
positions.  The real consideration at stake in many franchise termination injunctions is the need for very
expeditious trial proceedings. In most cases, if a trial could be held on an urgent basis, for example within
90 days, it is probable that appropriate interim arrangements could be made to maintain the status quo
pending trial. The need for speedy trial proceedings in franchise termination cases is paramount.  Rule 40.03
of the Rules of Civil Procedure requires a party seeking an injunction to give an undertaking as to damages
whereby that party “undertakes to abide by any order concerning damages that the court may make if it
ultimately appears that the granting of the interlocutory order has caused damage to the responding party
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for which the moving party ought to compensate the responding party.”  This rule is universally followed,
and assiduously enforced.

There are other principles applicable to the interlocutory injunction process in franchise litigation.
The court will consider the “balance of convenience” between the parties – balancing the relative impact on
the parties of granting or refusing the request for an injunction. This may require an assessment of whether
the parties can continue to do business together during a litigation process. In some cases it is appropriate
to require monetary security from a party, for example when there has been a history or payment defaults.
A franchisee’s promise to rectify past defaults should be secured by a deposit. The court may require one or
both of the parties to “strictly comply” with the provisions of the franchise agreement pending final
resolution of the proceedings or until further order.

The court will look at the merits of the underlying dispute in determining whether an interlocutory
injunction is appropriate in any particular franchise case.  The threshold test of the merits for a typical
injunction is that there be a “serious issue” to be tried.  When cross-examinations have not yet taken place
on the affidavits filed in support of an injunction motion, the veracity of the contradictory assertions cannot
be tested.  After cross-examinations, the record is often so lengthy and complex that the court is not able to
review in detail the merits of the franchise dispute.  So long as the party seeking an interlocutory injunction
can demonstrate that there is a serious issue to be tried, the injunction analysis will be applied based upon
the question of irreparable harm, balance of convenience, and the overall discretion of the court based upon
pragmatic considerations, including whether the trial can be expedited. There is a natural judicial tendency
to maintain the status quo pending trial, rather than to impose a significant change upon the parties’
practical business relationship during the legal process.

Misrepresentation by the Franchisor

The disclosure provisions of the Wishart Act put franchisees in a strong legal position where there
has been misrepresentation or non-disclosure during the contracting process.  The statutory mechanisms for
disclosure by the franchisee cannot be waived or avoided: section 11.  The franchisor will be obligated to
succumb to rescission of the franchise contract in the event of misrepresentation or non-disclosure: section
6.  Alternatively, the franchisee may seek damages at trial:  section 7.  The franchisor has limited defences
to an action for damages for misrepresentation or for non-disclosure of a material fact. A franchisor will want
to show that the franchisee had prior knowledge of the material fact and entered into the agreement with
prior knowledge of the material change or misrepresentation. The franchisee’s remedies of rescission and
damages are strictly time-limited, affording a possible defence to the franchisor.

Interference by the Franchisor

The franchise bargain involves an exchange of benefits.  The franchisee expects support from the
franchisor:  supply of products and services, advertising, and general assistance to enable the achievement
of common business objectives.  An instance in which the franchisor may be alleged to impair or interfere
with franchisee’s business interests is known as “encroachment”.  In an encroachment claim, the franchisee
alleges that the franchisor has impaired or cannibalized its business by granting franchise rights to another
franchisee in the territory serviced by the complaining franchisee.  The theory of an encroachment complaint
is that the franchisee’s revenues have been impaired by those circumstances – either the loss of sales, or
loss of the opportunity to realize increases in sales.

The terms of the franchise agreement will be the starting point in resolving encroachment
complaints. Was the franchisee granted protected territorial rights? Or denied them? Or was the agreement
silent on the point? There are borderline cases in which a franchisor grants new franchises for the purpose
of increasing the aggregate revenues of the franchise chain, with the result that an existing location is
marginally or incidentally affected. The court may look to the intent of the franchisor: was it to increase the
overall business of the franchise system?  Or was it designed to deleteriously affect the complaining
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franchisee?  These and other considerations will inform the court’s judgment of reasonable commercial
standards for purposes of the fair dealing provisions of the Act.

