





W-13: THE 2022 NASAA STATEMENT OF POLICY
AND OTHER REGULATORY DEVELOPMENTS!

l. INTRODUCTION

As franchise law practitioners know, the offer and sale of franchises are subject to federal
and state franchise investment laws, including the Federal Trade Commissionis (iFTCo) Franchise
Rule (the fFTC Franchise Ruled) and state franchise investment laws (also referred to as
registration and disclosure laws) in 14 states?. We assume that the readers of this paper have a
basic familiarity with the regulatory scheme.

This paper will address the North American Securities Administrators Association, Inc.
(FINASAA0)® Statement of Policy Regarding the Use of Franchise Questionnaires and
Acknowledgments (fiStatement of Policyo or iSOPY), including a summary of the SOP, comments
for and against the SOP, and the possible impact of the SOP on franchise disclosure. While the
SOP was a new development from NASAA in the past year, each year state franchise regulators
will see new issues arise in Franchise Disclosure Documents filed with their agencies, or may
continue to see filings with previously discussed problems or issues. This paper will also address
some of these other registration and/or disclosure issues that are of particular concern to the state
franchise regulators.

1 The opinions expressed in this paper are not those of the California Department of Financial Protection, Maryland
Attorney Generalis Office, NASAA or Lathrop GPM LLP.

2 16 CFR A436. The 14 states are California, Hawaii, lllinois, Indiana, Maryland, Michigan, Minnesota, New York,
North Dakota, Rhode Island, Virginia, Washington, and Wisconsin. They are sometimes referred to as firegistration
stateso or fifiling states.0 See CAL. Corp. Cope AA 31000 through 31516; HAw. REv. STAT. A 482E-1 through A 482E-
12; 815 ILL. Comp. STAT. AA 705/1 through 705/44; IND. CoDE AA 23-2-2.5; Mb. Bus. REG. Cobe AA 14-201 through 14-
232; MicH. Comp. LAaws AA 445.1501 through 445.1546; MINN. STAT. AA 80C.01 through 30C.22; N.Y. GEN. Bus. LAw
ART. 331 AA 680, et seq.; N.D. CENT. Cobe AA 51-19-01 through 51-19-17; R.I. GEN. Laws AA 19-28.1-1 through 19-
28.1-34; S.D. CopIFIED LAaws AA 37-5B-1 through 37-5B-53; VA. Cobe ANN. AA 13.1-557 through 13.1-574; WASH. REV.
Cobe AA 19.100.010 through 19.100.940; Wis. STaT. AA 553.01 through 553.78. In addition, Oregon has a franchise
disclosure law, The Oregon Franchise Transactions law, ORE. REv. STATUTES Title 50, Chapter 650, AA 650.005 through
650.085. There is no registration or review process, and pursuant to the Oregon Administrative Rules, Division 325 T
Franchises, a franchisor must deliver a disclosure document required by the FTC Franchise Rule (see A 441-325-
0020).

3 NASAA is an organization that represents state and provincial securities regulators in the United States, Canada, or
Mexico. According to the NASAA website, NASAA members have a multifaceted mission of protecting investors from
fraud and abuse, conducting investor education, providing guidance and assistance via the established regulatory
framework, and ultimately helping power the North American economy by ensuring the integrity of the financial markets.
See WELCOME TO NASAA, https://www.nasaa.org/about/ (last visited Aug. 22, 2022). Because most state franchise
administrators are also the stateis securities regulators, NASAAis mission includes protecting franchise investors, and
NASAA has established a standing project group to coordinate projects for franchising and business opportunity
investments.



Il NASAA STATEMENT OF POLICY REGARDING THE USE OF FRANCHISE
QUESTIONNAIRES AND ACKNOWLEDGEMENTS*

*This Section Il reflects the viewpoints of only Mr. Cantone and Ms. Leets, and Mr. Kirsch
does not wish to be deemed a co-author of this Section II.

On September 18, 2022, NASAA* adopted the SOP.> At the same time, NASAA
announced that the SOP would become effective starting January 1, 2023. A copy of the final
SOP, as adopted by NASAA, is attached as Appendix 1.

A. Background

NASAA first signaled it was developing a potential policy on franchise questionnaires and
acknowledgments in December 2021, with the release of a proposal for a Statement of Policy on
Franchise Questionnaires and Acknowledgments (iProposalo or iProposed SOP?). The Proposed
SOP was originally drafted by the NASAA Franchise and Business Opportunity Project Group
(fFranchise Project Group0). Upon the release of the Proposed SOP, NASAA stated that the
Proposal would seek to fiaddress the problem of inappropriate uses of franchise questionnaires
and acknowledgments in franchise offerings.0®

B. Purpose of the Proposed SOP

The Proposed SOP states that it was prepared in order to fiset standards for the proper
use of questionnaires and acknowledgements in franchise offerings.o” It refers to the fact that
over at least the last 30 years, franchisors have included in their franchise agreements and FDDs
language that they can later use as a disclaimer of liability. The Proposed SOP notes that
fiffranchisors routinely seek to use Questionnaires, Acknowledgments (collectively Q&As), and
other forms of contractually required disclaimers to insulate themselves from potential liability by
franchisees alleging fraud and misrepresentations in the offer and sale of a franchise.;® The
Proposed SOP uses the term fiQuestionnairet to refer to a document that some 8 but not all 8
franchisors require prospective franchisees, at or prior to signing a franchise agreement, to mark

4 NASAA is an organization that represents state and provincial securities regulators in the United States, Canada, or
Mexico. According to the NASAA website, NASAA members have a multifaceted mission of protecting investors from
fraud and abuse, conducting investor education, providing guidance and assistance via the established regulatory
framework, and ultimately helping power the North American economy by ensuring the integrity of the financial markets.
See WELCOME TO NASAA, https://www.nasaa.org/about/ (last visited Aug. 22, 2022). Because most state franchise
administrators are also the stateis securities regulators, NASAAis mission includes protecting franchise investors, and
NASAA has established a standing project group to coordinate projects for franchising and business opportunity
investments.

