Inquiry into the Operation
of Franchise Businesses
in Western Australia

Report to the Western Australian
Minister for Small Business

April 2008



© Government of Western Australia 2008

This work is copyright. Apart from any use as pited under the Copyright Act 1968, no part may be
reproduced by any process without written permisfiom the Small Business Development
Corporation. Any requests and inquiries concerma@myoduction and rights should be addressed to the
Managing Director, Small Business Development Caafion, GPO Box C111, Perth, Western Australia,
6001.

ISBN 9780980363524

Inquiry into the operation of franchise businedse&/estern Australia: report to the Western Augral
minister for small business

Published by:

Small Business Development Corporation
553 Hay Street

PERTH WA 6000

Telephone: (08) 9220 0222

Facsimile: (08) 9325 3981

Email: info@sbdc.wa.gov.au

Internet:www.sbdc.com.au

ISBN 9780980363524



Inquiry into the
Operation of Franchise Businesses

In Western Australia

Report to the

Western Australian Minister for Small Business

April 2008



Chairman’s Letter to the Minister

The Hon Margaret Quirk MLA
Minister for Small Business

Franchising is a robust business model that prevateentry into business ownership
for many Australians. The purpose of this Inquisyto enhance the franchising
business environment in Western Australia.

Towards the end of 2007, issues relating to enftamichise agreement arrangements
were brought to the attention of the Western AlisinaGovernment. Questions relating

to whether patterns of unconscionable conduct & dbctor were emerging and the
adequacy of existing laws protecting the interegfsanchisees were raised. In October
2007, the Premier of Western Australia announcedi#tails and terms of reference of
this Inquiry to examine these issues.

The terms of reference were wide ranging and tphertmg time-frame relatively short.
In all, the Inquiry received over 100 submissiofi$ie quality of the submissions from
franchisors, franchisees, industry service prowdeeak bodies and academics were
excellent and of considerable assistance to thaiyng

The Inquiry is firmly of the view that most franeki systems operate within the spirit
and intent of the Franchising Code of Conduct. Tugle serves the industry well;
however, issues raised in submissions made to ltiasiry reveal that further
improvements to the Australian franchising opergatianvironment are not only
desirable but also necessary.

The Inquiry was not an investigation and was un&bherify allegations made in many
submissions.  This does not detract from the vabfethe report and its

recommendations. The Inquiry reports on issuesidowith franchise education,

disclosure and due diligence, end of agreemenhgeraents, dispute resolution, and
enforcement of the Code and Trade Practices Act armakes a number of
recommendations to address these issues.

This discussion of the issues and the recommenmndatiwe informed by a review of
existing franchising practice in other jurisdictsom Australia and overseas undertaken
by the Centre for Advanced Consumer Research (CACR)is research was
particularly valuable and | am grateful to the tdachby Ms Eileen Webb, Co-Director
CACR.

The Inquiry recognises that franchising is of nadilo importance and deals with
Australian brands. Importantly, it does not recanoh separate stand alone state
regulation. Consequently, the majority of theoramendations are framed in such a
way that the Western Australian Government hasoghgortunity to provide national
leadership by requesting the Commonwealth Goverhrtedte a certain course of
action.



The Western Australian Small Business Developmemp@ation (SBDC) provided
the secretariat support that enabled this Inquaryproceed and for this report to be

written. | am particularly appreciative of the ats of Martin Hasselbacher, Jennifer
Collins and the team at the SBDC.

It is with pleasure that | present this reporttite Minister for Small Business, the Hon
Margaret Quirk MLA, and the Government of Westeumnstalia.

)

N\
Q,« T 2 \3 «AJ

Chris Bothams
April 2008



Executive Summary

The Inquiry into the Operation of Franchise Bussassin Western Australia was
established to examine fairness in franchisingngeanents. This followed issues being
raised with the Western Australian Government tomith end of franchise agreement
arrangements.

The Inquiry’s terms of reference were to:
1. Review the adequacy of existing legislative prayisi, both State and Federal.

2. Identify whether emerging trends in the franchisimgustry disclose patterns of
unconscionable conduct that may not be coveredruadsting laws.

