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PROCEEDI NGS

MR TOPCRCFF: On the record. Cood
norning. It is Novenber 6th, 1997, and we're neeting
in Seattle, Washington. This is the fifth of six
publ i ¢ wor kshops to di scuss the Franchise Rule and the
Comm ssion's Advance Notice of Proposed Rul enaki ng,
which for the benefit of the stenographer, we wll
abbrevi ate as ANPR

| am Steven Toporoff. | amin the D vision
of Marketing Practices at the Commssion, and |'m
going to facilitate the neeting. This nmeeting i s open
to the public and is being recorded, and a transcri pt
of the nmeeting will be put on the public record. W
also intend to post an el ectronic copy of the
transcript on the internet.

I hope everyone has a copy of the agenda.
As you can see, we'll be covering many topics. W
have read all the comrents that have been submtted
to date, and each will be considered carefully;
however, we will not sinply rehash what has al ready
been said to date. W intend to nove the discussion
along, so don't be surprised if we limt discussion to
avoi d repetition.

If anyone feels that they have not had a

full opportunity to discuss a particular point, I

For The Record, Inc.
\Val dorf, Maryl and
(301) 870- 8025



© 00 N o o A~ w NP

N RN NN NN R R R R R R R R R
g B W N P O © © N O OO M W N B O

woul d encourage you to suppl enent your witten
comments. Also as in previous workshop conferences,
we will allot tine at the end of today for anyone who
wants to nake any additi onal comments on the issues
that we di scuss today.

Further Staff, neaning Mra and nyself,
wll be here again tomorrow from9:00 to 3:00 to take
the statenents of anybody wi shing to of fer any comment
at all on any franchi se or business opportunity issue.

To keep things orderly, if you want to
make a comment or ask a question, again please signal
us by standing up your nanme tent. It is very
difficult for the stenographer to pick up random
voices, so if you' re going to speak, please identify
yourself first if | don't identify you for you.

Wth that let's begin. | briefly want to
go around the table. If you could just state your
name and any association or law firmor other interest
that you nmay represent, that will be fine, and then
we'll get under way. So let's start this way with
M/r a.

M5. HOMRD. Mra Howard. |'mal so at
t he Federal Trade Comm ssion working with Steve on the
Franchi se Rul e.

MR CGERDES. M nane is Roger Gerdes. |I'm
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a busi ness devel opnent - -

THE COURT REPCRTER  |'msorry. |'ma
busi ness devel opnent - -

MR GERDES. Busi ness devel opnent nanager
with Mcrosoft Corporation responsible for the
franchi se industry.

M5. KEZI 5. |'m Susan Kezi os president of
t he Amrerican Franchi see Associ ati on.

M5. GTTERVAN  Judy Gtterman. |I'mwth
the law firmof Jenkens & Glchrist in the franchise
and distribution | aw departnent.

MR FERBER Brad Ferber. |'man exam ner
for Washington state securities.

MR JEFFERS. Carl Jeffers with Intel
Mar keti ng Systens, a franchise consulting firm
speci alizing in franchi se devel opnent and al so

franchi se marketing and sales for clients.

MR DWALL: I'm@Gry Duvall. 1'man
attorney in Seattle. | work with the law firm of
G aham & Dunn.

MR WECZCREK: Dennis Weczorek. |'ma
partner with Rudnick & Wl fe in Chicago.

MR BUNDY: [|'mHoward Bundy. |'man
attorney with the law firmof Bundy & Morrill in
Seattl e, Washi ngton.
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MR CCRDELL: I'mMartin Cordell. 1'ma
staff attorney with the Washington State's security
di vi si on.

MR CASILLAS: I'mEmlio Casillas,
securities analyst with the securities division of
the Departnent of Financial Institutions. 1'min
charge of review ng the franchi se applications.

MR TCOPOROFF. Ckay. Thank you.

Vell, I want to wel come everybody. |
under stand that nmany peopl e have taken out significant
time out of their day and their work schedul e and have
flown here fromvarious points, so again | appreciate
everyone who has been willing to participate in this
and ot her Comm ssi on neeti ngs.

For the benefit of those who have not
participated in one of these neetings before, let ne
give you a little bit of background.

The Comm ssion, as you know, published an
Advance Notice of Proposed Rul enaking in February of
this past year. And in the ANPR the Comm ssion set
forth tentative findings and concl usi ons about where
it wants to go in revising the Franchise Rule and al so
asked for comrents.

Anong the questions that the Comm ssion

asked are: Does the Franchi se Rule continue to serve
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;
a useful purpose? Should franchising be separated
frombiz ops? Should the Comm ssion revise the rule
al ong the UFQC gui del i nes approach? And if so, should
there be specific changes to the UFQC, and in
particular Item3, litigation, Item 19, earnings

di scl osures, Item 20, failure rates, and rel ated
issues in item20, which we will get to?

VW are al so expl ori ng new nmarketing
practices and technol ogi cal devel opnents, such as the
advent of the internet, expanded international sales,
and co- brandi ng.

V& are not going to discuss each of these
i ssues today; however, if tine is available at the end
to the extent that people want to tal k about issues
like the international sales or co-branding, then
we'll try to accommodate that.

| wanted to report to date that | believe
we' ve received 110 comments. W are trying our best
to get all of the comrents posted on our web site, but
sonetimes that is difficult because people do not give
us necessarily electronic copies. So the ones that
come in by tel ephone or just generally in witing
need to be downl oaded or scanned, and that does take
sone time. But we are trying to acconplish that as

qui ckly as we can
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And al so just to nake sure that everybody
under st ands, the comment period is open and will
remain open until the end of the year, so there is
certainly anple tine for people who have not submtted
comrents to do so. Hopefully everyone here either
directly or through their law firmhave submtted a
comrent. But if you haven't, again thereis tinme to
do so.

W' re certainly encouragi ng people to
suppl enent their comrents if you believe that there
are issues that we have not touched upon where you
have additional thoughts.

Again | reference the New York neeting
that was held in Septenber. | believe we had about 16
panelists and including a denonstration -- an internet
denonstration froma conpany called PR (ne.

And again, as | nentioned before, several
of the panelists, Susan and Dennis in particular, are
here today, and again | want to thank themfor their
time and their effort.

At the New York neeting we discussed pretty
much the issues that we're going to discuss today.
There's sone additi onal ones today. And, as |
nmentioned before, we're not necessarily going to touch

on international sales or co-branding.
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But one of the things that we did after the
New York neeting is we anal yzed the comments, and we
studied the transcript to try to revise sone of the
t hought s and sone of the proposals that were devel oped
in New York.

So it's Mra's hope and ny hope that by the
end of today we'll have fleshed out sonme of those
proposal s, and when we go back to Washington D.C, we
can use themas a springboard to devel op themfurther.

But | should nmention before we get into the
substance that any proposal that we offer is strictly
a thought piece. The Conm ssion has not seen our
proposal s. They have not reviewed our proposals. And
obvi ously any proposal is just that until the
Commi ssi on opines on them which will not happen for
quite a while.

SO just because we offer a particular
approach through a proposal does not nmean that that is
the proposal that ultimately will find itself in the
revised rule. The Comm ssion nay accept sone of them
all of them or none of them That has yet to be
seen. But at least it's a thought piece for
di scussi on.

So on that note, we're going to start off

by tal ki ng about exenpti ons.

For The Record, Inc.
\Val dorf, Maryl and
(301) 870- 8025



© 00 N o o A~ w NP

N RN NN NN R R R R R R R R R
g B W N P O © © N O OO M W N B O

10
KEZI C5: Excuse ne, | have a questi on.
TOPORCFF:  Susan Kezi os.
KEZICs: Can | ask you a question?

2 5 3 B

TCPORCFF:  Sure.

o

KEZI C5: Wat happens after Decenber
31st with the record, and how long wll that take?

MR TCOPCROFF: kay. | will try to answer
that. After Decenber 31st, obviously the record is
closed. At that point Mira and | and others, Keith
Ander son, who is an econom st that sone of you may
have net, and others will reviewthe entire record,
summarize it, and start to prepare background
materials for the commssioners along with
reconmendat i ons.

That will take sone time given the
mul titude of the issues that we're addressing and
t he nunber of comments that we have, which again may
grow. Plus again we have transcripts hopefully from
the six conferences that we're holding. So that is
going to take sone tine.

Onhce that is finished, again we will start
to draft recomrendations. Any recommendations that we
offer will go through our bureau, the Bureau of
Consuner Protection, as well as the Bureau of

Economcs, and ultimately will go to the Conmm ssion
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for their thoughts.

| really cannot predict when the Comm ssion
Wll turn this around for a fewreasons. e is there
is going to be a significant change at the comm ssion
level. (One comm ssioner, Janet Steiger, has already
left, and her place has been taken. There are two
addi ti onal conm ssioners who nay | eave while this
process is underway, which may nean by the tine
recomrendati ons are up at the Comm ssion, three out
of the five commssioners who are already famliar
with these issues will have changed. And | have no
prediction at all what their views are on franchi se
i ssues, what priority they will assign to this whole
project. So there is sonmewhat of a vacuum of
information, which nmakes it very difficult for nme to
predict.

The nost that | could say is the next stage
IS -- assumng that the Conm ssion wants this project
to go ahead, is the publication of what we call an
NPR or Notice of Proposed Rul emaking. As opposed to
the ANPR which is nore here's what the Comm ssion
thinks and here is where the Comm ssion would like to
go, the next step would be the publication of a
revised rule or rul es dependi ng upon how we treat

franchi ses and busi ness opportunities.
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So again all that will take sone tine, and
| really don't have any prediction for you other
than to say that it's going to be several nonths. So
| hope that clarifies natters.

Once an NPR a Notice of Proposed
Rul emaki ng, i s published, that goes on the public
record as well, and again there's another round of
comrents. | don't know to what extent we will be
hol di ng wor kshops.

The purpose of hol di ng six workshops now i s
totry to get everyone's input early on in the process
so that the NPR, the Notice of Proposed Rul emaki ng,
stage can go quicker. So that's the nost that | can
say about the process.

But Dennis Weczorek had a questi on.

MR WECZOREK: You answered it in part,
but when you say the NPR the NPRis a publication of
the Staff, or is it a publication of the Conm ssion?

MR TCOPCROFF. A Comm ssion publication.
Anyt hing that gets published in the Federal Register
is a Conm ssion publication.

MR WECZCREK: And then after that is
publ i shed, there will be at |east witten coments
all oned for sone period of tinme?

MR TCPORCFF: That's correct.
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MR WECZOREK: There nmay be a public
wor kshop, a public hearing, but certainly there wll
be an opportunity --

MR TOPORCFF: Absolutely --

THE COURT REPCRTER |'msorry. You're
bot h speaki ng at the sane tine.

MR WECZOREK: There possibly will be a
publ i ¢ workshop or public hearing, but at a mni num
there will be public comrents?

MR TOPCRCFF: That's correct.

Are there any other questions about the
next steps involved in the process or the process
itsel f?

(No audi bl e response.)

MR TCOPCROFF. kay. Well, noving on, the

first itemon the agenda is the exenptions. And we

put this one right up front because this seens to be
the one issue that gets the short end. It seens that
every time we tal k about exenptions, it's late in the
day, and we really don't give it its due.

By exenptions this is what we nmean. Under
the UFQC -- under the Comm ssion's Franchise Rule and

under State statutes that enforce the UFCC, there are
certain exenptions. An obvious one cones to mnd, the

m ni nrum paynment exenption. If a franchise sale is

For The Record, Inc.
\Val dorf, Maryl and
(301) 870- 8025



© 00 N o o A~ w NP

N RN NN NN R R R R R R R R R
g B W N P O © © N O OO M W N B O

14

| ess than $500, it's going to be exenpt fromthe rule.

But fromtime to time various comenters
and others raise with us whether there should be
addi tional exenptions. For exanple an exenption for a
sophi sticated i nvestor has cone up, and there are
ot hers.

So what | would like to do is open the
di scussion to the floor so to speak, and if anyone has
any thoughts on what exenptions the Comm ssi on m ght

consider to nake the rule better, we would be very

interested in hearing fromyou. Any thoughts?

MR WNTERS: Steve Wnters.

THE COURT REPCRTER |'msorry. You're
going to have to cone forward. |'mnot going to be
able to hear you fromthere.

MR TOPCRCFF: Of the record for one
second.

(D scussion off the record.)

MR TOPCRCFF: Back on the record.

Ckay. We're back on the record. And again
we were tal king about possible exenptions. VWell,

no one -- Gry Duvall
MR DWALL: Soneone has to say sonething
about this. I'mGury Duvall. | co-authored a fairly

lengthy article in the Arerican Bar Association
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Journal on franchising, on exenptions this |ast year,
and as part of that | did a study on Federal and State
exenptions for franchisor conpliance wth disclosure
and registration | aws.

And what | found was that franchisors are
faced with inconsistent exenptions fromstate to
state. So, for exanple, if a franchisor is offering a
fractional franchise, it nay be exenpt from Federal
di scl osure requirenents, but only two or three of the
regi stration states have such an exenption, so the
exenption is of very limted use.

There are nmany ot her exenptions that exist
in one state or another, and a nunber of the State
exenptions do not exist under Federal |aw

The purpose of the franchise registration
di scl osure |l aw of course is to protect franchi sees who
frequently are in a position of having | ess information
than the franchisor in terns of the proposed investnent.

There are a nunber of franchi sees who are
not in that position when they purchase, and those
franchi sees then shoul d support an exenption from
regi stration and di scl osure. The exenption woul d
allow transactions to occur nore efficiently and at
| ower cost, which hel ps franchi sors and franchi sees.

I wasn't actually prepared to detail those
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exenptions today. Anong other things | didn't see a
call for that in the ANPR But | can give you sone
exanpl es.

(One exanpl e woul d be a sophi sticated
franchi see exenption. There are franchi sees, for
exanpl e, who work for the franchisor. Sone
franchi sees are either current or forner enpl oyees of
the franchisor. They typically have access to the
sane sort of information as the franchisor entity
itself.

Anot her exanpl e woul d be franchi sees who
al ready own franchises. There are exenptions for
franchi sees for their second franchises in sone
situations and not others. It's a matter of making it
consi stent.

| mentioned fractional franchises. Large
franchi se -- excuse ne, large entities frequently
purchase franchises for a very small portion of their
business. In that situation frequently the
franchi see, who, for exanple, nmay be a departnent store
chain or a hotel chain or a large publicly-held
conpany that owns franchisees in a variety of
industries, in those cases those | arge franchi sees
wll frequently demand and recei ve access to

information fromthe franchi sor that goes beyond the
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17
offering circul ar disclosures.

In addition those franchi sees frequently
are in a position to bargain for and receive
concessions so that they get a better deal than the
standard franchi see. So an exenption shoul d be
considered for a large franchisee -- a large
franchi see apart fromthe sophisticated franchi see
exenpti on.

I think those are probably enough exanpl es.
But the main issue that | think the FTC ought to
address is the issue of the lack of uniformty. Many
states have very well thought out exenption schenes.

The FTC exenptions are generally well
t hought out, but they're not consistent. And if
they're not consistent, then they're of little use to
the franchisor, who typically would be trying to sel

franchi ses t hroughout the country.

MR TCOPCROFF. kay. | have one question.
You nentioned an ABA article. 1Is it possible that we
can get a copy of that?

MR DWALL: Yes.

MR TCOPCROFF. If so, could you mail it to
us? |Is that sonething that we could put on the public
record?

MR DWALL: If you would |ike, sure.

For The Record, Inc.
\Val dorf, Maryl and
(301) 870- 8025



© 00 N o o A~ w NP

N RN NN NN R R R R R R R R R
g B W N P O © © N O OO M W N B O

18

MR TOPCORCFF:  Ckay.

MR DWALL: | nay need permssion fromthe
ABA forumon franchising, the Anrerican Bar Association
on franchising. | don't think that that would be a
probl em

MR TOPCRCFF: Because that woul d be
hel pful .

Denni s Weczor ek.

MR WECZOREK: The -- to echo Gary's
comments, when a conpany decides to do sone form of
distribution that they contend is not franchi sing,
what we have to contend with as lawers is a
pat chwork quilt of regul ation.

And while there may be an exenpti on under
the FTC Rul e and under sone State | aws, you may have
t he strange circunstance of a franchisor or a
non-franchisor let's call it for the noment, where
they have to register in several states and not in
others, or they may have exenpti ons under a nunber of
the State | aws but are covered by the FTC Rul e.

Cne of the major areas that | see that
happening in is although the rule exenpts the purchase
of inventory at bona fide whol esale price for resale,
many of the State | aws exenpt the purchase of

non-inventory let's call it for the nonent, whether
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it's equipment or software or conputer hardware or
entering into a conmercial |ease, at fair retai
val ue.

And under nmany of the State |laws there are
exenptions if those purchases are nade at a fair
commercial -- leases are nade at a fair commercia
rental, or purchases are nade at fair market val ue.
And | think it would be appropriate for the FTCto
consi der that the exenption for purchases of inventory
coul d be extended to the purchases or |eases of other
goods or services that are not strictly within the
real mof inventory purchased for resale.

MR TOPCRCFF: Howard Bundy.

MR BUNDY: Thank you. |'m Howard Bundy.
| echo to sone extent the |ast two speakers' desire
for uniformty. | think there's sonme value to be
derived fromit but not at any cost.

V¢ need to ook at what is the purpose and
what are the real burdens of conplying with the rule.
Keeping in mnd that under the current rule the FTC
only requires disclosure, registration is not an
I Ssue, sO any suggestion that registration is a burden
under the Federal Rule needs to be dispelled
i mredi ately.

As to disclosure, although | could see an
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argunment for narrowy drafted exenptions of the type
t hat have been di scussed, for exanple on the extrenely
sophi sticated investor level -- | don't have a probl em
with an exenption in that setting, excuse nme, because
t hose extrenely sophisticated investors for the nost
part are going to be represented by counsel. They're
goi ng to have access to conpetent accounting assi stance.
They wi |l probably extract nore disclosures fromthe
franchi sor than are required by the rule or the uniform
franchi se of fering circul ar guidelines.

The concern that | have is howdo we in a
world of inflation define a sophisticated investor?
I"'mno | onger convinced that the securities nodel for
a sophisticated i nvestor works because there are an
i ncreasi ng nunber of people that | sonetinmes refer to
as refugees fromcorporate Amrerica who have been
downsi zed out of a job and suddenly have the kind of
cash that allows themto qualify as a sophisticated
investor, but they are anything but a sophisticated
investor. And alnost inevitably they land in ny
office within three years having | ost that nest egg
that they had when they left the |arge corporation.

So although I can see a justification for
sone limted exenption, | urge you not to sweep the

baby out with the bath water. It is just as bad for a
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person who i s unsophi sticated but happens to have a
mllion dollars in the bank to lose that mllion
dollars as it is for me to |l ose the $10 that | have.

| would al so submt that at |east for any
franchi sor who i s otherw se franchi sing to non-exenpt
buyers that the increnental burden of supplying that
di scl osure docunent that they otherwi se will have
to provide anyway to their sophisticated investor
franchi sees is nomnal or di mninus or both.

To the extent that there's any burden, it's
that they have to wait the ten days that the rule
requires and give themthe docunents five days in
advance that the rule requires. You know, |I'msorry,
but | can't cry any big tears over that particul ar
bur den.

As to the existing franchi see exenption
proposal -- and | would say that we have a form of
such an exenption under the Washington Act, but it may
or may not apply to disclosure as well as to
registration. | think it's inportant that we | ook
carefully at it because there are situations that
We' ve seen in representing franchi sees where the facts
and circunst ances have changed material ly since they
bought the |ast franchise.

They are nmaking a material additiona
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investnent in a new portion of their business, an
expanded portion of their business, a new outlet or
whatever. And if, for exanple, it is the case that
the franchisor now -- unlike two years ago if the
franchi sor now knows that every other franchi see of
that systemis experienci ng what everybody woul d agree
is an inadequate return on their investnent, there is
probably an affirmative duty both under the common | aw
duty to speak doctrine and under the State 10(B)5
standard di sclosure and antifraud provisions to nake
t hat additional disclosure.

That information may not be -- in fact
probably is not available to existing franchi sees
unl ess they are in that category that |'ve identified
as extrenely sophi sti cat ed.

If Mcrosoft wants to buy a Pizza Haven
franchi se, they nmay not need discl osure because they
wll extract alot nore informati on than you and |
woul d in buying that sanme franchi se or any ot her
busi ness deal .

I think I"ve tal ked | ong enough for now
Thank you.

MR TCOPCRCFF:.  Martin Cordel |

MR CCRDELL: The one comment that | would

like to make is regarding the issue of uniformty and
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the patchwork quilt of regulation. | think our State
certainly is aware that that's been a problemfor the
industry. And | know that the North Anmerican
Associ ation of Securities admnistrators is also
aware of the problemand is doing what it can to work
on those type of issues.

And so in brief I would |ike to nake the
comment that | would like to see the Commssion inits
review process to really work with the states to nmakes
sure that we're noving in unison or in |ock-step so
that there is a coordination of the various exenptions
and other requirenents, because | think that's
certainly been one of the goals of NASAA over the | ast
several years, and it would be nice to see sone
initiation on the part of the Commssion to al so nmake
that same reciprocal effort.

MR TCOPCROFF: M. Jeffers.

MR JEFFERS. Yes, | want to nake just a
general comment based on the specific comrents that
have been made by the |learned attorneys. It is ny
experience that franchisors as a class or as a group
of corporate entities are not overwhel mngly concerned
with the specific issue of exenptions per se in the
application of the rule but rather nuch nore concerned

about what is required under the rule to be prepared.
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Onhce that is done, whether or not the
conpany has to then give this same information to group
A because they happen to be | arge franchi sees,

M crosofts or hotel chains, is really secondary once
they' ve prepared that infornation.

And the real question in their mnds is,
you know, what body of information are they going to
be required to prepare for franchisee -- prospective
franchi sees in general

And once that is prepared, the point was
wel | taken, there is no -- it's not nuch nore of a
burden to then sinply provide that sane information to
one group or another if it's already prepared. The
key is what has to be prepared itself.

And with the question of exenptions wth
t he exception of the show pronoters one, which I
assume i s perhaps being treated separately because
| want to address that later, and | did provide
comment on that, other exenptions are not really that
vital.

| mean, even multi-unit franchisees, | do

agree, even though they' ve already been through the

di scl osure process -- they may now be buyi ng a second
unit. | think they shoul d get the new docunents.
nean, there are material changes that nost |ikely have
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taken place in the nature of that conpany that
ironically if they aren't provided wth that
information, if store No. 3 or 4 doesn't turn out to
be as high a producer as No. 1 was, and that's
probably why they were notivated to go to store 3 or
4, then they're going to claimlater that one of the
reasons was that the conpany was no | onger able to
give themthe kind of support they expected and that
t hat shoul d have been obvi ous had they been given sone
of this original information.

So I'mnot sure that this is a crux --
crucial kind of point issue as far as exenptions
unl ess you are tal ki ng about changi ng what the
conpani es had to prepare to start with to make
avai | abl e.

But once they have it prepared, if you say
that it has to go to everybody no matter what their
class or -- one, it's prepared, so it's ready. And I
think that mght be sonething to consider as we go
f orwar d.

MR TCOPCRCFF. Dennis Weczorek

MR WECZOREK: In general | agree with
Carl that nost conpanies -- nost franchisors will have
t he docunents avail able and ready. There nay be a

very, very small class of franchisors that always deals
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w th sophisticated franchisees -- hotels maybe is an
exanpl e -- where maybe exenption is hel pful.

But the other reason the exenption is
hel pful is that [arge franchisees tend to negotiate on
an extensive basis. They negotiate to the |ast
mnute. And the obligation to redi sclose and
redi scl ose, change the docunents, refine the docunents
as you' re noving down the path to closing, an exenption
is useful in that respect so that on the day of the
closing -- a mnute before the papers are signed the
| arge franchi see and the franchisor may still be
negotiating. So the exenption would be useful in that
sense so that you woul dn't have to redisclose, wait ten
busi ness days, and start the process over again.

So that's the major value of the exenption
is that in the |arge franchi see context, the
redi sclosure obligation is elimnated, and the deal
can nove forward on a qui cker pace than otherw se.

MR TOPCRCFF: Howard Bundy.

MR BUNDY: |'mHoward Bundy. | want to
address what M. Weczorek has just said by saying
that in ny experience it is extrenely rare that either
t he Federal Trade Comm ssion or any State adm ni strator
or any plaintiff's | awer has been able to nake anythi ng

out of a technical failure to redisclose and nodify the

For The Record, Inc.
\Val dorf, Maryl and
(301) 870- 8025



27
docunments where you are dealing with a sophisticated --
a clearly sophisticated franchi see who is negotiating up
until the | ast mnute.

Those negoti at ed changes where the franchi see

is represented by counsel, et cetera, and so forth, are
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exenpt fromre-registration and redi scl osure under at
| east sone of the State statutes.

And to the extent that there mght be sone
technical violation that would result in creating the
inpression that the rule was not there to be strictly
conplied with, I would agree with Dennis that it
woul d be a good idea to nmake it clear that in that
narrow situation there would be no requirenent to go
back out and redraft the disclosure docunents to
reflect that transaction.

Now, | would add the additional caution,
however, that to the extent that those negotiations
may be nmaterial, there nay be now an obligation to
change the docunents before you nmake the offer to
anot her prospective buyer subsequent to the one that
IS negotiating.

So we have to be careful again not to sweep
too broadly here and | ose the protection for that
subsequent franchi se buyer to whomit may be very

material that this franchi sor nade significant
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concessions to a |large powerful franchisee.

You know, only a few of the states have
laws that specifically imt the ability of the
franchisor to discrimnate between simlarly situated
franchisees. And in those states the State | aw woul d
cover.

But we need to nake sure that in drafting
the exenption it doesn't deprive that subsequent buyer
of the protection of full disclosure, including of any
negoti ated changes in an existing franchi see's deal

that are not being offered to the subsequent buyer.

Thank you.

MR TCOPCROFF. Gary Duvall.

MR DWALL: | agree with M. Jeffers that
what we're tal king about here is fine-tuning sone what

m ght seemon the face of themuninportant details.

But 1'"'mreally glad that the FTC is taking comments on
this issue because this fine-tuning in these details
do make a huge difference in the marketpl ace.

In the securities area, | think the
securities disclosures work a |ot better than the
franchi se offering circular disclosures, and that's
partly because the securities | ans have been around
a lot |onger.

And one of the aspects of the securities
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law is that nost of the securities transactions are
carried out under exenptions. There are Rule D --
Regul ation D exenptions. There are 504 exenptions.
There are a nunber of types of exenptions that are
conpl ex but extrenely useful for those that use them

In the franchise area there was a case
invol ving the Continental Basketball Association where
a court recently said that despite the fact that there
was a State franchise disclosure and registration
| aw, the basketball teamsinply didn't need the
protection of that statute.

And that's a very unique decision, and it
puts potential franchisors and their |awers in a very
difficult situation. |If you' re dealing with only
sophi sticated franchisees -- and it is nuch broader
than the hotel industry; it involves nmany, nany
industries -- do you rely on that case? Do you have
your client prepare an offering circular at
significant expense? Do you have themdo an audited
financial statenment? Wat do you do in light of that
case? It's a very difficult area, and there is sone
fine-tuning that needs to be done.

V& run into in our practice this situation
all thetine. It is a matter of both exenptions and

exclusions fromthe definition of franchi ses which are
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i nconsi stent fromstate to state. There are nany,
many situations in which conpanies are franchisors in
sone states but not in others.

And they then are in a very difficult
posi tion deciding whether to be franchi sors, whether
to change their business system which is the frequent
result. They're required to change their business
systemfromone state to another, which is
unfortunate and detrinental to both franchi sees and
franchi sors.

So | think it is a very inportant issue,
and one that bears sone review by the FTC

MR TCOPCROFF: M. Jeffers.

MR JEFFERS. The only thing that I would
add to that is that there nay be one subtle difference
t hough i n how t hose exenptions play out with regard to
nost of the securities transactions under the
securities rules and under the franchise | aws, because
it seens to ne that in nmany cases the securities
rul es, those exenptions enable that applicant to
exenpt hinself fromhaving to go through that entire
process in order to either do whatever particul ar
transaction they want to invol ve thenselves in, to
rai se noney or sell stock. In other words, it's an

exenption fromthe entire rule itself.
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For the nost part there are very few
franchi sors who only deal with a specific class. So
for the nost part nost franchisors, even if there is
an exenption -- and | do feel Dennis's point is very
well taken. In that particular narrow group of
transactions, | agree conpletely.

But the fact is that the franchisors are
never, however, exenpt fromhaving to conply with the
overall rule so that they still have to go through
that process even if there's one group of activities
they're engaged in that exenpt them and that is a
little bit of a distinction.

MR TCOPOROFF. Ckay. Thank you.

Susan Kezi os.

M5. KEZIGS: This kind of follows up a
little bit wth what Carl is saying, but, Gary, in
your article, do you define what -- are you tal king
in your article for the ABA forum exenptions for
franchi sors or |arge franchi see exenpti ons or both?

MR DWALL: We discuss bot h.

M. KEZICS: |I'mcurious as to the
definition or if the Comm ssion has a definition on
what a | arge franchi see is?

MR DWALL: Yes, there is a definition

available. | think the best definition is the new
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California definition. Last year California passed
a statute that is unique as far as I know, and it
defines three different classes of sophisticated
franchi sees.

| don't have it in front of nme, so |' mnot
really prepared to discuss it in detail, but ny guess
is that nost of the people around the room whether
they are advocates for franchi sees or franchisors,
woul d agree that that was a good definition; that
those are persons that are not in need of the type of
protection that is called for with franchi se
regi stration disclosure.

(ne exanple is that if the franchisee is a
current enpl oyee of the franchisor, which happens nore
frequently than you mght think, or has been an
enpl oyee for a certain anmount of tine and fairly
currently -- | don't recall what the time periods are,
but not an enpl oyee that was an enpl oyee ten years
ago; an enployee that just |left the franchisor -- wth
sone ot her requirenents, sophistication requirenents,
than that transaction is exenpt.

It al so happens -- well, 1'mgoing on.

M5. KEZIGS: But you're answering ny
guestion, some of the information that | needed, and

part of it is you want certain franchi sees exenpt from
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di scl osure; they should not even have to be presented
a di scl osure docunent ?

MR DWALL: Yes, that's ny proposal
There is another possibility which is that they have
abbrevi at ed di scl osure.

Ohe interesting aspect of the securities
laws is that under these exenpt offerings, the
registration or filing, if any, occurs after the sale,
whi ch woul d be extrenely useful for franchisors,
particularly those that are doing uni que, one-time
deals. They're being negotiated. Perhaps it's the
first licensing dealing they' re doing. They don't
intend to be a franchisor. That kind of exenption
woul d be extrenely useful.

And there's an abbreviated di sclosure to
answer your question. So there's filing after the
fact and an abbreviated disclosure. That m ght work
very well in sone of these transactions.

M5. KEZIGS: M reason for asking these
guestions is because we've had experience with | would
consider them | arge franchi see -- prospective
franchi sees, but they are not current franchi sees.
They' ve never been involved in franchising. They are
hospitals that are going to buy a franchi se.

These peopl e even though they have | egal
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counsel don't know what they're doing in a franchise
realm | don't want an exenption for those peopl e.
They are |ike babes in the woods just |like M. and
Ms. Smth who have got 30 grand to buy into a
franchi se.

So that is of concern. Even though they
have corporate counsel, they don't have franchise
| awyers. And there are sone franchi se | awers who
wll -- again | think Howard nmade the comment or maybe
Carl made the comment that if | lose a mllion dollars
that -- I'ma large buyer, but |1've still lost a
mllion dollars, and it's |i ke somebody | osing
$35, 000.

So | need to -- | guess need to educate
nyself as to what your article says and what this new
California exenption is.