5 N. AM. SEC. ADMIR AssiN, NASAA STATEMENT OF PoOLICY REGARDING THE USE OF FRANCHISE QUESTIONNAIRES AND
ACKNOWLEDGMENTS  (Sept. 18, 2022), https://www.nasaa.org/wp-content/uploads/2022/09/NASAA-Franchise-
Questionnaires-and-Acknowledgments-Statement-of-Policy-9-18-2022.pdf [hereinafter Statement of Policy or SOP].

6 N. AM. SEC. ADMIR ASSiN, REQUEST FOR PuBLIC COMMENT: PROPOSED STATEMENT OF PoLicY REGARDING THE USE OF
FRANCHISE ~ QUESTIONNAIRES  AND  ACKNOWLEDGEMENTS (Dec. 6, 2021), https://www.nasaa.org/wp-
content/uploads/2021/12/Request-for-Public-Comment-SOP-on-Franchise-Questionnaires-12-6-2021.pdf [hereinafter
NASAA Proposed SOP].

7 NASAA Proposed SOP at 1.

8 NASAA Proposed SOP at 2.






Although not quoted in the Proposed SOP (or in the SOP), the following examples of
specific state anti-waiver provisions, from Virginia, Maryland, and California, are illustrative:

Virginia: fiAny condition, stipulation or provision binding any person to waive
compliance with any provision of this chapter or of any rule or order thereunder
shall be void; provided, however, that nothing contained herein shall bar the right
of a franchisor and franchisee to agree to binding arbitration of disputes consistent
with the provisions of this chapter.'4

Maryland: fiAs a condition of the sale of a franchise, a franchisor may not require
a prospective franchisee to agree to a release, assignment, novation, waiver, or
estoppel that would relieve a person from liability under this subtitle.o'®

California: fiAny condition, stipulation or provision purporting to bind any person
acquiring any franchise to waive compliance with any provision of this law or any
rule or order hereunder is void.0'®

The Proposed SOP states that fi[a]lthough not all courts agree, many courts have
concluded that franchise contractual disclaimers, including Questionnaires and
Acknowledgements, violate state Anti-Waiver Provisions,0!’ For example, in Randall v. Lady of
America,!8 the court explained fi[t]he disclaimer cannot change the historical facts; if the dishonest
franchisor made misrepresentations, then he made misrepresentations, no matter what the
franchise agreement says. Thus, the disclaimer can only be an attempt to change the legal effect
of the misrepresentations. That is precisely what [the Minnesota] anti-waiver language forbids.*°

The Proposed SOP states NASAAIs position that Questionnaires and Acknowledgments
violate state Anti-Waiver Provisions when they are used as contractual disclaimers that release
or waive a franchiseeis rights under a state franchise law. The Proposed SOP also recognizes
that the fiprospective franchisee who signs a Questionnaire or Acknowledgment, and later denies
the accuracy of what was signed would have to explain such discrepancy, but they should have
the opportunity before a factfinder, rather than have their claims dismissed based solely on having
signed a Questionnaire or series of Acknowledgements.(2°

37-5B-53; VA. CoDE ANN. AA 13.1-557 through 13.1-574; WASH. Rev. Cobe AA 19.100.010 through 19.100.940; Wis.
StAT. AA 553.01 through 553.78. For purposes of this paper, and following some NASAA policy statements, these 14
states are referred to as firegistration statess or iFiling States.0

14 VA Cope ANN. A13.1-57(c).

15 Mp. Bus. ReG. Cobe A14-226. Also, this provision is cited in one of the cases cited in the SOP, Hanley v. Drs. Exp.
Franchising, LLC, No. CIV.A. ELH-12-795, 2013 WL 690521, (D. Md. Feb. 25, 2013) which was also cited by some of
the commenters in favor of the SOP, and cited and distinguished by several commenters opposed to the SOP.

16 CA Corp. CopE A 31512.

17 NASAA Proposed SOP at 4.

18 Randall v. Lady of Am. Franchise Corp., 532 F. Supp. 2d 1071, 1088 (D. Minn. 2007).
19 NASAA Proposed SOP at 4-5; MINN. STAT. 80C.21.

20 NASAA Proposed SOP at 5.















Finally, in Section C.3, the SOP requires that franchisors must include the following
provision, or filegend,6 in its FDD and franchise agreement, or applicable state-specific addenda
to the FDD and franchise agreement:

No statement, questionnaire, or acknowledgment signed or agreed to by a
franchisee in connection with the commencement of the franchise relationship
shall have the effect of (i) waiving any claims under any applicable state franchise
law, including fraud in the inducement, or (ii) disclaiming reliance on any statement
made by any franchisor, franchise seller, or other person acting on behalf of the
franchisor. This provision supersedes any other term of any document executed
in connection with the franchise.3?

