
Affiliate Programs - Franchise and Business Opportunity Laws

More and more companies are using “affiliate” programs to aggressively market their products or services. However, if not carefully structured, an affiliate program can easily create a “franchise” or “business opportunity” relationship. Selling franchises and business opportunities is a highly regulated activity. The purpose of this article is to (i) provide a brief overview of business opportunity and franchise laws and (ii) analyze whether these laws may apply to a typical affiliate program.

I.
Business Opportunities

The business world uses the term “business opportunity” loosely to refer to a wide variety of business transactions and relationships. However, a “business opportunity”
 has a very specific legal meaning under state and federal business opportunity laws. These laws regulate the sale of business opportunities by requiring, among other things, that the seller of a business opportunity: 

· Provide a pre-sale disclosure document;

· Register the offering with the state;

· Obtain a bond, letter of credit, or other form of financial security;

· Provide the buyer with statutory cancellation rights; and

· Include certain terms within the body of the contract evidencing the sale.

Because the consequences of operating an illegal business opportunity can be severe, it is critical that companies take the time to consider whether they are in fact subject to business opportunity laws. Some of the consequences for failure to comply include the following: 

· Purchaser right to rescind agreement and recover all amounts paid; 

· Purchaser right to sue for damages;

· Criminal penalties against seller;

· Administrative fines and penalties; and

· Administrative cease and desist orders (essentially shutting down the business).

Based upon the current economic downturn and massive loss of jobs, it would be reasonable to expect an increased demand for business opportunities, especially home based business opportunities that require a low initial investment. With increased demand for business opportunities comes increased scrutiny and enforcement by state and federal agencies. In fact, we have indeed seen an increase in the number of new clients seeking our help after receiving citations and/or lawsuits relating to the sale of illegal business opportunities. 

Most people associate certain types of businesses with the world of business opportunities. Common examples include home based businesses (i.e., envelope stuffing, medical billing, animal breeding kits, etc.), Internet kiosks, 900-number ventures, and the sale of vending machines. What many people don’t realize is that the scope of business opportunity laws can be extremely broad. Most companies have no idea that they are in fact offering a “business opportunity.” For example, the sale of distributorships and even educational products (e.g., vocational training programs) can qualify as business opportunities. Business opportunities are regulated at both the federal and state level. However, because the current definition of a “business opportunity” under federal law is quite narrow, this discussion will focus on state business opportunity laws.

Approximately half of the states currently have business opportunity laws. As a general matter, a transaction involves the sale of a business opportunity if:

· The seller sells or leases any goods or services (including training, education, manuals, marketing materials, the right to participate in an income earning opportunity, etc.) to the purchaser for a price exceeding a minimum threshold amount (this amount typically ranges from $200 to $500 depending on the state, but may be as little as $1);

· The purchased goods or services are used by the purchaser to start or maintain a business; and

· The seller makes any one of several representations to the purchaser, including:
 

· The seller guarantees the purchaser will derive income or is likely to derive income from the opportunity (the guaranty does not need to be explicit - it can be implied from the conversations of the parties);

· A market exists for the goods or services to be marketed by the purchaser;

· The seller will refund all or part of the purchase price, or will repurchase the goods or services bought by the purchaser, if the purchaser is unhappy with the business;

· The seller will purchase any items made or bred by the purchaser utilizing the goods or services sold by the seller;

· The seller will provide a sales or marketing program
; or

· The seller will secure locations or accounts or assist the purchaser in securing locations or accounts.

Applying this broad definition, states have concluded that many different types of business relationships are in fact “business opportunities.” State regulators tend to take a VERY liberal construction of their definition of a business opportunity in order to regulate these businesses. 

II.
Franchises  - Federal Law

A person who sells a franchise must comply with certain franchise sales procedures (including providing the purchaser with a disclosure document) and comply with certain registration requirements prior to offering or selling the opportunity. Some state franchise laws also limit a franchisor’s right to engage in certain abusive behavior during the relationship (for example, terminating a franchisee for no cause). 

Failure to comply with franchise laws can subject the franchisor (and the individual owners, officers and employees participating in the violation) to significant liability (including personal liability). For example, some states can impose civil penalties of $50,000 for each violation (larger penalties are available for willful violations). Certain violations are felonies that can result in criminal penalties and jail time. Franchisees who purchase an unlawful franchise generally have a number of claims and remedies they can pursue against the franchisor (such as obtaining a refund of all amounts paid, damages for the amount of their investment, lost profits, treble damages in some states and rescission of the agreement). Oftentimes, franchisee lawsuits are brought on a class action basis. State and federal agencies also have the power to bring lawsuits to seek additional remedies, including injunctive relief to prevent the company from continuing to offer the opportunity. 