MR TOPCRCFF: Well, let me ask this --
this was a point that David Kaufrmann brought up in the
New York neeting. Let's say Marriott is negotiating
with Burger King. W have two sophisticated
franchi sors who at the end of the day, at the end of
their discussions are going to sonehow conbi ne, and |
don't nean necessarily in the co-branding sense. But
let's say Marriott is going to have Burger King

outlets in sone or all of its hotels.
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Were you have the situation of franchisor
negotiating with franchisor, at least in those
ci rcunst ances shoul d di scl osure be exenpt? Any
t hought s?

VW' [l start with Howard Bundy.

MR BUNDY: At the risk of violating sone
constitutional prohibition, I would sinply say that
there probably is honor anong thieves, and | see no
problemw th such an exenption --

MR TOPCRCFF: Martin Cordell

MR BUNDY: -- if narrowy constructed.

MR TOPCRCFF: Martin Cordell

MR QOCRDELL: | don't think | would
personal |y have a problemw th that particul ar
transacti on because you do have a hi gh degree of
sophistication. And in this particular exanple, you
have two extrenely well-capitalized conpani es who
certainly have the financial wherewithal to do their
own due diligence and who probably do have equa
bar gai ni ng powers. And that does not sound |like a
probl em

MR TOPCRCFF: Dennis Weczorek

MR WECZOREK: | would agree with the
proposition. And it highlights a situation that 1'm

dealing with right now, and that is -- although it's
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simlar to what Susan is describing about |arge
franchi sees who don't necessarily know what they're
doi ng.

A ve you an exanple, a conpany that is
selling a software product to educati onal
institutions. And this software product wll be used
under a particul ar nane because it is a nanme that they
believe is known. And they will be selling the
software, and they will be providing training to the
educational institutions to use the software.

And at the end of the day the result is
that they' re probably exenpt under the FTC rule as a
fractional franchise, probably, and | think they're
exenpt under -- | think it's six states that have
fractional exenptions.

But there are probably three or four or
five states where they' re not exenpt. And so in 45
states or so they're exenpt, and in 5 states they
happen to be a franchisor. And you woul d think that
really doesn't nake any sense at all, but that is the
state of the | aw

And | would agree that a Marriott -- a Host
Marriott that controls the Seattle A rport should be
able to enter into transactions, and they probably do

today, w th numerous franchisors, and they don't
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consi der thensel ves to be franchisees. In fact they
probably don't necessarily get disclosure docunents.
And there's probably nothing wong with that.

I think with the fractional franchise
i ssues, there is still sonme | ack of understandi ng and
lack of clarity as to how the fractional franchise
exenpti on works.

I think that sone people construe it to
mean that fractional nmeans on the prem ses, that you
have a | ocation, and you're adding a little ki osk over
to the side to sell yogurt, and that's the only aspect
in which the fractional franchi se exenpti on works.

And in actuality you could construe the
fractional exenption to apply across the board to a
| arge conpany that is putting franchise outlets in
nunerous locations. So | think there coul d be some
clarity -- nore clarity on the fractional exenption.

And this goes back to the earlier point
that some of these situations are nonsensical in the
sense that you are required to do a disclosure
document and get registered in certain states, and in
the rest of the United States you do nothing. And
that just doesn't nake any sense.

MR TCOPCROFF:. | just want to clarify

for the record, the California law that Gary Duval l
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referred to, is that the California Franchi se Act
or amendnents to?

MR DWALL: | don't think that's the
conplete nane. | think it's the California Franchise
Rel ations or Investor Protection Act or sonething.

M5. G TTERMAN  California Franchi se
Investnment Law is the full nane.

MR TOPCRCOFF:.  Ckay.

MR DWALL: | vote yes on that comrent.

MR TOPORCFF: (kay. A second point, how
-- putting aside the situation that | just described
where you basically have two franchi sors who are
negotiating, if the Conmssion were to formul ate sone
ki nd of sophisticated franchi see exenption, putting
asi de whatever the California | aw mght have as a
nodel , what kind of factors should the Conm ssion
consi der ?

M. KEZICS: That's what | was going to
get to.

MR TOPORCFF: Judy G tternan.

M. G TTERVAN. Wl |, sone of the factors
have been nentioned. They woul d incl ude the
experience of the franchi see in having pre-existing
franchi ses, even within anot her system perhaps.

And | just wanted to add sonmething in
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regards to the | ast comment concerning the Burger
King/Marriott scenario; that it would be very
consistent to allow that exenption because of the way
the courts have been interpreting franchi se agreenents
bet ween these type of entities.

Were you have a | arge sophisticated
franchi see, oftentinmes the courts do recogni ze that
the State protections that may be required for an
unsophi sti cated investor do not apply.

So getting back to your second issue,
that woul d probably be one of the primary criteria,

t he experience of the franchisee and the nunber of
units that they may or may not already have either in
that systemor another system

MR TOPORCFF: So would it be fair to say
if we are going to carve out a sophisticated
franchi see exenption, it should reflect at |east two
factors; one is the experience that the particul ar
franchi see has in franchising, so that would avoid the
situation that Susan Kezi os rai sed of a hospital,
presumably the hospital isn't experienced in
franchi sing; and, two, sone kind of financial status,
sone indication of wealth? So if we conbine weal th
with prior experience, would that do it? Wuld that

make a useful exenption, or would there still be
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pr obl ens?

A nunber of people have indicated that they
want to speak, so what I'mgoing to do is just go
around the table.

Martin Cordel|.

MR CCRDELL: In addition to experience in
franchi si ng, experience in the business that the
franchise -- in the business of the franchise itself
woul d be significant. So if Burger King is
negotiating wth a privately-held restaurant chain,
this should be sufficient also.

MR TCPCRCFF:.  Very wel | taken.

Howar d Bundy.

MR BUNDY: |If and only if the barrier to
entry is very high in terns of the financial status/
weal th, then the other two suggestions, your
suggestion of experience in franchising and Martin's
suggestion of experience in the business of the
franchi se, may get us close to an adequate definition
of that sophisticated investor.

M/ concern though is that regardl ess of
the financial status or wealth of that prospective
franchi see, unless that person or entity is truly
sophisticated in the way that |'ve tried to articulate

in terns of being represented by conpetent franchise
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counsel, and there are precious few of those
avai | abl e, of being -- of having substantial wealth
and substanti al busi ness experience, including
experience with franchising, then it nmakes sense to
have an exenption for that person.

But, you know, let's go back again to the
nature of the investnent. In your typical securities
investnent situation, at |east the ones that we read
about in the public nedia and that we sonetines get
exposed to, you're tal king about sonebody who nade a
di screte investnent of 5,000, 10,000, $100,000 in a
security.

In the franchi se context, we often are
tal king about not only the initial franchise fee and
the ongoing royalty obligations that are being
undertaken, but a substantial additional investnent in
pl ant, equi pnent, inventory, and other |arge
obl i gati ons.

Those tend to grow and i ncrease
incrementally as the wealth of the prospective
franchi see increases. And again it is -- it nakes no
sense to deprive that person of at |east the |evel of
di scl osure -- the mninmumlevel of disclosure that is
required by the FTC Rul e.

And | really cone back to what Carl Jeffers
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said a while ago. It is very unusual except in a few
very isolated industries for people to be only
offering franchises to people that I would regard as
truly sophisticated investors. It is a subjective
standard that | wish to apply on a sliding scale.

M5. HOMRD. Let ne ask you or ask everyone
here. You talk about a limted nunber of industries.
Can you nane then? | nean, are there -- | think
Dennis nentioned the hotel industry. Are there others
that you can --

MR BUNDY: | would submt that it's
probably limted to the najor hotels, not the small
ones, the major hotel chains, the airport type of
situation that Dennis described where you have a very,
very sophi sticated investor, and possibly, and I'm
not sure | understand it well enough to articulate it,
sone of the software industry conpanies that nmay
want to |license their product or service through sone
means. | would hold out the possibility there nmay be
a justifiable exenption in that area. Those are the
ones | can think of.

MR TCOPCRCFF. Dennis Weczorek

MR WECZOREK | would say that there's an
opportunity to do the exenption on sonething of a --

al nrost a check-off in a sense. And before | get to
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that, | think the investnment is probably the issue.

If the franchise calls for an investnent --
and I'Il throw a nunber into the hat, and that's a
mllion dollars. |If the franchise requires an
investment of a mllion dollars or nore, you can
virtual ly guarantee that the franchi see needs to have
counsel , needs to have sophisticated advice, and needs
to have noney, and needs to have a sizeable net worth
in order to purchase that kind of a franchise.

That woul d cover certain kinds of
restaurants al so, a sit-down restaurant, because then
you're tal king about an investnent of two or three
mllion dollars potentially. So I think that m ght
be a good indicator of the kinds of businesses where
the -- we're alnost automatically assured of a
prospective buyer who is | ess needful of the kinds
of protection we're tal king about and is al nost
certainly going to be represented by counsel. Wether
their conpetent or not is another question.

But |let ne say that on the sophisticated
franchi see exenption, | would say that wealth, net
worth, may well be a proxy for experience. That you
don't necessarily need to have experience in the
restaurant business if you have -- if you' re a group

of limted partners who have a fund that has ten
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mllion dollars init, and you' re out there | ooking
for investnments, you' re alnost certainly going to be
represented by counsel, and | don't think they
necessarily have to know how to cook hanburgers or
have restaurant experience.

So | would say that when | was nentioning a
check off, that you may have a series of possibilities,
and one mght be experience with the franchisor. Gne
m ght be a net worth above a certain |evel or an
i ncone over a nunber of years above a certain |evel.
e mght be an investnment above a mllion dollars just
as an exanple and things |ike that.

I think there are some exenptions. | think
Washi ngt on has an unusual exenption that is difficult
to use sonetinmes, but it allows for essentially an
i nvest ment above a certain level, you don't need to be
registered with the State. So those are sone
possibilities that would | raise.

MR TCOPCROFF. Gary Duvall.

MR DWALL: | don't think -- to answer M.
Howard's question, | don't think that you could craft
an exenption that would be limted to certain
industries. And | agree with Dennis's suggestions
that perhaps it ought to be nore of a nmenu or a

check |ist.
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The reason you can't is there are virtually
an unlimted nunber of industries that this woul d
apply to. As an exanple, one of the trends in
franchising nowis franchi sees are getting | arger and
larger. There's a nunber of widely reported nergers
anong franchi sees. Franchi sees acquiring one anot her.
And sonetines holding not only nmultiple franchises
wi thin one systembut multiple franchises within a
nunber of systens. That's going to continue.

Many of those franchi sees and prospective
franchi sees are | ooking to acquire nmultiple
franchi ses, sonetines 10 or 20 or nore franchises at a
tinme. Those would be typically very wealthy investors
and very sophi sticated experienced i nvestors. And
that could occur in hundreds of industries that are
al ready franchi si ng.

M/ experience is that there are nmany ot her
non-franchi sed industries in addition to hotels and
restaurants and the others nentioned by M. Bundy that
offer deals that may or may not be franchi ses under
certain state lans. And there's no limtation to
those industries. So this exenption would have to
cover a variety of industries.

MR TCOPCROFF: M. Jeffers.

MR JEFFERS. Yes, a couple of quick
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points. Mra, to also add to your question, you could
also add in addition to hotels, hospitals, and others,
sone sane food-to-food exanples. Even in the
autonotive areas, rental agencies, there are stil
sone situations where this would apply.

Wth regard to -- I"'mnot sure who nade the
point; | think it was Dennis -- the possibility of
usi ng the bench mark of a mllion dollars as the
investment required for a franchise, | would say yes,
that's an automatic. But | think that if you check
t he Franchi se 500 or the Franchi se Tinmes 200 or even
t he handbook, all of the listings, you Il find that
98 percent of all of the franchises listed today as
offering franchises are requiring a total investnent
of substantially under that.

And they all in many cases | think do have
a legitimate need to have the notion of the exenption
for a sophisticated franchi see addressed. And | think
it perhaps mght be nore appropriate to make the
bench mark a financial capability tied not to the
investnent required for the franchise but rather to the
net worth of the asset base of the franchisee
because | think you coul d have a sophisticated
investor who is |ooking at a franchise requiring an

i nvestment of 150,000, he may want a three store or
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five store package, and if there's going to be an
effort to put in place an exenption, then he should be
entitled to that even though the investnment he's
considering is nmuch less than a mllion dollars, which
is what was suggested as anot her bench nark.

MR TCOPCROFF:. | see Howard has his sign
up. |Is there anyone el se who has any comrents on
this issue before we get to Howard; otherw se, Howard
wi |l have the | ast word?

M5. KEZICS: Wll, before that happens --

MR TOPORCFF: W're already into break

tinme, sol want to wap up this particul ar discussion.

But, Susan, did you have any comments?

M5. KEZIGS: Yes. | have sone problens
with just one criteria for an exenption. | nean, if
you' ve got an experienced franchi see, experienced in

the industry, you ve got net worth of the individual,
and you' ve got the investnent criteria, | nean, |
don't think they should just be able to check off one
and be exenpt because that's going to get potenti al
buyers of franchises in a lot of trouble down the
road.

Even if they are buying a ten unit deal,
and even if they have six or ten mllion dollars in

the pool, if they have never been in franchising
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before, they still are going to need the benefits of
di scl osure, et cetera. There should be no burden
there. Maybe it needs to be specific for certain
i ndustries.

It's interesting to hear franchisor |awers
tal k about, oh, we need sonething for all franchising
because usually what |'mhearing fromyou all is, oh,
you can't possibly cone up with one |aw or one
oversight for everybody. So it's very interesting to
hear you say that, Gary, that you want it for
everybody because | think that there are only specific
clients that you' re looking for this for, and that's
who you're going to craft that exenption for.

MR TCOPCROFF. On that note, we'll go to
Howard Bundy for the | ast word.

MR BUNDY: That's always a terrifying
position to be in. | would say ditto to what Susan
just said and perhaps throw out a suggestion, a
t hought that occurred during the tine that Gary and
Carl were speaking; that an additional elenment you
m ght want to consider in crafting a definition of a
sophi sticated franchi see or prospective franchi see
is the ratio of their net worth to the amount of the
i nvest nent .

I woul d suggest starting the discussion at
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ten X just because with the franchi sees and
prospective franchisees that |1've worked with, if they
have that kind of a cushion, they can afford to | ose
the mllion dollars.

And if you can conbine that with an initial
threshold of a mllion -- in other words, this thing
doesn't even kick in until you hit a mllion dollars,
and then once you hit a mllion dollars -- if the
person's net worth is 1.2, they can't afford to risk
it. They need the disclosure. They are not
sophisticated. They just sold their Mcrosoft stock.
That's all. They' ve been in the conpany for a few
years. |'mpicking on Roger over here.

But | woul d suggest a starting place would
be ten X the anmount of the initial investnent, and
the initial investnent be over a mllion dollars.
Then that prospective client will have representation
and wi Il have the things they need.

Thank you.

MR TCOPCROFF: kay. Well, thanks. This
was very helpful to us and greatly clarified sone
poi nts and certainly has provided us with food for
t hought .

VW're going to take a break, and we're

off the record.
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(Short recess.)

MR TCOPCRCOFF: W're back on the record

And as | nentioned before we're going to
change the agenda slightly. W' re now going to touch
on the internet issue. And let ne just give a little
bit of background where the Conmssion is comng from
on this point.

The Comm ssion is very interested in
clarifying all of its rules to nmake it clearer for
busi ness and consuners to understand how i nt er net
t echnol ogi es can be used. So this is not just a
concern for franchising. |It's a nmuch broader one.

But obviously we're here today to di scuss the
franchi se aspects.

In a nutshell what this issue boils down
to is how can franchisors use the internet to conply
with the rule. In New York Gty, as | nentioned
before, we had a denonstration fromfolks froma
conpany cal l ed PR One of a possi bl e approach.

And to boil it down to its essence, it
required a few steps. One was the conpany, a

franchisor, has a web site that di ssemnates genera

i nformation about the conpany. Those who are
interested in possibly becomng franchi sees woul d do
so by filling out an on-line application for one.
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The conpany, the franchisor, in turn if
t hey accepted the applicant woul d give the applicant
a password. Based upon the use of the password, the
prospective franchi see would then gain access to a
part of the web site that would feature state-specific
di scl osure docunents, and there would be sone kind of
on-line receipt that the franchi see would use to
acknowl edge that in fact they've received the
di scl osur es.

Now, that is just one possibility of how
on-line disclosure may work. There nay be ot her
approaches. W are not going -- we are not going to
review the nmerits of that particul ar proposal right
NOW.

What we're going to do is discuss a
possi bl e approach that we have devel oped at the
Commi ssion -- again thisis -- |1 put this in the
category of a proposal -- which is based upon the
Securities and Exchange Comm ssi on nodel .

The SCC publ i shed a nunber of years ago,
| think it was in 1995, a release -- it was al so
published in the Federal Register -- that tal ked
about how security sellers could use the internet to
sell -- to deliver prospectuses and | al so believe

proxy information. And it had various categories of
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concerns and how those coul d be addressed. And again
we were advised to ook at the SCC nodel, and that's
basi cal | y what we have done.

In a nutshell the SCC did not prescribe
specific steps or specific requirenents that a
security seller nust use. Wat they did was set out
broad principles that if a securities seller abided by
-- and there's plenty of flexibility thrown in the
mx, but if they abided by the general principles,

t hat woul d be fine.

And that nore or less is our starting
point. Wuat we did was we took the SCC suggesti ons,

t hought about themin the franchi se context, and again
have cone up with certain again basic principles that
m ght wor k.

Wth us today is Roger Gerdes from
Mcrosoft. And we're very pleased that he's here.
Before we get into a substantive discussion, | would
like Roger to talk a little bit about what he does at
M crosoft.

And hopeful Iy as our discussion noves al ong
of again these different basic principles, Roger could
give us feedback fromat |east his experience as well
as froma technol ogi cal standpoint.

So | just want Roger to introduce hinself
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and give us a brief overview of the work that he does
at Mcrosoft.

MR CGERDES. Thank you. Again ny nane is
Roger Gerdes. |'ma business devel opnment nanager
with the Mcrosoft Corporation. | amspecifically
responsi bl e for manufacturing whol esale and retail.
As it relates to those vertical industry-specific
orientations, | focus very heavily upon the franchise
industry and a cross-section of the supply chain.

And within those horizontal focuses, being
the franchi se arena and the supply chain, | spend nost
of ny time hel ping franchi se systens, franchisors and

suppliers, understand how to | everage the internet to
effectively communicate with and better serve the
custoners that they either sell to or sell through
and/ or represent, which would be the case with respect
to franchi si ng.

So that is to say that ny efforts really
focus on clearly defining the internet technol ogies
that exist today that are usable or can be used by
franchisors to replace or support the comunication
nmedi uns that they use today, which are typically
phone, fax, and mail, to really drive the essence of
nore tinely communications with ultinately franchi sees

and smal |l business retail.
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MR TCOPCROFF.  Thanks.

Before we get into again what | call these
basic principles, | just want to acknow edge certain
points that were related to us in the comrents.

A thene that devel oped in the comments is
that right now at |east very few franchisors are

contenpl ating franchise sales strictly through the

internet. There may be a mx. There could be the use

of the internet as one tool. There could be

face-to-face neetings. There could be still trade
show sal es. There could be any nunber of ways to sel
a franchise, the internet being one aspect of that.

And we appreciate that.

A concern that we have is as we revise this

rule -- this rule is going to be around for quite
awhil e, and we have to be able to predict what is
going to happen in 10 years fromnow, 15 years from
now and i ndeed what nay al ready be occurring.

So sone of this is reaching. There's no
guestion about it. But | think it behooves us to
think about internet sales and to cone up with
approaches again that will last for -- into the next
decades and approaches that nmake sense.

So with that I"'mgoing to go to the first

item The first principle that we have come up wth
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is the issue of consent. And that is the SCC and |
think Coomssion Staff -- | won't speak for the
Comm ssion at this point because they haven't had
opi ned yet, but at |east Conm ssion Staff agrees
that not everyone has a conputer. Not everyone who
has a conputer is necessarily savvy with regard to the
internet, may not want disclosures on an internet,
so there has to be an el enent of consent that
franchisors at the very | east should continue to have
an obligation to give out paper disclosure docunents,
but if they so wi sh to nmake a di scl osure docunent
available on the internet, they can do so.

Does anyone have any concerns at all with
the notion that a prospective franchi see shoul d have
to consent to having access to a discl osure documnent
on the internet?

Martin Cordell.

MR CORDELL: Well, actually you answered
ny question because it seens to ne that if a
franchi sor only wants to nake sal es through an
el ectroni c neans, we ought to be able to accomodat e
them So in terns of kind of broad principles,
flexibility in terns of allow ng business to do
busi ness, | think they shoul d have that option.

MR TOPORCFF: Let ne just make sure |
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understand you correctly. You're proposing that a
franchi sor have the option of disclosing -- providing
its disclosure docunent strictly through the internet
and no ot her vehicle?

MR CORDELL: | would say that if we're
going to | ook down the road, there are certain type of
conpani es that for whatever efficiency reasons nay
only want to do business electronically, and |I'm not
SO sure that we want to require themto nake an
alternative distribution channel, you know, to nake
sal es.

And in addition I was thinking just kind of
-- we're dealing with the internet right now, but you
brought up a point that |'ve been thinking about
or had to think about in terns of working with the
NASAA coonmttee on internet issues, that is long term
the internet may not actually be the vehicle.

In two or three years the internet may
not be around. There may be ot her systens or
proprietary systens or otherw se that nay be the
primary source of conducting conmerce.

And so in terns of drafting sonething,
actually I'mtrying to think of nore broadly -- rather
than internet offers but alternative methods of

of feri ng.
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MR TCOPCROFF.  Well, | should say that
when we think about these issues, we're not just
t hi nking about the internet. W' re also thinking
about other el ectronic nmeans, such as conputer
di skettes, CD Rom E mail, and others. So those do
all get thrown into the mx as well.

MR CCRDELL: And this ties in kind of with
sone of the discussions you ve already had regarding
face-to-face neetings because | think it's clearly
anticipated that there will be transactions in which
there are no face-to-face neetings.

MR TOPORCFF: And we're going to get to
that topic and --

MR CCRDELL: And | did want to tal k about
that, but I'll get back to ny point about | certainly
can see a situation where franchisors -- there are
al ready busi nesses where the only way you can
communi cate with themis electronically. And why not
al l ow franchisors that option if they want it? As
long as we're neeting the goals of investor protection,
| don't see the reason to put any inpedinents to
allowing themto do that.

MR TCOPCRCFF:  Howard Bundy.

MR BUNDY: | want desperately to agree

with Martin because | believe that as tine progresses
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we will hopefully see | ess and | ess paper in conmerce.
The concern | have, and | don't know -- | don't have
an answer, but | want to try to articulate -- the
concern -- is that of record keeping requirenents,
particularly given the fact that franchisors that are
here today, only about 24 or 25 percent of themare
likely to be here five years from now

There are nergers, sales, acquisitions,
transfers, purchases out of bankruptcy, et cetera and
so forth of franchisors, and record keeping in those
kinds of transactions and mai nt enance of old records
beconmes very, very difficult, particularly if they are
available only in electronic form

E ectronic formof docunents is evol ving
at such arapid clip that sonething that is avail able
in Mcrosoft Word 97 today nay not be readable in
M crosoft Word 99 tonorrow

So we've got a | ot of record-keeping issues
t hat becone very inportant to the franchi see who needs
to be able to show what form of docunent he or she
relied upon.

The easy solution would be to say that the
franchisee in order to review that docunent had to
downl oad that docunent onto their hard drive. Maybe

that's true today, but | don't think that's
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necessarily true tonorrow

And once that is downl oaded, we w nd up
with the situation where the franchisor says that's
not the docunent | provided. The docunent | provided
said this, in other words allegations of nodification
of the docunent downstream

| have to look at it froman evidentiary
point of view Wen |I'msuing that franchi sor on
behal f of that franchisee, | need to be able to prove
what docunent ny client saw and relied upon. | have
the initial burden there.

So in terns of |ooking at how to devel op
this part of the rule -- I think it's really an
inportant area -- we need to -- sonebody needs to | ook
hard and | ong at record keeping requirenents, howto
enforce it, and what happens if they aren't avail abl e.

MR TCOPCROFF:. | just want to interrupt
one second. W're going to get to those types of
issues later on. R ght nowwhat | want to focus on is
strictly the consent aspect.

Onh the issue of consent, Gary Duvall.

MR DWALL: | think that the suggestion
that you have nmade is the only sensible one, and |
agree with it, whichis that in order to deliver an

offering circular over the internet, there has to be
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t he consent of both the franchi sor and the franchi see.
This should not be a nethod of delivery that is
mandat ory on either the franchisor or on the
franchi see. There has to be nmutual consent.

MR TCOPORCFF:  Which gets right to one of
the next points that | had, and again this is one of
t hese principles, that no franchi sor should conpel a
prospect to receive disclosures via any particul ar
electronic nedia or in any specific form

So, for exanple, a franchisor cannot say |
am naki ng ny di scl osure docunents available only in
DOs format on a disk. Take it or leave it. The
principle that we're suggesting is you can offer that
as an alternative to paper, but then paper has to be
still available. A paper disclosure docunent shoul d be
avai | abl e.

The flip side is no franchi see --
prospective franchi see shoul d demand that a franchi sor
provi de a disclosure via a particular nedi um or
particul ar format.

So basically what we're suggesting is that
if a franchisor wants to use an el ectroni ¢ nedi um or
format, fine, so be it; however, the franchi see can
reject that and ask for a paper copy.

Any comment on that general principle?
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Denni s Weczor ek.

MR WECZOREK: | don't have any probl em
wth that. And even if any of these docunents are on
sone formof electronic nedia, it's not a najor
undertaking for a franchisor to dowload it on a piece
of paper and mail it. It should not be an issue.

The only concern | have is about the
term nol ogy consent, and | hope there's not another
docunment that needs to be signed; that we don't need
-- we have receipts. W have things now that are
routinely screwed up to use a termnol ogy, are not
receipted properly, are not signed properly, are not
dat ed properly.

And to now have an FTG specified formthat
says | hereby consent to the delivery of the docunent
via the internet, signed and dated, | think that's a
m st ake.

MR TOPORCFF: (kay. W're going to get to
proof issues and receipts and all of that inalittle
bit. Dennis's point is very well taken. Wat we're

talking again is just the broad concept of consent.

Gary Duval | .

MR DWALL: | have sonething nore specific
on consent. If | understand you correctly, if the
franchi sor wants to deliver an offering circular let's
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say through the internet and a franchi see does not
want to receive that for whatever reason, then the
franchi see can refuse that and ask for paper. And if
that's the concept, | agree with it.

If the concept is that the franchisor and
t he franchi see both want to receive the offering
circular through the internet, and it occurs that way,
that the franchi sor al so has to provide paper, then
don't agree with that.

MR TCOPCRCOFF: No, that's not what we're
tal ki ng about.

MR DWALL: Ckay.

M5. HOMRD. |'ve got a question follow ng
up on what Martin suggested. |f what we're | ooking at
here in the big picture is getting a disclosure
docunment to a prospective franchisee and if, say, a
prospective franchi see only wants to receive it on
the internet or refuses to receive it on the internet,
and that franchisor, for instance, will only send it
out on the internet, is there a problemthere, and, you
know, what exactly is the probl en®

It seens to ne that at that point the
franchi sor and the franchi see aren't going to cone to
an agreenent, and that's it.

MR JEFFERS. | think that problemis
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resol ved by the econom cs of the business conmerci al
transaction. |If the franchisee is saying | want it on
the internet, and the franchi sor says no, then I

don't see how -- they don't get together, and that
nmeans that deal doesn't get consunmmat ed.

And | don't really think you need a rule or
an addendumor a proviso. | nean, |et the econom cs of
the marketplace dictate that that's a deal that won't
get done? And you don't need to legislate -- how do
you regi ster the fact that that deal doesn't get done.

It is just not going to happen.

| conpletely agree with the way that you
stated it. As long as there is that option, one can
request it, and then if it's available, it can be
provided that way. |If it's not available, then it has
to be provided in the conventional way at either's
request. And on that basis | think it covers that
particul ar scenario.

MR TOPORCFF:  Howard.

MR BUNDY: | think Carl has covered what
| was going to say very well.

MR TOPCRCFF:  Roger.

MR CERDES. Just to clarify froma
t echnol ogy standpoint, which | assune is why |'mhere

inthe first place, the idea of sending out a
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di scl osure circul ar docunment, whatever the case may
be, can be facilitated over the internet in a nunber
of different ways, that is to say it can be pushed
out via fax, via Enmail, via physical letter, as well
as a downl oadabl e docunent, as well as sonething that
can be read on-line in HTM, et cetera.

So it's not as though you' re introducing a
requi renent that says if you do it this way, then you
don't have to do anything else. And nmuch to the point
at the end of the table by Carl, you' re going to find
a lot of self-selection by franchi sors based upon the
technology they want to use. |If a deal isn't
consunmated, that's fine. It's kind of a natural sort
of principle.

But the sinple -- | guess the main point is
because you're using the internet does not nean that
you can't push out information via your nore
conventional nediuns at the request, interestingly
enough, of the client.

So if I"'mlooking at a user interface,
there may be a check box that says please send this to
me via fax. | also want to download this. Pl ease
send ne a hard copy. And there really isn't much of a
resource requirenent on behal f of the franchisor to

facilitate any or all of the above.
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MR TOPCRCFF: Dennis Weczorek

MR WECZOREK: | guess this goes to Mira's
guestion, and that is why legislate in this area? If
a -- and maybe this picks up on what Carl says. If a
franchi sor chooses to have its docunent available in
DCS only available by a disk that the franchi see
requests, to sone respect -- in some respects if the
franchisor wants to cut off its nose to spite its face
because of its limted delivery method, why don't we
let themdo that? Wat difference does it nake?

If any franchi sor has any brains at all
they're going to use as many delivery nmethods as are
possible. But if sone franchisor, and | can't even
think of any, would say, |ook, we're the technol ogy
gurus, and we're only going to do it by method X we're
not going to send it by paper, we're not going to do it
any ot her way, why should the FTC care about that?

MR TOPOROFF:  Ckay.

MR JEFFERS. They'll need an SBA | oan,
but that's another agency.

MR TOPCRCFF:  Anot her concern that we have
is disclosure of the nmediumand the fornmat, and let ne
explain that alittle bit.

Let's say that a franchisor wants to give

its disclosures through a diskette agai n using DCS.
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For a prospective franchisee to be able to consent
tothat -- to be able to want that disclosure docunent
in that particular form they have to first know what
format is going to be used.

So, for exanple, if |I only have a Macintosh
conputer but with no CD Rom no internet, and the
franchisor is offering its disclosure docunent in hard
copy or CD Rom how can | consent or how can | agree
to get the disclosure docunent if | don't even know
what format or what systemor word processing fornat
it mght use.

So part of what we're thinking about is
t hat when a franchisor offers a disclosure docunent to
t he prospective franchisee in sonme kind of electronic
format, that at least it just disclose beforehand what

the format is so that the prospective franchi see coul d

agree or not agree. |Is there any particular problem
with that?

Howar d Bundy.

MR BUNDY: | hate to cone out agreeing
with Dennis on alnost anything. |[It's a dangerous

position to be in. But seriously |I think the concern
I S wast ed.
If we start with the presunption that that

franchi see -- that prospective franchi see cannot
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invest in that franchise unless they' ve received that
docunent, we don't -- the Federal governnment really
has no role in facilitating or hel ping the franchisor
get that information out. It's up to themto figure
out howto get it there.

If they're only going to offer it in sone
obscure operating systemthat no |longer is wdely
avail able, that's their problem Let themdie on the
vine. Let's not get involved in facilitating those
communi cations that are one way.