G. How the NASAA Statements of Policies Impact State Franchise Laws

NASAA, or its predecessor organization, has been part of the fabric of franchising since
the 1970s, when some states and the FTC enacted franchise laws and regulations.
Notwithstanding that NASAA is not a government agency, and franchise laws and regulations are
adopted or modified by each state, NASAA has had a crucial role in the process of developing
laws and regulations and interpreting those laws and regulations.

In 1975, NASAA, through its predecessor, the Midwest Securities Commissioners
Association, drafted the first set of uniform pre-sale disclosure requirements for franchise
offerings. These guidelines, referred to as the iUFOC Guidelinest were adopted by the states
with statutes that required pre-sale disclosure for franchise investment offerings. Although the
FTC had adopted its own set of franchise disclosure requirements in 1978, in 1979, the FTC
affirmatively authorized franchisors to follow the NASAA UFOC Guidelines in lieu of the FTCis
disclosure requirements.®®* NASAA revised these fiolddo UFOC Guidelines in 1986 to allow for
disclosure of financial performance representations, then called fiearnings claims,o if those
representations had a fireasonable basis.o

In 1993, NASAA adopted revised franchise disclosures, which at the time were called the
finewd UFOC Guidelines, and the FTC again affirmatively authorized franchisors to follow the
NASAA finewd UFOC Guidelines in lieu of the disclosures required under the FTC Franchise
Rule.®* As aresult, almost all franchisors began using the UFOC Guidelines to satisfy both federal
and state franchise disclosure requirements. In 2007, the FTC adopted a final amended
Franchise Rule (referred to in this paper as the FTC Franchise Rule). In July 2008, NASAA
adopted the disclosure requirements of the amended FTC Franchise Rule, with minimal additional
requirements, as the successor to the Uniform Franchise Offering Circular Guidelines adopted on
April 23, 1994 (referred to in this paper as the iNASAA 2008 FDD Guidelineso).%>

Since 2008, NASAA has adopted other Statements of Policy on various issues, including
for example, Financial Performance Representations, a Multi-Unit Commentary, and State Cover
Sheets. In each case, states have followed and implemented the NASAA Statements of Policy

32 SOP Sec. II(C)3 at 7.
33 44 Fed. Reg. 49966, 49970 (August 24, 1979).
34 60 Fed. Reg. 51,895 (Oct. 4, 1995).

35 N. AM. SEC. ADMIR ASSIN, 2008 FRANCHISE REGISTRATION AND DISCLOSURE GUIDELINES, https://www.nasaa.org/wp-
content/uploads/2011/08/6-2008UFOC.pdf at introduction (2008).


















years earlier under a lower cost structure. But the FDD is offering franchises for development in
higher cost urban areas, or with a significantly larger square foot footprint. An explanation of that
difference may shift from an explanation, caveat, or warning, to a disclaimer.

The harder questions, and the ones to highlight, are those statements that are not clearly
disclaimers T or are not so clear to franchisors and counsel, but that they are identified as
disclaimers by state regulators.

The following are examples of FDD statements®® which state regulators have found
objectionable, often citing them as impermissible fidisclaimers.0>°

» In Item 7, the following is a note that is often included, usually as an explanation of the
fiAdditional Fundso line-item expense, and/or an explanation of the total Item 7:

fiThis estimates your start-up expenses. These expenses include payroll costs. [These
expenses do not include payroll costs.] These figures are estimates and we cannot
guarantee that you will not have additional expenses starting the business. Your costs
will depend on factors such as how much you follow our methods and procedures;
your management skills, experience and business acumen; local economic conditions;
the local market for our product; the prevailing wage rate; competition; and the sales
level reached during the initial period.o

Some state regulators have objected to this entire note, and/or notes that contain similar
explanations. Other state regulators may object to part of the note, and permit other parts, such
as permitting only the third sentence that begins with fiThese figures are only estimates. . .0

As regular readers of FDDs, or counsel who prepare FDDs, will notice, this particular note
is provided as a recommended and accepted fisampleo Item 7 disclosure in the FTC Compliance
Guide.®® It has also appeared in many FDDs since the Amended FTC Franchise Rule was
adopted in 2008.

Franchisors and counsel believe this is a necessary, justified, and useful warning and
explanation that encourages the prospective franchisee to carefully evaluate the costs of this
particular franchise business. Further, as this statement was part of the FTC Compliance Guide
examples, many franchisors and counsel have questioned why it is objectionable.

The regulator authors note that state franchise laws offer more protections than the federal
franchise rule. Further, the regulator authorsi position is that this paragraph is problematic in that
it mitigates the disclosure in Iltem 7 and the fiexplanationd is general and applies to all businesses.
Many state regulators receive complaints where Item 7 is grossly inaccurate. The franchisor is
required to provide accurate and not misleading information. In addition, this language shifts the

58 The examples in this paper have removed franchisor or brand names, and do not identify the state or an examiner
in the state. In some cases, the wording has been modified slightly for the purpose of illustration and confidentiality of
the brand or business. Also, some of these examples were provided to Mr. Kirsch from franchise counsel in other law
firms.