Interpretation of the Franchise Agreement

The usual principles of contract interpretation apply to a franchise agreement. Part of the franchise
bargain is an expectation of uniformity in the dealings between the franchisor and all franchisees, including
uniformity in the terms of the contract. The court will construe the words and phrases in their context in the
agreement, according to establishing principles of contractual interpretation.

Conclusion

When franchise relationships are working, both sides make money. Differences of opinion are easier
to resolve in the expectation of future profits. When this is not the case, many interesting litigation issues
and topics can arise. A Compendium of relevant legal citations is appended to this booklet.

© 2003, Paul Bates



CHAPTER 9

TAX CONSIDERATIONS IN FRANCHISING

by Aki Chencinski, C.A.

The Canadian tax consequences surrounding franchising in Canada may be both complicated and
extensive.  These consequences are different for the franchisor and the franchisee.  Further, there are
additional considerations if either the franchisor or franchisee is a non-resident of Canada.

In the limited space available, this chapter will primarily examine the tax treatment of franchise fee
arrangements, for both franchisor and franchisee, whether a resident or non- resident of Canada.  There
are of course a myriad of other tax issues applicable to the franchise arrangement that generally may
relate to any business.  These may include any of the following.

•  What is an appropriate structure to carry on the business?  Choices include a corporation, a
partnership, a joint venture, a proprietorship, or a hybrid structure such as a LLC.  Non-residents
will need to consider branch tax and withholding tax implications of the chosen structure.

•  How should the business be capitalized?  If borrowings are involved, what arrangement best
maximizes interest deductibility and minimizes cost of repatriation?

•  The classification of various expenditures, as either deductible or to be capitalized, including
various start-up costs.

•  The utilization of losses incurred in a business.  Generally business losses may be carried back
three years and carried forward seven years to be applied against income in those years.

• The definition and treatment of capital assets.  Currently gains and losses on capital assets are half
taxable.  Capital losses, however, can only be applied against capital gains in the current year and,
if unused, carried back three years or forward indefinitely, but only against capital gains.

•  Provincial income tax issues. Ontario and Quebec maintain their own tax filing system.  In many
respects, these provincial systems follow the federal rules, but both have some significant
departures from the federal rules.  The other provinces collect their tax through the federal
system.

• The implications of selling the franchise business, either the franchisor selling the entire business,
or a franchisee selling its business, if permitted.  There are different implications when shares of a
company are sold, compared to the sale of the underlying assets of a company.

• Federal and provincial capital tax imposed on corporations.  Capital includes accumulated earnings,
share capital, contributed surplus, and loans and advances, whether from third parties or from
shareholders and related parties.  The federal system (at $10,000,000) and the provincial systems
(at various amounts) provide a threshold under which no capital tax is payable.

•  Sales tax issues.  With some limited exceptions, all commercial activity in Canada is subject to a
value added tax.  This tax, the Goods and Services Tax (“GST”) is applicable to all jurisdictions in
Canada except Nova Scotia, Newfoundland and New Brunswick.  In these provinces, a Harmonized
Sales Tax (“HST”) is imposed.  The GST rate is 7% and the HST rate is 15%.  The HST combines
the GST and the provincial sales tax for the province.  The GST and HST are flow-through taxes so
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that only the end user actually bears the cost of the tax. All non-HST provinces except Alberta
impose their own retail sales tax.

The preceding, as well as many other issues, requires consideration before embarking on a new
franchise arrangement.  The remainder of our comments will be directed to the treatment of the
various fees usually found in a franchise arrangement.

FRANCHISE AND SIMILAR FEES

Franchisor

The taxation of amounts received by a franchisor will depend on the nature of the receipt,
generally as outlined in the franchise agreement.  A franchisor may receive franchise fees, either as a
lump sum, on a periodic basis or both.  It may also be entitled to receive amounts as management
fees, rents, and royalties or for the sale of goods.  Virtually all these sources of revenue are taxed as
income on an accrual basis, as earned, whether received or receivable.  Generally, lump sum payments
received by a franchisor are fully taxable where the franchisor is in the business of selling franchises.
In some (rare) cases, the sale of a franchise might be considered as a capital transaction and taxable
as a capital gain (at 50%) or as something known as eligible capital expenditure (at 50% subject to
certain other considerations).  This more favorable treatment might be available when an existing
business sells it first franchise, similar to the sale of a business.