And the group of the class of people that
the Conmssion is here to protect is not affected
because if they don't get that docunent, they're not
affected by it. They can't buy it.

MR TOPORCFF: Let ne ask you, Howard: Let's
say you have a situation where you have a prospective
franchisee who is interested in a particular outlet, and
they negotiate with the franchi sor, and the franchi sor
says here's ny di sclosure docunent and agai n hands t hem
let's say for argunment sake a conputer disk, and they
have 14 days or whatever the magic nunber is, and they
sign the agreenent, are these people -- these
prospective franchi sees now franchi sees |likely to cone
to your office two or three nonths down the road and

say, you know, they gave ne this disk, | don't know what
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itis, I triedto put it into the conputer, it cane up
with all different kinds of chicken scratch, | had no
idea what it was, and | never got proper disclosure? Is
that a concern for you?

MR BUNDY: That is a concern, but | think
that is handled by existing law in the sane way t hat
if that sanme franchi see conmes into ny office and says
-- and they didn't realize that they were supposed to
have audited financial statenents in the mddle of it.
You know, prospective franchi sees don't know that the
Federal Rule or the State statutes require audited

financial statenents. They don't know that Item 19

has to contain the only earnings claiminfornation.

| discover daily mssing parts of franchise
di scl osure docunents. And frankly for that franchi see
who cones in fairly soon and still has the resources
to pursue it, you ve given ne a slamdunk. | wll be
able to help that franchi see.

It is the franchisor's duty to get
meani ngful disclosure to the franchisee. No judge, no
jury will ever stick that franchisee with having an

affirmative duty to be able to read sonmething that is
printed in Geek. Wn't happen. Not in this country.
MR TCOPCROFF.  Well, that raises the

preci se problemthat we're facing. W could take a
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wai t-and-see attitude and see if probl ens bubbl e up,
or we could recogni ze that there may be problens in
furni shing discl osure docunents el ectronically,
whether it's again through diskette or CD Rom or
what ever, and gi ve sone gui dance to the franchi se
i ndustry bef or ehand.

And I'mnot saying to regulate it. Again
t hese are broad concepts. W're not saying you have
togive it in CDRom or you have to give a disclosure
docunent in any particular format.

| mean, | know and many of you know t hat
there was an advi sor opinion request not too |ong
ago that the Comm ssion Staff issued about giving a
di scl osure docunent through a conputer diskette. And
we could foresee if we don't clarify the rule in sone
respect, that we'll forever get advisory opinions from
franchi sors wanting to know am| furnishing a
di scl osure docunent.

So | think we need to think alittle bit
about the process and sone of the vehicles. And again
we're not dictating -- we're not suggesting that the
Comm ssion dictate specific nodes of transm ssion or
whatever. W're just tal king very broad principles
of what a franchisor may have to do in order to use

el ectroni ¢ neans.
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Howar d.

MR BUNDY: Could | respond? | apol ogize
for junping in early.

Perhaps | do see a value in what you're
pointing at here, and perhaps the thing to require
as part of the rule is that it be readable and
under st andabl e by the recipient.

But frankly we get into the sane probl em
today in certain industries where the predom nant
group of franchi sees are non-English speaking or where
English is learned as a second or third or fifth
| anguage. And, you know, in those situations, are we
going to require that that franchi see be disclosed in

t hei r | anguage?

And the decisions are all over the place on
that issue at the admnistrative level. |'mnot aware
that they' ve reached the courts. And it really asks

t he same question. You know, are we going to provide
the disclosure in the recipient's | anguage? Wet her
that | anguage be DOS or German or Chinese, it doesn't
really matter. 1Is it going to be in a | anguage that
they can read and understand? And | think that sone
general principle of that woul d be a good nove.

MR TOPCRCFF:  Roger.

MR CERDES. Just to kind of echo a couple
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points. | think that it's extrenely inportant to try
to stay away fromany | anguage that woul d suggest a
type of mediumin light of the fact that we now have
organi ¢ cubes and flash cards and various other things
that will conpletely strike the useful ness of terns
i ke disks and things that are very comon today.

And the other is just to kind of echo a
t hought about format. Fornmat really does in ny mnd
parallel with |language. And | think it's inportant
that any kind of |anguage that woul d be used by the
Comm ssion, that it would be to kind of take a tone
that woul d suggest that -- | kind of |ost ny thought.

Any | anguage woul d be based upon principle
and that things would be received in a manner that
woul d be under st andabl e by the recipient and again
staying away fromthings |ike fornat, |anguage,
medi um et cetera.

MR TOPCRCFF: (ne second.

Gary Duval | .

MR DWALL: Steve, | was also going to
refer to your informal advisory opinion regarding the
recei pt of conputer disks. Wen | first read that,

t hought, boy, that's an obvious statenment by the FTC
and probably didn't have to be nade. And | think

agree with the earlier comments that this is also sort
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of an obvi ous statenent.

M/ suggestion is to issue another infornal
advi sory opinion that says essentially that -- what
Roger just said, that is that the offering circular
can be received by consent of the franchisor and the
franchi see in whatever format the franchisor and the
franchi see consent to.

And | think that would really cover it.
And | don't think there's much nore needed. And if
the word format needs to be changed, Roger can cone up

wi th sonething that includes, what did you call those,

cubes?

MR CERDES. QO ganic cubes.

MR DWALL: Oganic cubes.

MR TCPCRCFF:  Judy.

M5. G TTERMAN  Concerning the timng of the
consent, | have a question as to what the Comm ssion
anticipates woul d be done by the franchisors in terns of

insuring that the franchisee at the tine it consents
actual ly receives the docunent, or is there going to be
a second verification that it has been recei ved and
read, which mght solve your format problem because
obviously if you send sonebody a disk in DOS, and they
can't read it, they can never get to that second step?

Is that contenplated at all?
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MR TOPORCFF: Yes, we're going to get to
that in a second. Myving along -- off the record.

(D scussion off the record.)

MR TCOPCROFF: kay. We're back on the
record.

M5. HOUSTON-ALDRIDGE: M nane is Tee
Houston- Al dridge. | represent Wrld Inspection
Network, a franchisor here in Seattle. |Is that
enough?

MR TOPORCFF: Yes. Please go ahead.

M5. HOUSTON- ALDRIDGE: What | was going to
suggest in terns of the conmments that have been nade
is that | couldn't agree nore with what Roger said. |
thought it was superbly stated. But | think that
where as a franchisor | would like to see nore clarity
is in nmaking sure that we live by the recommendati ons
of the FTCin terns of the acceptance of the docunent,
the validity of the dating and the signatures, and the
format in that light that we would need to have for
our records and the franchi see would need to have for
their records. Wat kind of validation do we need?
That's what |'m| ooking for.

MR TOPCRCFF: And we're going to get to
that again in a second. What we're concentrating

right nowis just on the prelimnary notion of
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consent .

Maybe it's helpful for the discussion if |
just go through the big topics here, so that if you
have a question, you'll know where it fits into the
general di scussi on.

So the first itemwe' re going to tal k about
is consent. Next is revocation of consent. Notice,
adequate notice. Labeling as a subset of notice.
Access issues. And proof of delivery. So in a
nutshell, there are two proof issues. There's proof
of access and proof of delivery, and we're going to
get to those.

So | just want to get to another point, and

that is revocation of consent. Many peopl e have
brought to our attention and the SCCin particular is
concerned that even if a franchisee -- a prospective
franchi see agrees to get a discl osure docunent
electronically or through conputer diskette or CD
Rom or whatever, there could be systemfail ures.
There could be inconpatibilities of systens. There
coul d be any nunber of reasons why a prospective
franchisee ultinmately may not get a disclosure
docunent .

So a key concern that the Comm ssion | think

woul d have and certainly Staff has is the ability of a
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prospective franchi see to revoke its consent to receive

a discl osure docunent electronically and to get a paper

copy at sone point. |Is there any problemwth that?
Martin.
MR CCRDELL: | sort of have the sanme point
that | raised earlier. |[If the franchisor chooses to

do business in only one nedia and doesn't wish to

do business in sonme other nedia, |'mnot sure that we
ought to try to regulate that or nmandate the use of
any particul ar nedia.

MR TOPORCFF: Let ne ask you: Again if we
have two people who are a franchi sor and a prospective
franchi see who are trying to hammer out a deal, and
the franchisor gives a disclosure in a format or
through a systemthat they can't access -- that the
prospective franchi see can't access, has the franchisor
conmplied with the rule? Have they furnished a
di scl osure docunent ?

MR CORDELL: | would say no, but | see
that as kind of a proof of delivery issue. | nean,
that's the problem The burden of proof is on the
franchi sor to ensure that there was delivery. And how
are they going to docunent that? They're going to
docunent it through whatever technol ogi cal neans they

have avail abl e.
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Even if they're delivering the UFQC by
el ectroni c neans, they nay actually want to take
the step to get a -- assumng we allow for electronic
acknow edgnent, they may go ahead and require that a
witten acknow edgnent be submtted. At least for the
short term| see that that's going to happen.

But again just kind of |ooking down the
road, I'mthinking that there really shoul dn't be any
problens with el ectronic acknow edgnents.

MR TCOPCROFF.  And again we're going to get
to those.

Gary Duval | .

MR DWALL: Wll, | realize we're going to
get to those, but | still agree with Martin. | think
that franchisees -- the burden is on the franchisor to
draft a receipt, an electronic receipt |I'mtalking

about for exanple, that will in one step establish
consent, and it will establish the record-keeping
requirenent, it will establish the proof of consent,
the fact that consent hasn't been revoked, and proof
of delivery all in one docunent at one tine.

So | don't think a separate step i s needed
to allow a franchi see to revoke consent because the
franchi see can exercise that right by not signing the

franchi se agreenent ten business days |later. And the
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problemis one just of proving that the franchisee
recei ved the docunent, read it, and the fornmat was
such that would permt himto do so.

MR TCOPCROFF. Dennis Weczorek

MR WECZOREK: A simlar comment, and that
is that again franchisors should have the ability to
do -- to limt their market, and | don't think it is
necessary for the FTC to specify any particul ar type
of transmssion or to specify that paper be avail abl e.

If a franchisor says that it's available on
Anerica On Line, and that's where you'll find it, as
long as they disclose to the franchisee that this is
where you find our circular, | think that's adequate.

And if a franchisor has a disk, and they
give it to the person face-to-face and say | don't have
any paper, but here's our disk, take it hone, and | ook
at it on your conputer or download it, and the
franchi see never does that, I'"'mnot sure that that's a
probl em

If the franchi see understands that that's
the only nedia that it's available in and still goes
forward and still signs a receipt and says |'ve got
t he docunment or |'ve got the disk, I"'mnot sure that we
have to force franchi sees to be able to do anything in

particular if they know up front that they' re getting
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it in a particular nedia.

And again the market will dictate that
franchi sors are going to use broad discl osure
distribution nethods. But if somebody chooses not to,
et themblow their opportunity. Let themlose their
market. That's their choice.

MR TOPCRCFF: Roger GCerdes.

MR CGERDES. | think along that note, it's
i ncunbent upon franchisors to protect thenselves. And
in the event that they decide not to do so by providing
t hese sort of precautionary measures distributing
di scl osure docunents, then I don't know that we all
shoul d feel real bad about that and have a whole | ot of
synpat hy upon the franchi sor.

But getting to Gary's poi nt about being
able to receive sone kind of consent fromthe
franchi see, technol ogi cally speaking, very easy to do.
V¢ | ook at a ULA netaphor. That woul d be a user
| i censee agreenent netaphor that is used when peopl e
actual | y downl oad software onto their system

It is very easy at that point intinme to
specify exactly what it is that the user is agreeing
to unconditionally. And in order for themto continue,
they have to identify that that is acceptable to them

by clicking yes.
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And certainly an extension of that woul d be
provi ding a nane, a phone nunber, an address that they
would fill in, press yes, at which point the franchisor
is protected. They have what | woul d assune to be --
I"mnot an attorney -- a legal receipt that woul d
indicate that the user has in fact agreed to the terns
that are specified by the franchisor.

M5. HOMRD. Let ne ask you: You're

t al ki ng about sonething that the prospect woul d

basi cal | y send back before they open the docunent or
after?

MR CERDES. It would be actually before
the fact. 1In order to actually go to the docunent for
downl oad, review in an HTM.,, or whatever the case nay

be, they have to identify that this way of receiving
information is acceptable to them

And quite frankly again it's a natter of
entering a little bit of profile informati on so that
that recei pt woul d be generated server side by the
franchisor. And then of course in order to proceed,
they have to click yes that they understand the terns
of this electronic agreenment or transaction that
is taking place, at which point they have at their
di sposal options for receiving that information

el ectronical ly.
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M5. HOMRD. Wuld there be a way of taking
that a step further by requiring al nost a second
feedback to the franchisor? Wat |I'mthinking is that
suppose a person agrees. | accept. [I'Il take it this
way. They try to get into the docunent, and they
can't. Wiat if you put sonething actually enbedded
within the docunent at the very beginning or as like a
sanpl e page, see if you can read the next page.

You know, you send back to the franchi sor
accept. And you open up the first page of the docunent.
The docunent says, you know, can you read this? |If you
can, click yes. And then that goes back to the
franchisor. And at that point the franchisor woul d know
that, yes, they accepted it, and, yes, they in fact got
sonet hi ng readabl e.

MR CERDES. That becomes very much an
i ssue of the types of prograns that are used at the
client or at the franchisee level. GCertainly you can
enbed all kinds of executable code within a docunent
that will actually go out and send sonme ki nd of
receipt to a franchisor as long as that individual is
still maintaining an internet connection or a section.
Yeah, those things are very possible.

Anot her way to approach that would be to

again -- and the idea actually that was proposed by
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the solution provider, ISP, that was in New York was
actually a very good one because at that point in tine
you al ways have access to a section of an internet
site whereby that information is always readily
avai | abl e.

And in the event that it woul d cease to be
avail able, certainly that coul d be addressed to the
franchi sor or could be noted by the prospective
franchi see.

But, yes, with respect to your answer about
the docunent itself, there's a couple answers. (e
is actually enbedding a code wi thin the docunent that
allows it to send sonme kind of receipt back to the
franchisor. Very doable. | believe the answer there
is probably --

THE COURT REPCRTER |s probabl y?

MR GERDES. -- OLE, OL E, but I'mnot a
code specialist, so I'mnot going to go into that.

The ot her option would be to request sone
kind of answer fromthe client after the docunent has
been downl oaded that says was this docunent
downl oaded successful | y?

And obviously if you have any kind of
interruption in your internet connection and/or if

there's been sone kind of corrupt delivery of that
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docunent, then of course you can just sinply answer
no, at which point you can initiate another try or
just go away.

Interestingly enough there was a comment
earlier, and | don't want to -- | don't think this is
a--

THE COURT REPORTER | don't think this is

MR CGERDES. -- a digression, but there was
a point nmade earlier about the verification of
receipt, particularly as it relates to E mail, which
certainly could be an extension or conponent of the
delivery of the disclosure agreenent.

There are third party conpani es that
actually specialize in verification. They are bonded
or whatever is required by law so that they can in a
court of |law substantiate the fact that a docunment was
sent on a certain date, that the docunment contai ned
certain information that can again be supported in
court.

A good exanple of an entity that is doing
this particularly of interest since thisis a
governnent panel is the United States Postal Service.
They are actually currently [ ooking at doing this type

of service that woul d enabl e peopl e to engage in what
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we woul d call, |oosely defined of course, E conmerce
as it relates to the delivery of transactions.

O course as attorneys |I'msure you all can
appreci ate the requirenent or need for verification if
you' re actually sending contracts or proposals back
and forth between attorneys, between attorney offices,
et cetera.

There are privatel y-held, owned and
operated, third party conpanies that also currently do
this type of receipt verification today. And
basically what that neans is in the event that a
franchi se systemconpl etely goes away and there is
sone kind of litigation that ensues thereafter, this
third party conpany has terra bites, terra bites, and
terra bites of storage space that actually |l ogs the
transaction long after the fact.

MR TOPCRCFF: Howard Bundy.

MR BUNDY: | want to nake a comment t hat
you nay want to address later, and if so, just cut me
off. 1'll nmake it real fast.

This last comrent triggered sonet hi ng.
Under current |law, State and Federal, no prospective
franchisee is permtted to sign a binding contract
of any sort except for a receipt or under sone State

| aws an agreenent to naintain confidentiality of
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additional information until after -- until ten days
after they have received the offering circul ar.

I think one area the Comm ssion should be
| ooking at here in this context is what are the limts
and paraneters of that entry contract that is being
di scussed? | don't have an answer. It's sonething |
t hi nk you shoul d be | ooki ng at.

MR TOPCRCOFF:.  Ckay.

M. Jeffers.

MR JEFFERS. Yeah, | would Iike to nmake
two points. One is that we're spending a lot of tine
addressing sone of the potential for error or voids in
el ectroni c disclosures essentially. And frankly a
ot of what |"'mhearing really doesn't go beyond
potential for error that exists right now

I mean, we work specifically with franchise
conpanies as clients, and |'msort of day to day
involved in the trenches with the franchi se narket.

First of all, in the 14 years working with
clients, | never allow franchise offering circulars to
be nailed out, to be sent back by nmail. I1t's always

done at the first personal neeting.

And the reason is if you're famliar with the

receipt, it doesn't just say that this acknow edges t hat

you received a copy of the offering circular, period,
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with a signature. It specifically lists those itens in
the offering circular that are supposed to have been
included in the circular, including the financia
statenents, including any | ease agreenents or other
docunents that have to be signed even post signing of
t he franchi se agreenent.

And ny point is that |'ve always consi dered
it very inportant to nake sure that all of ny
franchi see prospects have clearly understood all of
the itens that are in the docunent that they've been
given, and we go through it.

And if you don't do that on a person basis
-- on a face-to-face basis -- that's an intimdating
docunent that they're not likely to understand. And
so when they sign that receipt in ny presence or in
one of your marketing representative's presence, |I'm
then confortable that they have really been properly

di scl osed, as opposed to just having been di scl osed.

And in the sanme way with el ectronic
docunents, if there is -- by the exanple you gave
earlier, you said that you gave ne this disk. It

didn't show It didn't format. There would be no way
for that prospective franchisee to have legitinately
signed off on a receipt that acknow edged that he got

a copy of all of the sane docunents that we're now
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sayi ng we have to acknow edge are in the paper
docunent and to have -- or for that to have been
considered a legitinmate disclosure

So there was a deficiency there to start
with. And that woul d have been the burden of
the franchisor since it's going to be his
responsibility if later on there's a claim He's
going to have to have denonstrated that he received
t hat .

And the second point was that Roger
nmentioned sone of the other governnment agenci es and
the U S Post Ofice because there was a | ot of
| awers here. And | will nmention this fromthe view
that there are a | ot of franchising people here,
peri od.

| mean, there was at least -- | nean, | was
just at a conference in --

THE COURT REPCRTER  Woa, Speed Racer. |
was just at a conference in --

MR JEFFERS. | was just at a conference in
M nneapol i s where anot her conpany was introduced to ne
that | wasn't famliar with that were Internet or
sonething -- but there was a conpany in San D ego, |IFX
Synacor, that right now can set up a franchi sor

conpletely on a systeminternally w th comruni cation
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capability with their existing franchi sees that
provi des for absol ute proof of delivery, signage,
docunents, and securities so that a franchi sor can get
one message, and the manager in the outlet can
indicate that they received it.

That same technol ogy can clearly be applied
to identifying whether or not an offering circul ar by
disk was legitimately di scl osed and recei ved because
it's existing now for nuch nore conplicated data.
They want proof of changes in the operation manual s
and other things. They're selling this systemnow to
franchi sors.

So | don't think that the FTC necessarily
has to be any nore involved with establishing the
paraneters for proof than they already are w th paper
docunents, which is that it's a clear format there,
and the franchisor either conplies or doesn't conply.

And 1've always felt that many franchisors
don't conply adequately because they allow for other
t han personal neetings for these disclosure docunents
to be given. That's not a requirenent, other than it
can be given as long as it's done ten days prior.
| just don't operate any ot her way because | think
it's that inportant that it's really clear.

So | think we really have sone of that
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covered right now, other than just the one point nade
earlier that we allow that as an additional form of
di sclosure, in addition to the traditional ways, that
if the franchisor and the franchi see consent, they
could receive it on electronic disk

And that's sonmething that | think covers
really where we are for the next maybe coupl e years or
at | east two weeks.

MR TOPORCFF: Well, that gets back to ny
initial point, and that is that the Comm ssion isn't
| ooking to prescribe very detail ed, precise ways that
franchi sors have to use whatever technology is
avai | abl e.

What is does nean is that the Conm ssion
has any nunber of rules where conpliance on the
internet is an issue. And again you nay be
confortabl e or any nunber of franchisors or their
attorneys mght be confortable wth these issues, but
there's a whole host of others that aren't.

And | can tell you we get asked all the
time for guidance on this subject. But to the extent
that we are asked to provide guidance that is going to
| ast for the next decade or so, again what we're
interested in discussing at this point are very

general, basic principles that the Conm ssion coul d
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use.

Roger .

MR CGERDES. No, | have not hi ng.

MR TCPCRCFF. | want to nove on to anot her
point, and this is a touchy one for us at the
Comm ssion, and that is access.

Certainly if a -- let me backtrack. There
are many different ways that an internet disclosure
may cone about. It could be that a prospect is
sitting in their study with a conputer screen surfing
away on the internet, comes across a particul ar
franchi sor who has a web site, and find there are
different hyperlinks or whatever, and they coul d get
in, apply to be becone a franchi see, get a password
or not, or maybe the disclosures are out there up
front, and it's not to much of a problemfor the
prospective franchisee in that instance to be aware
and to know that there's a disclosure docunent
avai | abl e.

(n the other hand, there coul d be personal
natural negotiations where let's say you're at a trade
show, and you stop by a booth, and the representative
says if you're interested in nore information and our
di scl osure docunent, check out our web site,

www. f ranchi se. com

For The Record, Inc.
\Val dorf, Maryl and
(301) 870- 8025



© 00 N o o A~ w NP

N RN NN NN R R R R R R R R R
g B W N P O © © N O OO M W N B O

90

Now, in a situation like that, if a
franchi see goes back and tries to find the web site or
tries to find the disclosure docunent on the web site,
they mght not necessarily be able to do so. There's
a concern that we have that a discl osure docunent be
avai |l able at the web site for the period of tinme at
| east that the franchisee -- the prospective
franchi see has to review -- otherw se would review a
paper copy.

So, for exanple, if a prospective
franchi see chooses to downl oad, and there's proof that
it was in fact downl oaded, no problem They have the
paper copy thensel ves.

What happens if | don't want to downl oad?
What happens if | don't want to drag around with ne
stacks of paper? | want to be able to go to ny
brother-in-law, and I want to go to ny accountant, and
| want to go to ny attorney.

If literally a disclosure docunent on the
internet is a substitute for a paper copy, it needs to
be available. It needs to be up there on the screen
for at least the 14 days or whatever so that any tine
I want to click onit, I can go, and I can click on
it.

So there's a question for us of how could a
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franchisor -- well, two questions actually. One is
what happens if there are updates or changes or other
factors that -- to the disclosure docunent that if |I'm
a prospective franchisee, | click on today, that m ght
not be the sane discl osure docunent | click on
tonorrow? There's a security issue here and/or a
change issue at |east.

And then the second one is | don't want
a paper copy. Unless you're going to force people
to have a paper copy, to download. If | don't want
to download, if | want to be able to use ny conputer
screen literally the sanme as | woul d a paper copy
di scl osure docunent, how are franchisors going to
be able to prove that they had this docunent up on the

screen for the 14 days that were required for a

prospective franchisee to access it and review it?
I'mgoing to ask Roger of course.
MR CERDES. Regarding the issue of
changes, | guess | m ssed sonething there because |
don't see howthat differs fromtoday's world where

you' re handed a paper copy.

There is less likelihood that you will
receive revisions in a tinmely manner if somebody hands
you a printed formthen if you actually have

accessibility to an internet page that coul d be
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changed real time, which by definition means that you
have greater accessibility to those changes. $So
those are just points to nake.

MR TCOPCRCFF. Let nme give an exanpl e of
what | nean by an update or a change. Let's say on
January 1st -- well, let's scratch that. Decenber
30th of a particular year a franchisor's disclosure
docunent has 100 i ndividual pieces of litigation that
are disclosed. But let's say its fiscal year is a
cal endar year. So on January 1st -- let's say those
100 itens of information occurred ten years ago.

So it could be on Decenber 31st the
di scl osure docunent will reflect 100 pieces of
[itigation, but on January 2nd it won't. But the
person who is getting the disclosure docunent at the
end of Decenber shoul d have access at |least to the
di scl osure docunent that they woul d have ot herw se
gotten if they had a paper copy, which would have had
the 100 itens of disclosure. AmI have wong on this
one?

And if so, if a prospective franchisee is
entitled to a particul ar disclosure docunment or should
have gotten that because that is the tinefrane, then
how are we going to be able to prove that a particul ar

franchi sor was -- had that di scl osure document

For The Record, Inc.
\Val dorf, Maryl and
(301) 870- 8025



© 00 N o o A~ w NP

N RN NN NN R R R R R R R R R
g B W N P O © © N O OO M W N B O

93
avail abl e and enabl ed the prospective franchi see to
have access to it during the key 14 day period that
t hey have to review a discl osure docunent ?

I'"'mgoing to ask Roger about this.

MR CGERDES. Well, there's two solutions
but certainly one solution is to identify to the
franchisee at that point in tinme that in order for
themto have a record of the disclosure docunent as
it'"s reflected on the internet site at that current
point intinme, that they have to agree -- give their
consent to actually downl oad a copy so that they have

a copy for thensel ves.

If they waive that opportunity, then naybe
the -- it's explicitly obvious that these docunents
are in fact legally subject to change. And if they

consent not to downl oad a copy for their records,

then that's their problem | don't knowif that's a
good answer or not.

But the second solution gets back to
working with firns that actually provide sonme kind of

verification of what was actually sent and received.
Fromny standpoint -- | have a coll eague

that is responsible for the legal industry, and we

tal ked about this at considerable length. And we

really believe that this is an answer to freeing up a
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| ot of the paper that takes place in the |egal process
t oday because the concern for verification of who sent
what, when and who recei ved what fromwhom-- and
think I got that all right -- is extrenely inportant.

And it's no less inportant in the franchise
space because there is a lot of legal matters that
take pl ace between a prospective franchi see,
franchi see, and then of course the franchisor.

So there's kind of ny viewin terns of two
ways to actually look at assaulting that dilemma which
you noted, which is a very real dilema. | understand
the inportance of that.

MR TCOPOROFF. Let nme ask this: Should we
basically say sonething along the following line: If
franchi sor has its disclosure docunent on the
internet, then it basically says to the prospective
franchi see, | ook you have to download this, so if
t he prospective franchisee that is supposed to get the
di scl osure docunent on Decenber 20th or whatever
the magic date is, if it's available and it can be
downl oaded, then it really is the obligation -- and
assumng there is proof of recei pt and downl oadi ng and
all that, but if the franchi sor says you have to
downl oad this docunent, could we then say once t hat

option is available, then the burden, if you wll,
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switches then to the franchisee to say that in fact
they did download it?

Let ne repeat that, soit's clear. |If the
franchi sor has a web site that basically has access to
a di scl osure docunent, and they say here's our
di scl osure docunent, you download it for your records,
okay, as long as they nake that option available to
downl oad, then they have no further obligation to
ensure that the disclosure docunent is there and the

proper one as |long as the franchi see coul d have

downl oaded? | nean is that an option?
Howar d.
MR BUNDY: | think the two |etter answer

is no, that sinply giving the option doesn't work
because that is in effect a waiver, which at | east
under all of our State franchise laws is void -- void
at the beginning as if it had never occurred, or at

| east voidable at the option of the franchisee. That
gives the franchisor little or no confort and doesn't
gi ve the franchi see neani ngful discl osure.

I"mafraid that we may be in one of those
fringe areas where for at |east the next two weeks
until Mcrosoft can solve anot her one of our problens
where a franchisor in order to derive any protection

from having given the disclosure has to either require
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a downl oad, or if the prospective franchisee fails to
downl oad it, then do what Carl suggested and deliver
a paper copy to themto cover yourself because the
burden has got to stay on the franchisor to see to it
that that prospective franchi see gets a mneani ngf ul
di scl osure.

And sinply having it up for 15 mlliseconds
or whatever tinme it takes to read that docunent
on-line is not meani ngful disclosure. They need to be
able to take the sane exact docunment and show it
totheir lawer, showit to their accountant, show it
to their nother-in-law, who is probably the nost
conpetent advi sor, and, you know, have it be
consi stent throughout; otherw se, you' re chasing
ghost s.

MR TCOPCROFF. Dennis Weczorek

MR WECZOREK: At the beginning of this
di scussion, Steve, you said naybe it is appropriate
for the paper nmethod to still be avail abl e and naybe
even require that it be available, and the nore |
hear, the nore I'mtending to agree with it because,
for exanple, if you say that the docunment nust be on
the web site for 14 days -- continuously for 14 days,
you know, a server can go down, and for a day or two

or half a day that franchi see may not have access to
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the web site.

And does that nmean now the period needs to
go an extra day, and that franchisor needs to be aware
that all of its prospective franchi sees on the
pi peline instead of being through on January 15,
now they have to wait until January 16th? | think
that's a crazy result and will cause all Kkinds of
pr obl ens.

But | disagree with Howard that if a
franchisor on its web site or sone other nedi umsays
you should either download it right now and preserve a
hard copy of this or call us up at this 800 nunber or
ask us for a fax or ask us for a Federal Express, we
urge you to do that, and the franchi sor does that,

t hat shoul d be presunptive that the franchisee did
have delivery of the disclosure docunent, and that
shoul d be enough.

If a franchi see chooses not to do it and
the web site goes down a week later for a couple of
days, tough luck. The franchi see chose not to get a
hard copy. And | think that shoul d be adequate, and
t he burden should shift to the franchi see at that
poi nt to show that he can prove that he absolutely did
not have access to what was necessary at that point.

And | think that's a good i dea.
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MR TCOPCROFF. Gary Duvall.

MR DWALL: In answer to your question on
the burden, the burden is always on the franchisor.

I think we all agree with that. But | don't agree
with either what Dennis or Howard sai d because |
think they ignored the solution that Roger nentioned.

One can receive a docunent such as an
offering circular and be required to click on your
consent that you have downl oaded the docunent. And
that's what franchisors will do to neet their burden
of proof. There's a technology solution to this
di | emma.

It will be the franchi sor who bears the
burden, and they'll easily be able to neet that burden
by sinply having an interactive el ectronic
communi cation with the franchi see which will prove
that the franchi see downl oaded t he docunent.

And as Dennis nentioned, there are options
as well. Again it can be an interactive comuni cati on,
and the franchisee, if they can't download will click on
sonething that says | tried. | couldn't doit. O if
they won't downl oad, then the franchisee will click on
sonething that will say send it to ne in hard copy. But
there's an easy sol ution.

| just got a newsletter yesterday, for
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exanpl e, and the newsletter was attached to an E mail,
and there were three or four responses that | could
make. Yes, | read the newsletter. It was great. No,
| don't want to receive this newsletter anynore.

These technol ogy solutions are available and w |
allow the franchisor to easily neet its burden

MR TCOPCROFF: M. Jeffers.

MR JEFFERS. Two points. One is first
of all | don't have any franchisor clients that either
presently or are currently working --

THE COURT REPCRTER |I'msorry. You don't
have any franchisor clients that --

MR JEFFERS. -- who at the present time
have their offering circular avail able as an
el ectronic disk transmssion. | do not have any
clients.