59 Some state regulator comments may say to remove or modify the statement, without an explanation or reason. In
those situations, a franchisor or counsel may request an explanation or reason and/or provide a rationale for retaining
the statement or modifying it in a different manner.

60 FTC Compliance Guide, at 50-51.
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or those that rely more heavily on product sales than a service brand franchise, the initial inventory
costs can be significant, and the sale of products purchased from a wholesaler and resold at retail
is the key revenue driver. In those situations, a note similar to the one above may be included to
warn a prospective franchisee to not try to calculate sales based on inventory purchases. For the
reasons, stated earlier, the regulator authors note that these disclosures are neither required or
permitted under the FTC Franchise Rule or state law, so franchise regulators may comment and
request removal.

The following are additional examples from various FDD and various industries in which
the franchisor included an explanation, warning, caveat or admonition, and a state regulator
requested its removal or modification.®’

> Iltem 7: The following are statements from various FDDs regarding Item 7 notes or
explanations that a state regulator requested be removed (and the regulator authors note
that comments were likely made because the language was neither required or expressly
permitted by the FTC Franchise Rule or state law):

Remove: the statement that expenses listed are not within the franchisoris direct
control and determined by economic conditions.

Delete: that costs will depend on factors outside franchiseeis control.

Remove: iand you must make adjustments to your own initial investment estimate
if any of these assumptions do not apply to you:o

Remove: fi . . . although we do not represent that these are the only categories of
business expenses that you will incur during the 3 months after you start
operations.o

Remove: filf you are a Conversion Franchisee, you must evaluate how much
Additional Funds you will need beyond cash flow from your existing business to
cover incremental expenses during the initial period specifically attributable to
rebranding the business to the [Brand X] franchise in order to comply with our
minimum specifications and operating requirements.o

Remove: iHowever, depending on your actual gross revenue, the royalty fees and
brand fees that you pay during the 3-month initial period may be higher or lower
than these minimum fees.o

Remove: iCosts may increase over time due to inflation and similar factors.o
Comment: the franchisor has excluded real estate costs, and the state regulator

requested the inclusion of real estate costs (at minimum, lease costs) in the initial
investment estimates and make the corresponding change to the FTC Cover Page.

67 The examples that follow do not include point-by-point, or comment-specific explanations, as was done for many of
the prior examples, because the explanations for including these statements, or removing these statements, are similar
to the prior examples and discussion.
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fiYou will be required to pay royalty fees, which are X% of gross revenue. Royalty fees
are not paid by company-owned [Brand X] businesses. "Imputed Royalty" is the
amount of royalty that would have been paid in each year, based on the standard X%
royalty rate, for the gross revenues of each of the [Brand X] businesses. This
calculation of imputed royalty, and this statement that explains it, is required by
applicable franchise regulations, but it is not a statement that you or any franchisee is
expected to achieve the same level of sales. It is intended only as a statement that if
a [Brand X] business were to achieve the level of gross revenue that was achieved in
each year by the company-owned businesses in the chart above, this is the amount of
the royalty fee that would be owed to us.0

The language emphasized above fi. . . but it is not a statement that you or any
franchisee is expected to achieve the same level of salest was requested to be
removed.

The franchisor rationale for this note is to explain why the imputed royalty fee is included
because, as noted above, most prospective franchisees do not know the detailed FDD
requirements, and to remind the prospective franchisee that these particular level of sales should
not necessarily be expected. The regulator authors note that the NASAA FPR Commentary
provides guidance to the franchisor on how to make an FPR that has a reasonable basis. Neither
the FTC Franchise Rule nor state law require or expressly permit this added language. The
regulator authors believe that adding this language calls into question whether the franchisor has
a reasonable basis for making a historic FPR. They also believe that the language is duplicative
of the admonition that individual results may differ and that there is no assurance that youlill earn
as much.”* The NASAA FPR Commentary is clear that the franchisor may not vary the language
of the admonition."?

As discussed in Section Il above, state regulators have discretion to interpret their statutes
and regulations for the protection of prospective franchisees.” So, whether or not there is an
express prohibition on explanations or WAC Terms, the explanations and WAC Terms that state
regulators view as disclaimers will continue to be the subject of comments and requests for
removal or modification. Another consequence of the removal of some of these statements is
that it will be more challenging for franchisors to defend against claims that a franchisee was
misled by, or did not understand, the disclosures in the FDD. Conversely, it makes the
franchiseeis path to pursue these claims easier. The regulator authors note that the purpose of
FDD is to provide each prospect with the information necessary to make an intelligent decision
regarding franchise being offered. And language added in anticipation of franchisee disputes
should not be included in an FDD unless required or expressly permitted.

Y FPR Commentary paragraph para. 19.3.
2 FPR Commentary para. 19.21.

73 CaL. CoRrP. CODE A 31114; HAW. Rev. STAT. A 482E-3*(4); HAW. REV. STAT. A 482E-3(22): ILL. ComP. STAT. AA 705/9
and 705/32; IND. CopE A 23-2-2.5-13.1(b)(6); Mp. Cobe REGs A 02.02.08.05 or 02.02.08.06(E); and WAsH. REv. CODE
A 19.100.040(1).
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unenforceable, the franchisor that files for registration may be required to revise it, yet the exempt
franchisor may include it in its franchise agreement and FDD. And the regulator authors note that
the exempt franchisor may find that its failure to comply with state law may be the subject of
litigation, or may subject the franchisor to a Washington enforcement action.