As well, all amounts received, even if for goods to be delivered or services to be rendered are
taxable upon receipt.  A reasonable reserve for amounts relating to goods or services to be delivered
or rendered after the year-end may be claimed.

Franchisee

Payments made by a franchisee under an agreement may take a number of different forms.
These can include the purchase of goods, management fees, advertising and other promotional
expenses, rents and royalties.  If these types of payments are not otherwise disguised fees for the
purchase of the franchise rights, then they should all be deductible by the franchisee in the course of
carrying on business.  As with the franchisor, all such expenditures are reported on an accrual basis,
when incurred.

Payments on account of the acquisition of the franchise by the franchisee, whether as a lump sum
or by way of periodic payments, are treated differently for tax purposes.  In the case of those
franchise arrangements with a limited and ascertainable life, the expenditure is considered depreciable
capital property (class 14).  CCA (tax depreciation) may be claimed against income in the year.  The
maximum CCA that may be claimed is generally the prorata straight-line amortization of the franchise
term.  This calculation is done on a per diem basis.  As an example, if a two-year franchise right was
acquired on December 1, by a company with a December year end, CCA would be calculated as 31
(days) divided by 730 (365 times 2) times the cost of the franchise rights.

In the case of the costs associated with franchise rights with an indefinite life, the expenditure is
considered to be an eligible capital expenditure (“ECE”).  In many respects, an ECE is treated similar to
the class 14 treatment of a definite life franchise, except that only one half of the expenditure is added
to the ECE “pool” and the balance in the pool may be amortized at the rate of 7% on a declining
balance basis.  Whether a franchise right is of a limited life or not is not always as straightforward as
one might think.  The nature of renewal and termination provisions may have some determining
influence on this issue.
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Note that whether treated as depreciable capital property or as an ECE, the franchisee may only
amortize the costs associated with the acquisition of the franchise, notwithstanding that in almost all
cases, the amounts are fully taxable as income to the franchisor.

Non-Resident Issues

Although non-resident issues may be relevant for either the franchisor or the franchisee, our
limited comments are directed to a resident franchisee paying amounts to a non-resident franchisor.
Perhaps the two principal tax issues for a non-resident franchisor are withholding taxes on payments
to the non-resident and choosing the most appropriate structure for carrying on business in Canada.

The Canadian Income Tax Act requires a 25% withholding tax on payments of certain amounts to
non-residents.  This may include a management or administration fee, and rents, royalties or other
similar payments.  Generally this withholding rate is reduced in most tax treaties.  For example, the
Canada-U.S. treaty only requires a 10% or 15% withholding on most amounts. The responsibility for
withholding rests with the payor (franchisee).  If appropriate amounts are not withheld or remitted, the
franchisee will be held responsible.

The non-resident franchisor may conduct business in Canada directly through a branch and would
be subject to Canadian income tax on income “earned” in Canada. The branch should not be subject to
withholding tax on payments received from the franchisee. The Canadian franchisee should apply to
have its withholding obligations waived under these circumstances.

The non-resident franchisor operating as a branch will be subject to income tax at the top
corporate tax rate. There are many issues in dealing with the determination of branch profits. In
addition, it will be subject to branch tax of 25% on net withdrawals from the branch.

An alternative arrangement would have the non-resident conduct its business in Canada through a
Canadian corporation.  The franchisee may pay the various fees to a resident corporation without any
withholding tax.  The Canadian corporation will need to ensure transfer pricing on goods and services
between it and its foreign parent meet an arm’s length standard in order to avoid adverse tax
adjustments.

Summary

As indicated, the space provided does not permit a more detailed review of tax issues associated
with franchising.  The treatment of franchise and other similar fees, as well as most of the issues
raised earlier must be carefully considered when embarking on a new franchise arrangement, so that
no unintended result occurs.  Among other things, when the franchise agreement is prepared, close
attention should be given to the tax consequences to both sides of the franchise equation.

© 2003, Aki Chencinski



CHAPTER 10

INTELLECTUAL PROPERTY IN FRANCHISING

by Markus Cohen, Q.C., LL.M.