And frankly until there was a body of
case law and actual litigation on this matter that
clearly established what the rule would be, in the
foreseeable future even if | were working with franchi se
conpani es who had the availability as an option, | woul d
still continue to provide a paper copy of the offering
circular to any prospective franchisees that | was
involved with in a transaction for the sinple purpose of

clarity and of sone additional protection because of

For The Record, Inc.
\Val dorf, Maryl and
(301) 870- 8025



© 00 N o o A~ w NP

N RN NN NN R R R R R R R R R
g B W N P O © © N O OO M W N B O

100

the potential vulnerability of discrepancies in the

information or inproper disclosure clains by people |ike

Howard on behalf of the client, which | think is
reasonable if they have that opening. I'mnot going to
gi ve themthat opening.

But the point that Dennis was naki ng was
about the different options, and | do agree that there
cones a point where sone of the burden does have the
shift fromthe franchisor to the franchisee. | nean
if the franchisor has nade it an option, not saying,
because this was the original point, that the only way
we provide our disclosure docunent is through the
internet -- that in ny mnd would be a ridicul ous
busi ness decision. But as an option. And they have
Federal Express. They have --

THE COURT REPORTER |I'msorry. Because in
your mnd that would be a ridicul ous busi ness
deci si on.

MR JEFFERS. Yes, that woul d have been a
ridiculous option for a franchisor to require that
their docunent only be available on the internet to
prospective franchi sees.

But if it's an option that they' re naking
avai | abl e to prospective franchi sees, and they clearly

list all of the options that they, the franchi see, has
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avai | able to obtain this docunent, then | think at
that point that there is a presunption there that the
franchi see has to exerci se sone degree of sense and
good judgrent in determning what nmakes sense for him

If you don't even have your conputer yet,
it doesn't nake sense for you to check off the
internet option to get the offering circular. And
it's not the franchisor's responsibility at that stage
to decide if that's the one you checked off that that
was not appropriate and therefore was an i nproper
di scl osure.

But your |ast case, sort of, study that you
nmentioned before -- which | would |like to address
again, and | would like to get some comrent on that
because it's been bothering ne for the last five
m nut es.

Your exanple was that if on Decenber 31st,
the fiscal year ended January 1st, and because of the
that in the internet they coul d nmake the change,
elimnate the 100 | ansuits because we now have passed
the ten year point of view-- ten year period, but
t hose who were receiving the docunent as a paper
docunent would still have access to that information
-- 1 mean, we do -- we file post-effective anendnents

to make changes in the circul ar.
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If we're now at the point where there is a
fiscal year reporting and there's a change in the
circular, why would not the same document until they
had either been able to file the changes in the
docunment and prepare the new docunment -- if -- unless
-- if it's aregistration state particularly -- in
ot her words, they would not be able to change the
internet and update that docunent that's on the
internet w thout having gone through the process of
filing the changes and the renewal of their
regi stration with new financial statenents and
-- otherwi se that would also trigger a change in the
paper docunent.

And until that was approved by the State,
that internet docunment woul d have to be the sanme one
that was on the paper unless they suspended their
franchising until that was done.

MR TCOPCRCOFF. That's not true. That's not
true because it's dependi ng on how you have the web
site and you offer the disclosures. For exanple, if
you have a web site and the particul ar page that has
the disclosures lists all the different states, and
then there's an all state for non-regi stration states,
maybe you can't fix it for the registration states,

but maybe you could alter the discl osure docunent for
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t he ot her category.

And if -- let's take it a step further.

If in order to get into a particular disclosure
document, you have to give a password, and you only
have access to a particul ar disclosure docunent, you
don't let themget a nmenu that says Maryl and and
Virginia and Illinois, if what cones up after you get
your password is that disclosure docunent, and let's
say you're in Arkansas, and it's a nulti-state

di sclosure, there is no registration i ssue at that
point, and the franchi sor could very well change the
di scl osure docunent.

If I were a franchisor, | would think if |
had an opti on of possibly avoi ding disclosing 100
| ansuits by sw tching ny disclosure docunment because
the timefrane has |lapsed, | think I, others mght be
in situation where you're inclined to do that.

So we really get back to -- the easy cases
are always going to be easy, and the gover nnent
shouldn't really regulate in those fields. It's the
t ough ones where you have disclosure issues like this
where we know that franchisors and others in the
industry are going to conme to us for gui dance on what
t hey shoul d do.

And | think, like | said before, it would
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behoove us to think about sone of these issues and
cone up with general principles. Again we're not
dictating any particular format or any particul ar
means, whet her you use passwords, not use passwords.

What we want is to come up with genera

approaches so that people, franchisors and others,

coul d say, okay, here we have general guidance, and we

could go forward and use the internet and ot her
el ectroni c neans.

MR WECZOREK: Steve, can | just respond
to your exanpl e because | don't understand your
exanpl e?

MR TOPORCFF:  Yes.

MR WECZOREK: If a franchisor is up and
runni ng throughout the United States, and there's a
material change to its circular, it imrediately can
make the change to -- in the non-registration states
and wll do so in paper and on the internet.

Let's say for exanple in states |like
IIlinois, Washington, et cetera, they' re out of
busi ness and can't do anything, so their paper
delivery is shut off and their internet site for
Illinois, Washington, et cetera should al so be shut
off until they can get their docunent filed and

approved by the state.
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So it's the same scenario whether it's
paper or conputer commerce, that you're --

MR TCOPCROFF. The difference is --

MR WECZOREK: -- stopped in the state.

MR TCOPORCFF. Let's renove the
regi stration states fromthe di scussi on because |
agree with you for registration states that's not a
probl em

If a prospective franchi see gets a hard
copy di scl osure docunment on Decenber 20th, again back
to ny scenario, he or she wal ks hone with that
docunent. That docunent isn't going to change. They
see listed there 100 pieces of litigation disclosed.
Ckay.

But if | don't -- if the internet
disclosure is literally an alternative to hard copy,
then the prospective franchi see should be able to at
any nonent click on the web site or click on sonething
and have access to their disclosure docunent.

And | think the concern is what kind of
proof is there going to be that a franchi sor has
mai nt ai ned that disclosure docunent on its site for
t he given period of tinmne.

| could give a very sinple exanple in a

conpletely unrelated field. Back in our office we
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have a travel nmanual. |It's put out by Holiday Inn or
there's any nunber of ones that tells us flights,
per diens, hotels, and so on. W have hard copies
of those, and we al so have internet copies available
on our screen.

| don't have to go to the front office
every time | want to | ook up what the per diemis in
Dallas or Seattle or whatever city it mght be. |
literally can go into ny screen, and it is there each
and every tinme. | don't have to download it. | don't
have to do anyt hi ng.

So the concernis -- sure, if a disclosure
docunent is put on the net, and the peopl e downl oad
it, and you have proof it was downl oaded, fine, we
have no problem putting aside proof of delivery
i ssues and recei pt.

But if a disclosure docunent is going to be
like ny travel guide instance where literally if |
want it, it's going to be there any tine | want it, it
does rai se issues whether the franchisor could go in
and change it. And on day one, | mght get one
di scl osure docunent, and when | go to see ny financial
pl anner or ny lawer, it could be a different
di scl osure docunent for the reasons that | stated

bef or e.
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MR WECZOREK: | know Roger has to | eave,
but | still don't see the difference, Steve, because
if there is an adverse event -- if 100 pi eces of
l[itigation are filed after the person sees the web
site the first tine, the franchi sor has to ensure that
t he prospect sees a new di sclosure with 100 pi eces of
new litigation a week |ater

He has to say -- under the | aw now he woul d
have to prove that that franchi see was redi scl osed,
whether it's paper, electronically, or otherwi se. So
really I don't see --

MR TCOPCROFF.  Not under our rule. Under
our rule there has to be --

THE COURT REPCRTER  I'msorry. You're
bot h speaking at the sane tine.

Under our rule there has to be --

MR TOPORCFF: -- an update if there's a
material change at least on a quarterly basis. In

theory a franchisor could drag that out to the end of

that quarter, and they would still be in conpliance
with our rule; they could say, hey, | updated it;
it was a material change, and | updated within the
gquarter, but yet avoids the circunstance that |
nment i oned bef ore.

MR WECZOREK: (kay. Last commrent, and
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then I'Il stop is that in the states you are required
to make i nmedi ate redi sclosure and -- after you do
your filing, so | think as a practice nost franchisors
don't wait the 90 days to nmake their redisclosure.
They do it imedi ately as soon as they can. That's
all.

MR TOPCRCFF:  Roger.

MR (GERDES. Taking a very non-technica
sort of view, | don't see howthis is very different
fromthe paper world, much |ike, you know, security
is an issue wth respect to the sending and the
receipt of mail, for instance.

If you hand sonebody a di scl osure docunent,
not hi ng prevents acts of CGod, for instance, happening
t hat woul d cause sonebody to naybe catch that docunent
on fire, it could fly out the cab door, the dog could
eat it, the children take it to school, and it's | ost
forever, and you' ve lost that archive. That by
definition neans that that archive is lost forever.

MR DWALL: O the franchisor asks for it
back.

MR CGERDES. Exactly. In that instance
there is nothing left for a prospective franchisee to
hang their hat on so to speak. 1In the electronic

realmthere is always sonme kind of information
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avai | abl e.

Now, it may have changed, and there nay be
sone kind of principle paraneter that woul d be
outlined by the Comm ssion that woul d state you have
to have, you know, because of this ten year rule
-- and again | don't understand a | ot of these things
-- that you have to provide a prospective franchi see
that has not downl oaded a circular with the ability to
go back six nonths or whatever the case may be.

Now, we all think about that and go, oh,
gee, that's admnistrative nightmares racking up al
over the place, and ny response to that is no, it's
not at all, because all that happens sort of nagically
server side such that, based upon sonebody's profile,

t hey can al ways recei ve a docunent based upon the
initial date that instigated the first transaction
bet ween the franchi sor and the franchi see.

Now, again that is contingent upon there
bei ng sone kind of profile being established by the
client, by the franchisee so that the server wl |
under st and what docunents are required for that
individual to see, which really kind of touches on the
whol e i dea of personalization and of course is a big
part of what Carl referenced before, which is basically

an extranet, which is really a secure internet site
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that is personalized for a select viewer.

So server side the issue of what sonebody
has received in the past versus what is avail able
in the present can certainly be handled. | don't know
if you pass principles or legislation or whatever the
case naybe to nmandate that, but certainly froma
technol ogy standpoint it's very, very doable, and it's
much nore practical and better suited for the
franchi see and the franchisor than this hard copy that
| hol d before ne because chances are | mght drop
this in the elevator and never see it again, at which
poi nt ny archive is gone.

THE COURT REPCRTER |I'msorry. |'m about

to run out of paper, and | need just a second.

(D scussion off the record.)

(M. Cerdes | eaves the neeting.)

MR TOPCRCFF: Back on the record.

Judy.

M. G TTERVAN One commrent that | have in
regards to the problemof having the disclosure
on-line for a 14 day period, it seens that you could
just put it into an archive -- | think Roger was
referring to that sonewhat -- of six nonths, but it
could just be a 14 day archive that the user can
access for that period and that woul d be the sane as
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-- the sane situation as if he had been given a paper
docunent .

And it seens to ne | would disagree with
t hose peopl e who have said it would be the
franchisor's burden to force a paper docunent on the
prospective franchisee if he refuses to downl oad.
mean, we're tal king about nmutual consent here in the
first place.

Only those parties who agree to internet
di scl osure are going to engage in that transaction.
And once you have the consent and it's infornmed, you
gi ve the franchi see sone sort of statenent, preanble
that we advise you at this tine to dowload it on the
first tine that they click onit.

And if they don't do that, you shoul dn't
have to baby-sit them And having it available in an
archi ve woul d sol ve the problemal so in case they
didn't have access on that first day.

And then as far as your exanple, | really
don't see the difference between the paper situation
and the internet over the tinme period from Decenber
20th to January 2nd because the serendipity of a
franchi see having the first face-to-face neeting and
getting the disclosure on the 20th versus on the 2nd

means franchi see A nay get one discl osure statenent,
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and franchi see B gets another one. And | don't think
that that's an unsolvable problemthat is related to
the internet.

MR TCPORCFF:  Any nore?

M/ra, did you have one question?

M5. HOMRD: Wy don't you go to M. Bundy
first.

MR TCOPCROFF:.  Howar d.

MR BUNDY: | had a couple of follow ups on
sone things that had been said. Several people have
indicated that the option to downl oad or the option to
create an archive i s enough.

Cne of the problens | have with that is the
real -worl d situation where the typical prospective
franchisee often until a year after they've bought the
franchi se, unless they' ve consulted the right
attorneys in between, don't understand why they're
getting this book, this docunent, whether its
el ectronic or otherw se, except for the fact that
we've got that FTC or State cover page that kind of
explains it.

And 1I' mvery concerned about an el ectronic
neans of delivery -- | shoul d say non-paper neans of
delivery that doesn't force the franchisee, if you

will, to at least confront that much i nformati on which
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is on the cover.

For exanpl e, when M crosoft hands out
nearly free software, they print right on the CD
and right on the jacket substantial information about
it. But when you unload -- downl oad that sane
software fromthe internet, you don't get the benefit
of that except in this click first thing -- this
contract that they have you click on

| don't think that's enough in the
franchise context. |In the software situation, maybe
you're obligating yourself to pay $700 for a piece of
software. But in the franchise setting, you're
obligating yourself way beyond that. Enough on that
one.

A rel ated concern on any web site
particularly is the distinction between the sales
materials and the offering circular. There is a huge
risk that the two will get nmerged at least in the mnd
of the viewer, of the recipient.

And one of the phenonena that we deal wth
constantly in the witten and printed and paper nedi a
I S gapi ng i nconsi stencies between what is said in the
offering circular and what is said in the gl ossy
br ochur e.

And of course if you factor into that
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occasi on a sweepi ng integration clause that says
anyt hi ng except what is in the franchi se agreenent
itself, including the offering circular often, is out
of here, you' ve lost the value of your disclosure
again. So just another issue to raise for you.

And per haps anot her issue that ought to
come to the table here in light of this discussion is
t hat maybe we shoul d have a requirenent that only
sophi sticated franchi sors can use these alternative
nedi a, because | see a lot of tenptation on the part
of snmall franchisors particularly to slap that thing
on the internet so it gets out there for broad
distribution without any of the kinds of protection
and docunentation that Roger and the rest of us have
tal ked about .

The peopl e who are represented in this room
are not the dangerous ones for the nost part.

M. KEZICS: Wit a mnute. Duvall is
sitting there.

MR BUNDY: | don't nean to defane anybody
by saying that, but the people who are out there
failing to give adequate disclosure either through
i gnorance or deliberate deceit don't have a pl ace at
this tabl e today because they're not interested in

being here. And | think you need to keep an eye on
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t hose.

There's a concept in Admralty Law that |
think has sone narginal applicability here where a
sailor, a seaman, is deened as a matter of lawto be a
ward of the court, in need of protection of the court,
in need of protection of the governnent. It's a
matter of law It's presuned. Virtually
irrebuttable. You know, to sonme extent, prospective
franchi sees are in that sane boat. Pun intended.

MR TOPCORCFF:  Ckay.

MR BUNDY: Thank you

MR TCOPCROFF: M. Jeffers.

MR JEFFERS. | would only add to your
comrent though, to soften it a bit, it's ny inpression
that there are franchisors out there just as there are
in any busi ness who have a del i berate purpose of
deceit and attenpt to use | oopholes for the basic
pur pose of personal gain or fraud. And that's a | evel
that there aren't semnars to address.

But | do think that where nost of the
techni cal problens of violation, failure to conply
come into play are with franchisors who are sinply
i nnocently unaware or not properly advised or in a
position where they sinply didn't have the proper

information. It was not a deliberate attenpt. There
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is no pattern there of that.

And for those franchisors, and that's |
think the bulk of them this kind of a format | think
can be hel pful because they will respond and do
respond. And that's where | think it's inportant
that the FTC be cl ear, be consistent, but not go so
far as to be overwhel mng in taking on areas that the
nmost brilliant mnds who are available can't cone to
conpl ete agreenent on

And so for the FTCto sinply |ay out
specific guidelines that have to be followed, it
makes it very difficult. And | would only ask that
you all ow that nmaybe everybody in this roomis of good
w |l and good intent in that area and not for the
most part.

MR TCOPCRCOFF.  Mvi ng al ong

MR BUNDY: | certainly concur with that.

MR TOPORCFF: (kay. (ne second.

M5. HOMRD. Yeah. | just have a few
things I would Iike to bring up. Follow ng up on what
Judy had nentioned about responsibility, it doesn't
seemto nme or I'mnot sure that |'ve heard a consensus
about whether or not it should be the franchisor's
responsibility to prove that they have a docunent,

say, on the net for a certain period of tine. |Is
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there any sort of agreenent on that issue, or is that

still up for grabs?

Gary.

MR DWALL: | think the rule should be the
sane as it is for a paper docunent, that is -- and |

don't think you need a special viewfor the internet.
Just as a franchisor has to disclose an offering
circular and leave it in the franchisee's hands for
ten busi ness days --

THE COURT REPCRTER  |'msorry. | can
barely hear you.

MR DWALL: -- that woul d be true whet her
it's an electronic period or a paper period.

M5. HOMRD. And that raises the question:
How differently do we need to treat, if at all, an
internet version versus a paper copy? | nean, you
know this is --

MR DWALL: Wll, to use Steve's exanpl e,
if indeed a franchi sor was able to change the internet
version of an offering circular on January 2nd, at a
m ni mum what woul d be required under current |aw woul d

be that that new version have proof of delivery and that

that new version be avail able to the franchi see over the

internet for another ten business days. | think

that rule takes care of the problem
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M5. HOMRD. |s there agreenent as to that?

No.

Denni s.

MR WECZOREK: | go back to the --
the issue regardi ng an anendnent, a material change in
the offering is absolutely accurate. | don't disagree
with that at all.

But if there are technical problens and a
server -- you know, nost of these internet sites are
through third party entities that have servers in Quam

or Toga or Pogo [sic] or wherever the heck that is.

And if the server goes down for a day or
two and a franchi see theoretically didn't have access
during that day or two period, what does that nean,
and how do we deal with that issue, and does t hat
autonatically extend the 10 busi ness days to 12
busi ness days because of that?

And | would hate to get into that issue
because Howard wi Il nake hay wi th that because he'l
find out that the internet site was shut down for a
coupl e of days for technical reasons. So | think it
woul d be preferable, although | know there is
di sagreenent about this, to have the downl oadi ng
possibility, the mailing possibility available to the

franchi see.
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And if the site shuts down for technical or
ot her reasons during that ten business day period --
and keep in mnd, you know, you have -- if you're a
| arge franchi sor, you have potentially scores or
hundreds of people in the pipeline with tinme periods
endi ng, starting constantly.

And that could cause a big problemto say
inthe rule that if you utilize the internet as your
di scl osure site, that it nust be up and running for
the full ten business days applicable to any
franchi see.

And | woul d say a proxy for that woul d be
to put in an option or shift the burden anyway if the
franchisee is told downl oad this and proceed.

MR TCOPCROFF.  Well, that still -- putting
asi de Denni s's suggestion, which is actually one that
| raised, whether the burden should shift -- | nean
that is a possibility.

But putting that aside, | nean, | stil
don't think that we've answered the core question, and
that is the proof. W could say all day long |et
the rule be the rule and the franchisor give out the
di sclosure just like they have the current obligation
to do, and I don't think any of the principles that

we're setting forth really change that. It's nore by
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way of guidance. Again these are fornal requirenents.

But there is nonethel ess a question from
our perspective as |aw enforcers. How are franchisors
going to prove that a prospect had the discl osures
avai |l able on-line for the given period of tine? And |
don't know that we really answered that.

M5. KEZIGS: Roger answered that. He said
-- and he al so answered Dennis's problemw th it being
an admni strative burden for franchi sors who have got
hundreds of franchisees in the pipeline. He said that
admnistratively it's not a burden because there's
enough roomout there to put those docunents.

And, second, he said that whenever a --
it's possible when you get a docunent that they can go
in and find out fromyour conputer that -- you | eave a
trail when you're engaged in el ectroni c communication,
and there are conpanies that can tell you exactly the
day that the docunment was downl oaded.

MR TOPORCFF: So is the probl emsol ved as
| ong as the franchi sor naintains a copy -- each copy |
suppose of its disclosure docunment for a given period
of tinme and at the sane tine allow access to
prospective franchi sees who are entitled to a specific
ver si on?

Martin.
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MR CCRDELL: Well, | think the burden is
al ways on the franchisor -- the burden is on the
franchisor to prove delivery. So actually | can't
even concei ve of your hypothetical in which a
franchi sor would sinply disallow a franchisee to
conme in and not verify or have sonme way to force the
franchi see to downl oad that docunent or create sone
trail that the franchisor can use to substantiate
the person has in fact received the docunent.

MR TOPORCFF: (kay. Again | keep getting
back to this issue of we know that franchisors nmay do
that, and I don't think that that's the concern for
nost franchi sors.

It really is a | aw enforcenent issue, and
that is as regulators, as potential |aw enforcers, if
we want to go out -- if we find there's a pattern and
a practice in a particular franchi se systemthat
prospective franchi sees just do not have access to
di scl osures on-line, how do we prove that?

MR CORDELL: Well --

MR TCOPCRCOFF: And if there are fixes,
that's fine if the franchisor uses those fixes that
Roger menti oned.

So in those instances where a franchi sor

does leave a trail or uses a third party or does
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whatever it wants to do to ensure that the disclosures
are read, then that's fine.

But what happens in those circunstances
where that isn't the case? Do we just say that they
violated the rule, and therefore they shoul d be
subject to civil penalty action?

MR CCRDELL: The one option is to require
that they keep a record, just like they' re required
now t o keep acknow edgenents of receipts. They'l
have to keep an acknow edgenent in sonme form and
it has to be a formthat is clearly understandable to
| aw enforcenment just as it would be to attorneys who
-- you know, assumng they're going to be -- they wll
have di scovery by plaintiff's attorneys eventually,
but they will have to -- yes, they will be forced to
provi de proof that they' ve done whatever it is that
they said they've done. Again | don't really see
that being a problem especially when they are really
easy technical solutions already.

MR TCOPCROFF:.  Howar d.

MR BUNDY: Steve, | think it's nore
inmportant fromthe franchisee's point of viewto
mai ntain the burden of proof where it is, that it's
the franchisor's burden to do it.

THE COURT REPORTER |I'msorry. | lost ny
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train of thought there.

MR BUNDY: It's nore inportant to nmaintain
t he burden of proof as being on the franchisor to
prove all of the relevant facts, including that for a
period of at |east 10 busi ness days, 14 cal endar days,
what ever the nunber is, that docunent was avail abl e
24 hours a day or 23 and a half hours a day on -- at
sone source if it's not downl oaded i n an unchanged
format.

Ve don't care how they do that as long as

t hey bear the burden of it. And, you know, to the

extent that |I'madvising franchisors, |I'mgoing to say
-- at this stage of devel opnent in technology, I'm
going to say naintain a paper trial

But if somebody chooses to take that chance
and wants to give ne as a franchi see | awyer a fun shot
at it with ny conputer expert sitting over there, you
know, that's their risk to take.

Now, fromthe regulatory side, |I think it's
the sanme thing. |It's the burden of the franchisor to
show that they nai ntai ned that unaltered docunent
avai |l able to the franchisee, or that in the
alternative they -- the franchisee in fact downl oaded,
or inthe alternative the franchisee in fact received

it in another nedi um

For The Record, Inc.
\Val dorf, Maryl and
(301) 870- 8025



© 00 N o o A~ w NP

N RN NN NN R R R R R R R R R
g B W N P O © © N O OO M W N B O

124

The focus has to be on whose burden of
proof it is. And if you' re in doing an investigation
today as | understand it, they have to prove to you
that they conplied.

MR TCOPCROFF: R ght, but it still msses
the point. | nean, we can talk all day | ong about
whose burden it is. And | agree.

The next question is when | get an advisory
opi nion request that says | understand it's ny burden,
now how do | satisfy it, that is the concern. | mean,
| agree with you that -- whose burden it is. The
Franchi se Rul e says the franchi sor shall furnish the
di scl osure docunment. |1'mnot arguing with that.

But the question really boils down to when
we advi se, when we conme out with updated interpretive
gui des or whatever, what information should we inpart
to the franchisor?

Cne option is to say, hey, this is
technical. You speak to your people, and you dea
wthit. As long as you conme up with a fix, we're
happy. That is an option. That seens to be what |I'm
heari ng.

MR BUNDY: That is the best option

MR TCOPCROFF:.  Denni s.

MR WECZOREK: Sone of the sense of
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concern here | think goes to the -- this nay be a very
silly sinple issue, but it seens like a lot of the
internet sites require the prospect to put in his or
her nane and at the beginning an address. And that
sort of indicates that, well, they started the
process, but did they go through the whol e docunent ?

And naybe there needs to be an additional
| evel of security that there is a check off, sign off
at the beginning of the process and at the end of the
docunent even on the site, so that in theory the
person at |east has scrolled through 100 pages of
docunentation and has said at the end, yes, | received
it. l'veread it. Check it off. That's that.

Maybe that's adequate for proof of delivery
under the rule rather than requiring an absol ute
mai nt enance of the docunent for 14 days throughout
that period, because literally that's what happens
today with a paper docunent.

The person gets the docunent, probably
| ooks at it, and reads through it, and the receipt is
at the end. That hopefully inclines themto at |east
turn pages. They may not read, but they will turn
pages. Maybe that's good enough. Maybe that's an
option.

MR TCPCRCFF:  Judy.
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M5. GTTERVAN | think that just having
the franchi sor provide the information box at the
begi nning of the disclosure statenent -- and |' m not
tal ki ng about soneone just signing on the web page and
putting their name in that they're kind of perusing
it, but if somebody is actually getting the disclosure
that is applicable to them that the franchi sor have a
record of their visiting that site and opening the
di scl osure docunent as was nenti oned before, simlar
to the license agreenent that you al ways see at the
begi nni ng of using software.

Going beyond that | think is really
danger ous because not only do you have probl ens of the
server being down, but if you require a franchisor to
prove that he's had the docunent on there for a
certain period of tine, | nean, you can get into al
sorts of things at the other end, on the franchi see's
end.

Let's say he uses Amrerican On Line, and he
can't get through, or Netscape, and there's a problem
with getting on Netscape. | think it's just nmuch
t 00 subj ecti ve.

Onhce the franchisor offers the opportunity
to use the internet as a neans of disclosure and the

franchi see signs in at that docunent and is given al so
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the information that they' re advised to downl oad,
think that that should be all that is necessary for
the franchisor to satisfy his burden

Because even if you give an option of,
okay, if you don't downl oad, you have to ask us to
mail you a copy or fax you a copy, how nany peopl e
have fax machi nes that you get sonething out of the
fax machine, it comes out all gibberish because there
is sonme problemthere, yet the person at the sender
end can get a confirmation that says all ten pages
have been sent, and they have no idea that the
reci pient hasn't received it.

So | think it's really going too far to go
beyond that objective point that the franchi sor can
prove that he offered it, he gave the warning that we
advi se you to download it or ask us for a copy, he
keeps a record of when that particular individual did
sign on, and makes it available for 14 days to --
maki ng his best effort to make it available for 14
days, but because of the server or because of the user
they can't access it, you just don't want to get into
it at that |evel.

MR TOPCRCFF: Howar d.

THE COURT REPCRTER  |'msorry. |'m

getting very tired. Are we going to go to |unch soon?
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MR TCOPCROFF: W're going to break soon.

THE COURT REPCRTER  Speak sl owy, Howard.

MR BUNDY: 1'Il try to keep it short.

I"mstill troubled by sonething, and
forgive ne if I"'mcomng full circle alittle bit.

The current rule requires delivery of a thing that can
be clearly identified, and assumng no act of God or
slipin the elevator or fire occurs, |eaves a docunent
in the hands of that prospective franchisee, which I
have seen and reviewed as nmuch as 30 or 40 years

after the fact. Not a UFQC, you know, but disclosure
docunent s.

And now we're tal king about a situation
where at the whimof the party who is supposed to give
the disclosure to the franchi see, the entire docunent
or sone material portion of that document can be spun
off into outer space with no way to prove, you know,
15 years down the road just before that 3 year broad
statute of limtations runs out that in fact they
failed to disclose that the president was a convicted
felon or, you know, whatever the issue was because
now that's buried i n subsequent!|y-changed el ectronic
docunent s.

I"mvery concerned about taking away not

only the regulator's ability to nonitor what actually
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formed the basis of the mutual consent that resulted
in the contract but al so the prospective franchi see
and his attorney down the road when he often lands in
the attorney's office needing help in getting out of
the deal or getting damages for what occurred not
havi ng available that critical docunent in a formthat
I s useabl e as proof.

So | keep comng back to the fact that
you've -- if you' re going to have neani ngf ul
di scl osure, and |I'mtal ki ng about neani ngful in nore
than the i mmedi ate sense of making the busi ness
decision to buy. But if you' re going to have
meani ngful disclosure in the long term you need to
have a tangible thing that can be preserved at | east
at the option of the franchisee later on

And that either needs to be downl oaded
onto disk or paper or in a paper form | don't think
there's any way around it given today's technol ogy.

MR TOPORCFF: (kay. Wat we're going to
do -- I"'mgoing to call upon two people, M. Jeffers
and then Tee, and then we're going to take a break.

MR JEFFERS. M comment is very quick
After listening to much of the theorizing around this
issue, | would sinply make this comment and one

suggestion, which I will put on the table, and it can
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be addressed or rejected.

The comrent is that it is ny opinion that
what we're really tal king about is the internet as an
additional way to provide the offering circular to
prospective franchisees. As an alternative, period.

On that basis it would be ny recomrendati on
that the Conm ssion consider sinply continuing to
require the sanme paper receipt, acknow edgnment of
receipt for delivery of the offering circular to
prospective franchi sees that we have now, except that
it also provides that this acknow edges that the
franchi see has received a copy of the offering
circular either in printed text formor by way of
internet distribution, and then he still has -- and
lists the itens that it was supposed to include, and
then at the bottomstill requires his signature, and
that this docunment now continue to be maintained or
filed just as they currently are.

The only difference is that we're addi ng
t he one other way he coul d have gotten this docunent
was by way of the internet, but the paper formis
still the way that we use the proof factor to be
satisfied. That would be ny recommendati on.

MR TOPORCFF:  Tee.

M5. HOUSTON-ALDRIDGE: | would like to
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suggest that that is an excellent recommendati on.
feel the same way. And as a franchisor, froma risk
managenent standpoi nt, we keep our paper docunents for
years on end.

And | think that if we would consistently
keep the copies on disk, it certainly takes up a | ot
| ess space, but do that for our own risk nmanagenent as
well, so that it can be reviewed and surfaced if
needed.

MR TOPORCFF: (kay. W're going to take a
br eak.

(Luncheon recess at 12:40 p.m)
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AFTERNOON SESSI ON
(1:38 p.m)

MR TCOPCRCOFF:.  Back on the record.

Ckay. We're picking up after lunch with
the next agenda item which is there a disclosure fix
for franchi see concerns?

Now, let ne give a caveat here. W're
going to be tal king about issues such as encroachment
and venue and choi ce of |aw and covenants not to
conpete and ot her issues that franchi sees have brought
to our attention through the comrent peri od.

What we are not going to do is discuss
endlessly the nerits or not of encroachnent, who is
at fault, the extent of it, whatever. W're going to
take a very narrow look at this, and that is there
currently a disclosure fix for these types of
concer ns?

So we're only looking at it in terns of
di scl osure, not whether these practices should be
banned or otherw se curtailed or whatever. That is
for anot her day.

Again if people have comments in that
regard, they're wel conme to suppl enment those that
they' ve already provided. You're welcone to attend

t he neeting tonorrow where we can tal k about these
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issues in nmuch greater details. So today's discussion
is going to be focused strictly on a disclosure fix.

So the first itemis encroachnent. And
there's a fewpoints that | want to raise. e is
Item 12 of the disclosure docunment currently addresses

territories. For exanple, the franchisor has to

disclose if there is an exclusive territory and -- or
not .