Finally, one of the reasons that the FTC and the registration states have adopted the FDD
form for franchise disclosure®® was for prospective franchisees to be able to review franchise
offerings, whether across industries, or within the same industry, and to compare all sorts of
information regarding each franchise brand, including the history of the brand, the experience of
the management team, litigation history, etc., as well as fees charged and franchise agreements
conditions. For example, if one franchise brand charges fees that are twice as much as another,
a prospective franchisee can see that, conduct its diligence, and determine if the higher fee may
be justified (or not) based on what is being provided, or other factors. The expected position of
franchisors and their counsel (whether, for example, they have fihigho or filowo fees, or conditions
on transfers consistent with other brands or not) is that the FDDs will allow the franchisees and
the marketplace determine which brand (if any) is the best choice for the prospect. Again, the
regulator authors note that states are allowed to provide their investors greater protections than
afforded by the FTC Franchise Rule, and therefore Washington is within its authority to require
reasonableness and good faith terms if it believes the information and power imbalance in the
franchisor-franchisee relationship makes it necessary for investor protection.

Unless or until Washington alters it approach to FDD review, franchisors desiring to sell
franchises in Washington and their counsel will find themselves in a position of seeking to explain
to the Washington examiners that specific franchise agreement provisions are fair and
reasonable.

V. AMENDMENTS FOR THE SALE OF THE FRANCHISOR

Another issue that has come to fore for many franchisors and counsel is when to disclose
the sale or possible sale of a franchisor, or a change in control of the franchisor. That is, when in
the process of possibly deciding to sell or transfer ownership in the franchisor, or signing a non-
binding letter of intent (ALOI0), or signing a binding LOI or sale agreement, or the closing of such
a sale, has a material event occurred in which an amendment of the FDD in required.

The change of control of a franchisor is a fimaterial evento that requires an amendment to
Iltem 1 of the FDD, and the filing of a material change amendment in the franchise registration
states.®® Further, fimaterialityo is evaluated against the standard of a fireasonable prospective
franchisee.i®® Both the FTC and some states define or explain imateriald as facts or circumstances
that have a substantial likelihood of influencing a reasonable franchise, or a reasonable
prospective franchisee, in making a significant decision regarding the franchise.’® Therefore, in

93 Prior to the current FDD form, registration states required the Uniform Franchise Offering Circular (or UFOC) format.

94 Change in control is specifically identified as a material event under the laws or regulations of many of the franchise
registration states, including, for example, Hawaii (HAaw. CoDE R. A 16-37-1), Maryland (Mp. CobE REGs.
A 02.02.08.01)b)(9)), Minnesota (MINN. R. A 2860.2400(B), and Wisconsin (Wis. ADMIN. CoDe DFI A 31.01(2)(b)).

9 United States. v. Bldg. Inspector of Am. Inc., 894 F. Supp. 507 (D. Mass. 1995).

9% 16 C.F.R. A 436, Disclosure Requirements and Prohibitions Concerning Franchising, 72 Fed. Reg.15443, 15455
(March 30, 2007). See examples of similar state definitions of materiality at ILL. ADMIN. CobE A 200.110 and MINN. R.
A 2860.2400.
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after an LOI has been signed, but before a definitive agreement is executed. Even bid or auction
situations have collapsed or ended without a signed definitive agreement.

Another issue is the nature of the disclosure if there is only a non-binding LOI, as opposed
to a fully executed and consummated merger agreement. After a franchisor sale, or change of
control transaction (that is, after closing), the most typical FDD changes are in Item 1 (describing
the new owners and the transaction); Item 2 (new officers and directors); Item 12 (if the buyer has
other franchised or non-franchised concepts in a similar industry); and Item 21 (new financial
statements if the transaction had a material change in the franchisorts financial condition). There
may be other FDD changes as well.1%3 Also, if the transaction is an asset sale, there will be an
entirely new franchisor and a new FDD. However, if the material event is the signing of a non-
binding LOI, or other pre-closing contract, there is considerably less to disclose. Other than
identifying the potential purchaser, and disclosing that the transaction may never come to fruition,
nothing can be said about management changes in Iltem 2, or any other potential FDD change
because it has not happened, and those changes, if any, are not yet known. Also, in scenarios
where there is not an LOI, but the selling franchisor may have signed a contract with an IB with
an intent to sell, or interest in selling, if the agreement with IB is considered a material event, the
franchisor has nothing meaningful to disclose, other than the fact that the franchisor is considering
selling and is soliciting buyers or bids. There is not even a prospective purchaser to identify.

The state regulator authors believe it would be disingenuous though to not acknowledge
that a non-binding LOI is a clear and unmistakable statement by the franchisor that it is amenable
if not eager to be sold, which would result in a change in control, no less so than the decision of
a franchisor to hire an investment banker to seek out a buyer. In that circumstance, there is a
very high likelihood that by the time a prospective franchisee opens the doors, she or he will be
dealing with a different ownership and management, as well as a franchisor with a materially
different balance sheet, making the disclosures in the existing FDD meaningless as to their future
experience.