3. Examine whether existing remedies available todn&gees are adequate and,
where appropriate, recommend changes.

4, Review existing practice in other jurisdictions, sM@lia and internationally, on
unconscionable conduct and renewal of licences.

The Inquiry issued a Background Paper containirigrimation about franchising in
Australia including the regulatory framework, kessuies and discussion points. It
called for written submissions and additionallye thpportunity was provided for oral
submissions to be presented at public hearingsall,ljust over 100 submissions were
received by the Inquiry.

The Inquiry heard from franchisors, franchisees ardranchisees, franchise service
providers and academics from around Australia. Theuiry heard numerous
allegations of improper conduct from franchisee®séhbusinesses had failed. Despite
the seriousness of these allegations and accodimpersonal loss and hardship, the
Inquiry has not detected patterns of unconscionadheluct but rather instances where
existing laws do not necessarily provide a dedsliegdl of protection for all franchising
participants.

The Inquiry Chair and Secretariat analysed alltemitand oral submissions. The key
issues that emerged related to franchise educatisdpsure and due diligence, end of
agreement arrangements, dispute resolution, anoroamhent. Overall, the Inquiry
believes that the franchising sector operates welyever, improvements need to be
made to address the concerns raised.

While existing legislative provisions serve thenthising sector satisfactorily, there is
scope for improvement to be made to the discloprtoeisions of the Franchising Code
of Conduct, its enforcement, and its overall un@deding, particularly by prospective
franchisees. Regulatory changes to the franchiseogor should be undertaken by the
Commonwealth Government given that franchising roftevolves national brands
operating across Australia. There is the opporyufor the Western Australian
Government to provide national leadership and toecto the Commonwealth
Government by requesting that they implement althef recommendations from this
Inquiry.



The Inquiry believes that the following recommeinaias will improve franchise
education, disclosure and due diligence, end ofegent arrangements, dispute
resolution, and enforcement. If adopted, the fné&siog business environment will be
one where participants are better informed, areenli@ely to be successful in their
enterprises, enjoy greater equity and, should tednarise, have more timely and
efficient access to justice.

1. Franchise Education

The importance of pre-entry education for franchises cannot be underestimated.
Presently, many prospective franchisees do not knowhat education is available
nor do they understand how important this is in orcer to inform themselves about
their rights and responsibilities under a franchiseagreement. This is particularly

critical in undertaking relevant due diligence whenconsidering the risks involved

in entering into a franchise arrangement.

The following recommendations seek to address issuerelating to lack of
awareness and reach of franchise education, as wall the desirability of franchise
participants being kept informed on an ongoing basi of relevant developments in
the franchising sector.

Recommendation 1.1:
The Commonwealth Government work with State and Tetitory
Governments and the franchising sector to develop eoordinated approach
to delivering targeted pre-entry education to prosgctive franchisees. This
education should provide relevant advice on:
= the franchise relationship;
= the Franchising Code of Conduct;
= the known business and franchising risks that frankisees should be
investigating before entering into a franchise agrement;
= the basics of contract law as it relates to francking; and
= the franchisee’s rights and responsibilities undera franchise
agreement.

Recommendation 1.2:
The Commonwealth Government provide funding to Sta¢ and Territory
Governments to cooperatively develop an effective arketing strategy to
facilitate the promotion of the information and advsory services available
to both franchisees and franchisors.

Recommendation 1.3:
The Commonwealth Government regularly inform the setor about current
issues, trends and key areas of concern in relatioto franchising via a
periodical publication. A component of this publi@ation should provide
information that is specifically focussed on educatg and informing new
and existing franchisees.



2. Disclosure and Due Diligence

Franchising regulation in Australia is premised onthe disclosure of relevant
information by franchisors to prospective and renewng franchisees. The
Franchising Code of Conduct prescribes what informtion is required and in what
format. Currently, the Code does not require frandisors to specifically disclose
what franchisees’ entittements and responsibilitieare at the end of an agreement.
A number of other concerns regarding the current dsclosure provisions have also
been identified which were not addressed by the mbeecent changes to the Code.
Compliance with the disclosure requirements also regls to be improved.

The following recommendations seek to improve the isclosure of relevant
information, particularly in regards to rights at t he end of an agreement, and
compliance with the Code in order to improve overdl transparency in the
franchising sector.

