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Today, an increasing number of franchisors want to cross borders and develop their
networks internationally.

There are a number of options available to franchisors to do so:

e Direct investment by the franchisor in one or more of its own outlets abroad;
e Setting-up a fully owned subsidiary in the target country in charge of investing
directly in that territory.

These solutions allow the franchisor to retain control, but require significant
investment - and are therefore very expensive.

The master franchise represents a middle way.

The franchisor relies on a local partner who has a good knowledge of the market, with
the task of developing a sub-network in the territory using the franchisor's know-how.

1. What are the status and role of the master franchisee?

The master franchisee:

1.ls independent of the franchisor (although it is possible for the latter to hold a
more or less significant stake in the company operating the master franchise,
within a joint venture for example);

2.Tests the know-how on the local market, and adapts it if necessary, through pilots;

3.Ensures the development of the sub-network in its territory and takes care of the
necessary investments

4.Acts as a franchisor vis-a-vis its sub-network by:

o signing franchise agreements,

sub-licensing the brand,

organising technical and commercial assistance,

providing training,

organising the supply of products (depending on the elements negotiated with

the franchisor),

o collecting, in return, the entry fees and franchise fees paid by the sub-
franchisees and returning a share of those fees to the franchisor.
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2. Advice to franchisors in order to stay in control of their
networks and know-how in the event of a master franchise

The challenge for the franchisor, by choosing to rely on an independent partner in an
unfamiliar territory, is to keep control of the franchisor’s network and know-how.

This is a fundamental issue.
There are several tips for franchisors to keep control at all levels:

1.Einancial control: take a stake in a joint venture with the master franchisee in order
to have a right to check the accounts, investments and strategy of its partner; |

2.Control of the objectives set for the master franchisee: a very precise definition of
the objectives is needed for opening sales outlets, the turnover generated, the
coverage of the territory, etc. in a development plan attached to the master
franchise contract, with the right to terminate the contract in the event of failure to
meet objectives;

3.Economic control: the royalties paid by the master franchisee must be calculated
on the basis of its total turnover (royalties from the sub-franchisees, turnover from
the pilot and own centres, sales to the sub-network of products necessary to
safeguard the brand, etc.);

4.Control over the sub-franchised network: authorisation and/or validation of all
openings;

5.Control over training; training on know-how, possibly carried out directly by the
franchisor to the sub-franchisees, or in the franchisor’s presence;

6.Control over supplies: direct purchases by the master franchisee from the
franchisor or creation of a local production centre;

7.Control at the end of the contract: include a clause organising the transfer of the

sub-network to the franchisor at a price for which the evaluation methods are

predetermined.
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3. The development plan and the determination of objectives

A development plan should be attached to each master franchise agreement.

It is a fundamental document since it defines:
e The number of sales outlets (e.g. shops, restaurants) to be opened in the territory
granted to the master franchisee;

' e The deadlines for carrying out these openings; and

e The consequences if the objectives are not achieved.

The main challenge is to clearly define the notion of opening points of sale and the
applicable deadlines. The critical points for franchisors are the following:

3-1: Avoid overly ambitious or unrealistic opening targets

e Too many plans provide for a theoretical number of openings which proves
impossible to implement in practice on the territory because they do not take into
account:

o the reputation of the brand (a brand is often unknown in the territory of the
master franchisee; that is why the franchisor calls on a local master); the less
known the brand is, the more difficult it is to open;

o numerous difficulties specific to each country, for example, administrative
difficulties can have a significant impact on opening times; the franchisor must
therefore set the objectives in partnership with the master franchisee, who
must know how to evaluate these times;

o the possible mix of sub-franchisees' sales outlets and the master franchisee's
own sales outlets.

e [deally, the number of openings should vary from year to year, being lower in the
first few years and higher thereafter (e.g.: one in the first year, two in the following
years). This depends on the brand, but as a general rule and based on experience,
two openings per year at "cruising speed" is often a reasonable number.
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' 3-2: A precise definition of the notion of the opening of the sales outlet

Generally, development plans stipulate that the objective is achieved when the outlet
opens. However, this notion is not sufficiently precise and does not consider the
specificities of each contract and each country concerned. Indeed :

e From the signing of the franchise agreement by a sub-franchisee to the opening of
the outlet, the timing can be extremely long: time to obtain administrative
authorisations, time to carry out the work, etc.

e Some delays are not under the control of either the master franchisee or the sub-
franchisee.

It is preferable to refer to an objective notion which measures the diligence of the
master and the sub-franchisee. For example, when a lease is signed, the franchisor can
be reassured about the involvement of the master and the sub-franchisee in the
achievement of the objectives, and the master franchisee is not sanctioned on the basis
of deadlines which it does not control.

It is therefore advisable for the franchisor to stipulate, in the development plan, that the
objective of opening a sales outlet is achieved upon signature of the lease of the
premises in which the sales outlet will be operated.

4. Consequence for failure to meet objectives: the loss of the
master franchisee's exclusivity

This sanction is typical and can be crippling for the master franchisee: if the objectives
are not reached in terms of the number of openings and/or respect of deadlines, for
example, the franchisor is entitled to conclude a contract with a new partner in the
territory, to conclude a contract directly with franchisees, or to open an outlet directly.