If the franchisor (or the buyer) is a publicly-traded company, it is subject to prohibitions
and restrictions on public statements under the securities laws, and may not be permitted to
disclose a non-binding LOI. Of course, a fisolutiond to that dilemma of competing regulatory or
legal requirements (such as a requirement or desire to disclose a material event under the
franchise laws versus a prohibition on disclosure under the securities laws) is to not amend the
FDD but to cease sales. That solution has its own challenges, because stopping franchise
development may be a material change to the business which might need to be disclosed under
the securities laws. Finally, the existing franchisor, Brand X or Brand Y in our examples, may
wish to keep things confidential from certain staff and competitors. While that is not a legal reason
to not treat a non-binding LOI as a material change, it is a practical consideration.

Another reason why many franchisors and counsel do not disclose a non-binding LOI as
a material event in the FDD is that there is not significant jurisprudence and case law to merit
disclosure. There are very few franchise cases on this topic. The seminal cases that deal with
this issue are O’Neal v. Burger Chef Sys., Inc.1%4, and Vaughn v. General Foods Corp.1% In these

103 Mmark Kirsch and Charlene York, The Role of Franchise Lawyers in Mergers & Acquisitions, ABA 43™@ ANNUAL FORUM
ON FRANCHISING W-22 at A Ill D.4.a, at 33-34 (2020).

104 860 F. 2d 1341 (6™ Cir. 1988).

105 797 F. 2d 1403 (7™ Cir. 1986).
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While discussions with potential suitors and the possible sale, acquisition, or merger is likely to
be considered significant, the second part of the analysis is the probability of whether the
transaction will be consummated. In franchising, discussions with potential buyers are indicia of
interest to sell, and so will an agreement with an investment banker. Even a non-binding LOI
evidences an intent to sell. Therefore, the likelihood that such an event will be concluded or
consummated, as represented by these preliminary contracts, becomes a critical issue. The
results of this evaluation will often dictate the actions of franchisors and their potential acquirers,
as well as the perspective of franchise regulators if called upon to consider whether a sale of a
franchise system was properly and timely disclosed. While not a perfect analogy, the securities
laws principles set forth in the Basic case provide a measure of guidance in the franchise context.

To sum up, the state regulatorsi position is that a prospective franchisee should know who
owns and controls the franchisor (as required by the FDD disclosure requirements), and if there
is a likely change in those facts, the prospective franchisee should be aware of it. The state
regulators also note that a prospective franchisee is entitled to regard as material each and every
statement in an FDD.1*?

What is a franchisor or counsel to do? One path is to disclose or amend as early in the
franchise sales process as possible, and be prepared to figo darko in the registration states during
the amendment review, as well as addressing potential fall-out from existing franchisees. And if
the transaction fizzles, the franchisor should be prepared for another amendment to remove the
disclosure regarding the now-defunct sale, and to address additional franchisee questions and
communications. Another path is to rely on the jurisprudence of disclosing material events in
franchise system sales (which, as discussed above, is limited and does not provide bright line
guidance), to carefully evaluate the likelihood of a sale transaction, as well as the information that
can and should be disclosed, but only amend when there is sufficient reason to believe a definitive
agreement will be signed. The state regulator co-authors note that this second path risks liability
under state and federal franchise anti-fraud laws for omitting material facts in their FDD.

VI. CPAS AND FINANCIAL STATEMENTS

Another area where state regulators have noticed an uptick in non-compliance with the
FTC Franchise Rule and state franchise law disclosure requirements is the submission of audited
financial statements by auditors and audit firms that have not maintained their certifications to
conduct and issue audits.

Item 21 of the FDD, under both the FTC Franchise Rule, and the NASAA FDD Guidelines,
requires the submission of audited financial statements of the franchisor.*®* The rules require
(with certain exceptions not relevant to this issue!'#) that fithe financial statements must be audited
by an independent certified public accountant.0 One aspect of this requirement is that the audit
must be prepared by an independent certified public accountant or iCPA.0 In addition to the
specific requirements of the franchise disclosure rules, CPAs must meet professional

12 ETC Franchise FAQ 21: The text of the FTC Franchise Rule, as well as the Compliance Guide, make it clear that
section 436.9(h) reflects a Commission finding that each disclosure required by the FTC Rule is material to a
prospective franchiseeis investment decision.

113 See N. AM. SEC. ADMINS. AssiN, 2008 FRANCHISE REGISTRATION AND DISCLOSURE GUIDELINES, Item 21 instructions
1(iii), https://www.nasaa.org/wp-content/uploads/2011/08/6-200BUFOC.pdf; FTC Franchise Rule, 16 C.F.R.
436.5(u)(1)(iii).

114 see FTC Franchise Rule 436.5(u)(2) regarding exceptions for start-up franchisors to disclosure under Item 21.
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requirements imposed on accountants to maintain their accreditation and ficertifiedé status through
their state professional boards. The licensing authority and requirements for CPAs fall under the
jurisdiction of the Boards of Accountancy for the state or jurisdiction in which a CPA practices.

The requirement to maintain the professional CPA license and requirement for CPA firms
and individual CPAs who perform audits varies by jurisdiction. It usually includes continuing
professional education. In addition, many jurisdictions require CPA firms and individual CPAs who
perform audits or attestation services for clients to undergo peer review. In at one least one case,
state examiners discovered that an accountant who audited financial statements for one
franchisor had her license revoked by her state Board of Accountancy for a history of disciplinary
actions. In several other cases, franchise examiners discovered individual CPAs have not been
properly certified, and in other cases, that CPAs have lacked the required firm licensing.