Recommendation 2.1:
The Commonwealth Government amend the Franchising @le of Conduct
to make it mandatory for franchisors to include, aspart of its disclosure
document, a clear statement that highlights the rigts and responsibilities
of, and risks to, the franchisee.

Recommendation 2.2:
The Commonwealth Government, through the AustralianCompetition and
Consumer Commission, develop a standard checklistf &nown potential
risks for prospective franchisees to investigate. The checklist is to be
attached to all disclosure documents.

Recommendation 2.3:
The Commonwealth Government immediately amend the ianchising Code
of Conduct to specifically require franchisors to d@sclose:
= the amount of rebates received from any other bus#ss for the supply of
goods or services to franchisees;
= what services they will provide to franchisees inxlicit terms;
= their financial position to franchisees; and
= their relevant franchising experience, qualifications and training.

Recommendation 2.4:
The Commonwealth Government review the FranchisingCode of Conduct

by 2010 in order to evaluate the effectiveness oha@nges to the disclosure
provisions and any other amendments.

Recommendation 2.5:
The Commonwealth Government amend the Franchising @le of Conduct
to require all franchisors to register their franchise system with the
Australian Competition and Consumer Commission.

Recommendation 2.6:
The Commonwealth Government amend the Franchising @le of Conduct
to require all franchise systems to lodge a copy afs current disclosure



document annually with the Australian Competition and Consumer
Commission.

Recommendation 2.7:
The Commonwealth Government, through the AustralianCompetition and
Consumer Commission, undertake a regular review o random sample of
disclosure documents to monitor compliance with théranchising Code of
Conduct and publish the results of their findings anually.

3. End of Agreement Arrangements

A particular focus of this Inquiry has been on isses relating to non-renewal of the
franchise agreement and expiry of the contract. Té existing regulatory
framework for franchising in Australia does not speifically address end of
agreement arrangements. In the interests of makingn informed business decision
and undertaking appropriate due diligence, prospedte and renewing franchisees
should have a clear understanding of what their emfements and responsibilities
are, or are not, at contract expiry prior to entering into a franchise agreement.

The following recommendations seek to improve endf agreement disclosure and
transparency in contract negotiations in order to povide franchisees with greater
clarity and certainty in relation to their rights a nd responsibilities.

Recommendation 3.1:
The Commonwealth Government amend the Franchising @le of Conduct
to require franchisors to explicitly specify, in the disclosure document, what
end of agreement arrangements are in place under ¢hfranchise agreement.

Recommendation 3.2:
The Commonwealth Government amend the Franchising @le of Conduct
to require franchisors to explicitly specify, in the disclosure document, what
the position is in relation to the franchisee’s ertlement or lack of
entittement to goodwill or other compensation if tle agreement is not
renewed.

Recommendation 3.3:
The Commonwealth Government amend the Franchising @le of Conduct
to require franchisors to conduct a pre-expiry revew with the franchisee at
least one year prior to the expiry of the franchiseagreement. The purpose
of the review is to inform the franchisee of any waations between the
existing and new agreement and any conditions thateed to be met in order
for agreement renewal.

Recommendation 3.4:
The Commonwealth Government amend the Franchising @le of Conduct
to require franchisors to specify, in the disclosug document, a reasonable
period of notification in which to inform the franchisee of their intention
not to renew the agreement.



4. Dispute Resolution

The Franchising Code of Conduct prescribes a mandaty process of dispute
resolution through mediation. Problems associatedvith mediation include the
difficulty in getting parties to attend and resolvetheir disputes in a timely fashion
and the lack of enforcement of mediated outcomesAn earlier and more flexible
system of intervention is required.

The following recommendations seek to improve theucrent mediation process in
order to provide a better system to resolve disputein the franchising sector.

Recommendation 4.1:
The Commonwealth Government, through the AustralianCompetition and
Consumer Commission, review the current mediation pcesses mandated
under the Franchising Code of Conduct with a view d implementing an
earlier, more cost-effective and accessible disputesolution system.

Recommendation 4.2:
The Commonwealth Government amend the Franchising @le of Conduct
in relation to mediation to:
= require parties in dispute to attend mediation complsorily;
» make mediated agreements enforceable to ensure bofiarties
adhere to the agreed resolutions; and
* include prescribed penalties for refusing to attendmediation or
refusing to make a genuine attempt to resolve thespute.