Introduction

Virtually the entire gamut of intellectual property (IP) types may be found in a franchise system:
trade-marks (including trade dress or “get-up”), patents (especially those which protect business
processes), copyright, industrial design, trade secrets and confidential information. Each type may hold
considerable value. For example, the Hooters® trade-mark and all world rights associated with it – but
with no bricks and mortar attached – were sold during 2001 by the owner of the mark to its principal
licensee for $60 million (U.S.)! Consequently, lawyers advising franchise systems must be aware of at least
the basics of IP classification and protection. (We will not here deal with integrated circuit topographies,
the newest form of IP with its own body of lore and its own statute. Topographies are three-dimensional
semiconductor circuit designs used in many different products. Examples are automobiles, industrial
robots, cameras, spacecraft and computers.)

Patents, industrial designs, trade-marks and other forms of IP as they arise (except for trade
secrets and confidential information) are regarded constitutionally as a field of federal exclusivity. Thus,
the legislation dealing with these items is federal, not provincial. However, an infringement action may be
commenced either in the Federal Court of Canada or in the superior court of any province. There are
variations, however, in the relief obtainable from each of these courts, and there are other considerations
to be taken into account in choosing a forum.

It is usual for the franchisor or its affiliate to hold title to all of the IP to be used throughout the
franchise system, and for each franchisee to be a licensee of the franchisor with entitlement to “use” the IP
as appropriate. It is through proper exercise of the rights granted under such licence – typically contained
with the franchise agreement itself – that the full benefits of the franchise system accrue to the franchisee
in the operation of the franchised business for so long as the franchise arrangement subsists and the
franchisee maintains itself in good standing.

Trade-marks

It has been said that a strong brand – as represented by a distinctive trade-mark – is the hallmark
of franchising. McDonald’s must certainly think so: at the end of January, 2003 they had almost 300 active
trade-marks of record in the Canadian Trade-marks Office. Their golden arches generate immediate
recognition among a high percentage of the public wherever in the world their units are located, and they
pride themselves on the uniformity which the trade-mark presages.

But first prize for the franchise system having the most active trade-mark files in the Canadian
Trade-marks Office goes to a home-grown system: Canadian Tire Corporation Limited – with almost 700
active trade-mark files as of early 2003!

Although there is limited protection of unregistered trade-marks at common law within the market
area in which the trade-mark is actually used (e.g., by an action for “passing off”), registration offers
superior protection through statutory rights including exclusivity to use the mark across the nation even if
actually use is limited to only a relatively small market area. Registration, as long as some relevant
associative use of the mark persists, subsists for 15 years and is infinitely renewable upon payment of the
requisite fee. While a registrant, the owner of the mark may enjoin infringers and also control the use of
the mark by licensed users. In a franchise system, the licence in favour of franchisees to use the trade-



Chapter 10 Franchising 101 2

mark is typically contained within the franchise agreement. Failure to establish control by licence pursuant
to section 50 of the Trade-marks Act may lead to a finding of abandonment and ultimately to
expungement of the registration. Failure to use the mark in accordance with the terms of its registration
may lead to issuance by the Registrar of Trade-marks pursuant to section 45 of the Trade-marks Act of a
notice to the registrant to prove use at some time within three years preceding the date of the notice,
failing which the Registrar must cause the registration to be expunged.

Patents

Some readers may doubt the utility (no pun intended) of patents in a franchise system. An early
patent – Canadian Patent no. 956407 – was issued in 1974 to Town and Country Cleaners Franchise for
Carpet Cleaning Apparatus. The invention was apparently designed not only to clean carpets, but with the
use of vacuum nozzle as part of the apparatus, to facilitate retraction of “a surprisingly large percentage of
… moisture from the floor surface”. No doubt this equipment was an influential factor facilitating franchisee
differentiation from competitors.

In a more modern vein, while algorithms per se are not patentable subject matter, there exist
many software patents including methods of operating accounting systems, controlling chemical processes,
evaluating real estate, analysis of television viewing, etc.