As with “business opportunities,” many people have an inaccurate understanding of what is and what is not a franchise. While everyone recognizes many fast food restaurant concepts as franchises, the fact of the matter is that franchising takes place in nearly every industry you can imagine. Franchises do not require brick and mortar retail locations, uniformity of appearance, exclusive territories or “franchise fees.” The definition of a franchise can be very broad and often takes people by surprise. Essentially, a “franchise” requires three elements. Under federal law, these elements include: (i) a required payment of at least $500 within the first six months of operation; (ii) the right to market or sell goods or services associated with the trademark of the franchisor or its affiliate; and (iii) the franchisor has the right to exert significant controls over the franchisee’s business or the franchisor represents it will provide significant assistance to the franchisee.

Required Payment

In order to qualify as a franchise under federal law, the franchisee must pay the franchisor or its affiliates at least $500 within the first six months after opening the business. This element is commonly misconstrued, even by experienced business lawyers. Many people think you can avoid franchising as long as you don’t charge a “franchise fee.” Some people believe simply changing the name of the fee from a “franchise fee” to a “license fee” will prevent the relationship from being a franchise. Others incorrectly believe that eliminating any up-front fee and simply charging “royalties” or “training fees” will keep you out of the franchise realm. In reality, ALL payments to the franchisor and its affiliates are franchise fees with one exception - payments for reasonable quantities of inventory at bona fide wholesale prices are not considered “franchise fees”. Every other payment is a “franchise fee” regardless of how it is described, including payments for goods or services. The exclusion for the purchase of inventory is designed to keep true distributor relationships out of the world of franchising. However, many manufacturers unwittingly become “franchisors” by charging additional fees, charging more than a “bona fide wholesale price” (i.e., hidden franchise fees) or requiring the distributor to purchase more than a reasonable initial supply of inventory. 

Trademark 

The trademark element is also very broad under federal law. A traditional trademark “license” is not required to trigger coverage. According to the FTC, all that is needed is the right to sell goods or services associated with the mark of the franchisor or its affiliate. This is true even if the agreement specifically disclaims any license of a mark. For example, in a typical distributorship relationship, the distributor purchases the manufacturer’s products and resells them. If the products bear the manufacturer’s trademark, the trademark element is met even if the distributor has no other rights to use the mark.

Significant Control or Assistance

Many people believe a relationship is a franchise only if the franchisor controls every aspect of the business. This is absolutely wrong. First, a franchise relationship can exist without ANY controls if the franchisor provides significant assistance. For example, if the franchisor provides (or represents that it will provide) marketing support, training, accounting services, financial assistance or other assistance, the element can be met. Often, providing an operating manual is considered “significant assistance.” The general rule of thumb is that if the franchisee is relying on the franchisor to ensure it’s success or to learn how to operate a new business, the control/assistance element is met. On the flip side, a franchise can also exist where there is no assistance if the franchisor exerts significant controls (for example, controlling hours of operation, imposing site selection or store appearance requirements, requiring uniforms, imposing territorial restrictions, imposing customer restrictions, etc.).

III.
Franchises - State Law

The definition of a franchise under state law varies from state to state. However, the first two elements (i.e., license of a trademark and a required payment) are common to nearly all of the state definitions, subject to the following three caveats. First, New York does not require any trademark or other commercial symbol in order for a franchise relationship to exist. Second, some franchise registration and disclosure states have a $1 franchise fee threshold rather than the $500 threshold applicable under federal law. Third, most state franchise laws have de minimus fee thresholds that are measured annually or over the life of the relationship, rather than over the initial six month period. 

Under state law, the third element of a franchise (i.e., the control/assistance prong under federal law) generally falls into one of two categories. The first category involves a “marketing plan” while the second category involves a “community of interest.”

Marketing Plan

In certain states, the definition of a franchise requires that the franchisee be granted the right to offer, sell or distribute goods or services “under a marketing plan prescribed in substantial part by the franchisor.” A “marketing plan” usually exists where advice or training is given regarding the operation of the business and the sale of the franchisor’s products or services. Many state laws specifically define the word “marketing plan.” Some examples are listed below:

· A plan or system relating to some aspect of the conduct of a party to a contract in conducting business, including but not limited to (a) specification of price, or special pricing systems or discount plans, (b) use of particular sales or display equipment or merchandising devices, (c) use of specific sales techniques, (d) use of advertising or promotional materials or cooperation in advertising efforts; provided that an agreement is not a marketing plan or system solely because a manufacturer or distributor of goods reserves the right to occasionally require sale at a special reduced price which is advertised on the container or packaging material in which the product is regularly sold, if the reduced price is absorbed by the manufacturer or distributor. (Illinois Franchise Disclosure Act, § 705/3(18))

· A plan or system concerning a material aspect of conducting business. Indicia of a marketing plan include: (1) price specifications, special pricing systems or discount plans; (2) sales or display equipment or merchandising devices; (3) sales techniques; (4) promotional or advertising materials or cooperative advertising; (5) training regarding the promotion, operation or management of the business; or (6) operational, managerial, technical or financial guidelines or assistance. (Rhode Island Franchise Investment Act, § 19-28.1-3(l))

Even if the franchisor provides a marketing plan, a franchise does not exist unless the plan is prescribed in substantial part by the franchisor. Some states read this requirement strictly such that the plan is “prescribed by the franchisor” only if the franchisee is required to operate under the plan. Other states take the position that a marketing plan is prescribed by the franchisor if it is suggested by the franchisor or is merely made available to the franchisee, even if the franchisee elects not to utilize the plan. 