5. Enforcement

The conduct of franchising participants is regulatd by the Australian Competition
and Consumer Commission. It is the role of the ACC to monitor and enforce
compliance with the Franchising Code of Conduct andhe Trade Practices Act
1974 The ACCC currently has a formalised process tonvestigate breaches of the
Code and allegations of misconduct. In many casefie ACCC has not been able
to respond adequately to franchisee complaints in taimely manner.

The following recommendations seek to improve the amitoring of compliance
with the Code by franchising participants in orderto better enforce conduct and
behaviour in the franchising sector.

Recommendation 5.1:
The Commonwealth Government review its current levieof funding to the
Australian Competition and Consumer Commission in oder to ensure
adequate resourcing for the monitoring, enforcementand education of
franchising participants under the Franchising Codeof Conduct.



vi

Recommendation 5.2:
The Commonwealth Government establish a dedicated ranchising
enforcement unit within the Australian Competition and Consumer
Commission to proactively monitor and enforce compénce with the
Franchising Code of Conduct and thélrade Practices Act 1974

Recommendation 5.3
The Commonwealth Government amend thelrade Practices Act 19740
prescribe penalties for breaches of the FranchisqmCode of Conduct.

Recommendation 5.4
The Commonwealth Government work with the judicial system and the
franchising sector to introduce a more streamlinedapproach to accessing
compensation and recovery of costs where a partiad court decision
impacts on a group of franchisees.
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Chapter 1 Introduction

The purpose of this Inquiry is to examine issuegidowith fairness in franchising
operations and to make recommendations to enhahee franchising business
environment in Western Australia.

A focus of the Inquiry has been on issues relatmgion-renewal of the franchise
agreement and end of contract, however, it has besessary to take a broader
perspective on franchising issues in line with stetements made in the submissions
received. This report identifies some of the keyues and themes that have been
brought to the Inquiry’s attention in relation tbet current franchising business
environment in Australia and makes recommendatiomemedy the situation.

Terms of Reference

On 2 November 2007, the Minister for Small Businglss Hon Margaret Quirk MLA,
announced the terms of reference for the State @mant Inquiry into the Operation
of Franchise Businesses in Western Australia. Ibeiry is to:

1. Review the adequacy of existing legislative prayisi, both State and Federal.

2. ldentify whether emerging trends in the franchisindustry disclose patterns of
unconscionable conduct that may not be coveredruexdsting laws.

3. Examine whether existing remedies available todnésees are adequate and,
where appropriate, recommend changes.

4. Review existing practice in other jurisdictions, sMalia and internationally, on
unconscionable conduct and renewal of licences.

Why the inquiry was held

As a result of a grievance raised in the Legistathssembly on 25 October 2007, the
Government of Western Australia initiated an inguim examine concerns about the
fairness of franchise arrangements.

Specifically, the grievance revolved around thesgte of the Rockingham KFC store at
the end of its franchise agreement in November 20@7urther three KFC franchise
agreements in Western Australia expire before titeod 2008.

The situation with the Rockingham KFC outlet raisesbles to do with franchising in
Australia:

[The] concern is that existing franchise arranges@n Australia may not offer
sufficient protection or information to franchisgpavators who may find
themselves in a similar situation to the one fa¢hmgowners of the Rockingham
KFC franchise. It seems that the franchisor cam itss right to not renew a



franchise agreement and potentially deny the frseehithe economic benefits of
building a strong and successful business.

Whilst recognising that the matter may ultimatelg Wor the Commonwealth
Government to address under hade Practices Act 1974he Premier was requested
to “initiate an inquiry not only into whether exigg legislative provisions for franchise
arrangements at both the state and federal legeddequate, but also into whether state
or federal legislation needs to go further to easarsufficient level of disclosure in
franchise arrangements to prevent any unconscieraiduct in those arrangemerts”.

In responding, the Premier indicated that this ¢essignificant ramifications because
“there are many franchise arrangements in our engricand that at “both a national
and state level, governments need to ensure that Bosiness owners are treated fairly
and given fair opportunity to compete in the magdate.?