So the question is: |Is that enough?
Should a franchisor -- in addition to just saying we

give aterritory or we don't give aterritory, should
they say sonething a little bit nore?

For exanple, if they don't permt or they
don't allow a specific territory as such, should they
be required to take the additional step of disclosing
what ever policy they have regarding the positioning of
their outlets?

So if their current policy is absolutely no
policy at all, then maybe they should say we have
absolutely no policy. W'Il put an outlet on every
street corner.

If the policy is atw mle radius or a
three mle radius or sone groupi ng based upon
popul ati on or whatever the circunstances m ght be,

shoul d they have to disclose that in addition -- in
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pl ace of what the current rul e says, which basically
woul d be no we don't offer an exclusive territory?

So does anybody have any thoughts on
whet her the Item 12 di scl osure could or should be
nodified, and if so, how?

Howar d Bundy.

MR BUNDY: Steve, | think the quick answer
to your question is yes, we could do a better job. Do
| have a specific set of |anguage | woul d suggest? |
don't have that yet.

Let ne throw another winkle into your
guestion though because |'ve encountered it recently.
W' ve got encroachnent through additional outlets. W
have historic issues of --

THE COURT REPCRTER |'msorry, M. Bundy.
I''mhaving a hard tinme hearing you over this fan.

MR BUNDY: |'mlosing ny voice. 1've been

tal king too much.

THE COURT REPCRTER W have historical --

MR BUNDY: Dennis is looking forward to
t hat .

W' ve tal ked about encroachnent through
additional outlets. W have historically issues of
encroachnment through use of alternative nethods of
distribution. And now just to tiein wth our
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pre-lunch i ssue, we have run into cases invol ving
encroachment through use of electronic nedia. Oh,
yes.

MR TOPCRCFF: Can you give an exanpl e of
t hat because | have no clue what you're tal king about ?

MR BUNDY: |'mtrying to avoid use of
nanmes. A services franchise in which the franchisor
provides directly through the internet a list of
non-franchi see affiliates who have paid an adverti sing
fee of sone sort nomnally to have conpetitive
servi ces advertised on the franchisor's web page.

That was the one that we just ran into.

But | can see nmany pernutations of that,
including a franchisor client of mne who is selling
product over -- through the internet off his web page
-- the sanme web page that lists all of his franchi sees
-- to custoners within the franchi see's excl usive
territory.

MR TCOPCROFF.  kay. | think I understand.

MR BUNDY: Now, | would tell you
preenptively, in case we've got any of the plaintiff's
attorneys around here, | anticipated the probl em and
drafted around it in that case. Full disclosure is
better than not.

But | think you need to broaden the scope
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of your inquiry as to what constitutes encroachnent to
at least include those things. And does Item 12
adequately address it? No. But | don't have an
answer .

MR TOPCRCFF: Martin.

MR QOCRDELL: Well, kind of on the sane
vein as Howard, ny point was al so going to be that
really the problemmay not necessarily be one of
encroachnent, but what we're really tal king about is
alternative nethods of distribution. And the problem
is dilution of the franchisee's nmarket or inpact on
t he franchi see's nmarket share.

And at least the only kind of off of the
top of ny head solution would be is to have sone type
of risk disclosure, which hopefully the franchisor
is going to be disclosing anyway, that they are
involved in alternative nethods of distribution that
may i npact the franchi see's nmarket share.

MR TCOPCROFF.  Well, let nme ask you: Isn't
there the part of the disclosure docunment right now
that requires the franchisor to discuss |likely
conpetition?

MR QOCRDELL: Yes, there is but --

M5. KEZIGS: They don't report that they

are likely to be the conpetition. That's an issue
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that | think I brought up where a franchi sor says,
yes, our territory -- your territory -- our policy --
they don't have it in the agreenent. [It's our policy
is one for every 35,000 popul ation.

What they don't tell you is they' re known
-- after you put your unit up, develop it, break even,
and begin to becone profitable, their policy is
they're going to conme in and put another unit in
there, which will siphon sales off.

So it's not disclosed that we nay -- and
t he | anguage needs to be sonehow -- you know, our
policy is one for every 35,000 popul ati on; however,
we have been known fromtine to tinme to cone in -- and
I"msaying this not as a | awer but as a | ayperson
-- and put another unit in there, which may in fact
take away gross and/or net revenue from you.

MR TCOPCROFF:. But on the issue of
alternative sources or the franchi sor conpeting by
openi ng up a conpany store or a kiosk or an
alternative source on the internet, would an

appropriate place to disclose that kind of information

be -- | forget which itemit is, but the itemthat
addresses conpetition? Sonebody help ne out. Item
one?

MR BUNDY: One.

For The Record, Inc.
\Val dorf, Maryl and
(301) 870- 8025



© 00 N o o A~ w NP

N RN NN NN R R R R R R R R R
g B W N P O © © N O OO M W N B O

138

MR TCOPCROFF: In itemone wuld that --
if those disclosures were nmade there, woul d that
take care of that problemin terns of disclosure?

Howar d Bundy.

MR BUNDY: Steve, in an effort to answer
that, | think the tendency of franchisors, and it's a
natural tendency, is to disclose in very vague and
general terns, because frankly that's as far as
t hey' ve thought about it, that we nay possibly
sone time in the future maybe use sone alternative
means of distribution. W reserve the right to do
t hat .

And particularly in the post Burger King
cases, the Sheck cases, many, nmany franchi sors are
drafting that kind of Ianguage. |In fact |'ve seen
circulars now and contracts that say we reserve the
right to put a newunit in right next to you, to take
your custoners away through the internet, and so
forth.

Because it's not imedi ate, because the
salesnman sits there inreality and says, well, we've
never done that, but we just reserve the right to --
you know, |I'mnot sure we can solve the problemwith
specific language. You know, | would like to find a

sol ution because it is a very real problem
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MR TCOPCROFF: kay. Are there any
t houghts on a specific |anguage or at |east an
approach in how the di sclosures could be inproved to
address those issues that Howard identified.

M5. KEZIGS: Steve, are you suggesting that
they be put inltem1 as a conpetitive -- as a risk?

MR TCOPCROFF: Well, there are two itens
that | could think of. Gne -- and nmaybe there are
nore. Item1 which requires the franchisor to
di scl ose informati on about the conpetition. And then
there's Item 12 that tal ks about territories.

And it seens that we're really tal king
about two different issues. There's conpetition
fromother franchi sees, and then there's conpetition
fromthe franchisor itself.

And 1I'mnot necessarily suggesting that
that infornmation be in one itemover another. The
guestion is: No. 1, should it be covered in either of
those itens at all? And, No. 2, if it is, then what
shoul d the | anguage | ook |ike?

Susan.

M. KEZIGS: |In New York you were talking
about perhaps -- and nmaybe we're going to get to it
later, but you were tal king about maybe conbi ning the

FTC cover page with the State cover page, and then
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what do we do with the risk factors? And nmaybe we're
comng up wth a solution

But goi ng back to some of those comrents
that we made in New York and putting -- but not
burying this. For the nenbers of the AFA Anerican
Franchi see Association, this issue is paranmount. |
nmean, it's the nost inportant issue of inpact or
encr oachnent .

And it al so happens -- one area that Howard
didn't nention is when one franchi sor buys anot her
franchisor. And all of a sudden your conpetition now
isin fact your famly, and you -- whereas in one
chain, you had a conpetitor a mle and a half way, now
all a sudden it's part of your chain. So you've got
that situation as well.

MR TCOPCROFF. kay. Well, | think we have
identified the issue at least. | don't know that we
necessarily came up with any specific solutions. $So
to nove this along, and | don't want to beat this to
death, | woul d encourage anyone -- oh, I'msorry.

M5. HOUSTON-ALDRIDGE | was just going to
add a conmment .

MR TOPCRCFF: Pl ease, go ahead

Pl ease identify yourself.

MB. HOUSTON- ALDRI CH  Tee Houston-Al dri ch.
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It's such a dynamc environment that franchising
exists in that | think that what we're attenpting to
do here is somewhat determne the future, and
sonetines you can't do that with the dynam cs the way
they are.

So | think inthe terns of Item1 and Item
2, there mght be sone clarification that can take
place. But as far as getting too specific, | think
it'"s really challenging to be able to do that and
make it work for both the franchi see and the
franchisor to their benefit.

MR TCOPCROFF:. | think there are three
aspects to this. One is what the franchisor's current
policy is. The next is just a general warning of what
m ght occur. And then there's post-sale changes in
corporate policy.

Changes -- post-sal e changes in corporate
policy really do not raise a disclosure issue. It
m ght raise an unfairness issue, but it doesn't
necessarily raise a pre-sale disclosure issue.

So | think what we're really tal ki ng about
are, one, sone kind of requirenent that franchisors
di scl ose what their current policy nay be. And then,
two, again sonme kind of warning that what m ght happen

in the future, not necessarily specific to that
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franchi se systembut just generally broadly what nay
happen in franchising that mght inpact upon them

So | think that that -- your point is very
wel | taken, but | think it's alittle bit narrower.

Susan, do you have a conment ?

M. KEZIGS: The only comrent | would |ike
to nake is that if you put |anguage in to identify the
possibility of encroachnent as a risk factor, that
it not be buried somewhere in the docunent; that
it be positioned where a franchisee mght nost |ikely
be able to see it, maybe on the cover page, but
definitely in bold type. It should not be all owed
to be buried within, you know, a 50 page franchi se
agr eenent .

MR TOPORCFF: (kay. Well, we're going to
nmove on. Wat | was going to say before is we're not
going to beat this to death. 1 think the record
reflects what people's concerns are. And | would
advi se anyone who has thoughts on specific | anguage
that could be used to think about it and suppl enent
their comments or otherw se |et us know

Denni s.

MR WECZCREK: Just for the record, |
think that Item 12 al ready adequately covers the

issue and -- under the UFOC, and | don't really see
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the need for adding a requirenment that a policy be
descri bed because | think nore franchi sors woul d
interpret Item12 as it currently exists to require
di scl osure of that policy anyway.

MR TOPCROFF. (Ckay. Another issue that
franchi sees have brought to our attention is
restrictions on purchases or sourcing. And ny
understanding is that the current Item 8 addresses
sourcing issues and rel ated di scl osures.

So ny general question is whether Item--
the current Item8 is sufficient to give prospective
franchi sees informati on about their purchase
obl i gati ons?

Does anyone -- Dennis Weczorek

MR WECZOREK: Item8 is nore than
adequate to describe a franchisee's sourcing
restrictions. In fact if there was anything in the
new UFQC that significantly expanded the prior
di scl osure obligations it was in Item 8.

A franchi see can determne in Item8 what
itens are subject to restrictions, what the
franchi sor's vol une of sales of those restricted
purchases are, and whether the franchisor is getting
any rebates fromsuppliers and the actual dollar

amount of those rebates. So there is extensive
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di scl osure now.

MR TCOPCORCFF.  Susan Kezi os.

M5. KEZICS: This is Item8 fromthe new
UFQC whi ch the FTC has or has not adopted?

MR TCOPCROFF. Well, that is the proposal
This comes in a broader context. The broader context
is that the Coonmssion is contenplating changi ng our
rule to match -- or to be nolded after the current
UFOC. So when we talk about is the current Item8

sufficient, it's in that |ight.

M5. KEZIGS: You' re tal king about --

MR TCPCRCFF. -- the new UFCC Item 8.

Does anybody have any concerns on that?

(No audi bl e response.)

MR TCOPCROFF: No? |If not, we're going to
nove on.

Susan Kezios in her comrents raised an
i ssue whether the termrenewal is a msnonmer because
there are two different -- really two different types
of events that mght be classified as a renewal but in

fact may not be.

(he is a sinple extension. And | think the
best anal ogy perhaps is if somebody is renting an
apartnment, the | ease ends, they still get the same
apartnment perhaps at the sane rent, and they just
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sign, and it's the identical concept being transferred
over.

The ot her concept is not a renewal as such
but perhaps a total renegotiate of a contract, and so
at the end of the day what a franchi see m ght get
could be substantially and naterially different than
what the franchi see just ended.

So the question there is whether the use of

the termrenewal alone in Item17 is possibly

m sl eadi ng or not and whet her that needs sone kind of
fix?

Susan Kezi os.

M. KEZICS: It is msleading. It needs to
be fixed. It needs to be called a rewite, a
relicense, renegotiate, sonmething. And al so upon
renewal , the franchi sor shoul d be disclosing -- should
be giving a new di sclosure docunent to that existing
franchisee if they are indeed renewing. And | don't

know that they are doing that, at least not in a |ot

of the situations that we see.

MR TCOPCROFF:  Under our rule if it is a
renewal and there's different terns and conditions,
materi al changes, then there has to be a discl osure
docunent .

Howar d Bundy.
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MR BUNDY: This is an area that's been
troubling for a long time because, you know -- and |
haven't read Susan's coments, so |'mat sone risk of
ei ther disagreeing with her or being redundant.

| think it's inportant sonehow in the
circular to communicate to the prospective franchi see
t hat what we now call renewal probably will not be
what the word renewal commonly neans in the English
| anguage.

And perhaps we need to have the franchisor
di sclose that there will not be a renewal in the sense
of an extension of the sanme contract, but we may in
our sole discretion offer you an entirely different
contract.

If that's what the franchisor intends,
whi ch nost of them| think do, then let's nmake it
clear so that fol ks can understand what it is they're
getting into.

Can we do that as part of a rule making? |
don't know whether it's meaningful there. But that
di stinction needs to be clearly drawn for the investor
before they put their noney in.

It comes as a very serious shock to people
who cone to nme presale, and | explain to themthat

they are agreeing that three, five, ten years from now
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the franchisor is reserving the right to double the
royalties, add a 10 percent advertising fee, limt
themto only using products manufactured by the
franchi sor, on and on and on because you're signing a
bl ank check.

You know, and the people who don't come and
hear that before they buy never come to understand
that they are in fact signing a bl ank check sone
tinme down the road -- or in the alternative they | ose
their investnent.

MR TCOPCROFF. Dennis Weczorek

MR WECZOREK: Qur practice in drafting
docunents is to refer to it as an expiration and the
execution of a successor agreenent, which sinply neans
t hat when you get to the end of the term you sign a
new contract.

The Item 17 of the UFQC describes in the
requi renents that you nust discl ose provisions on
renewal or extension of the termand requirenents for
a franchi see to renew or extend.

And if you | ook at the sanple answer, and
this is not unlike what any franchi sor woul d do,
you'll say -- and I'mlooking at the sanple answer 17
inthe UFOC. And in that itemit says if you are in

good standi ng you can add additional termequal to the
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renewal termof the | ease ten years nax.

And then the next itemsays what do you
need to do to do that? Then it says sign new
agreenent, pay a fee, renodel, and sign release. $So
the disclosures are there.

If the summary is accurately done, the
di sclosure will say this is how you renew. \Watever
renewal constitutes. You're going to have to sign a
new agreenent. You're going to have to do certain
t hi ngs.

So | think the structure of Item 17 covers
this adequately, and | don't see that there's a big
probl emout there with franchi sor m sl abeling or
trying to pull the wool over people's eyes saying,
well, you're renewing. You keep your old docunent.
Because they can't say that. They have to say what
it is the franchisee needs to do to get an additi onal
term

MR TOPORCFF: (kay. Susan.

M5. KEZIGS: The problens we see with that
are that those renewal contracts are presented on a
take-it-or-leave-it basis. And those franchisees are
often presented those contracts -- | mean, they're
under a lot of coercion because if the contract does

expire, they nmay be under a post-termcovenant not to

For The Record, Inc.
\Val dorf, Maryl and
(301) 870- 8025



© 00 N o o A~ w NP

N RN NN NN R R R R R R R R R
g B W N P O © © N O OO M W N B O

149
conpete. So they're under enornous pressure to sign
whatever it is that is put down in front of them

But the word renewal again inplies to
soneone that you're -- it's nmerely an extension. As
in your analogy, it's nerely an extension. W're
extending this |ease. Wll, we're not.

Dennis, you say you call it an expiration
when you wite themfor your clients. It's an
expiration, and you sign a successor agreenent. Maybe
that's the word, successor agreenent, where it's clear
it is not sinply renewi ng what you al ready have as the

terns and conditi ons.

You're entering into a whol e new agreenent,
and guess what? | get to pick the decision. | being
t he franchisor, not you being the franchisee. And if

both parties are sharing in this enterprise called a

franchi se, both parties really should in the renewal

have input into it, but currently they are not.

And that brings ne to another point. It
goes back to just the practice of offering franchises
for sale. And | think I've said this. | don't know
if I wote it inny remarks or not. | think I did.

That the anal ogy that when you buy a
franchise you' re building equity in yourself nuch |ike

when you buy a hone you're building equity in
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yourself, that is often the first fraud, if you wll
that's put in the mnd of sonebody as their buying a
franchi se.

Wi ch plays into this concept that at the
end 1"'mgoing to renew this because I"'mthinking I own
this, when in fact it's nore anal ogous to renting an
apartrment. You've got it for a set period of tine,
and you're going to get a different contract put down
in front of you.

So | think the | anguage needs to be very
clear. This contract is going to expire. Then if you
and | agree, we're going to enter into -- and if
you're not in default, we're going to enter into a
whol e new agr eenent .

MR TCOPORCOFF. kay. Any other comrents on
this particular point?

(No audi bl e response.)

MR TOPCRCFF: (kay. The next concern that
franchi sees have brought to our attention is post-term
covenants not to conpete. Again Item 17 addresses
that. Again | ask is the Item17 sufficient to put
prospective franchi sees on notice that there mght be
covenants not to conpete?

Denni s Weczor ek.

MR WECZOREK: M answer is going to be
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the sanme in that Item17 is very clear, and the
summary i s supposed to indicate the very -- a very
summari zed version of what the non-conpete covers.

Now, if we go back historically before the
new UFOQC, the old UFQC required these sane di scl osures
except what franchisors did to cover thensel ves was
regurgitate the terns of the contract here at
length, so that Item 17 used to be 20 pages |ong, and
you woul d see the non-conpete laid out in full flower.

The idea on the part of NASAA and the
advi sory commttee also concurred with this I think
was that this table that is Item 17 now, which is
about two or three pages long, is a better, nore
readabl e way of conveying infornmation to the
franchisees. So that's why this table is used, and
that's why the sumary is there, to describe the
non- conpet e.

MR TCOPCROFF. Dennis, if a franchisor has
franchi sees enter into covenants not to conpete, is
that part of their contract that coul d be discl osed
beforehand, or is it an attachnent? |Is it part of the
materials that a prospective franchi see woul d get
bef ore they sign the disclosure?

MR WECZOREK: Absolutely. The franchisor

cannot ever, and | think Howard woul d support me on
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this, establish a non-conpete by policy or by fiat.
The contract is the only way to get it done, and even
then it's difficult to enforce because courts don't
| i ke non-conpet es.

MR TOPCRCFF: Howard Bundy.

MR BUNDY: |'mgoing to go out on a linb
and agree with Dennis that the new UFQC handl i ng of
non- conpetes is vastly superior to the ol d nethods.

It doesn't nmean it can't be inproved.

The area where | see the non-conpete
di scl osure in need of inprovenent, and there nmay be
others, but this oneis freshinny mnd, is in the
area of the interaction between the fact that the --
and it's usually disclosed -- that the franchi see has
no right whatsoever to termnate this contract for any
reason

A five or ten year termof the contract,
and then a two to five year non-conpete after the fact
really neans that if sonething happens, if that
franchi see | eaves the systemin year one but the
franchi sor never termnates the franchise, that that
franchi see is subject to a non-conpete provision that
can go on -- | reviewed one a coupl e days ago that
went on 24 and a hal f years.

Now, enforceability? Probably not. But
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don't like putting franchisees in the position where
they have to hire a lawer to find out whether they
can -- whether they' re subject to enforcenment of this
thing. The coercion is often too great.

So if we could find a way to nore clearly
highlight the interlinked nature of the various |Item
17 subitens, | think it would be helpful to a |ot of
franchi sees.

MR TCOPORCFF:. Is that a consuner education
i ssue as opposed to a disclosure issue?

MR BUNDY: It could be

MR TOPORCFF: Martin, do you have any
t houghts on this?

MR CCRDELL: Well, where the disclosure --
the covenants not to conpete are particularly
inmportant is where there is service-oriented

franchi sees that --

THE COURT REPCRTER |I'msorry. |Is where
there is --

MR QOCRDELL: You have service franchi sees
who are involved in a service business in which they

may have some particularized skill. And in those
cases it actually mght be -- it mght be worth
consi dering requiring, you know, risk factor, you

know, sone special risk factor disclosure.
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That doesn't take really though -- ny
concern is that it really doesn't take care of the
substanti ve probl em because, as Denni s poi nted out,
Item 17 requires disclosure of the covenants. The
covenants are always laid out in the agreenent. So
certainly any franchisee or their counsel that is
goi ng through the agreenents shoul d be cogni zant of
the fact that that's a very critical term

MR TOPCROFF:  Susan.

M5. KEZICS: Perhaps it needs to be laid
out in a manner that indicates to the potenti al
franchi see, especially if they have a skill or a
service they're providing, that the franchisor nmay be
allowed to confiscate all or part of your business
at the end of its term because to ne that post-term
covenant not to conpete is a device to ace the
franchi see out of that ownership of the |oca
busi ness, the local good will, the |ocal tel ephone
nunber .

So the inportance of it to a current
franchisee is not laid out in the disclosure docunent
in a manner which is going to nmake it inportant to a
prospective franchi see. Because when you' re becom ng
a franchi see, you' re not thinking about getting out on

the back end. | don't care how cl ear the covenant not
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to conpete is.

It's not the inportance of it that -- you
actually may not be able to work after this. And
especially in some of the service businesses where you
have a service and you convert and becone a franchi see
in that chain, and you still have to abide by the
covenant not to conpete post term So you've got
sone serious -- it's a big risk factor

MR TCOPCROFF:.  Martin.

MR CCRDELL: And that's why | nade the
point it mght be worth considering a risk factor for
servi ce franchi se businesses. But | would like to
make a comrent about whether that is a disclosure
i ssue or a consuner education issue. And actually I
think it's both.

And | know one of the things we tal ked
about when we did the last -- the revised UFOC i s
whet her we actually could refer to sone other outside
docunent, have the UFQOC refer to sone ot her outside
docunent so that consumers coul d get additiona
information or disclosure. Maybe a |ist of questions
to ask simlar to the brochure that the FTC puts out.
So that may be sonet hing worth consideri ng.

And certainly it would involve a | ot of

wor k because you're tal king about |ots of different
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types of industries. But there are certain types of
busi nesses -- or just the FTC brochure in general, if
there is disclosure on the cover page that suggested
that they mght want to refer to the FTC consumer
brochure, that mght be hel pful.

And then that FTC brochure, it could be
updated fairly easily, fairly readily as these issues
come up to identify certain key points that
franchi sees mght want to nmake further inquiries about
or just warn them about certain trouble areas.

I'"'mnot sure that we can craft anything in
terns of the disclosure itembecause the disclosure
docunment is going to take care of this particular
probl em

MR TCOPCROFF. kay. Moving on. Anot her
set of concerns that franchisees brought to our
attention I'll call procedural devices, and those are
choi ce of |aw and choice of venue and arbitration

And again it is ny understandi ng that those
itens are addressed in two different ways in the
current UFOC. One is the risk factors on the cover
page address venue and choice of law | believe. And
al so those itens are addressed in Item 17.

So ny question is whether the conbination

of the cover page, which is pretty explicit when it

For The Record, Inc.
\Val dorf, Maryl and
(301) 870- 8025



© 00 N o o A~ w NP

N RN NN NN R R R R R R R R R
g B W N P O © © N O OO M W N B O

157
cones to choice of |aw and venue | believe, and the
Item 17 together are sufficient to put prospective
franchi sees on notice of when the franchi sor uses
these particular -- or requires these particul ar
devi ces. Any thoughts?

Denni s Weczor ek.

MR WECZOREK: Yes, they are sufficient.

MR TCOPCROFF: M. Jeffers.

MR JEFFERS. | do believe they are
adequat e because they haven't conme up enough tinmes to
say that -- in dealing wth the franchi sees in these
transactions this is not an area where they seemto
feel that they are unaware of the consequences of the
franchi sor's requirenents.

MR TCOPCROFF:.  Martin.

MR QCORDELL: Actually | have the opposite
sense, that they really aren't aware that there are
going to be these consequences. On the other hand, |
don't have a fix.

This is a fairly typical problem and
know a nunber of Howard's clients have had this
problem or his firmhas had this problem that they
don't realize until they have had a dispute that
they've got to go to New Jersey or California or

Florida. But quit frankly I don't have an answer on
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MR TCOPCROFF. M. Jeffers.

MR JEFFERS. Actually it comes up -- in ny
cases it cones up quite a bit in where -- in fact it
cones up so often, that oftentines when franchi sees
that 1'"'mdealing wth and their |awers have had a
chance to review the contracts, that's very often one
of the nost consistent itens in their response
letters, that they want to address the requirenent
that the franchisor -- that the franchisor's |ocale
has to be the jurisdiction for bringing suits, or in
the case of nost registration states where the
franchisee is allowed to bring the action there.
mean, it is a common occurrence that it comes up

MR TOPORCFF: But, M. Jeffers, do you
think the disclosures the way they are now are
sufficient to put the --

MR JEFFERS. Yes, | think it's sufficient,
because it's sufficient enough for themto understand
whet her they like it or not, and then they cone back
tone with their response. So they're not saying they
don't understand it. They're saying they don't |ike
it or they -- they accept it.

MR TCOPCROFF:.  Martin.

MR CORDELL: Well, | actually had a
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qgquestion for Carl in terns of when these franchi sees
ask for a change, what percentage of those contracts
are changed to require venue to be in the honme state
of the franchi see?

MR JEFFERS. Well, in ny case it's very
few because in nost of the cases, the venue has been
required to be adjusted for the franchisee's benefit
because of the State | aws, State registrations.
That's what nost of the situations are that 1'm
dealing wth

MR TOPCRCFF: Howard Bundy.

MR BUNDY: | typically advise any
franchi see who i s serious about signing a franchise
agreenent containing a foreign venue or choice of |aw
clause that that is a serious enough problemthat on
that basis alone they should not invest in that
particul ar franchise and | ook at other alternatives.

| go further and say that this may be
deceptive in that Item6 and 7, if those are the
budget itens, don't disclose that you really need to
have a cash reserve for |egal fees down the road
because if you have even a mnor dispute with a
franchisor, you will be required to spend tens of
t housands of dollars to go resolve that, or you have

no alternative but to give in.
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| tell that long story to drive hone the
point that this is an extrenely inportant, crucia
issue to franchisees, and it's sonething that
particul arly those prospective franchi sees who are not
represented by counsel who deals with these issues
every day sinply don't get. They don't understand
even the current disclosure.

The current disclosure is way better than
anything we've had in the past, but | think we could
add a sentence or two that would make it very clear
that it wll probably cost you so nuch to get issues
resol ved that you will have no choice but to acqui esce
to any irrational or other demand that your franchisor
pl aces on you.

MR TCOPCRCOFF: M. Jeffers.

MR JEFFERS. | would just like to ask you
a question now. Do you deal with a ot of franchi sees
who are entering into or planning to enter into a
franchi se agreenent w thout having counsel reviewthe
docunent s?

First of all, they're comng to you. Are
you then the -- you becone the counsel? | mean, what
are you saying in terns of where they are when they
get to you? Because that's not ny experience.

MR BUNDY: W see -- in answer to that --
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['I'l try not to take too long. In answer to that, we
see two groups of franchisees. W see those that are
prospective franchi sees who conme to us before they
buy, and we counsel them Those peopl e have counsel.

MR JEFFERS: Correct.

MR BUNDY: The ones that | worry about are
the 85 or 90 percent who take their |egal advice
fromthe franchi se sal esnan and never consult any
counsel or consult counsel that doesn't know this
stuff. And they need sonething that is in plain
enough, clear enough English that it drives the point
home about the risk of the investnent.

If you read a securities prospectus, you
will find the kind of |anguage |I'mtalking about in
terns of the risk of those things. W should just
| ook to that for sonme guidance in terns of the
sentences and phrases that we shoul d be using.

MR JEFFERS. Well, since that is on the
record, | would also like to add that it's ny persona
opinion that it's probably sonewhere | ess than 25
percent of all franchi sees today who execute franchise
agreenents that do so wi thout any review by any
outside counsel. | do not think that the nunber would
anywhere approach |like 80 to 85 percent.

MR TCOPCRCOFF. kay. Any other thoughts on
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this specific issue? Again the issue on the table is
whet her the cover sheet plus Item 17 are sufficient to
provi de disclosure for agai n procedural devices.

Judy.

M5. G TTERVAN  Shoul dn't there al so be
sone statenent -- as Carl nentioned, there are State
lawns that invalidate the choice of |aw and the venue
provi sions so that the franchi see who sees it on the
cover sheet or in that itemdoesn't take that as the
be all and end all?

MR TOPORCFF: (kay. W're going to nove
on. The next -- we're not going to nove on.

Susan Kezi os.

M5. KEZI G5 W en you were al so just
tal ki ng procedural devices, were you talking
integration clauses at all or --

MR TCOPCROFF: Not at this point. W're --

M. KEZICS: (Oh, not at --

THE COURT REPCRTER  I'msorry. You're
both talking at the sane tine.

MR TOPCRCFF: W' re tal king about choice
of law, venue, and arbitration

Denni s.

MR WECZOREK: Item 17 does require

di scl osure of integration clauses, so it's there.
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M. KEZICS: | know that. That was goi ng
to be ny point.

MR TOPORCFF: | was not going to raise the
i ssue of disclosure of integration clauses, but that
one that franchi sees have brought to our attention,
so | wll ask whether the current Item17 is
sufficient to put prospective franchi sees on notice
that they may be subject or their contract will have
an integration cl ause?

Susan Kezi os.

MB. KEZICS: No. The reason is because
sone franchisors use the integration clause as a
device to say whatever they want during the sales
process and then have the franchi sees sign a contract
with an integration clause in it saying we haven't
represented anything outside the four corners of this
contract when you know in fact that they have. So
it's a legal way for themto lie to the franchi see
during the sal es process.

And that is a conplaint and a probl emthat
we have froma lot of current franchi sees, the ones
who are goi ng out of business, not so much fromthe
ones who are maki ng sone noney, who are successf ul

So perhaps in the Item17 -- well, "Il et

sonebody el se answer that.
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MR TOPCRCFF: Martin.

MR CCRDELL: Actually I'Il defer to Carl.

MR JEFFERS. First thing I'mthinking is
| need to --

THE COURT REPCRTER  |'msorry. | can't
hear you, M. Jeffers.

MR JEFFERS. |It's probably not inportant.
The point is that, you know, Susan just makes the
point that -- you said you get a franchisee there to
sign a docunent which has an integration clause that
says there hasn't been anything that we represented
outside of the four corners of this docunent. And
t hen she acknow edges that and of course we know t hat
that's alie. That in fact they've represented a | ot
of other things. And then they go ahead and sign
t hat .

| mean, when franchi sees see sonething in
witing that says that we have not told you anyt hing
other than what is here, and if he knows in fact that,
yes, he was told sonmething else -- | nean, who is
selling these franchi ses where they then go ahead and
they sign that?

I nean, | have the nost difficult tine
trying to nake sure that in fact they' re confortable

that nothing in fact was represented to themt hat
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wasn't included or covered by this. And | nmake a
specific point of following the itens verbati mto nake
sure that we don't in fact provide outside
i nformation.

But what |'mconcerned about is that at a
certain point though -- at a certain point there ought
to be a conference for franchisees to say to them
you know, you have to accept some responsibility. |
nmean, it's perfectly legitimate for a franchisor to
establ i sh sone sort of docunentary basis for saying
that we have followed the law. W have conplied with
it. And we have not given themany information that
we were not supposed to.