Although, technically, methods of operating a business are not patentable in Canada,
the following abstract is an example of a business-method patent application comprising 24 pages of
claims filed both in the United States and Canada (Cdn. Application no. 2366680) during January, 2002 by
Little Caesar Enterprises, Inc. of the U.S., the franchisor of the Little Caesars Pizza restaurant chain:

The present invention relates to a method wherein a manager is selected to manage a business or franchise
leading to ownership thereof. The method preferably comprises determining the cost of purchasing the
business or franchise and screening the manager candidate to determine whether the candidate can qualify
for a loan on the amount of financing required to purchase the business or franchise. The method also
preferably comprises incentives to increase performance and the value of the business, wherein bonuses
and/or discounts that can be applied toward the purchase can be earned. The method preferably comprises
providing financing to allow the manager to buy the business or franchise at the end of a predetermined
amount of time, wherein the cost of purchasing the business or franchise is reduced by the discounts earned
by the manager during the predetermined amount of time. The preferred method involves the cost of
purchasing the business or franchise being substantially fixed in advance as an incentive for the manager to
work hard to increase the value of the business during the predetermined amount of time.

Since 1989, Canadian patents are for a period of 20 years from the date of filing in this country.
Payment of maintenance fees throughout the life of the patent is also required to keep it in force.

Copyright

Copyright subsists automatically in an original literary, artistic, dramatic or musical work – even a
photograph or computer program – from the instant of its creation and without further formality.
Registration under the Copyright Act is neither a pre-requisite to full exclusionary rights nor the ability to
prevent copying without permission. Failure to register may, however, hamper proof of ownership and the
ability to be awarded costs in litigation. Whether or not registered, it is wise (although not requisite under
Canadian law) to endorse a copyright claim on any such work at the time of its publication so that the
world will have notice that it was not the intention of the creator to consign the work to the public domain.
Indeed such a copyright notice is required under the laws of some countries in order to be fully protected
against unlawful copying.

One exception to the author’s right to prevent copying underpins the alleged infringer’s defence of
“fair dealing”: an interesting phrase which does not have precisely the same meaning as it does in the
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Wishart Act. Under copyright law, “fair dealing” is defined as the “use or reproduction of a work for private
study, research, criticism, review or news reporting”.

Copyright may, for example, subsist in various elements of a menu which include both original
artistic and literary components – a compilation. The Outback Steakhouse menu is the subject of copyright
registration in the literary/artistic category. Groupe Alimentaire St-Hubert Inc. of Laval, Quebec has over
150 copyright registrations for menus, numerous recipes and also its operations manual and accounting
procedures guide. Dairy Queen Canada has registered copyright protection for its architectural drawings,
layouts and floor plans. The TDL Group, franchisor of the Tim Horton’s system, has about a dozen
Canadian registrations. (It may be worth noting that despite its many trade-mark registrations, no record
appears of McDonald’s Corporation having secured a Canadian copyright registration for any of its
multitude of artistic and literary works. Canadian Tire Corporation, on the other hand, has about 17
copyright registrations for several of its publications and other media – including the design of the face of
its credit card. And in a related area, publisher Prentice Hall Canada holds a 1997 registration for the John
Lorinc title, Opportunity Knocks: The Truth About Canada's Franchise Industry … and even National
Franchise Consultants of North Carolina holds a 1996 Canadian copyright registration for the 'Do It
Yourself' Franchise Kit! There is, remarkably, at least one Canadian copyright registration for a franchise
agreement: registration no. 451949 was issued to Claude Légaré of Quebec City on April 22, 1996 for
Convention de Franchise Nutridirect! Not overlooked were also the system’s business plan and its
operations manual.)

Copyright generally survives for the life of the “author” plus a further 50 years from the date of
death. There are some exceptions. Copyright protection always expires on December 31st of the last
calendar year of protection.

Industrial Designs

This category comprises the visual features of shape, configuration, pattern or ornament (or any
combination of these features), applied to a finished article of manufacture. Examples are menus that are
shaped in novel ways, chairs and tables that have non-functional and decorative shapes or curves, etc., as
well as original or fanciful patterns and non-functional design features of physical items such as ketchup
bottles, salt and peppers, napkins, These may be aspects of the overall trade dress or “get-up” of a
restaurant outlet that give it a unique and readily-identified appearance, and that customers associate with
a particular franchise system.