Background Paper

To facilitate community and industry engagement andourage public submissions
from a wide range of sources, a Background Papdhdolnquiry was released on
18 December 2007. The Background Paper contafosmation about franchising in
Australia, the franchising business relationshifg Australian regulatory framework,
legal remedies in case of dispute, key issues modgkion points.

Specifically, the Background Paper focuses on ssekating to the non-renewal of the
franchise agreement and end of contract. Curranthise law concentrates regulatory
action on the provision of relevant informationetosure that a prospective franchisee is
adequately informed before entering a franchisetraoh— the Inquiry is interested
particularly in what happens once the end of three@gent is reached.

Some of the issues identified in the BackgroundePaplude entitlement to goodwiill,
franchise churn, good faith bargaining in the negioin of franchise agreements and in
mediation, and unconscionable conduct.

The Background Paper is attached at Appendix 1.

! Hansard, Legislative Assembly, 25 October 2007 6887
Zibid
% ibid



Chapter 2 Process

The Background Paper and details of Public Heanmgse advertised, with a call for
public submissions from interested stakeholderssammunity newspapers the week
commencing 7 January 2008 andTihe West Australiamn Wednesday, 9 January
2008, and Saturday, 12 January 2008 (see Appendix 2

Submissions closed 15 February 2008 and additioxfakmation provided before
13 March 2008 was also accepted for consideratiprthb Inquiry. In addition to
providing written submissions to the Inquiry, stiaélkelers were given the opportunity to
raise issues at Public Hearings, which were heldPénth on 4 February 2008 and
Bunbury on 8 February 2008. A total of 42 peopteraled the hearings, representing a
combination of franchisees, franchisors and ingugtoups.

The Inquiry received 93 written submissions andiréher eight oral submissions were
provided at the Public Hearings. A list of the sudsions received is provided at
Appendix 3. As indicated in the list, a numberpeople who provided a submission
requested that their submissions be kept confidenti

The Inquiry also consulted with relevant stakehadésee Appendix 4), including
franchisees and ex-franchisees, industry bodiesacaemic and other government
representatives.

The Centre for Advanced Consumer Research at Tineetdity of Western Australia

was engaged to research and advise the Inquirie@fourth term of reference relating
to existing practice in other jurisdictions, Audma and internationally, on

unconscionable conduct and renewal of licences.

The Chair and Secretariat of the Inquiry condudetdiled analysis of all submissions
received and identified the key issues that emergHuese issues related to franchise
education, disclosure and due diligence, end okeygent arrangements, dispute
resolution, and enforcement.

Issues relating to retail leasing were touchednoseiveral submissions that highlighted
the parallels between commercial tenancy and fiamghissues, particularly in relation
to unconscionable conduct. Given the attentioretail tenancy and leasing issues by
other concurrent reports and inquiries, and thé&didntime-frame for this Inquiry, there
has been minimal exploration of retail leasing éssu

It is from this analysis and the research carriettbat the Inquiry’s recommendations
were developed.

A timeline of the Inquiry process is on the nexg@a



Timeline for the

Inquiry into the Operation of Franchise Businesaé®/estern Australia

25 October 2007

2 November 2007

18 December 2007

7 January 2008

9 & 12 January 2008

4 February 2008
8 February 2008
15 February 2008
February/March

14 April 2008

Grievance raised in State Parliaar@hthe Premier
announces that a government inquiry will be held

The Minister for Small Business,fon Margaret Quirk
MLA, releases the terms of reference for the Inginto
the Operation of Franchise Businesses in Western
Australia

The Background Paper to therpgeleased

Advertising of “Call for Public $uissions” in
Community Newspaper Group

Advertising of “Call for Pub%ubmissions” iThe West
Australian

The first Public Hearing held entR

The second Public Hearing heBuimbury

Closing date for written submarssfrom the public
Detailed analysis of submissions

Final report of the Inquiry to theifister for Small
Business



Chapter 3 Franchising in Australia

Introduction

Franchising offers entrepreneurs the opportunitgxpand their businesses in locations
around the country by offering a recognised bramdyroduct or specific expertise
relating to the good or service, with the operatainthe individual business being
managed by the franchisee.