And at a certain point a franchi see should
be able to and be held accountable for if he says yes,
that's correct, | agree with that, then that should be
legitimate. And he shouldn't be able to then two
weeks later or two nonths | ater say, no, because
his lawer nowtells him no, you weren't in fact
given that information.

And if he's just doing it on his own, then
at sone point there is a business judgnment concern
here that | think goes beyond what the FTC i s doi ng.
I"'mnot saying it's right. |'mjust saying I'm

thinking it may be goi ng beyond what you can do at
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the FTC |l evel, at the governnent |evel to nmake sure
that these things are covered.

I''mthinking about franchisors who are
in good faith attenpting to conply. And | know t hat
wth clients that | work with and what we handle in
the marketing and sales area, we nake sure that that
information, that body of information they're
getting is within the paraneters and is wthin that
docunent .

And | in fact want confirmation of that
fromthose franchi sees when we're ready to execute the
agreenent, that in fact nothing beyond that has been
repr esent ed.

But 1'mjust amazed that -- | can't inagine
the franchisees that | deal with that I would have
been able to convince themto sign this if in fact I
had given themother information. And that's just
baffling to me. And so | just want to nake that
comrent, that | think that it's very clear as it is.

MR TCOPCROFF:.  Martin.

MR CCRDELL: | only wish that all our
franchi se brokers were as honest as Carl, but that is
clearly not the case as nmany of our enforcenent actions
show.

What happens is that the sal esmen do nake
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all kinds of various msrepresentations. But | do
agree with Carl that the cure is not in the disclosure
docunent. The cure really is having the judges not
| et the franchisors hide behind these integration
clauses where it's clear that the franchi sees have
recei ved earnings clains not within Item 19.

MR TOPORCFF: (kay. W have one nore item
that fits into the general category of franchisee
concerns, this is sonething that was raised in New
York, and that is whether the disclosure docunent in
Item 20 should be nodified to require the disclosure
of a tradenark-specific franchi see associ ati on.

And we tal ked about how that coul d be
defined and all, and | asked for the comrents, and no
one submtted any comments on that particul ar point.
So we're going to iron this out today hopefully.

So what | woul d propose -- and again this
fits into the broad category of a general proposa
-- is that Item20 be nodified to have sonething |ike
the follow ng: The franchi sor nust disclose the nane,
address, and tel ephone nunber of any nati onal
franchi sor sponsored advi sory counsel or independent
franchi see associ ati on.

Wuld that do it? | know in New York

peopl e rai sed the concern that there are small groups
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or factions that cone and go and they're not
necessarily accountabl e and peopl e don't know who they
are or who's in leadership, and | think that that is a
valid concern

But at least to the extent that there is a
franchi sor sponsored advi sory counsel or independent
franchi see associ ation, should that information be
di scl osed?

Susan Kezi os.

M5. KEZI G5 Yes.

MR BUNDY: Wiat is the address that should
go in there?

M5. KEZIGS: 53 West Jackson

MR TCOPCROFF:.  Martin.

MR CCRDELL: Well, | would agree. | think
that woul d be extrenely useful information. And this
is the first tine |I've actually heard this issue, so
I'"'mtalking off the top of ny head. But | know one of
the problens for prospective franchisees in trying to
obtain information fromother existing franchisees is
it"'s difficult sometines to get infornation

And | think the trade associati on woul d be
much nmore -- or could be a nuch nore ready source of
information as opposed to individual franchi sees who

have to take tine out of their businesses to share
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information with the prospective franchi see.

The one -- | would also like to nake a
point -- | don't knowthat | nade it earlier -- is
that in terns of naki ng any changes to the UFCC
again | would like to enphasize that | would like to
see the Coomssion try to synchroni ze any change in
the UFOC with NASAA to the extent possible.

MR TCOPCROFF. Dennis Weczorek

MR WECZOREK: The only problemthat |
have with the disclosure is the sane one that was
raised in New York, and that is if there's a
franchi sor sponsored advi sory counsel, not a probl em
The franchisor will know about it. |If there is a KFC
franchi see associ ati on known to the franchisor, well

represented, not a problem

But there are a | ot of franchi sors who have

smal |l groups. And the definition of national is
sonewhat key here. And substantial representation is
the key also. |If there is a franchisor that has 3,000
franchi sees, and they have a group of 10 franchi sees
who happen to be national because one is in California
and one is in New York, should that be required to be
di scl osed?
A franchi sor representative, a field rep

may know that this organization exists. That
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information may or may not be transmtted to the
headquarters peopl e so that they woul d know.

So it's really a question of what problema
franchisor mght run into if they don't necessarily
have the information or if it's such a small group or
the splinter group that they won't have any neans of
ascertaining that it exists.

MR TCOPCRCFF. Again to clarify that the
proposal on the table is strictly national groups,
either a national advisory counsel, which, as I
understand the way they work, the franchisor woul d
certainly know of its existence, and if there is an
i ndependent franchi see group, and again a nationa
franchi see group, let's say will add another factor
into this, that the franchisor is aware of, whether
t hat shoul d be disclosed, and will that solve sone of
t he probl ens?

Denni s.

MR WECZOREK: Well, the first question is

what problemis it that we're talking about. And if

the problemis does the franchisor -- excuse ne, if
does the prospective franchi see have sone ot her
resources to talk to, if you' re trying to address that
concern, | guess | can understand sone basis for this
kind of a requirenent.
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So if we define the universe properly, |
guess | can't think of a good basis to object to this
ot her than again making sure that the NASAA fol ks and
the FTC are operating on the same wavel ength here.

MR TCOPCROFF. Gary Duvall.

MR DWALL: | have the same concerns from
a franchi sor prospective, and | think it can be sol ved
by drafting. As | wote down what you were suggesti ng,
it did not have the qualifications that were just
di scussed, and it needs to.

And in addition to the problemthat Dennis
nmentioned with franchi see associations that the
franchi sor may not be aware of and franchi see
associations that are extrenely snall, 1've had a
nunber of situations where franchisors are faced with
mul tiple franchi se organi zati ons.

And in fact | would say that that's
probably the majority of the cases. The majority of
franchi sors who have franchi see associ ations that
they're dealing with or refusing to deal with in sone
cases, they're refusing to deal with two or nore
franchi see associ ations, or they are dealing with two
or nore franchi see associ ati ons.

So | think you woul d need sone | anguage in

there. For exanple, what could be required to be
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di scl osed woul d be a franchi sor sponsored or
recogni zed association. Cdearly | think that woul d be
acceptabl e to nost franchi sors.

If they are actually bargaining with a
franchi see associ ation, alnost no matter how snal |
they are, | think they could be reasonably asked to
di scl ose that.

MR TOPCRCFF: Can | just interrupt you one
second?

MR DWALL: Yes.

MR TCOPORCFF:.  Just so that the record is
clear, could you just repeat what you said as the

| anguage so that we have that clear

MR DWALL: | think it would be acceptabl e
to nmost franchisors if they were required to discl ose
franchi sor sponsored or recogni zed associ ations. |
don't think using the word national association is
hel pful or appropriate.

There are franchi sors who are regi onal and
who have recogni zed franchi see associ ati ons t hat
recogni ze -- that perhaps, let's say, represent nearly
all of their franchi sees, and they shoul d have an
obligation to disclose that association. So | don't
think the concept of national helps, but |I think the

concept of whether they are recogni zed does.
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Anot her concept that mght help is whether
the association represents a majority of the
franchisees. That also is critical | think. So |
t hink you woul d have to work with the | anguage is the
probl em

MR TOPCRCFF: Howard Bundy.

MR BUNDY: | think we have to |look at this
alittle differently. Franchisees are not national.
Franchi sees are local. They' re going to have one,
two, a dozen locations nornmally in one state.

It's as inportant to themif there is a
| ocal association -- it's nore inportant if there's a
| ocal association that they can contact than if there
is sonme one in New York that purports to be national

So | woul d propose that assum ng we agree
that the disclosure would be useful, which I think it
woul d be because it gives the franchi sees a source
of sone people that they can talk to -- prospective
franchi sees -- who are actually in the business, a
source of identifying forner franchi sees who have | eft
the systemand various other factors, | woul d propose
that the disclosure require that they disclose any
franchi see associ ati ons known to themwhich are
formal ly organi zed. |In other words, they have a

corporation. They have a formal structure of sone
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sort. W could get into the details of that.

And, secondly, | think it's very, very
important that they disclose as to each association
whet her that is a captive association that's
effectively controlled by the franchisor.

Sone of you may have seen the old | FA
docunent that -- it's a handbook for franchisors on
how to set up a franchi se advisory counsel in such a

way as to essentially elimnate association activity

by franchisees -- or preenpt it | should say nore than
el i mnate.

So | think it's inportant if we do require
di scl osure of association, that we go that second step

and say whether they're truly independent.

MR TCPCRCFF:  Judy.

M5. GTTERVAN An alternative mght be to
deal with this issue whether the franchisor knows all
of the associations and which ones are substantia
and which regional are fly by night and whi ch ones
are going to be around, maybe you coul d just have a
di scl osure statenment to the effect of as far as any
that the franchisor knows that are sponsored by them
you can put them by name, but al so say that they can
contact the franchisor for, at that particular tine,

t he nanes of franchi see associations so that you're
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not limted in the docunent to identifying them

MR TOPCROFF:  Susan.

M. KEZIGS: | would not agree with what
Judy just said or even sone of what Gary said about --
| woul d absolutely stay away fromallow ng the
franchi sor to determne who they' re going to recognize
and who they're not going to recogni ze and whet her
they're going to put that association in the docunent
because the franchisors, if they determne they' re not
going to recogni ze the association, they don't have to
put themin the docunent.

| don't care if the association is
regional, local, or national. The associations, if
there's 3 or 33, need to be listed in the docunent,
whet her they' re franchi sor sponsored or i ndependent
franchi see associ ati ons.

So maybe the | anguage needs to be sonet hi ng
to the effect that it's franchi sor sponsored advi sory
counci | s or independent regional or national
franchi see associ ati ons.

The other concern | have is this notion of
substantial representation. |f you' ve got 3,000
franchi sees, and 30 of them have gotten together, to
nme that's substantial representation. You should be

listening to what they have to say, or you may find
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yourself on the end of a nasty | awsuit.

And the reason that it's inportant to keep
-- to put these associations in there and to allow
prospective associations to talk to an associ ation
versus tal king to individual franchisees is the
associ ation has institutional menory. They have a
coll ective nenory of what has been going on
historically in the franchi se systemthat one or
anot her individual franchi sees may or nmay not have.

The franchi sor usually has a collective
institutional nenory, but when we're trying -- in ny
way of thinking I'mtrying to bal ance the power here a
little bit, and this would certainly assist with sone
of that.

MR TCOPCROFF. W're going to hear from
Judy.

M. G TTERMAN  Just one comment. | think
| ooking ahead at the possibilities of liability, it
woul d be difficult for the franchisor to have to
guarantee that they've listed all the names of all
t he associ ations because there may be just sone that
t hey don't know about .

MR TCOPCROFF: W're going to hear from M.
Jeffers.

MR JEFFERS: Mne is nore of a question
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than a comment because in fact | -- this was not an
area that | addressed in ny comments that | submtted
because | sonehow passed over it, so maybe you can
update ne, and it mght be of sone benefit to sone
others as well.

Is this aresult of a problemthat -- |
nean, | understand what Susan's notivation is, and I
can see. But what was the probl en?

Was the problemthat the franchi sees were
conpl ai ning that franchisors were not disclosing the
exi stence of any franchi see associ ations, period, out
there, or that they were not disclosing organizations
or associations of their own franchi sees?

And if that -- ny question is two parts.
If the answer to either one of those, whichever one
it is, if it's not any, are you suggesting that
franchi sors have a responsibility then to provide to
prospective franchi sees the nane of all franchisee
associ ations, period, that exist in the country?

Because | certainly recognize that it's
justifiable if I'"'ma franchisor and 40 or 50 of ny
franchi sees have organi zed, | think that nakes sense
that | should | et ny prospective franchi sees know
about that.

But if you're telling ne that | need to | et
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a prospective franchi see know about all of the
franchi see associ ati ons, period, that exist out there,
that that's sonmething well beyond what | think that I
would be willing to agree to.

And that's why |'masking for that
clarification. Wat was the nature of the problem
and is that in fact the way the answer is going?

MR TCOPCROFF. This is not an issue that
the Commssion raised on its owmn. You wll not find
anything about this in the ANPR This was an issue
t hat franchi sees brought to our attention through the
comrent peri od.

There are a few comments that have raised
this suggestion that the rule, Item20 in particular,
be nodified in some fashion to enabl e prospective
franchi sees to | earn of franchi see associ ati ons,
peri od.

Wiere we have a concern, and this was
brought to -- and the fact that this was brought to
our attention hit home is if you conbine this issue
with the earnings clains issues where basically what
the Comm ssion has said in the ANPR that franchi sees
-- or perhaps nmaybe the Coomssion said it in the
ANPR, that franchi sees are the best source of

information about their own earnings, then | think it
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follows that prospective franchi sees should have
access to franchisees to |l earn as nuch fromthem as
possi bl e.

There are a nunber of ways of doing that.
Cne way is to obviously contact franchisees that are
listed in the Item?20. And another possibility is
t hat prospective franchi sees contact a franchi see
associ ati on because by contacting the association that
mght short-circuit the process and perhaps a
prospective franchi see could learn a | ot nore qui cker
by going to an association than calling up any nunber
of franchi sees over the phone. That may or nmay not be
true. | don't know The way | look at it is it's
j ust anot her source of information.

But | don't want to beat this one to death
either, and we really do need to nove on. So unl ess
sonebody has a specific concern or suggestion, | would
really prefer to nove on at this point.

MR DWALL: | guess | would like to say
sonething. Sorry.

MR TOPCROFF. kay. Gary Duvall.

MR DWALL: Very quickly. Another issue
with that disclosure mght be that 1tem20 is the
wong place for it. In Item11 franchisors are

al ready required to disclose advertising co-ops, and
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there is a discussion in the guidelines -- UFCC
gui del i nes about advertising advi sory councils.

Anot her possi bl e place would be Item8 with
respect to purchasing co-ops, which are again already
nment i oned.

And finally if the purchasing type co-ops
and advi sory councils and the advertising ones are not
sufficient to cover it, perhaps what shoul d be
considered is a disclosure in Item20 that franchi sees
shoul d contact -- prospective franchi sees shoul d
contact the franchisees listed -- that are required to
be listed already and i nformthensel ves as to whet her
there are independent franchi see associations, in
ot her words, give themdirection and i nfornati on such
that they can di scover that thensel ves.

MR TOPORCFF: (kay. W're going to nove
on. W're going to take a break in a few mnutes, but
before we break I want to just set the context for
what we're going to be tal king about next, and that is
t he earnings disclosures. Dennis and Susan are
famliar with this, but others around the table are
not .

V& are not going to debate the nerits of
whet her the Comm ssi on shoul d nandat e ear ni ngs

di sclosures. That is not on the table. kay? Wat
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is on the table is the ANPR s proposal that
franchisors revise Item 19 to have certai n preanbl es
and di scl osures.

In New York we tal ked about it generally,
and now we're going to tal k about specific proposal s
that staff, Mra, ne, Keith Anderson, and others have
come up with. W mght not accept this proposal. W
maght reject it. Let alone | have no idea what the
Comm ssion or the Bureau's view mght be. This is
strictly a proposal to help us nove the project along.

VW're going to take a break. | would
appreciate it if you |l ook through the handout, because
when we get back we're going to go through with a fine
tooth conb. And hopefully at the end of the
di scussion, we'll be able to nodify this.

It is ny goal to walk out of here with
this proposal in hand in the best shape that it can be
understanding that it's a proposal, understanding
t hat ot her people have very different views on the
subj ect of earnings.

So with that, let's take -- it's about ten
to 3:00. Let's neet at three o' clock, at three
o' cl ock sharp.

(Short recess.)

MR TCPORCFF: We're back on the record
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And the next itemwe' re going to address is
the earnings disclosures. And let ne give again a
little context to this. Wat this proposal is is
basically three parts.

One is disclosure that all franchisors
woul d have to take in their Item19 of the disclosure
docunment. The second part is a disclosure that
franchi sors who do nmake earni ngs di scl osures woul d
include. And the third part is if a franchisor
chooses not to make earnings disclosures, they would
include that particular part.

So let's ook at the first proposal which
is on the sheet of the handout -- the first page of
t he handout, what's marked proposal. And |I'm going
to go through it sonewhat |ine by line and ask for any
conment s.

But before | do that, let me explain what
this is designed to address. Basically there are
three goals in our proposal. (One is to nmake it clear
that franchi sors can dissemnate earnings infornmation
because there is sonme confusion about that. Second is
to i nform prospective franchi sees that they shoul d not
accept earnings information at face val ue but should
ask for witten substantiation. And the third is to

warn prospective franchi sees not to rely on
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unaut hori zed earni ngs representations.

So again we di scussed this somewhat in New
York, and I'mpicking up the ball nowto nove this
along. So basically what |'mgoing to do is go
through this sentence by sentence and ask for
f eedback.

And the first sentence of this proposa
woul d be: The FTC s Franchise Rule permts a
franchi sor to supply you with informati on about actual
or potential sales, inconme, or profits of its
franchi se and/ or conpany-owned outl ets.

On that sentence, are there any probl ens,
concerns, or suggestions for inprovenent?

Denni s Weczor ek.

MR WECZOREK: Well, | don't have a
problemw th the concept except the statenent that
we' re tal king about sales, income, or profits because
a franchisor may well disclose things that are in
addition to that or may actually be in lieu of that.

In other words, there may be expense
information that is provided. There nay be -- we talk
about this constantly -- room occupancy rates, room
rates, et cetera. So at least froma linguistic
st andpoi nt, we shoul d probably focus on sal es, incone,

profits, or other financial performance infornation.
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MR TCOPCOROFF: (kay. Howard Bundy.

MR BUNDY: Thank you. Since we're
wordsmthing, the and/or conbination | think is
sonewhat dangerous, perhaps antiquated, and could
| eave too much of a sense that you can do either or
and you can pick the best of them

MR TOPCRCFF: What woul d be your sol ution?

MR BUNDY: | would substitute the word
and.

MR TCPCRCFF:.  Just and?

MR BUNDY: Just the word and for and/or
And | agree with Dennis on the need to naybe rework
t he | anguage of what can be discl osed. Perhaps
inserting or other financial performance information
is sufficient.

A definition that | like is the definition
in the first instruction under the Item 19 guidelines
as they now exist -- Dennis conveniently has a copy
avail abl e; thank you, Dennis -- which is defined in
this sentence as information given to a prospective
franchi see by or on behalf or at the direction, et
cetera, fromwhich a specific level or range of actua
or potential sales, costs, inconme, or profit from
franchi sed or non-franchised units may be easily

ascert ai ned.
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| l'ike the all-enconpassing nature of that
definition. If we're going to define earnings claim
rather than defining it as the result that you can

derive fromthe information, which is what | think

your | anguage here does, | would define it as any
i nformation which -- fromwhich you can derive that
resul t.

MR TCOPCROFF. Gary Duvall.

MR DWALL: Aso in the way of
wordsmthing, and in order to conply with plain
English requirenents, | woul d suggest the foll ow ng:
Inthe first line replace a franchisor with us.

And | don't believe it's feasible in the
second line to list all of the kinds of earnings
information that is contained in the definition of
what an earnings claimis.

So | would replace all of the words
begi nning with actual or potential sales through
the words and/or with sonmething to the effect of store
| evel financial information of franchised, and then
woul d use the word or conpany-owned outl ets.

In the third line, I would replace the
words franchisor with the words we, and then | woul d
conformthe verbs in the rest of the sentence.

MR TCPORCFF: M. Jeffers.
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MR JEFFERS. Yes, | have a question
related to Howard' s suggestion of elimnating and/or
and just nmaking it and. Fromthe FTC perspective, if
the wording were such that it read or profits of its
franchi sed and conpany-owned outlets, if a conpany
decided then that it was going to provide only
information about it's conpany-owned stores, would you
consi der that then to be sonehow a violation of the
requi renent under this rule?

MR TOPCRCFF:  No

MR JEFFERS. Because |'mthinking that
that's what Howard wanted. He wanted essentially to
narrow it so that they would have to do both, and they
couldn't select one or the other. And | think they
ought to be able to select one or the other.

And | want to know -- you kind of sounded
i ke you agreed with that change, so | wanted to know
if you do agree to that, does that nmean then that --

MR TOPORCFF: What we're contenplating is
you coul d have franchi se outlets, conpany-owned
outlets, or both.

MR JEFFERS: Wich is what and/or does.
But if you change and/or into and -- you just don't do
that because grammatically it sounds better. He was

maki ng a substantive suggestion, and | was trying to
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address that substantive suggestion because what he's
saying is that he doesn't want -- essentially | think
what he's saying is he doesn't want the conpanies to
be able to sel ect either conpany-owned or just
franchi ses to provide that infornation.

MR TCPCROFF:.  Vell, I'Il tell you what we
have in mnd, and that is what the rule currently
allows, and that is again conpany owned, franchi see
owned, or both. So | don't think that that's going to
change. It's a question of the | anguage to get there.
But let's nove on. The comments that you' ve given are
very hel pf ul

The second part is provided that the
franchi sor has a reasonabl e basis for the infornation.

Any probl ens or suggestions with that part?

Howar d.

MR BUNDY: | would ride on Gary's coat
tails for a mnute and suggest that the | anguage be
nodi fied to that we/us syndrome rather than otherw se.
And | think the franchi see needs to be told at that
poi nt that they have a right to that substantiating
i nformation.

MR TOPORCFF: That's comng up

MR BUNDY: Ckay. | mssed it. Sorry.

MR TCOPCROFF.  Any ot her thoughts on that
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speci fic | anguage?

(No audi bl e response.)

MR TOPORCFF: No? W can nove on.

And is able to substantiate the figures it
provi des you.

I's there any concern with the | anguage and
is able to substantiate the figures it provides you?

Howar d.

MR BUNDY: Substitute information for
figures.

MR TOPORCFF: (kay. Now, | have a
guestion on this, and that is: Does the term
substantiate really nean anything to a prospective

franchi see that is picking up a disclosure docunent?

I think we're all confortable with the term
substanti ate because it's a |l egal concept, those who are
famliar with disclosure are famliar with the term but
could there be a better word for substantiate |ike the
franchisor is able to prove its figures or denonstrate
how it derived these figures? 1Is that a difference that
makes a difference, or are we worried about not hing?
Any thoughts on the subject, again the use of the term
substanti at e?

Denni s.

MR WECZOREK: Wrried about not hing.
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MR TCPCORCFF:  Judy.

M. G TTERVAN | like substantiate better
than prove. Any tine you get into prove, you're
asking for trouble I think

MR TOPORCFF: So just as a general point
is there any problemw th the word substanti ate?

MR TCOPCROFF. Gary Duvall.

MR DWALL: Actually it just occurred to
nme that if the FTC adopts the UFQC guidelines, this
isn't entirely consistent.

MR TOPORCFF: That's a conpl etely separate
i ssue, because this nmay be an itemwhere there's not
going to be uniformty. |If the --

MR DWALL: Actually let me preface ny
remarks differently then, because | |ike the UFQC
guidelines inthis regard. | think that the FTC
shoul d consi der adding a statenent here that is

consistent with those. And the UFCC gui del i nes
require that a franchisor states its nmateri al
assunptions for any earnings claim So | think that
should be in here as well. That is separate from
substanti at e.

MR TOPORCFF: That is a separate area. O
course if a franchisor puts in an earnings claim they

have to be able to substantiate it. It has to have a
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reasonabl e basis. There have to be the assunptions or
a basis for which the clains are nmade. Those parts
are not going to change.

MR DWALL: But you've listed two of those
parts here and dropped the third one. There are
three parts to what a franchisor has to do. This
clause lists two of the three, and | think the third
shoul d be listed as well.

MR TOPORCFF: (kay. Any other comrents on
t he | anguage so far?

(No audi bl e response.)

MR TCOPCRCFF.  Mving on. |f a franchisor
chooses to supply this type of information, it nust
do so here in Item19 of its disclosure docunent.

Let ne give sonme background on this. This
is to address a concern that David Kauf mann and ot hers
raised in New York. If you don't refer to the Item
19 itself, it could inply that franchisors could nmake
earnings clains in sone other way outside of the text
of the disclosures, which is obviously wong.

So there needs to be sone kind of |anguage
that makes it very clear that if a franchisor is going
to have disclosures, that they need to be in this item
in the disclosure docunent. So that's what this

| anguage i s seeking to address.
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Any comments on this particul ar | anguage,
again if a franchi sor chooses to supply this type of
information, he nmust do so here in Item19 of this
di scl osure docunent ?

(No audi bl e response.)

MR TCOPCRCFF: None? kay. Move on

MR BUNDY: The same grammati cal changes.

MR TOPORCFF: Fine. Let's just take it as
a given that the grammatical changes are noted for the
record, and we'll address those.

Denni s.

MR WECZOREK: Let nme ask a rel ated
question. Is this a -- is this |language used |ike the
cover -- the FTC cover page | anguage? Is this a
statenment by the FTC, or is this a statenent by the
franchi sor?

MR TOPORCFF: This is a statenment by the
franchisor. This would be a preanble that would be in
all Item19 discl osures.

MR WECZOREK: Ckay.

MR TCOPORCFF. The next part do not rely on
any representation about sales, incone, or profits
unl ess the franchisor: (1) sets forth financia
information below -- now, let's not get into the sane

i ssue that we tal ked about before of sales, incone,
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or profit. W could change that to be consistent.

Assuming it's consistent with what we've
descri bed before, again the basic concept, do not rely
on any representation about earnings information, cal
it what you will, unless the franchisor: (1) sets
forth financial information bel ow

I's there any concern on that |anguage?
Again it's basically follow ng the sentence that
i mredi atel y cane before enphasizing again that the
earnings informati on needs to be set out in the text

of the disclosure?

Gary Duval | .
MR DWALL: | think that sentence is
redundant and can be elimnated. | think it's covered

conpletely in the prior two sentences, if they're
properly drafted.

MR TCOPCROFF.  What about the notion that
we want to get across the concept that a franchi see
shoul d not -- prospective franchi see should not rely
on information that is not set forth in the disclosure
docurnent ?

MR DWALL: That's covered in the precedi ng
sentence beginning with if a franchi sor chooses to
supply this type of infornmation

MR TCPORCFF: Well, | think there's a
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di fference between if a franchisor chooses to, it has
to beinlitem19, and don't rely. (ne is a statenent
of the law The other is a warning.

MR DWALL: | agree, but | think that you
coul d conbi ne those two sentences into one though. In
ot her words, the preceding sentence could begin with
-- could be turned around and begin with do not rely
on this type of information and continue on to say
unless it is set forth in Item19 of this disclosure
docunent .

MR TOPORCFF: (ood point. Ckay.

Anybody el se on this point?

MR CASILLAS. Steve, | was going to say
that the potential word shoul d be added here.

MR TCPCRCFF.  Meaning? |'msorry.

MR CASILLAS.: Do not rely on any
representations about potential sales, incone --

MR TCOPCROFF.  Sure. (kay.

Now | have a questi on.

M5. KEZIGS: Actual or potential sales?

MR TCOPCROFF:. Actual or potential.

Now | have a question. The use of the word
rely, does that open up a door that could cut against
franchi sees? If we use the termdon't rely on this,

does that basically arma franchi sor down the road
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w th a defense?

V¢ told you the Federal Trade Comm ssion
told us that we had to tell you not to rely on
unaut hori zed -- or statenents nade outside of the
di scl osure docunent. Wuld that switch the burden so
to speak, or would franchisees ultimately be put in a
di sadvant aged position? On one hand it's a warning,
but it really cuts -- potentially cuts agai nst
franchisees in the long term

| think that this is a problem Wat's on
the table right nowis: |Is there a fix? |Is there
anot her verb other than rely -- because | think rely
is aloaded term is there another verb or other way
to phrase this that we get the sane nessage across but
not di sadvant age franchi sees?

Howar d Bundy.

MR BUNDY: The solution is real sinple.
You shoul d di sregard.

M5. KEZI G5 Yes.

MR BUNDY: Any tinme you put a word |ike
rely inthere -- and |I've been sitting here puzzling
over it until you phrased the question, and then al
of the sudden | cane up with the obviously perfect
solution. It's late in the day, Quys.

MR DWALL: The ever hunbl e Howard.
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MR BUNDY: But the word rely, A it
doesn't mean the sane thing to a prospective
franchi see or ny stepkids that it does to nme. They
see it as being -- I"'msorry.

MR TCOPCROFF.  The record will reflect that
Howar d Bundy i s now | aughi ng.

MR BUNDY: The record will not reflect
what caused ne to.

MR WECZOREK: It says hunbl e Howard
Bundy.

MR TCOPCROFF.  Howard was tal ki ng about .

MR BUNDY: | lost ny train of thought.

MR TCOPORCFF: | think we got the nmessage

The last part of the itemis -- well, we
have to backtrack a little -- you should disregard
unl ess the franchi sor sets up financial information
bel ow, and granted we mght collapse this with the
sentence before, but also offers to make witten
substantiation avail able to you.

Is there a problemor any suggestions with
the sentence offers to make witten substantiation
avai | abl e to you?

(No audi bl e response.)

MR TCPCRCFF:  None. (oi ng on.

Now, assum ng that the discl osure docunent,
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the Item 19, has that general preanble in there, now
there are two possibilities that follow The
franchi sor nmakes earni ngs disclosures, or they don't.

On the assunption that they nake earnings
di scl osures, we suggest the foll ow ng based upon the
instructions to the current Item19, and that is we
have el ected to provide you with the follow ng
earni ngs i nformation.

And agai n earnings infornation we coul d
tinker with. Witten substantiation of the data
used in preparing this earnings information will be
nmade avail abl e to you upon reasonabl e request.

Any problemw th that? And then obviously

what would followis the actual text of any earnings

di scl osure -- any earnings claim

Howar d Bundy.

MR BUNDY: You got ahead of ne because
wasn't ready to | eave the | ast paragraph. My I

go back and revisit sonmething that | think we should

consi der ?

MR TOPCRCFF.  Yes, you nay.

MR BUNDY: And the reason | think it
should go in the prior paragraph is that it would

require all franchisors to state that preanble.

And | think it needs to say sonething to the effect of
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if you receive financial performance information, so
that we understand what |'mtal ki ng about, that is not
contained in or consistent with this requirenent, you
should call A or B w th phone nunbers.

MR TCOPCROFF. W're getting there. W're
getting there.

MR BUNDY: AmI| mssing a page?

MR TCOPCRCFF:. It's in the next one.

So obviously if --

M. KEZICS: It's on the next page at the
bot t om

MR TCOPCROFF. At the bottom of the next
page.

So if you are going to nake the earnings
claim you set it forth at that point. Ckay?

Howar d, you | ook troubl ed.

MR BUNDY: | still amtroubl ed because the
stuff on the next page only applies if you' re doi ng
the negative disclosure. |I'mconcerned that it shoul d
apply equally to all disclosures, not just the
negative, because what | see -- just to give you an
exanple to get us all on the same page, a negative
di scl osure or a proper earnings claimin the docunent
buri ed on page 33 juxtaposed against a five col or

separation gl ossy brochure that has nmuch nore exciting
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earnings clains init, and in that situation | think
we need to tell that franchi see here are sonme nunbers
you should call if that happened.

MR TOPORCFF: (kay. Gary Duvall.

MR DWALL: | think the place to tell them
that is right up front; don't you, like right in the
FTC cover page rather than buried in Item 19?

MR BUDY: No. No, | likeltem19. |It's
already in the FTC cover page.