It is advised to provide for a gradual implementation of this sanction in order to avoid a
"cut-off" effect. To this end, the franchisor may :

e provide for a meeting clause with the master franchisee to determine the reasons
why the objectives have not been achieved and possibly negotiate new deadlines;

e Or, at least, negotiate a sufficient period of notice between the date on which the

franchisor acknowledges that the target has not been reached and the effective

application of the sanction in order to allow the master franchisee :
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o to carry out an opening which could not be done in time ;
o to compensate for the closure of a franchised outlet that would hinder the
achievement of the objectives.

In any case, the franchisor must ensure, for the coherence of its network, that the
exclusivities granted to the sub-franchisees by the sanctioned master franchisee remain
valid, even if a new master is approved.

5. Advice on formalising the master franchise agreement

Many master franchise agreements are in fact franchise agreements more or less well
adapted to the international situation and the new territory.

Few master franchise agreements are correctly drafted, i.e. stipulating on the one hand
the conditions of the franchisor/master franchisee relationship and on the other hand
the conditions of the master franchisee/sub-franchisee relationship.

At times, the master franchise agreement serves as a franchise agreement applicable to
the initial point of sale whose premises have already been reserved and whose address
is correctly identified. In such cases, a development plan is attached to the contract,
detailing the number of openings and their dates, but not the legal conditions applicable
to all the contracts that will be concluded under the development plan.

Some contracts may also be master franchise contracts “in disguise”; this is the case
when the development plan attached to the first franchise contract provides that
subsequent contracts will be concluded directly by the franchisor with each sub-
franchisee or with the master (one contract per outlet). This is, in fact, not a master
franchise agreement but a succession of franchise agreements, the conditions of which
would be more or less regulated by the first agreement and the attached development
plan. In the latter case, the risk is that the conditions negotiated for the first agreement
are not expressly applicable to subsequent agreements, even though the parties may be
persuaded in good faith that they are.

For example, it may be provided that a reduction in the communication fee is negotiated
to 1% of turnover rather than 2%. If nothing is specified, a literal reading of the contract
leads to the conclusion that this reduction only applies to the first contract, in which it is
stipulated, whereas in the minds of the parties, this reduction is negotiated in return for
the master's commitment to open several sales outlets and therefore applicable to all

Subsequent contracts.
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To overcome this difficulty, there are two possibilities:

e Drafting a master franchise agreement correctly as a framework agreement setting
out the conditions applicable to the franchisor/master relationship on the one hand,
and then to the master/sub-franchisee relationship with the conditions of any
intervention by the franchisor (for example: training, approval of the choice of the
sub-franchisee, etc.); this agreement must not be a franchise agreement applicable
to a specific point of sale;

e In the event that it is not a master franchise agreement but a franchise agreement
with a development plan:

o either conclude a global memorandum of understanding containing the
development plan and specifying the negotiated conditions applicable to all the
contracts to be concluded under the plan. This memorandum should be "?

concluded before the signing of the first franchise agreement in order to cover
all subsequent agreements;

o specify in the body of the franchise agreement, applicable to the first outlet, that
all the conditions - and in particular the financial conditions - will apply in the
same way to all the contracts concluded under the development plan between
that franchisee and the franchisor.
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Founded in 2014, DELCADE is a full-service law firm covering all fields of business

" law, in both counsel and litigation: corporate, M&A, private equity, tax,
employment, intellectual property, information technology, competition,
distribution, energy, regulatory, commercial contracts, real estate, construction,
healthcare and life sciences.

DELCADE boasts some thirty experienced lawyers, all experts in their fields.
DELCADE stands apart from other law firms by providing its clients with highly
responsive and premium services of a large firm, combined with the flexible
mindset and proximity of a human scale structure.

With offices in Paris, Bordeaux, Lille and Biarritz, DELCADE has been recognized
by several legal rankings, including the Legal 500, Best Lawyers, Option Finance
and Décideurs Juridigues.

Find out more : www.delcade.fr Y ﬂﬂ

Member of the Paris bar since 2000, Jean-Philippe Chenard worked in leading
French and Anglo-Saxon firms renowned for their practice in economic and
distribution law (EY Law, TLBM, Wilhelm & Associés) before founding the firm
Chenard & Associates. In 2020 he joins DELCADE as a Partner.His area of
expertise covers all distribution contracts and commercial negotiation between
the various distribution players.

He has developed a recognized competence in the area of distribution networks
(franchise, partnership, selective distribution, brand license, affiliation
commission, cooperative, etc.), which leads him to advise heads of networks and
master franchisees, in France and abroad on international level.

Chairman of the legal committee of IREF - Federation of European Franchise and
Partnership Networks - he leads, in this capacity, numerous workshops on the
development of network contracts and alternative contractual formulas to
franchising.

Franchise law
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Johanna Schwartz Miralles' legal practice focuses on international commercial
contracts, compliance and whistleblower programs (Sapin 1), and business
litigation.

A graduate of Harvard Law School (J.D.) and Aix-Marseille University (PhD in
private law), Johanna began her legal career in the United States at one of the
world's largest law firms, where she helped to represent clients in qui tam
lawsuits, insurance coverage disputes, products liability lawsuits, and fraud and
bribery investigations.

She has taught courses in American business law at the University of Montpellier
and ESSEC Business School.

Johanna Schwartz Miralles [y
jmiralles@delcade.fr

Contract - Compliance - International

|D

S

avacals & saolicitors



https://www.linkedin.com/in/johanna-schwartz-miralles-7b447913/
mailto:jmiralles@delcade.fr