Registrations after January 1, 1994 are valid for ten years provided that the required maintenance
fees are paid. Design protection ends ten years after the registration date and cannot be extended.

Trade Secrets/Confidential Information

This combination is often treated as one category of protected matter. There are subtle differences
to be considered. For example, the formula for Coca-Cola’s recipe or the Colonel’s secret blend of eleven
herbs and spices in use at KFC or McDonald’s “special sauce” are example of trade secrecy.  Without a
patent for the process or the chemical formula or combination, protection is only available as a trade
secret. But the secret will be out the moment the information is “published” in the full sense of that word.
The beauty of the trade secret is, that protection is theoretically infinite in duration so long as the secret is
kept, whereas other forms of relevant IP have a limited duration.

Even if you can maintain your secret, if someone else independently makes the invention, or
discovers the principle through “reverse engineering”, that person may be able to obtain a patent and
prevent the true inventor from exploiting the invention.
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Confidential information includes such things as operations manuals that may contain competitive-
edge and differentiating business methods that competitors don’t have. Although copyright may afford
some security especially if it can be established that the literary matter is unique and original, protection is
normally secured by confidentiality agreements, and by properly marking the written record with warnings
that confidential information resides within and that improper disclosure will have penal consequences.

A Cautionary Conclusion

Generally, IP protection is national in scope. To be fully protected as it expands internationally, a
franchise system must take early steps to ensure that each element of its IP is timely protected in each
foreign market that may be a “gleam in its eye”. It is the duty of the franchise lawyer to raise this
possibility with the franchisor client at the earliest possible moment. In this area of the law, the race is
often to the swift, and international pirates abound who will seek to capitalize on another’s success and to
hold an innovator to ransom when it reaches the shores of a target country. Beware!

© 2003, Markus Cohen
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FIRST APPENDIX 
 

WISHART ACT – PARTIAL EXTRACTS ONLY 
(references not reproduced in the main text) 

Application 

2. (1) This Act applies with respect to a franchise agreement 
entered into on or after the coming into force of this section, with 
respect to a renewal or extension of a franchise agreement entered 
into before or after the coming into force of this section and with 
respect to a business operated under such an agreement, renewal 
or extension if the business operated by the franchisee under the 
franchise agreement or its renewal or extension is to be operated 
partly or wholly in Ontario. 

  *  *  * 

Right to associate 

4. (1) A franchisee may associate with other franchisees and may 
form or join an organization of franchisees. 

  *  *  * 

Franchisor’s obligation to disclose 

5. (1) A franchisor shall provide a prospective franchisee with a 
disclosure document and the prospective franchisee shall receive 
the disclosure document not less than 14 days before the earlier of, 

(a) the signing by the prospective franchisee of the franchise 
agreement or any other agreement relating to the franchise; and 

(b) the payment of any consideration by or on behalf of the 
prospective franchisee to the franchisor or franchisor’s associate 
relating to the franchise.  

  *  *  * 

5. (7) This section does not apply to, 

(a) the grant of a franchise by a franchisee if, 

(i) the franchisee is not the franchisor, an associate of the 
franchisor or a director, officer or employee of the 
franchisor or of the franchisor’s associate, 

(ii) the grant of the franchise is for the franchisee’s own 
account, 
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(iii) in the case of a master franchise, the entire franchise is 
granted, and 

(iv) the grant of the franchise is not effected by or through 
the franchisor; 

(b) the grant of a franchise to a person who has been an officer or 
director of the franchisor or of the franchisor’s associate for at least 
six months, for that person’s own account; 

(c) the grant of an additional franchise to an existing franchisee if 
that additional franchise is substantially the same as the existing 
franchise that the franchisee is operating and if there has been no 
material change since the existing franchise agreement or latest 
renewal or extension of the existing franchise agreement was 
entered into; 

(d) the grant of a franchise by an executor, administrator, sheriff, 
receiver, trustee, trustee in bankruptcy or guardian on behalf of a 
person other than the franchisor or the estate of the franchisor; 