MR TCPCORCFF: dven Howard's concerns
t hat perhaps there should be that additional
di scl osure for all franchisors up front, let's still
| ook at this particular |anguage, again if the
franchi sor makes earnings di sclosures, should it say
we have elected to provide you with the follow ng
earnings information. Witten substantiation of the
data used in preparing this earnings information will
be nade avail able to you upon reasonabl e request.

Denni s.

MR WECZOREK: Just a quick comment. The
substantiation stuff is starting to repeat itself too
many tines, so either the substantiation | anguage
shoul d be edited out of the prior paragraph or -- if
the idea here is to be quick, to the point, punchy,

let's clean up sonme of that, because there is no
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reason to say we will substantiate, we w |l
substantiate, we will substantiate.

MR TCOPCRCOFF: kay. Mving on. |If the
franchi sor does not nmake earni ngs disclosures, then we
have the followi ng. The first sentence, this
franchi sor chooses not to make any representations
about sales, inconme, or profits. And let's take for
argunent sake that we'll revise the | anguage so it
wll be consistent with what we said before. W also
do not authorize our representatives to make any such
representations either orally or in witing.

Are there any probl ens, suggestions,
concerns about that |anguage?

Martin Cordell.

MR CCRDELL: | have one comment. |
believe it was Brett Lowell who nmade a proposal adding
alittle bit stronger |anguage, cautionary |anguage
regardi ng franchi sors who did not nmake earni ngs
clains. And | don't have that |anguage with ne now,
but I will certainly get a copy of it and forward it
on to you.

But basically the point is what it does say
is that -- it warns franchi sees that the fact that the
franchi sor is not nmaking earnings clains, that perhaps

there is some deficiency or sone weakness in the
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franchi se programthat shoul d caution franchi sees to
ei ther make further inquiries or perhaps stay away.

MR TCOPCROFF:.  Second sentence reads if any of
our representatives nmakes such earnings representations
to you, please notify us by contacting, and then
obvi ously the nanme and the address of the person to be
notified.

Are there any concerns, suggestions about
t hat ?

(No audi bl e response.)

MR TCPORCFF:  None

The second step is you should also notify

the Federal Trade Conmm ssion and appropriate State

authorities.

Howar d Bundy.

MR BUNDY: Addresses and tel ephone
nunbers. Essenti al.

MR TCOPCROFF.  The problemw th that, with
addresses and tel ephone nunbers of the Federal Trade
Comm ssion and State authorities -- well, now that |
saidit, | realize it mght not be a probl em

M/ initial concern was if we put in a
speci fic tel ephone nunber, for exanple, for the

Federal Trade Comm ssion, that nunber nmay change over

tinme. And we would have to go through a whol e
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rul emaki ng process to update that. It seens
ridiculous. On the other hand, we could just
put in current address, telephone nunber, whatever
cl ose paren, and that m ght work.

MR BUNDY: As published in the CCH
Busi ness Franchi se Qui de.

MR TOPCRCFF:  Denni s.

MR WECZOREK: | think that's silly. The
phone nunbers wi |l change. |If someone | ooks in the
phone book under Federal Trade Commssion -- it may be
preferable for a franchisee in Seattle to call a
regional office. | don't knowthat there is any
reason for themto call Washi ngton.

And the State list is already in an
exhibit, and the Federal Trade Conm ssion address is
on the cover of the docunent anyway. | mean, | don't
have any problemw th Howard's concept, but you're
creating a logistical problemthat | think can be
avoi ded.

MR TOPORCFF: (kay. This is very hel pful.
One ot her concern that | had -- well, one other
proposal was if you | ook on page two, proposal two, and
"Il read it, this was submtted part -- it's been
edited, but the concept was submtted by Mark Forseth,
FORSETH Againit was edited a lit, but let ne
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just go through it, and you can of fer whatever
comrents you have on this particul ar proposal.

Thi s franchi sor does not nake any
representations concerning the financial perfornmance
of its conpany-owned or franchised outlets. W also
do not authorize our enpl oyees or representatives to
make any financial performance information to
prospective franchi sees either orally or in witing.
If you receive any financial performance informnation,
you should report it to the franchi sors's nanagenent,
t he Federal Trade Comm ssion, and the applicable
State agencies listed in Exhibit, blank, attached to
this offering circular.

As a general proposition, is this |anguage
better? Wrse? Sonething that we shoul d | ook at?
Any particul ar conment ?

MR JEFFERS. | actually prefer it sinply
because | believe that it's nore neutral inits
openi ng wording. To say that this franchi sor does not
make any representations to ne is a nore neutra
statenment than to say this franchi sor chooses, you
know, not to nmake any representations.

And by using the wording this franchisor
chooses, it's inplying that there were certain options

on the table. They had to consider which one was the
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| east damagi ng and so forth.

And the second statenent sinply says this
franchi sor does not nake any representations, and
that's a statenment of fact. And based on that, the
prospective franchi see can make his judgment from
there on. And all of the rest of the information
there is essentially the same as in proposal one.

So if there were a choice, ny preference
just for that reason woul d be proposal two.

MR TCOPCROFF. Gary Duvall.

MR DWALL: | think proposal two is

superior in every respect fromproposal one in all the

changes. | agree | would like to elimnate the word
chooses. | think financial perfornmance information is
nore accurate than sales, incone, or profit as to what
the rule requires. And | like referring to the
exhibit for the applicable State agenci es.

MR TOPCRCFF: Howard Bundy.

MR BUNDY: | like the word chooses.

MR TOPCRCFF: Martin Cordell

MR OCRDELL: Well, | would concur with
sone of the wordi ng changes suggested by Jeff and

Gary, but | do think in terns of readability that
proposal one, just the format, is nmuch nore readabl e.

MR TOPORCFF: (kay. Let nme address the
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i ssue of the word chooses. That was very intentional
here for a reason

A early under the rule the franchi sor may
or may not nake earnings representations. | don't
think that there's any debate about that. But in many
respects part of the reason for having these preanbl es
and disclosures is to put sonme pressure, if you wll,
or to let market forces work to encourage franchisors
to nake earnings informati on avail able voluntarily.

If it's neutral, | don't think it gets
across that nmessage. |f the nmessage however is one of
choi ce, then prospective franchi sees arguably could go
to the franchi sor and say, hey, you know, we woul d
really like this kind of information.

The franchisor may still say no, and
perhaps there are very legitimte reasons. But again
usi ng a market approach, if we want franchisors to
consider the effect of its choice, then it seens to nme
at |east as a proposal that franchi sees shoul d at
| east know that in fact it is a choice.

M. Jeffers.

MR JEFFERS. Well, philosophically | don't
think the FTC shoul d essentially be involved nowin
trying to force franchisors to do exactly what

essentially the FTC was charted to regul ate agai nst
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sone 19 years ago when the rule was taken into effect.

This is the one area that is the nost
consi stent problemin franchises and nmarketing and
abuses. It isthis area. | nean, it is the one area
where we said, well, if the franchisor says no to the
earni ngs request, the franchi sees coul d cone back and
say but we want that.

But they do that now anyway. | nean,
franchi sees want this information. And the reason why
I think it makes sense for the FTC to use neutra
| anguage i s sinply because one of the reasons that
franchi sors are concerned about this is that | know
franchisees will use any information that they can
receive as a yard stick to neasure their perfornmance
down the road no matter how guarded and how nuch you
qualify it.

And if there is nore than just enough
encour agenment by any ot her agencies, then they' ||l now
have a field day because they'l| alnost be able to
elicit the FTC as a friend of the court in terns of
sayi ng the franchi sor gave ne this earnings claim
information, and ny store didn't live up to those
nunbers, and as a result I now want to hold them
account abl e.

And that's the real reason why franchi sors
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are reluctant to give the information, because of the
potential legal liability, and not because they have a
problemw th franchi sees being able to do a pro fornma.

So | still feel that the FTC doesn't need
to go further and say we want to nmake sure that it's
not an easy choice, that we want to nake it clear that
they' re choosing not to, and we want to force themto
do that.

There's a |l ot of pressure already. And
when we're finishing addressing this, | want to
address that as a separate point. But | just think at
this point the FTCis well served to be neutral
because the ramfications of these changes wll be
significant, even wi thout using the | anguage the
franchi sor chooses.

And | think that woul d be adequate to get
the information that you want out there and at the
sane time without naking it a problemfor those
franchi sors who in good faith decide not to get
i nvol ved with this because they' re naking al so a
busi ness judgnent that they don't want the potenti al
liability.

And frankly there are a | ot of franchi sees
out there who would | ove to have informati on now which

they will discount, and say don't worry | know there
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is no basis for this. | knowthat | can't rely on it
and all of that. They'll acknow edge all of the
saf eguards that we're tal king about until they open
their store, and it doesn't neet those projections.

And then in that case they want to go
back and call out every one of those sane itens of
information to use against the franchisor. And I'min
the mddle of that all the time.

So it's one of the nost inportant areas
that | wanted to conment on because I'mdealing with
franchi sees every single day who want that
information. Al I'msaying is fine. | think that
this is a very positive step

But you don't have to go so far as to make
it really alnost a badge of guilt for those
franchi sors who nmay deci de for good reasons of
j udgnent, and they nay be so advised by their
attorneys or counsel, that it's still not the best
i dea because of the potential liability.

MR TCOPCROFF. W're going to hear from
Judy and then Susan, and then we need to nove on.

M5. GTTERVAN | don't think you need to
have the wordi ng chooses as stated in this first
proposal because you have that in your first page

in the preanble that you say is going to -- all the
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franchisors are going to have. It already says if a
franchi sor chooses to supply this type of information,
it nmust do so here.

And the other thing | |ike better about the
second proposal is that it refers to applicable State
agencies listed in the exhibit; whereas, it would be
very anbi guous and confusing fromthe first one as
to who the appropriate State authorities are.

MR TCOPCROFF:. el taken.

Susan.

M. KEZIGS: | |ike the choose because it
is a voluntary disclosure. Wat has gotten
franchi sors and sone franchisees in trouble in the
past has been the fact during the sales process -- not
during your sales process but during the sales
process, nmany franchi se sales people will say we're
prohibited by law fromgiving you this infornation
when in fact that is untrue. They have chosen not to
volunteer the information. So it shoul d be discl osed.
That's full and conpl ete disclosure. W' ve chosen not
to give this information for whatever reason.

MR TOPORCFF: (kay. W're going to nove
on, but before we do | just want to ask the
st enogr apher, do you need a break?

THE COURT REPORTER Let's nove on.
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MR TOPCRCFF: We're going to nove on.

Again one of the itens that we're
considering is revising the Franchise Rule to be nore
inline or to be nodel ed after the UFOC. That does
not necessarily nean accepting the UFQC verbati m
It means looking at it critically and seeing if there
are areas that could be inproved |ike we did before.

Cne major item-- we touched on sone
aspects of Item20, but there are nmany others that
rai se issues for us. (ne second.

(D scussion off the record.)

MR TOPCRCFF: Before we go on though --
M. Jeffers.

MR JEFFERS. Just a question. Let's
assune that those changes we're tal king about do take
pl ace, what woul d be your ballpark estinmate of when
infact -- with all of the processes that have to take
pl ace, when in fact this would be part of the ongoi ng
-- would be in fact effective?

MR TCOPORCFF. That's sonewhat Susan's
prelimnary question early this norning. | really
can't hazard a guess. To nake a long story short,
we go back to the Coonmssion. W nake recomrendati ons
to the Coom ssion. The Conm ssion considers it.

The next stage woul d be the publication of
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a proposed rule. And possibly along with that
proposed revised interpretive guides. And that is a
| ong process.

And so | cannot hazard a guess really when
this -- at the end of the day when this will all be
wapped up, and we'll have an enforceabl e new rul e.

M. KEZICS: Ve were placing bets at |unch
on when it mght happen.

MR TCOPCRCOFF.  Well, | have no opinion on
t hat .

Now, noving along, on Item20 there's a
prelimnary matter that Myra and | want to resol ve
because this is not clear to us, and that is Item 20
tal ks about the disclosure of outlets. Does it
literally nmean the disclosure of outlets, or are we
tal ki ng about the disclosure of franchi sees?

Let ne give you an exanple. It could very
wel | be that one franchi see or a group of franchisees,
a handful of franchisees, own 100 outlets. If what
you have to disclose is literally outlets in a state,
it could very well be that you disclose the 100
different |locations, but in terns of franchisees it
boils down to let's say four or five in sone
I nst ances.

So if a prospective franchi see wants to
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talk to existing franchi sees, 100 outlets doesn't
necessarily give thema lot to go on if the way the
UFCC is interpreted literally neans outlets.

So this is by way of clarification. To
t hose peopl e who draft UFQCs for Item 20, does it
literally mean outlets, or are we tal ki ng about
franchi sees?

Denni s Weczor ek.

MR WECZOREK: It absol utely nmeans
outlets, and it was intentionally drafted to nmean
outl ets because the issue arose prinarily from
franchi see turnover. And if a franchisor could state
inltem20 that it had one turnover event of one
franchi see who happened to control 100 outlets, that
woul d not be an appropriate discl osure.

So the focus was on outlets -- the focus

was on listing those outlets and listing the owner of

those outlets. That could be one franchi see that owns

100 outlets, but, nevertheless, the -- this was
extensi vely di scussed at new UFCC drafting tinme, and
the cl ear decision by the NASAA coomttee and
supported by the advisory commttee was the focus
on outlets.

MR TOPORCFF: (kay. Howard.

MR BUNDY: It nay be the only tinme | ever
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get to say it, but Dennis is absolutely right.

Now, what mtigates your concern | believe
is in nost cases where there is one franchi see who
controls 100 outlets, you will see the same nane
sprinkl ed throughout the listing, particularly if
t hey' re geographi cal |y conti guous.

If they're spread out all over the country,
it sometimes does break it up. But nornally when
you' re |l ooking through a circular, you will see the
sane nanme junp out at you time and tine again.

MR TCOPCROFF:  Ckay.

M5. HOMRD. | just have a question.
Dennis, you said it was based on the fact that what
the goal was was to ook at turnover. So does that
nean that Item 20b that just asks for names and
addresses, is that addressed -- | nean, is turnover
the concern there, or is that Item 20b?

MR DWALL: Wthout |ooking at your paper.

MR WECZOREK: Item 20b was -- you can
read it several ways, but | think the way it has been
read and the way that good practice would dictate is
that you list all of the outlets, and you list the
owner. It nay be the sanme owner repeatedly.

And the same would go for closures also or

turnover. And that would be if that franchi see who
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had 100 outlets closed 50 of them that |ist would
show 50 outl et addresses and 50 of the sane nane of
cl osed outl ets.

M5. HOMRD. VWeéll, here's why | ask
because -- Steve touched on this already. If in ltem

20b the goal is to give prospective franchisees a |ist

of people that they can contact to get information from

and the rule is, you know, you have to list all of them

in the state, and then if it's not 100, you have to
start listing themfromsurrounding states, if we are
just talking outlets, you could have, you know,

conceivably in the state one franchi see who owns 150

outlets, and that's it, so when you're trying to contact

franchi sees to get infornation, you in fact have one
person to contact?

MR WECZOREK: To respond, that's
absolutely right. | would say that nost franchisors
as a matter of practice -- it's too nuch of a painin
the neck to subdivide the country into many circul ars,
so nost franchisors will do a national list. It's
sinple. It's easy. Their lawers don't get crazy
w th them

There are sone, however, very |arge
conpani es because they have so many and because

they' re concerned about conpetitive infornmation
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floating around, they will divide it into regions, and
they'Il do it regionally. But that's fairly rare.
That's is very, very much in the mnority. Al nost al
the lists are national

M5. HOMRD: So this is really nore a
theoretical problemthan a real problen?

MR WECZOREK Yes. And what is
interesting about it is keepin mnd that if a
franchi sor chooses to list the 100 in the state, for
exanple, | believe, and I'mconfirmng that in the
UFQC, that the list of closed outlets has to be
nati onal .

So, | nean, it would be sort of a narketing
negative to sit there and put 100 in the state, and
t hen have 300 that closed across the United States
| ast year. So that's another reason why franchisors
tend to use national data, because it shows a thriving
heal t hy system g and it doesn't show a di saster
because there are so many cl osed outlets but --

M5. HOMRD: Howar d.

MR BUNDY: | would submt that the current
| anguage in the rule and the problem-- the hypotheti cal
or theoretical problemthat you perceived is nore of a
factor of the fact that in 1978 we really didn't have a

good conputerized word processing systemthat could spit
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this out in an instance.

Today it is nuch easier to give all of that
than part in alnost all cases. So | think it would be
very easy to close the gap by just saying that you
will provide alist of all, at least in the United
St at es.

M5. HOMRD. Ckay. That was going to be ny
next question. 1s there a problemw th that?

MR BUNDY: In practice we do it anyway.
Way not just do it.

M5. HOMRD. Denni s.

MR WECZOREK: Well, I'mnot standi ng up
for any particul ar conpany, but NASAA deci ded t hat
there was a reason for allow ng segnented discl osure.
And | don't see that there is any conpelling reason to
put in a national |ist.

There are sone conpanies that don't do it
because they view the UFOC as an institutionalized
| eakage of information that they rather people don't
have. And that -- frankly UFQOCs are great sources of
information for the conpetition.

So their intention is that -- give you an
exanple. In the real estate business, real estate
brokers are constantly being harassed, |['Il use the

word in quotes, by other franchisors to switch. So
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you'll have a Century 21 being tal ked to by Renax and
by others, and they really don't |ike to have a broad
national |ist used because of that conpetitive issue.
And | don't see any conpel ling reason -- Howard may
disagree -- to require national information

M5. HOMRD. Ckay. Moving on.

MR TCOPCROFF:.  In New York we discussed how
Item 20 mght be revised to get around the double
accounting issue. By that | mean, if you' re not
famliar with it, the concern is when you tal k about
failure rates, in sone instances a single event may
have to be reported twice, and | think that that
creates sone difficulty because it mght inflate the
nunber of termnating events, and also it really
doesn't tell us nmuch about individual franchisees and
their particul ar concerns.

So, for exanple, if we get back to one
franchi sor owning 100 outlets, if 100 outlets have to
be nunbered and put in as termnating events, in fact
that coul d be one franchi see who decided to retire and
get out and closed up shop, so it really may be
m sl eadi ng and i naccur at e.

A suggestion that was given to us is to
create a hierarchy where there would be a |ist of

events, and you go down the list, and whi chever one

For The Record, Inc.
\Val dorf, Maryl and
(301) 870- 8025



© 00 N o o A~ w NP

N RN NN NN R R R R R R R R R
g B W N P O © © N O OO M W N B O

217
hits first, that's how you count it. And, therefore,
each and every outlet woul d be counted for once.

When we got back to the office and tried to
do that, create a hierarchy, it didn't exactly work
out well because we realized right fromthe begi nning
that we're really tal king about two conpletely
different concepts. There is what happens to the
franchi sees and what happens to the franchi sed

outlets, and they are not the sane.

Again, a single franchisee can go out of
busi ness, retire, and go hone, and that m ght reflect
many nore termnations in the actual disclosure
docunent .

So we thought that perhaps a way to fix
Item 20, this double accounting issue, is toreally
split it into two, talk about franchisee statistics

and then tal k about franchi sed outlets statistics.
And the proposal that we're comng up with

which will be on the table after | describe it, is to

say okay -- and it's the handout that you have -- it's
to say okay, for a period of three years -- now, for
argunent’'s sake let's just use one year for clarity,

but it would be for three years.
At the beginning of the fiscal year I|ist

how many -- by nunber, not by nane -- how many
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franchi sees you have. So let's say it's 100. And
then at the end of that fiscal year, tell us what
happened to these folks: Are they in business, in
t he sane kind of business; were they term nated;
cancel | ed; whatever the factors mght be. Gkay. So
that gives us a snapshot for that cal endar year -- or
the fiscal year what happened to those franchi sees.

Sanme thing for the franchised outl ets.

Tell us at the beginning of the year how nany
franchised outlets there were and at the end of the
fiscal year what happened to those outlets. How nany
of themmay have gone out of business, stayed the
sanme, or whatever.

(n the proposition, should we separate what
happens to franchi sees fromwhat happens to the actua
outlets? |Is that concept a good one? Now, putting
aside uniformty w th NASAA because that w |l always
be an issue. But on the issue strictly of should we
divide Item 20 into franchi see infornation and outl et
information, is that a good idea, bad idea, or what?

Denni s Weczor ek.

MR WECZCREK: | think it's a bad idea.
It's a bad idea for | think nostly clarity reasons. A
franchi see drafting -- I'msorry, excuse ne. A

franchi see readi ng the docunent is not going to be --
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is not going to be able to perceive the difference
bet ween those two sets of events and is al so not
going to really distinguish in his or her mnd which
event is sonething he should focus on or not focus on.

And there's a franchisor difficulty here
also, and that is there are |lots of franchi sees out
there that are, let's say, partnerships where a
franchisee is M. X and M. Y as to outlet No. 1, and
as tooutlet No. 2, it's M. Y and Ms. Z

And if there's a change in one of those, is
that a di mnishing nunber of franchisees? 1s the
corporation the franchisee? 1s the principle ower of
t he corporation the franchi see?

| think it's a big mstake to tal k about
franchi see turnover because franchisee is a very
undefined, indefinable termfroman entity standpoi nt
and from an ownershi p st andpoint.

So | don't see any benefit to the
franchi see because the franchi see shoul d be concerned
about the | ocations, the franchi ses, how nany have
changed hands, how many have cl osed, how nmany new ones
are there.

I don't think a franchi see should have a
whol e 1 ot of concern about whether a franchisee

changed over or turned over or ownership -- majority
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owner ship noved, et cetera. And | think it leads to
unnecessary conplications and difficulty with very
little disclosure benefit.

MR TOPCRCFF: Howard Bundy.

MR BUNDY: | think |I respectfully disagree
with ny colleague to the left here. He's usually on
the right. Franchisors -- all of us who wite
franchi se agreenents and circul ars spend usual |y

about pages 16 and 17 defining what these various --

how t hese various entities wll be affected and how
they will be defined within the contract. It usually
says that any change of nore than najority ownership

in any entity is a change in the franchi see and
requi res franchi sor approval.

| woul d suggest that we coul d i npose the
franchi sors own definitions on the franchi sor and, you
know, require themto live with that definition in
terns of |tem 20.

I think it would be useful to a prospective
franchi see and particularly to that prospective
franchi see who does have the foresight to consult
counsel because then counsel can get a better
under standi ng, even if the franchi see can't understand
it, of the dynamcs of the systemand the probability

of survival in the system
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Ei ther neasure w thout the other can be
i nherently deceptive because it can either |ook Iike
you have a bigger turnover than you have or a | ess
turnover than you have. And it's very, very hard to
track that.

I have been in situations where we have
tried desperately even with the benefit of hindsight
and di scovery to track it. And even with a
cooperative -- nore or |ess cooperative franchisor's
help, it's very difficult to track it because of this
very phenonenon that you're talking about.

Nobody real |y knows who their franchisor
is, but every franchisor on page 16 or 17 has defined
what an entity and under what circunstances it will
be deened to have changed hands. Live with it.

MR TCOPCROFF. Gary Duvall.

MR DWALL: | think it's unwi se to ask
franchisors to disclose this |level of detail about
franchi see and outlet information. There's a tradeoff
here between two things that the FTCis trying to
acconplish. And one is a plain, sinple disclosure
docunent. One that is readable and that franchi sees
actual |y do read.

And | think that franchi see representatives

shoul d thi nk about how |l ong this docunment and how
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conplex it is and it's becone. This is deceptively --
this proposal is deceptively simlar -- or deceptively
si npl e because the proposal is to disclose this on
a state-by-state basis | believe -- is that correct?

MR TOPORCFF:  Yes.

MR DWALL: -- as the existing UFCC i s,
and so it cannot be put in this linear format that we
see in front of us.

Rat her there woul d have to be a chart which
di vi des each of these seven itens, and |I'm| ooking at
seven itens per outlet, into 50 subitens, 50
subcat egori es.

The chart as it is now does that by having
three nunbers in each box in the chart wth sl ashes
dividing the nunbers. 1've been told by franchisors
and franchisees that it's virtually inpossible to
understand that on first glance, that they require
a lawer or a translator to understand it, and this
would nmake it twice as bad as it is now, tw ce as
| ong, twi ce as conpli cat ed.

If you |l ook at the -- your proposal on the
outlet turnover, | think that's a really good
proposal. And | also note in response to Howard
Bundy' s comrent that Item 1 does disclose to

prospective franchi sees transfers of ownershi ps.
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There are seven itens here. They overlap a
great deal with the proposal for franchisee status.

G the two, the one the franchi sees shoul d be nost
interested inis outlet turnover for all the reasons
that Dennis nmentioned. It's the key information.

And so in terns of tradeoff between
conpl exity and what coul d beconme a full enploynment act
for franchise | awers and getting the necessary
information to franchisees, | think just staying
with the outlet turnover proposal is the way.

MR TCPCRCFF:  Judy.

M5. GTTERMAN | think that there is one
problemthat would result if you continue to only
di scl ose outlets, and that invol ves seasonal type of
franchi sees. There are sone franchi se agreenents
where the franchisor allows the franchi see to open
units on a seasonal basis, for instance, a rent a
car type of situation during the nore heavily travel ed
nont hs.

And in that situation a franchi see can open
and close units within the course of a year. And if
each one of those is reflected as a closing, it
m sl eads someone reading this disclosure into thinking
that there's a large nunber of failures.

I"'mnot really sure howto deal with the
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problem but | think if you only disclose outlets,
that is a problem

MR TCOPCROFF:.  Denni s.

MR WECZOREK: Let me just add to what |
said earlier, and that is that your proposal is -- has
short falls also in that if you focus on outl et
turnover, there -- | just nentioned this to Howard,
there is nothing in here about termnations,
non-renewal s, closed for other reasons. So you've got
to multiply these categories even further, and there
is quite a bit of redundancy in the outlet turnover
chart anyway.

And in the franchi see turnover category,
we' re tal king about franchi sees being termnated, and
that's really into accurate because outlets are
term nated, franchise agreenents are termnated. And
I think that data is al so not necessarily clear or
appropriate for the --

MR TOPORCFF: Dennis, let nme ask you a
guestion. If you have a franchi see that owns ten
outlets, do you nean to tell me that a franchisor
mght termnate five of them but the franchi see
continues to operate the other five?

MR WECZOREK:  Absol utely.

MR JEFFERS. It does happen.
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MR WECZOREK: It happens all the tine.

MR JEFFERS. It could be for failure to
nmeet devel opnent schedules, failure to maintain
exclusive territories, if there are |ocati ons where
t he revenues were such that the franchi see wanted out,
and the franchi sor mght have taken preenptive action
to termnate the agreenent so that they would have
their option in place know ng that the franchi see
was planning to termnate. There are certainly
situations where a franchi see who has multiple units
m ght have sone agreenents termnated without all of
t hem bei ng term nat ed.

MR TCOPCROFF. Ckay. Thanks.

MR WECZOREK: Let ne foll ow up because |
was in the mddle. NASAA is working on this, and
there are proposals that | think you ve seen, Steve,
but | think there are proposals that are being
di scussed now that woul d deal wi th double counting and
sone of the appropriate hierarchical issues.

And | think the direction that at least in
theory NASAA is tal king about is noving sone of the
information into different categories so that the
truly adverse information, termnations, non-renewal s,
abandonnent cl osures are grouped and totalled so

that a prospective franchisee -- again this is only on
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an outlet basis -- the prospective franchi see can see
the truly negative data conbi ned toget her

There woul d be a separate disclosure of
transfers, and there would be an entirely separate
di scl osure of reacquisition of units by the conpany and
operation of those units by the conpany.

And then on the hierarchical issue, I
think -- although it happens to be one that |
proposed, | think that at our |ast neeting, which
there weren't any FTC representatives there, | think
we conferred at the end that it woul d be better to
focus on a chronol ogi cal hierarchy, and that is if a
franchi sor issued a termnation letter and the outl et
then closed a week or two |ater, that you woul d focus
on which event occurred first, so that the termnation
would be -- it would be characterized as a termnation
inthat situation. |If thereis a termnation followed
by a transfer, you would call that a termnation

So we -- | don't think anybody feels
confortable creating a hierarchy of which events are
worse than -- what event is worse than another event.
So | think in the end, one of the theories that is out
there is to ook at a chronological |ine and say
whi chever event started the process woul d be the event

that would be listed. And that would be only one
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event reported for each cl osure, change-over, et
cetera. And that would be one way to handle it.

MR TCOPCROFF. That's interesting. |
hadn' t thought of that, so | appreciate that comrent.

I'"'mgoing to make a comment, and | hope
that it is not taken in a negative way because it's
not intended to. It's nore by way of timng.

Susan asked early in the norning what's the
process here for developing a rule, and | expl ai ned

sone of the concerns and factors that go into it.

At the sane tinme today at nmany different
points it was raised that NASAA is working on a
particul ar proposal. And certainly I aminterested --
I won't speak for the Conmssion, but | aminterested
i n know ng what NASAA has devel oped.

But there's areal timng issue here. |If
peopl e point fingers at the Comm ssion, that we take
too long and we're not noving this, well, | hate to
tell you, NASAA creeps along at a snail's pace as

wel | .
And | think Martin would agree with that,
as woul d anyone who participates in the NASAA
neetings, that very little gets done any particul ar
nmeeting. It goes at a very small pace, which is fine.
But to say that the Federal Trade Comm ssion
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shoul d put things on hold until NASAA devel ops specific
proposals really isn't going to work well. | think a

better approach is the Federal Trade Comm ssion needs to
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cone up with its proposals. Were we can iron them out

wi th NASAA i n advance, fine.

Bear in mnd that there already will be a
noti ce and comment period on the Notice of Proposed
Rul emaki ng, so there will be opportunities, but I
cannot just go to the Comm ssion and say, hands off
until NASAA cones back wi th somet hi ng because t hat
sonet hing coul d be years down the road.

So we need to nove and conme up with
proposals. Were we can iron themout w th NASAA
we intend to do so. But the flip side is also true.
There is nothing wong with NASAA at the end of the
day saying, well, |ook what the Federal Trade
Commi ssion did to update its rule. Perhaps we could
change the UFQC guidelines to match what the FTC has
done.

So | don't want that to be taken in the

wong way, but it gets alittle tiresone after a while

to constantly hear about the Federal Trade Conmm ssion
shoul d coordinate and have better uniformty wth
NASAA. It really is on a timng issue.

If NASAA was on a fast track and had
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proposal s and things were going to be done by next
year, that would be one thing. But, as | understand,
and | participate in these neetings, it generally
doesn't work that way.

What | would like to do, because it would
be hel pful to us is two things. Cne is to discuss
Denni s's proposal that we focus on the chronol ogy of
events. And for purposes of this argunent, we're
going to focus on outlets as opposed to franchi sees.
Wul d that work? Are there potential problens with
that? And | don't want to beat it to death.

The second point is: |If we are going to
devel op a hierarchy of events, can we? And let's put
sone thought into that and figure out what events, if
they occur, are nore inportant than others.

So on Dennis's proposal of when it cones
to outlets, we count once whatever the first inmediate
triggering event is, would that work? Are there any
concer ns?

Howar d.

THE COURT REPCRTER |'msorry, but |I'm
going to need to add paper soon. So when we get to a
good stopping point, | --

MR TCOPCRCFF:  Well, after Howard's

coment s.
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MR BUNDY: If you run out of paper, just
let me know

I love the superficial sinplicity of
Dennis's proposal. | like the fact that we would only
be counting one event, and | like the idea that the
first event to occur is the one that gets counted.

M/ problemis fromrepresenting both sides
in these wonderful situations that you can have at
| east three different kinds of letters go out fromthe
franchisor. You can have the nice, clean letter that
says you are hereby term nated unless you cure this
problemwi thin three days.