The National Association of State Boards of Accountancy (iINASBA®) maintains a website,
https://cpaverify.org/ that provides a list of the persons and firms that are licensed in participating
jurisdictions. The Association of International Certified Public Accountants (AICPAJ) also
maintains a list on its website, www.aicpa.org of AICPA members who have not maintained their
CPA status. This list can be found under the fiPeer Review Firm Terminationsé header of the fiFor
the Publico section of the AICPA{s website. (See https://us.aicpa.org/forthepublic/prfirmterm.html.)

State regulators can, and do, access the CPAverify.org and AICPA lists (any member of
the public can do so). If regulators find that the audit included in the FDD was prepared by a firm
or accountant that does not have a current certification, the regulator will issue a deficiency letter.
In that case, the franchisor must either provide evidence that the CPA is licensed, and there was
some error, or the franchisor must obtain a new audit by a certified CPA. In some cases, states
may simply require that franchisors provide proof that the CPAs performing audits are properly
licensed by their applicable state board of accountancy.

For many years, state franchise examiners did not check the status of CPAs performing
audits. Once state examiners started checking the status of CPAs with CPA licensing authorities,
the examiners identified a surprising number of alleged violations.

In the last few years, several states have taken action against franchisors that have used
CPAs who were unlicensed at the time the CPA signed an audit report. These state actions have
included requiring the franchisor to obtain and provide to franchisees new audited financial
statements prepared by a properly certified CPA and then make rescission offers to franchisees
who received the financial statements prepared by the unlicensed CPA.

State regulators have noted that they tend to see these audits by non-certified accountants
in start-up franchisors. In addition, in at least one instance, state examiners began to notice that
the same CPA, a sole proprietor, was showing up as the auditor in year-end franchise statements
for dozens of different franchisors located all around the country during the same renewal season.
Not surprisingly, when examiners referred these financial statements to accountants in their own
offices, the state accountants identified errors in some of the financial statements. Many
franchisors and franchisor lawyers filing FDDs with audited financial statements rely entirely on
the CPAs to be both properly certified and competent to perform audits. State examiners no
longer make those assumptions.

The selection of an auditor is a decision by a franchisor and not the franchisoris counsel.

The franchisor is a client of the auditor, and the franchise counsel does not hire or retain the
auditor. However, franchisor counsel can advise their clients of this current concern, and can
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advise their franchisor clients to confirm with their accountants T before they engage them to do
the audit T that the accountant is certified. Of course, the franchisor and counsel can check the
AICPA website themselves.

Franchisors and their counsel should remember that the state regulators regularly
communicate with their peers in other states. When they see a filing that raises questions, they
often contact their counterparts in other states, especially regarding issues with uncertified
accountants. So, for a situation such as an uncertified accountant providing an audit, it is likely
that if one state discovers this and sends a deficiency notice to the franchisor, other states will
follow.

VII. FRANCHISE ELECTRONIC FILING DEPOSITORY SYSTEM (AFREDO)

In 2021, NASAA launched a multi-state online application filing platform known as the
fiFranchise Electronic Filing Depositoryt system, also known informally as iFRED,0 to be a one-
stop filing portal and database for state franchise filings. FRED was an expansion of an existing
online platform, the Electronic Filing Depository System (fEFD) that NASAA established in 2014
to accept electronic submissions of state securities applications. The EFD has been very
successful with respect to securities filings, and, consequently, expanding into the franchise area
was the next logical step. As a result of the COVID-19 pandemic, with more people working
remotely, including state regulatory personnel, the importance and ease of using the EFD system
has greatly increased. State franchise regulators had been urging NASAA to allow franchise
filings through EFD for many years. The NASAA Franchise and Business Opportunity Project
Group first approached NASAA with the idea of developing a franchise-specific electronic filing
portal more than twenty years ago, but the initiative was stalled based on concerns about cost
and the complexity of developing such a system. It was only after NASAA successfully
implemented EFD for certain securities applications that the expansion to franchise filings became
feasible.

Since its initial launch in April 2021, FRED has proved to be an efficient method of
processing franchise filings, tracking the progression from submission to state approval, and
providing the public access to the information about the franchise programs available.

A. What Does FRED Do?

FRED is a portal to submit franchising filings for single or multiple states. Franchise filings
include initial franchise registrations, and renewals and amendments to an existing franchise
registration, different types of exemptions, terminations and withdrawals of registrations, and
submissions of advertising. In addition, FRED can be used to respond to state franchise
regulatorsi comment letters. FRED also can be used for some Business Opportunity law filings.
FRED will notify the individual who is filing the documents (iiFilerd) of the progress of the state
filing, notify the Filer of any comment letters or additional requests from the state regulators, track
all changes in the state franchise laws and state regulatorsi requirements relating to franchise
filings, and provide the public with access to view all franchise relating filings in FRED. FRED
also can be a convenient storage and tracking solution for the Filer.