Franchises are a dominant force in the retail seeted encompass a broad range of
consumer goods and services with, for example, regee extending from fast food
outlets to hardware stores, bakeries, ice-creandorenand mobile pet grooming
services. Almost any business can be conductedghra franchise arrangement.

Franchising is an important sector of the econoemploying many thousands of
Australians. The great majority of the estimat&j060 franchise businesses in the
country are run by small business operators. Tdmitribution to the national economy
was worth around $128 billion in 2005, and growfng.

There has been strong growth in the sector ovevdl, significant increases in both the
number of franchise systems (up 12.9% between 20@42006) and franchise units
held (up 14.6% between the same perfodBusiness format franchise uflitaow
represent slightly less than 5% of all small busses in Australia, indicating that there
are further opportunities for growth at the unitde

The Franchising Business Environment

While business format franchising is by and largsuacessful form of enterprise in

Australia for many franchisors and franchiseesealdubmissions made to this Inquiry
have described instances of conduct that have nusttally impacted on some

franchising participants. At its worst, this belwaw has led to business failures, and
with that associated costs including bankruptdyheklth, emotional and psychological
trauma, marriage and relationship breakdowns, asdiply suicide.

The Inquiry recognises that there is an inheresk associated with any commercial
arrangement, and that governments can only plamitetl role in regulating business

activity. However, while the principles of freedarficontract and sanctity of contract

(see Background Paper at Appendix 1) need to sepred in a market economy such
as ours, there is still a governmental duty to emsiiat an appropriate legal framework
exists to protect the interests and rights of partio a contract. These are the
fundamentals underpinning Australia’s laws regagdair trading and trade practices.

4 “Franchising Australia 2006 Survey”, Griffith Urgtsity, 2006
5 .

Ibid
¢ The business format franchise refers to wheraracfrisor develops a manner of doing business amaitgahe
franchisee to use the entire system in a contreligin the operation of the franchisee’s indepetige@owned
business (such as fast food outlets, mobile sepriceiders and booksellers). Business format freaaty is by far
the most common form of franchising in Australia.



Without adequate protections in place, the stromgety to an agreement could go
‘above and beyond’ its inherent superior bargairpogition to put the weaker party in
trade or commerce at a compromising disadvantyhile this power imbalance is a
natural feature of contract law, and the markenheaowy in general, a case can be made
for a level of protection in franchising given thmequal contractual relationship
between parties to a franchising agreement, thgellarself-regulatory nature of the
sector, and the potential risks and consequensegiased with investing in a franchise
system.

Franchising Reqgulation in Australia

Franchising agreements in Australia are regulatgdth® contractual relationship
between the parties and statutory provisions inctythe Franchising Code of Conduct
(‘the Code’)! This regulatory framework has been describechiyRranchise Council

of Australia (‘FCA’) in its submission to the Inguias “world’s best practice”.

The contractual relationship

The terms of the contract carve out the partiespeetive rights and obligations.

However, common lafvand equitablé principles may, in appropriate circumstances,
intervene to restrain unfettered exercise of catmia rights, and/or related business
conduct, where the behaviour under consideratias dmt meet certain standards. In
this respect, the pivotal considerations are theroh@ of unconscionable dealing and
the implied duty of good faith.

Franchising Code of Conduct

In response to the concerns raised in the Reid Gtieais 1997 report on the review of
fair trading in Australid? the Federal Government introduced the Code whigties to
any franchise agreement entered into after 1 Oct@b68. The Code provides for
disclosure of materially relevant facts and infoting a ‘cooling-off’ period, procedural
safeguards for franchise terminations and a diggstution mechanism.

The Code is mandatory under s51AE of Tade Practices Act 1974TPA) and is
administered by the Australian Competition and @amsr Commission (ACCC). The
mandatory nature of the Code means that all plaiyeithe franchising industry are
subject to its provisions.

The Code is further strengthened by its relatignshih the TPA. Failure to comply with
the Code may lead to a breach of the TPA through:

= the operation of s51AD [invoking remedies of injtios (s80), damages (s82),
enforceable undertakings (s87B), corrective adsiagi (s86C) and other orders
(s87)]; and/or

" Trade Practices (Industry Codes — Franchising) Ratjoihs 1998

8 For example, economic duress, fraud and misrepratien.

% For example, unconscionable conduct, undue infleemd estoppel.