Community of Interest
The states that do not define a franchise by reference to a marketing plan typically define a franchise by reference to whether there is a “community of interest” between the franchisor and franchisee in the marketing of goods and services. A typical definition of a “community of interest” is as follows:

· A continuing financial interest between the grantor and grantee in either the operation of the dealership business or the marketing of such goods or services. (Wisconsin Fair Dealership Law, § 135.02(1))

Courts have applied a variety of tests to determine whether a community of interest exists. Many courts have held that a community of interest exists where the franchisee is required to make a large investment that is specific to the franchise (whether in assets or goodwill) such that the franchisor has the franchisee “over a barrel”. This test is also referred to as the “interdependence test” (interdependence arises when the franchisee invests heavily in the relationship and stakes its economic health on its continuation). The courts also focus on whether the franchisee derives a significant portion of its revenue from the operation of the franchised business. In Minnesota, where the “community of interest” element is probably interpreted most broadly, all that is required is that the franchisor and franchisee share in fees from a common source, such as a sales commission arrangement. Minnesota does not require control or a substantial investment.  These are but a few of the factors and tests applied to determine whether a community of interest exists. 

IV.
Affiliate Programs

A common business opportunity/franchise structure that seems to be gaining in popularity is the “affiliate” program. In order to expand their customer base, many companies are developing affiliate programs whereby the affiliates are granted the right to market the company’s goods or services. When a customer purchases the goods or services, the affiliate is paid a commission. The affiliates may be given marketing materials, training and/or manuals to assist them in the marketing of the companies’ products or services. In addition, the affiliates may be authorized to use or display the company’s trademarks in connection with their marketing activities (for example, business cards, websites or other marketing materials bearing the company’s trademark). In order to become an affiliate, most companies require an initial or periodic payment. This payment may be for the right to become an affiliate (i.e., license fee, registration fee, etc.) or the payment may be for a starter kit or other supplies or services that are used to operate the business (for example, brochures, business cards, websites or hosting services, software, manuals, training, etc.). Oftentimes, the companies engage the services of telemarketers or online marketers to sell the affiliate program on their behalf. 

Although affiliate arrangements are becoming more common, most companies utilizing these programs are unaware that they may be selling unlawful franchises and/or business opportunities. The arrangement described above is highly likely to meet the definition of a franchise and/or business opportunity under state and federal laws. 

In terms of the “franchise” analysis, the relationship involves: (i) the right to sell goods/services associated with the franchisor’s trademark (or the right to use the mark for advertising purposes); (ii) the payment of a required fee (which may or may not exceed the threshold amount); and (iii) significant assistance (usually in the form of training and marketing support) or, for purposes of state law, either a marketing plan (i.e., marketing manual, training, marketing materials, etc.) or community of interest (i.e., sharing of commissions from a common source - note that the relationship is unlikely to meet the stricter community of interest definitions applied in other states). While there are a number of exemptions under franchise law, few apply to these types of arrangements. 

In terms of the “business opportunity” analysis, the relationship involves: (i) the sale of goods or services (again, the amount of the payment may or may not exceed the state threshold amount); (ii) the purchaser’s use of the goods or services to start a new business (i.e., becoming an affiliate); and (iii) the use of the statutorily prescribed representations in the sale of the affiliate program (most typically (a) an income representation, (b) a refund obligation if the purchaser isn’t satisfied or (c) provision of a sales or marketing plan). 

So what is a company to do if it wants to use an affiliate program that qualifies as a business opportunity and/or franchise? Some approaches include the following:

· Develop a strategic approach to only offer the program in states where such arrangements are not regulated (this may require an adjustment of fees to fall below the statutory amount). 

· Strip the relationship of all company controls and assistance, particularly in the area of marketing; however, even without any assistance or controls, the company needs to be careful not to make any representations that would trigger the business opportunity laws (e.g., income representations or refund obligations). 

· To avoid franchising, the company can eliminate all branding, which would remove the relationship from the realm of franchising everywhere except New York. 

· The company can target a few strategically significant states and comply with applicable business opportunity laws (would need to avoid federal and state franchise laws).

· The company can develop a franchise program that would exempt the company from most business opportunity laws (if the offer involves a federally registered trademark, the franchise offering will be exempt from all business opportunity laws). 

Regardless of the approach taken, the company should be very aware of the risks associated with failure to comply with franchise and business opportunity laws because the consequences can be catastrophic. 
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� Some states may use other terms, such as “seller assisted marketing plan,” to refer to a business opportunity. 


� The specific representations that will trigger the business opportunity laws vary from state to state. This list includes the most common representations.


� The definition of a “marketing plan” can be extremely broad. Generally, a marketing plan exists whenever the seller provides marketing training, assistance or advice to the purchaser and/or provides marketing materials. The specific definition varies among the different states.
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