Currently there are nine states that accept franchise filings through FRED T California,
Illinois, Maryland, New York, North Dakota, Rhode Island, South Dakota, and Virginia, as well as
Nebraska, which has a fifranchised exemption filing under the Nebraska Business Opportunity
Law. At present, two states, New York and North Dakota, will only accept filings through FRED.
New York may accept applications by mail if an application for hardship is submitted prior to filing.
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registrations, or take the process in-house and file itself, the Filer and the Filer information can
change. Either the previous law firm Filer, or the new Filer (the new law firm or the franchisor)
must submit a reassignment of ownership notice to EFD support (support@efdnasaa.org) and
EFD Support will move the data to the new Filer.

In preparation for a filing, a Filer will see that FRED will list the types of documents that
are required for each state. This list is kept current. Once a document is posted to FRED, it will
be available to be used by that franchisor for additional states and in the future. It is helpful that
all of the documents filed are stored on FRED for future reference.

FRED keeps track of the current filing fees for each state. If a Filer is using the franchisoris
bank account for the ACH payment, it will send the Filer and any individual the Filer designates
from the franchisor to be notified of such payment. The franchisor will then have a copy of the
payment for its files. This should eliminate the need for the Filer to wait for paper checks to be
sent by the franchisor and/for the Filer to advance funds on behalf of the franchisor.

C. Key Advantages to Using FRED

Some of the benefits of FRED include:

FRED significantly reduces the amount of paper used in filings. No paper copies are
required. Filing through FRED is better for the environment, saves trees, and frees up
storage space, at Fileris office, and creates a more efficient filing document management
process.

State forms no longer need to include original signatures, and the forms can be scanned
by the franchisor to the Filer. This saves time and money by eliminating the need for
overnight mail to send the original signed forms to Filer.

FRED will only permit a Filer to submit documents for a filing in a particular state if all
required forms for that filing are included. This should expedite the filing process and
reduce the number of comments regulators must make about missing forms or
documents.

FRED maintains current filing fee information for each type of filing. This saves the filer
time from researching filing fees and provides confidence that the payment amount is
accurate.

Submissions to the state are deemed filed upon uploading all the required documents into
FRED and paying the full fee amount. This allows filers more time to meet filing deadlines
and avoid delays that occur shipping large paper documents.

FRED creates a history of each filing, including notification of comment letters and
approvals. The Filer can access the status of any filing by logging in to their account.

Once documents are downloaded to FRED, they are available to be used for other
registration states, so the Filer only needs to upload them once.

FRED offers online storage for all of the Fileris franchise documents.
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franchise agreements. Washington examiners also likely will continue to question substantive
contractual provisions that may potentially violate that Stateis franchise relationship provisions.

Franchisor attorneys should consider relevant state anti-fraud statutes that can impact
when a potential change in ownership of a franchisor entity must be disclosed to potential
franchisees. Franchisor attorneys also may need to ask more questions about the Certified Public
Accountants their clients employ to ensure that the accounts are both properly licensed in the
jurisdictions they operate and competent to audit franchise financial statements. Finally, the
development and refinement of the NASAA-sponsored franchise electronic registration portal,
iFRED,0 should make it easier and more efficient for franchisors to comply with different state
franchise filing requirements in 2023.
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prospective franchisee to acknowledge identical facts and statements that the franchisee must
acknowledge a second time in the franchisords franchise agreement. In other cases, these
Questionnaires and Acknowledgments require prospective franchisees to agree that they

understand specific disclosures made in an FDD or the terms of the franchise relationship. These
provisions are inconsistent with plain English standards and the legislative policies behind state
franchise laws, which were passed to protect prospective franchisees by requiring presale
disclosure. State franchise laws do not allow FDDs to be used as a defense documents that serve
to protect franchisors who commit fraud or make misleading material disclosures or material
omissions.

Application of Statement of Policy Regarding the Use of Franchise Questionnaires
and Acknowledgments

This Statement of Policy applies to Questionnaires, Acknowledgments, and similar

documents that appear in FDDs and applicable attachments and exhibits used in the offer and
sale of franchises where an Anti-Waiver Provision or Anti-Fraud Provision applies to the offer or

sale.

A. Definitions

This Statement of Policy uses the following terms defined in the NASAA 2008 Franchise

Registration and Disclosure Guidelines.

Franchisee - Franchisee means any person who is granted a franchise.

Franchise seller - Franchise seller means a person that offers for sale, sells, or arranges
for the sale of a franchise. It includes the franchisor and the franchisords employees,
representatives, agents, subfranchisors, and third-party brokers who are involved in
franchise sales activities. It does not include existing franchisees who sell only their own
outlet and who are otherwise not engaged in franchise sales on behalf of the franchisor.

Franchisor - Franchisor means any person who grants a franchise and participates in the
franchise relationship. Unless otherwise stated, it includes subfranchisors. For purposes
of this definition, a fisubfranchisoro means a person who functions as a franchisor by
engaging in both pre-sale activities and post-sale performance.

Person - Person means any individual, group, association, limited or general partnership,
corporation, or any other entity.

Prospective franchisee - Prospective franchisee means any person (including any agent,
representative, or employee) who approaches or is approached by a franchise seller to
discuss the possible establishment of a franchise relationship.

B. Attachment to FDD

1. If the Franchisor requires the Prospective franchisee to sign any
Questionnaires, Acknowledgments, or similar documents before entering into
the franchise agreement, the proposed form of such Questionnaires,
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