(e) the grant of a franchise to a person to sell goods or services 
within a business in which that person has an interest if the sales 
arising from those goods or services, as anticipated by the parties or 
that should be anticipated by the parties at the time the franchise 
agreement is entered into do not exceed, in relation to the total 
sales of the business, a prescribed percentage; 

(f) the renewal or extension of a franchise agreement where there 
has been no interruption in the operation of the business operated 
by the franchisee under the franchise agreement and there has 
been no material change since the franchise agreement or latest 
renewal or extension of the franchise agreement was entered into; 

(g) the grant of a franchise if, 

(i) the prospective franchisee is required to make a total 
annual investment to acquire and operate the franchise in 
an amount that does not exceed a prescribed amount, 

(ii) the franchise agreement is not valid for longer than one 
year and does not involve the payment of a non–refundable 
franchise fee, or 

(iii) the franchisor is governed by section 55 of the 
Competition Act (Canada); 

(h) the grant of a franchise where the prospective franchisee is 
investing in the acquisition and operation of the franchise, over a 
prescribed period, an amount greater than a prescribed amount. 

  *  *  * 
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Rescission for late disclosure 

6. (1) A franchisee may rescind the franchise agreement, without 
penalty or obligation, no later than 60 days after receiving the 
disclosure document, if the franchisor failed to provide the 
disclosure document or a statement of material change within the 
time required by section 5 or if the contents of the disclosure 
document did not meet the requirements of section 5. 

Rescission for no disclosure 

(2) A franchisee may rescind the franchise agreement, without 
penalty or obligation, no later than two years after entering into the 
franchise agreement if the franchisor never provided the disclosure 
document. 

  *  *  * 

Franchisor’s obligations on rescission 

6. (6) The franchisor, or franchisor’s associate, as the case may be, 
shall, within 60 days of the effective date of the rescission, 

(a) refund to the franchisee any money received from or on behalf 
of the franchisee, other than money for inventory, supplies or 
equipment; 

(b) purchase from the franchisee any inventory that the franchisee 
had purchased pursuant to the franchise agreement and remaining 
at the effective date of rescission, at a price equal to the purchase 
price paid by the franchisee; 

(c) purchase from the franchisee any supplies and equipment that 
the franchisee had purchased pursuant to the franchise agreement, 
at a price equal to the purchase price paid by the franchisee; and 

(d) compensate the franchisee for any losses that the franchisee 
incurred in acquiring, setting up and operating the franchise, less 
the amounts set out in clauses (a) to (c). 

  *  *  * 

Damages for misrepresentation, failure to disclose 

7. (1) If a franchisee suffers a loss because of a misrepresentation 
contained in the disclosure document or in a statement of a material 
change or as a result of the franchisor’s failure to comply in any way 
with section 5, the franchisee has a right of action for damages 
against, 

(a) the franchisor; 

(b) the franchisor’s agent; 
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(c) the franchisor’s broker, being a person other than the franchisor, 
franchisor’s associate, franchisor’s agent or franchisee, who grants, 
markets or otherwise offers to grant a franchise, or who arranges 
for the grant of a franchise; 

(d) the franchisor’s associate; and 

(e) every person who signed the disclosure document or statement 
of material change. 

  *  *  * 

Attempt to affect jurisdiction void 

10. Any provision in a franchise agreement purporting to restrict 
the application of the law of Ontario or to restrict jurisdiction or 
venue to a forum outside Ontario is void with respect to a claim 
otherwise enforceable under this Act in Ontario. 

Rights cannot be waived 

11. Any purported waiver or release by a franchisee of a right given 
under this Act or of an obligation or requirement imposed on a 
franchisor or franchisor’s associate by or under this Act is void.  

  *  *  * 

Exemption 

13. (1) Upon application by a franchisor and if the franchisor meets 
the criteria prescribed for the purpose of this subsection, the 
minister may, by regulation, exempt the franchisor from the 
requirement to include specified financial information in a disclosure 
document, subject to the terms and conditions set out in the 
exempting regulation. 

Same 

(2) If a franchisor meets the criteria prescribed for the purpose of 
this subsection, the Lieutenant Governor in Council may, by 
regulation, exempt the franchisor from the requirement to include 
specified financial information in a disclosure document, subject to 
the terms and conditions set out in the exempting regulation. 

  *  *  * 
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