You can have the letter that says at the
other extrene that well, we don't -- you're in breach
of the contract, and it's the sanme breach for the
eighteenth tine in the last six nonths, and if you
don't deal with this imediately, we're going to do
sonething. That's alittle harder to pin down as to
what the event was -- what the precipitous event was
t hat caused -- that shoul d be discl osed.

Isit really the franchisee quitting
because that's a precipitous event? There was no
termnation. And in fact there's a practice of sone
franchisors to never termnate a franchi se because

then you don't have to disclose it as a termnation
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So al though on the surface it is nice and |
like it, I think we need to figure out howto -- |
nmean, if we're going to do it, howto characterize
that precipitous event that results in disclosure.

Isit just a letter? Is it the franchisee
responding to just a letter that, you know, accuses
them of breach and quitting. Does that get reported
as a termnation or a quit?

I find it very troubling because of the
multiplicity of ways that you can wite that letter.
And when we wite them-- we all wite themfor -- to
address the specific factual circunstances at that
nonent .

And it may be that you kind of hope that
that franchisee will junp back on the ship, and it may
be that you' re hoping that he or she will be the one
to pull the plug so that it doesn't trigger certain
rights or responsibilities, or that it does trigger
certain rights or responsibilities. So it's not a
cl ear-cut chronol ogi cal sequence of events that you
can identify.

MR TOPORCFF: We're going to take a break.

(Short recess.)

MR TCOPCRCOFF:.  Back on the record.

Al right. This is an area where | just
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don't think that we're going to get anywhere near
consensus today. And to ask people to go through a
nmental exercise in trying to think of hierarchies and
all, I don't knowif that's a real productive use of
our tine. | understand and | appreciate that NASAA is
wor ki ng on the issue.

The nost that | have to offer is, and
this is an issue that people brought to our attention,
that Item 20 needs sonme kind of fix. It's not
sonet hing that the Comm ssion on its own cane up with
based upon
conplaints or cases that we may have brought.

So, again, to the extent that nenbers of
t he franchi se community, both franchisors and
franchi sees, think that there's a problemhere, it
woul d behoove themand it would certainly be useful to

gi ve us sone kind of proposals.

I know many times when | ask for proposals,
very little comes in. | know NASAA has the sane kind
of probl emwhen they address issues. But we are

sonmewhat noving this train along, so I'll just |eave
it at that.

I f peopl e have proposals that they want to
put forth to renedy perceived problens or rea

problens in Item20 as far as doubl e accounti ng goes,
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we woul d appreci ate having their comrents as soon as
possible. In fact the comrent period ends at the end
of the year, so that just |eaves about shy of two
nont hs.

Short of that if proposals don't cone in,
we could do one of two things. W could ignore the
issue all together, and the rule will just not change,
and it will be -- fromthe Federal Trade Comm ssion's
perspective, the rule will be what the rule is now

O we can get proposals again for change.
O in the absence of proposals, Mra and | and ot hers,
like we drafted this proposal here, could put our
heads together and try to cone up w th sonet hing
that's narrow, sinple, easy perhaps to -- for
franchisors to conply with as well as franchi sees to
r ead.

So at this point, I'mbasically putting it
back into all your courts to cone up wth sonething,
or again we'll leave it as is, or Mira and | wll come
up -- and others will come up with sone kind of other
pr oposal .

And again bear in mnd that even if we do
cone up with sone kind of proposal, it is not carved
in stone. It will be put out for comment again.

Perhaps by that time, NASAA will have sone kind of
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proposal. So there is a built-in tine nechani sm here.
So everyone shouldn't fret too nmuch on this particul ar
I ssue.

But we are going to nove on. The |ast
maj or issue that we're going to handle is again gag
orders. W are not going to rehash the nerits of gag
orders. They've been discussed at |length in New YorKk.
And in many of the comments that we've received,
peopl e have brought to our attention that gag orders
are a good idea, bad idea.

What we're going to do is the follow ng:
Basi cal | y answer two questions. ne, how prevalent is
the use of gag orders? And on that one, I'mglad that
Howard Bundy is here, Gary Duvall, Martin Cordell, and
sone others who do work in this area, and they can
share their experiences with us. And then, No. 2,
which Myra is going to | ead the discussion on
possi bl e fixes.

So I'mgoing to start off -- | would |like
to ask Howard Bundy a prelimnary question, and that
is: In your practice generally, how pervasive woul d
you say the use of gag orders by franchisors is?

And let ne just add a caveat there, what we nmean by
gag orders.

W are not tal king about post-settlenent --
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post-litigation settlenments. Those already have to be
disclosed in the UFOC as is. W are also not talking
about agreenents that protect trade secrets or
proprietary information. That's not what we're
addr essi ng.

VW' re addressing somnething very narrow, and
that is contractual provisions in the franchise
agreenent itself or post-signing of the franchise
agreenent sonme kind of contract settlenment, call it
what ever you want, that basically forbids franchisees
fromdi scussing their personal experience wth
prospective franchi sees or anyone el se for that
matter, anyone. It could include the press, it could
i ncl ude the Federal Trade Comm ssion, or others.

So what we're tal king about by gag orders
wll be very, very narrow Sonething that prohibits
agai n existing franchi sees fromdi scussing their
experience. And that is all that we are tal ki ng about
for purposes of this discussion.

Howard, | would be very interested in
knowi ng in your practice how often you come across
this, that prospective -- that franchi sees may have
signed sone kind of order like this that prohibits
t hem from speaki ng about their experience to

prospects or others.
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MR BUNDY: Am | under oath here?
MR TCOPCROFF:  No, you're not under oath
And you coul d pass.
MR BUNDY: | won't duck the question.

It's a good, legitimate question. | don't see very
many of themin ny practice. I'mtrying to think of
how many | have in fact seen to date, but it's -- you

could list themon the fingers of one hand.

The -- what | do understand from attendi ng
the ABA forumand reading the literature is that a
| arge nunber of franchisors are at |east being advised
to include such provisions in their contracts. But
they haven't trickled down to ny desk yet in any
serious nunbers. And frankly the ones that have are
so inartfully drafted that | don't find nyself very

concer ned about themyet.

In concept | do find nyself -- | amvery
concerned about them On the other hand -- let ne
give you the other side of the picture. | represent a
| arge nunber of franchisees. And one of the things I
have to ask nyself and counsel clients about is when
t hat prospective franchisee calls you and asks you a

series of questions, what do you say?
And 1"l tell you what | tell every

prospective franchi see -- every franchi see with whom
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this issue arises, and that is give your name, rank
and serial nunber and refer themback to the
franchi sor for everything el se.

And the reason for that is any information
that you give is given knowingly in connection with an
offer or sale of a franchise. And if you touch it,
you becone a person who offered or sold a franchise
under the Washington Act at | east and under nany of
the other State statutes and becone potentially |iable
for any clains or danages arising out of your
behavi or.

And at the sane tinme you becone a potenti al
target for the franchisor. And |I've only seen one
case where it actually canme up in a defamation claim
if youtell the truth about the -- the truth as you
perceive it about the franchisor. So ny consistent
advi ce is nane, rank, and serial nunber and refer
t hem back to the franchi sor for everything el se.

MR TCOPORCFF:.  Martin, | want to ask you in
your practice, do you cone across franchi sees that may
have signed or are under sone kind of gag order
provi si on?

MR CCRDELL: | can only think of one
instance in which we've run across that. Typically

where we've run into problens are post-litigation
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settlements. So | really haven't perceived that to
be a problemfor us yet.

MR TOPCRCFF:  Anybody have comments on the
preval ence, not the wisdomor the nerits of it, but
just on the preval ence of how often gag orders are
used? Any thoughts?

MR TCOPCROFF. Gary Duvall.

MR DWALL: | object a bit to the termgag
order. | understand what you're referring to, but |
think that whenever two parties have entered into a
contract, particularly one that results in dispute,
it's appropriate to have nutual releases, it's
appropriate to have nmutual covenants not to discl ose
confidential information, and it's occasionally
appropriate to have nutual covenants not to defane one
another or to criticize one another.

That happens in ny practice as frequently in
the franchise context as it does in the non-franchise
context. For exanple, license relationships, enploynent
rel ati onshi ps, any other ongoing relationship that is
ended by a contract, wll have the kinds of provisions
that you' re discussing.

And | don't think they're a matter of
concern. | think they are -- they occur, so they're

-- I"'mnot sure that they occur in the majority --
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it's probably less than the najority of cases that
they occur, and | think they're not a serious concern
for the nunber of reasons that | spoke of.

MR JEFFERS. The only point that | would
add woul d be essentially the point that | nade in ny
series of comments, which was that the net effect of
gag orders as relates to your concern about prospective
franchi sees not getting adequate information because of
them-- and | think that's the main crux of it, because
otherwise | think they're an absolute central part of
doi ng business. But the net effect of that is somewhat
mtigated by the fact that the potential franchi sees who
call or contact existing franchi sees or term nated
franchi sees who are under gag order restrictions wll
find that enough of a red flag, particularly if thereis
nore than one or if the franchisee is very adamant,
because they can inply in their phone that | had a
problem | had a settlenent, but I'mnot at |liberty to
di scuss it because | could violate the agreenent.

They will then go to back the franchisor.
Prospecti ve franchisees will not |let that be the end
of that concern, and they'l|l just accept that and say,
okay, well, thanks for your tine.

They will want the franchi sor to address

what' s been happening with these kinds of situations
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so that there will be an opportunity and really there
wll be a requirenent by the franchisor to adequately
address that concern by the prospective franchisee in
order for himto consummate that sale.

And so | think that in the end sone of the
concern is going to be taken care of by the fact that
t he prospective franchisees will not just accept the
franchisee telling themthere is a gag order in place.
| can't talk to you. And then they go on with
everything else as if it were normal. They will then
go back and want nore expl anati on.

MR TCOPCROFF. Gary Duvall.

MR DWALL: | agree with that. And that
remnded ne. One of the reasons they're not as
preval ent as they mght be is that very reason, that
the franchi sor doesn't want its forner franchi sees
telling prospective franchi sees that they have a gag
order. They can't talKk.

So normal ly franchisors will ask the
franchi sees to agree to sone restrictions on what they
say when there's sonme concern or claimthat the
franchi see has either interfered with contractua
rel ati ons or has defaned the franchisor.

And for that reason -- they're generally

narrowy drafted as well. They usually address an
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exi sting problem The ones |'ve drafted do that, and
the ones |'ve seen do that. They address a particul ar
behavi or on behal f of -- that has occurred with a
former franchi see, and they prohibit that behavior.

MR TCOPCORCFF.  Susan Kezi os.

M5. KEZI G5 The use of gag orders is
al nost 100 percent in sonme franchi se systens,
apparently not in nmany of those that you are dealing
with. They are used prinarily when a franchisee is
out-going and the franchi sor wants to keep that
franchi see quiet, or that franchi see was perhaps
politically incorrect or unpopul ar according to the
franchi sor system

So the use of gag orders, No. 1, circunvent
the FTC Rule and the various State | aws by exactly
what you're tal king about now You call up to the
franchisee, and he says | can't talk to you because

I"munder this gag order.

To a lot of people it's repugnant. It's
denyi ng the franchi see freedomof speech. | nean,
this did actually happen to you. | mean, you were

actual ly a franchi see. Wiether you' re talking
positively or negatively about this system you're
freedom of speech should not be curtail ed, and you

shoul d not be able to not be able to nmake comments.
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And the other thing that | think is a rea
di scl osure issue is the fact that if you | eave the
system-- what's not disclosed when you' re buying a
franchise is the fact that when you | eave the system
you may in fact have to sign a gag order

That's not put -- | have not seen that in
anybody's offering circular, that you may in fact have
to sign sonething like that, so in fact it becones a
di scl osure issue.

MR TCOPCROFF: M. Jeffers.

MR JEFFERS. | woul d nake two comments on
that point, Susan. The first is that to the extent
that you say you mght have to sign a gag order and
therefore it's a disclosure issue, gag orders are not
sort of preforeseen events. They becone part of the
negoti ated settl enment.

And that's -- any commerci al busi ness
transactions with regard to dispute could ultinmately
be subject to -- one of the conditions upon which they
settle is that there's a gag order.

I don't think a franchisor has to be
required up front to say that if I have a problemwth
you ten years fromnow, that there may be a gag order
as part of that settlenent because that in and of

itself is not really fair to the franchisor in the
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sense that he's got to be able to announce ahead of
tinme all of the proposed conditions of the gag order
itself.

The other point is that Susan's position is
very much an advocacy position defendi ng franchi sees.

Vll, the fact is that in nost cases where there is a

gag order situation, that is one of the only concessions

in fact that the franchi sor does have sone ability to
get inreturn for all the other things they're going to
give to the franchisee as part of the settlenent.

Because what happens is that the franchi see
makes a list demands. |If they aren't there, then
there's not going to be a settlenent anyway. But the
franchi see wants this and that, and the franchi sor
generally is in a pressure position to agree to those
t hi ngs.

The only things that he can ask for in
return usually are -- it mght be the termnation
of the agreenent, nmutual rel ease of any further
obligations on the part of either party, and an
agreenent that they' re not going to now go out and use
that infornmation in a negative way to hurt the
franchisor in the future and create nore danages.

So in sonme ways it's in the best interest

of the franchi see to have that option sinply because
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that's the only -- that's one of the few things he can
give up, and it's not a material concession in order
to get the other things that he is getting fromthe
franchi sor when they do settle the dispute.

MR TCOPCROFF. W're going to hear from
Susan and then Martin, and then we're going to nove
on.

So Susan

M5. KEZICS: To respond a little bit to
what Carl said, | findit to be the opposite, that the
franchisor is using that gag rule or confidentiality
cl ause as a hamrer over the franchisee's head. And if
the franchi see wants to get their equity out -- you
know, if they're comng with sone kind of a settlenent
bet ween the franchi sor and the franchi see, in order
for the franchisee to feel like they' re getting their
equity, their investnent out, they are pressured.

They are forced to sign saying that they won't talk
about their experience wth anyone.

So | find it alnost the opposite. A list
of demands is given to the current franchi see. You
want out. W don't want you. You don't want us. You
want out. Press hard. There's three copies. You're
not going to talk about this to anyone.

So in order to get your equity out, you
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have to sign sonething like that. [It's not exactly
t he franchi see --

THE COURT REPORTER |I'msorry. | didn't
hear you.

M5. KEZI 5. A franchisee is not exactly
able to freely negotiate or bargain to get out of the
transacti on.

And there's very -- | can only think of
only one chain out of all the two or three thousand
where franchi sees who left the systemreally wanted to
hurt or defane the franchi sor afterward.

But nost franchi sees when they | eave the
franchi se system they're trying to get out. They're
trying to get anay as fast as they can. And they want
to get on with their |ives.

I find it very unusual that a franchisee is
going to continue to work to try to defame a fornmer
franchi sor after they' re out of the franchise.

MR JEFFERS: You real ly do?

M5. KEZI 5. Yeah. There's only one chain
in particular where these franchi sees have it in
for the franchi sor

MR TCOPCROFF:.  Martin.

MR CCRDELL: Well, | don't have a problem

with orders that prevent franchisees fromdisclosing
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trade secrets and things of that nature. On the other
hand, the policy behind the disclosure docunent is to
provide full and fair disclosure. And to the extent
that gag orders prevent that, froma policy standpoint
| think we really need to take a | ook at that.

MR TOPORCFF: (kay. W're going to nove
on, and that is Mirais going to |l ead a short
di scussion on possible fixes to the problem

So Mira -- now, again we're not talking
about the nerits. W're tal king about potential fixes
for gag orders, confidentiality agreenents, call them
what you want.

M/r a.

M5. HOMRD. |'mjust going to start by
buil ding on what Martin left us with, which is that
t he purpose of the disclosure docunent is disclosure.
And if, for instance, the list of franchisees in Item
20 includes out of the 100 franchi sees 50 that are
under gag orders, for instance, is that an inportant
pi ece of infornation that prospective franchi sees
shoul d have? |If the nunber is two, should prospective
franchi sees know t hi s?

So | guess the question on the table is:
Should this be an itemof disclosure, whether or not

current or forner franchi sees are under gag orders,
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and if so, for instance, how many are?

Gary.

MR DWALL: No, it should not be an item
of disclosure, and the reason is that there is a
trade-off in policies here between disclosure, which
is of course very inportant, and the policy leading to
the settlenent of disagreenents.

A franchi see who enters into a contract
with a franchisor to not disclose confidential
information is presunably receiving consideration for
that. It nay be a mutual prom se to not disclose
information or a nmutual prom se not to defane one
another, or it could be noney. It could be a |ot of
t hi ngs.

So if you require the disclosure of
confidentiality agreenents, you w |l discourage
settlement of disputes, and you will prevent
franchi sees fromgetting consideration fromthose --
for those agreenents. And that is nore inportant than
what ever benefit -- disclosure benefit is received.

MB. HOMRD: Martin.

MR CCRDELL: Well, | guess | wll take a
different tack here. | think that's a good i dea.
I"ve not heard that -- actually considered that idea

bef or e.

For The Record, Inc.
\Val dorf, Maryl and
(301) 870- 8025



© 00 N o o A~ w NP

N RN NN NN R R R R R R R R R
g B W N P O © © N O OO M W N B O

248

And | think in Item20 since there's
al ready disclosure of the franchisees required, it
takes very little to add anot her colum for
franchi sees under gag orders. And | like that idea
for a couple other reasons as well.

As I'msitting here thinking, it woul d
actually save the franchisee the tine and troubl e of
contacting 50 franchi sees who are under gag order.

So in terns of being nore efficient for the
franchi see, that woul d be hel pful

I''m1less concerned about franchi sees defam ng
franchisors. And typically | think franchisees --
prospective franchi sees when they go to talk to
franchi sors, forner, existing franchisees, they really
are |l ooking for factual information on the operations of
t he busi ness; the earnings, cost, and that sort of
thing, and they're not going to be interested in trade
secrets because they're going to get that information
| ater anyway.

And the defamation issue, | think it's kind
of a non-issue because a forner franchisee woul d be
very foolish to defame a former franchisor. And they
can do that whether they're under the gag order or
not .

MB. HOMRD: Howar d.
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MR BUNDY: | think it would be very useful
to add a category of disclosure sonewhere, perhaps in
Item 20, that disclosed either the nunber or
per cent age of those subject to gag orders. In a
perfect world I would have a list of those that are
subject toit, so |l didn't have to nake all those
extra 75 calls. But | could live with or w thout
that. It's nore inportant to disclose the fact that
t hey do exist.

And | guess |'mconcerned froma policy
poi nt that there ought to be sone threshold before

the obligation to disclose kicks in. An isolated

i nci dent should not brand you -- give you the brand of
being a gag order -- or that's a pretty -- that's like
a 666 or sonething on your forehead. | nean, it's not

a pretty picture. So, you know, there ought to be
sone threshold of, you know, how many woul d be -- of
your former franchi sees have been subject to this.

| don't think it should ever be unlaw ul
for people to enter into those; although, frankly we
find that by guiding our prospective franchisee
clients to ask a couple of questions that probably
don't violate it -- we sinply ask are you subj ect
to an agreenent not to; are you happy wth the outcone

of the underlying dispute; I'mhappy; |I've got a
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smle on ny face, or can't say -- you know, you |learn
a lot that way.

So gag orders frankly are pretty
i neffective ways of keepi ng prospective franchi sees
fromgaining the information that they want. That
doesn't change the fact that | tell ny franchisee
clients don't talk to those people for the reasons
I've tal ked about.

M5. HOMRD.  Judy.

M5. GTTERVAN | think that in order to
encourage settlenment of dispute wthout the necessity
of going to litigation, there should not be discl osure
of whi ch franchi sees are under gag orders because you
shoul d have an incentive to settle without going to
court.

| mean, you said that you have to discl ose
[itigation settlenments. But nmany tines that's the
whol e purpose that parties want to engage in
alternative dispute resolution or sone type of
informal settlenent process, so that it doesn't have

to beconme sonething that is publicized.

And then there is the big question mark of
what does it nmean. It nay be sonething particular to
that franchisee which really is of no interest to the

prospective franchi see and having the | abel of a gag
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order just probably would be a disincentive to
snoot hi ng out rel ationshi ps.

M5. HOMRD Carl .

MR JEFFERS. Yeah, actually Howard started
on the track that | would go further down, which is
that -- as sort of a conpromse area with where Susan
is or where others that felt there was no need -- |
start with your original opening study -- or scenario
rat her.

If a systemhas 100 franchi sees total, and
50 of themare under gag orders, | think that is of
materi al enough significant information that
franchi sees -- prospective franchi sees ought to have
it available to them That says a |ot to nme about
sonet hi ng going on in that system

If they have 100 franchi sees, and 2 of them
are under gag orders, | don't think that's the kind of
thing that ought to be just autonatically required to
be di scl osed.

And | think that there is perhaps -- if you
want to do sonething in this area, because | woul d be
confortable if you didn't, but if you wanted to do
sonething in this area and decided to do sonething, |
woul d ask you to consider a threshold, that if

sonewher e between 20 or 30 percent of your franchi sees
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are under gag orders, then it would have to be
di scl osed. And then again that nunber is obviously up
for discussion.

But, in other words, if a systemhas 25
percent of its franchi sees under gag orders or 30
percent or whatever that nunber is, naybe that shoul d
be the triggering point, so that it woul d sonewhat
alleviate the problem| see if you ve got a system
where over half the franchi sees are under gag orders.

And the last point | would make was just a

comment on Martin's comment on prospective franchi sees

calling existing franchisees. | nean, | recommend it.
| send themaround to them |[|'ve dealt with themfor
years and years.

I will say this, Martin. They want to hear
anything that franchisee is prepared and willing
totell them | nean, they want to know about the
operation of the business, yes. But anything that
that existing franchisee is willing to talk to them
about with regard to the franchisor or the people in
t he conpany or anything relating to support or even
personal, they not only want to hear it, but it does
influence them-- it does influence them so that is a
significant aspect of it.

M5. HOMRD. Gary, could you conmment
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briefly, and then we need to push on.

MR DWALL: ne other aspect that woul d
lead ne to believe this is a mstake is that in a
nmediation, it is typical that the parties will enter
into a confidentiality agreenment with respect to the
nmediation. That is it's not only typical, but it's
really an essential part of a successful nediation.

So any required disclosure wll discourage
nmedi ation unless it carves out the requirenent to
nmedi ate. Franchi sors and franchi sees have been
enbracing nediation in greater nunbers. It's been a
successful way of reducing conflict, reducing
litigation, reducing | egal fees, and patching
relationships. And this proposal could adversely
affect the choice of nediation as an ADR techni que.

M5. HOMRD. If we just for a nonent take
as a proposition that this is inportant informnation
franchi sees should be able -- that they should be able
to discover quickly and easily, what about the idea of
under Item 20b where the nanmes and addresses are
listed, simlar to what Martin suggests, which was to
have a col umm whet her or not a franchisee is under a
gag order, what if there's an asterisk next to each
person's nane where that individual is under a gag

order?
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Susan.

M5. KEZIGS: W're not tal ki ng about
litigation settlenments? W' re tal king about nediation
settl enments?

MR TOPORCFF: Depends when the nedi ation
occurs.

MR DWALL: | believe we are. That's what
| thought.

MR TOPCRCFF: Are you tal king about post --

MR DWALL: | think the word gag order is
getting in the way. W' re talking about confidentiality
agreenents. That's what we're tal king about. That is
an essential part of the nediation.

MR TOPORCFF: |If we're tal ki ng about
post-conpl aint settlenments, nediation, or what have

you, that's off the table. That's not what we're

tal king --

MR DWALL: W're not tal king about --

THE COURT REPCRTER  I'msorry. You're
both talking at the sane tine.

MR TCOPCROFF. W' re tal king about
i nstances where there has not been any conplaint filed
in court.

MR DWALL: R ght.

MR TOPORCFF: So if you want to nediate a

For The Record, Inc.
\Val dorf, Maryl and
(301) 870- 8025



© 00 N o o A~ w NP

N RN NN NN R R R R R R R R R
g B W N P O © © N O OO M W N B O

255
dispute -- there are two different ways to nedi ate.
There are many different tines when a dispute mght be
nmedi ated, pre-filing of the conplaint or after a
complaint is filed, and it goes to arbitration or
sonet hing where the parties mght want to settle on
their own. We're not tal king about those. W're
tal ki ng about where there has not been a conplaint filed
in the court.

So getting back to Mra's proposal -- again
there are basically two proposals. Gie, we already
di scussed nunber and percentage. And the comments
t hat came back were perhaps we shoul d al so consi der
sone kind of threshol d.

But the other is if you have the list in
Item 20 of the nanes and addresses and tel ephone
nunbers of existing franchi sees and term nated
franchi sees for that matter, should there be -- or
would it be beneficial to have the franchisor just put
alittle asterisk next to the name with sone kind of
i ndi cation saying those that are under the asterisk
have signed gag orders basically signaling two things.

(ne, that the conpany uses gag orders,
confidentiality agreenents, call them whatever you
want. And, No. 2, perhaps signaling that you don't

want to call these peopl e because you' re going to
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waste your tine.

M. KEZICS: Yes to the asterisk. Yes to
colums. No to threshold. Wether there's 2 or 222
franchi sees that are under gag orders, that ought to
be |isted because | would not trust the franchisor's
side of the fence because then |'ve got to rely on the
franchisor's side of the fence to tell the truth.

And they coul d al ways say forever and ever
and ever we never hit the threshold. W don't have
20 percent of our former franchisees. So howis
anyone going to know whether that's true or not? So
whether it's 1 or 2 or 100 or 102, the asterisk needs
to be put in.

M5. HOMRD. Howard.

MR BUNDY: |'mtroubled by sonething here.
Item20 as it now exists neasures only the last three
fiscal years. And as to fornmal franchisees, it
nmeasures only the last fiscal year and in sone cases
X nunber of weeks. I1'mlosing it here tonight.

The concern | have is that a -- | guess it
goes deeper than just the question of do we disclose,
and | think the answer to that is -- at least I'm
sayi ng yes, we should disclose this information.

But if we're going to neaningfully disclose

this information, then we probably need to expand t hat
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portion of Item20 that deals wth now forner
franchi sees to give a nore neani ngful figure, because
the fact that 1 out of 100 of 1996's formal franchisees
had a gag order does not really fairly present the
picture if you have 80 out 100 in 1995, and those have
washed off the table.

You don't get a very good picture of a
trend in any economc analysis if all you re |ooking
at is one fiscal year or one 10 or 15 week peri od.

You need at least -- in ny view you need five years.

I woul d acqui esce to three years because that seens to
be the standard that we've all adopted. And from
that, then you can see a trend.

And fromthe franchisor's point of view,
per haps you do have to disclose that 85 out of 100 in
"95 were, and that only 1 or 2 in '96 were. That
| eaves the obvious inplication that, hey, this
franchi sor used to be a bad actor, and nowthey're a
good actor.

And you can present it that way in a | ot of
respects. And so | think it can cut both ways. But |
think you need nore data than what is now bei ng
di scl osed. And you do need the differentiation, for
exanpl e the asterisk thing, to indicate it, which

rai ses a peripheral point which becones rel evant
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here. | was just going to hold this, and do it on
comrent, but I'Il go ahead and throw it out because it
does relate to this.

The issue of the manner of presentation of
that list of fornmer franchisees. I'mfinding nore and
nore franchi sors who sinply give a 300 page, or 30
page nore commonly, list of all of their franchisees
in al phabetical order or by state or by city with no
i ndi cation of which of those are the forner
franchi sees. They sinply bury themin there al ong
with everybody el se.

So in order to find out who the 233 forner
franchi sees are, you have to call 3,000 franchi sees.
| reviewed one of those the night before last. And
that client wound up not buying | argely because of ny
criticismof that fact.

M5. HOMRD: Denni s.

MR WECZOREK: I'Il say it very quickly.
This is a solution in search a problem that there is
very little data that indicates that this is a
problem You know, the only person here that 1've
heard so far that says it is a problemto a great
degree i s Susan.

And, you know, | don't want to ball yhoo our

firmand what we do, but in ny experience over 20
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years, | haven't done one of these. And | don't know
of anybody in the firmwho' s ever done sonething Iike
this. That's No. 1.

No. 2, | think that the solution is worse
t han the di sease here because you're tal ki ng about
asterisks and notations that are going to go on a
list. That is on the former franchisee list? 1Is
it going to go in the table that shows the nunbers?
And that of the ten people who were term nated | ast
year, you're going to have to asterisk and say three
of these people are subject to gag orders?

Then you have a tabular list of all the
former franchi sees. Do you asterisk those? Wat about

the existing franchi sees? There are people that enter

into -- who in theory enter into these things that are
still franchisees. Are we going to asterisk them and
al so note that?

It's easy for the FTC to say this because
of the 90 day quarterly updating requirenent, but nost
of us deal with instantaneous updating because we're

dealing with registration states. And we're going to

screw this up regularly because -- again | keep
hearing about these gag orders. | guess they're being
entered into all the tine.

And we're going to be updating constantly
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to put these asterisks and notations in our offering
circulars. So |l don't really -- No. 1, | don't see
the problem |I'mstill bew ldered as to where this
problemis comng from

And, No. 2, the only solution that | would
even consi der would be a sentence in Item 20 sayi ng
sone of the franchi sees may have entered into
confidentiality agreements which will not allow them
to speak to you, period.

And |l et people make the calls, and they'l|
hit those people. And they' |l get turned off or
turned on or whatever they're going to do. That's it.
| don't buy this asterisk and notations. |It's going
to drive us crazy. W have enough of a problem
keeping the circulars in good shape as it is. This
makes it much worse. And | don't think it's a
probl em

M. HOMRD. Any final comrents here?

M. KEZICS: But if your firmdoes not do
them Dennis, you re not going to have those probl ens
because you won't have any asterisks in your
docunent s.

MR WECZOREK: Well, that may be so, but |
don't see -- | don't see that it is a problem Susan

I"'mwaiting for the enpirical evidence of a problem
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| hear talk. | see no evidence that this is
occurring.

MR TOPORCFF: Well, that cuts both ways on
a nunber of scores. W don't have enpirical evidence
on a nunber of things, in particular issues that are
near and dear to franchisor's hearts al so.

When franchi sors tal k about international
sales, we didn't have facts and figures on those
either. So it really cuts both ways. But | don't
want to get into that.

Anyway, it is five o' clock. |'m pooped.

" msure everybody el se is.

M5. KEZICS: |Is that on the record?

MR TCOPCRCOFF. It's on the record, and
don't mnd it being on the record because it's a fact.
VW don't have tine to entertain other thoughts on
other issues. It is late in the day. However, again,
t he commrent period does renmain open for anyone to
submt additional comrents.

Again Myra and | are going to be here
tonmorrow.  You' re wel cone back. W can tal k about
anything at length. No tinme l[imt unless again --

MB. HOMRD. Six hour tinme limt.

MR TOPORCFF: -- unless a nunber of people

are standi ng around. Assuming there is no conpetition
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if you will for the mke, we'll be happy to discuss
any issues at |ength.

So with that | really want to thank
everyone for taking the tine to be here. It was very,
very productive fromour perspective. W know that
this was costly in terns of flying here or taking off
time fromwork, so we do greatly appreciate it.

| also want to thank the stenographer who
is doing an excellent job. A round of applause. It's
in the record.

M5. HOMRD. Well, | would just like to
mention as a remnder, our final workshop will be on
busi ness opportunities in Washi ngton D.C. Novenber
20th and 21st. |If anyone is interested in attendi ng,
et us know

MR TOPCRCFF: And with that -- Howard.

MR BUNDY: | think it would be appropriate
for us to thank you guys for comng to Seattle. It
hasn' t happened often, and we're glad to have you
here and have the opportunity to meet with you here.

MR TOPORCFF: Thank you, we appreciate
that. And with that, the neeting is cl osed.

(Meeting adjourned at 5:05 p.m)

(Meeting concluded at 12:00 p.m)
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