19 House of Representatives Standing Committee, FiraliBglance: Towards Fair Trading in Australia, 19897H,
para 6.73

11 There are no criminal sanctions for a breach oAgb1



= afinding of unconscionable conduct pursuant tAs51

Pursuant to s51AD, contravention of an industryecadntravenes the TPA. Section
51AC proscribes unconscionable conduct in certamlinigs between corporations and
small business persons, including franchisees. cone may consider failure to adhere
to relevant industry codes when determining whettoerduct is unconscionable under
s51AC(1) or (2).

Unconscionable Conduct
() The equitable doctrine of unconscionable deaiin

In equity, the doctrine of unconscionable dealingpewers a court to set aside a contract
resulting from the knowing, unconscionable expt@ta by one party of the special
disadvantage of another. The special disadvamtag be such that it renders the weaker
party unable to make a judgment as to his or hetriberests?

A franchisee, being a commercial party, is unlikiel\demonstrate the requisite ‘special’
disadvantage required by the equitable doctrinkhofigh there have been some musings
in the courts regarding a recognition of ‘situaéibmlisadvantage, particularly with regard
to reliant, personal relationshipsjt seems the present High Court will be resistant
broader interpretationd. A situational disadvantage arises from particu@gal or
financial circumstances, such as a sitting tenatiteaend of a lease, which is in contrast
to a purely constitutional disadvantage (thatnsottonal dependence and vulnerability).

(i) Statutory intervention relevant to unconsciobée conduct

Section 51AA TPA

Section 51AA states: “(1) A corporation must notrade or commerce engage in conduct
that is unconscionable within the meaning of themitten law from time to time of the
states and territories.” This provision has gdherbeen interpreted narrowly, in
compliance with the equitable doctrine. Some soand commentators have argued for
recognition of ‘situational’ disadvantage and/omwmade’ view of s51AA, which, rather
than confining itself to the equitable doctrine,ce@mpasses all doctrines of which
unconscionability is an element. At present, theeems little possibility of these
suggestions being acted updn.

The High Court considered s51AA in a retail leastogtext inACCC v C.G. Berbatis
(Holdings) Pty Ltd® In that case, the ACCC unsuccessfully alleged #hahopping
centre landlord had engaged in unconscionable @bpdusuant to S51AA of the TPA by

12 per Mason CJ ifommercial Bank of Australia Limited v Ama@i®83) 151 CLR 447 at 461-462

13 outh v Diprosg1992) 175 CLR 621

14 Tanwar Enterprises Pty Ltd v Caudi004) 217 CLR 315

15 Indeed, superior court seem to be requiring a mnezous standard; for example, the High CouAtistralian
Competition and Consumer CommissioBG Berbatis Holdings Pty L#(2003) 214 CLR 51 (2003) arfcanwar
Enterprises Pty Ltd v Cauck2004) 217 CLR 315. Similar views can be notechinlew South Wales Court of
AppealAustralia and New Zealand Banking Group v Kar@f05) 64 NSWLR 149.

16(2003) 214 CLR 51



refusing to grant a new lease to certain tenarlesssrithose tenants agreed to discontinue
legal proceedings against the landlord.

The circumstances of the case involved, among dkiegs, a significant vulnerability
affecting the tenants in that their lease was dogpiring, there was no option to renew
and the business had been sold. Failure to gramédw lease would have resulted in the
loss of the sale. The ACCC focussed their argusnents51AA reflecting the narrow
view of unconscionable conduct pursuant to thetablé doctrine. Therefore, it was
necessary to establish the tenant was under asdesadvantage.

The majority of the High Court held that the tenamhs not under any special
disadvantage, indeed, there was nothing ‘spedialutthe predicament of a sitting tenant
at the end of their lease, and that the landlardigduct in imposing a condition upon the
grant of the new lease was not unconscionables Whs illustrated by the judgement of
Chief Justice Gleeson, who notéd:

In the present case, there was neither a specati¢intage on the part of the
lessees, nor unconscientious conduct on the pdtieofessors. All the people
involved in the transaction were business peoplecerned to advance or protect
their own financial interests. The critical disadtage from which the lessees
suffered was that they had no legal entittemerat tenewal or extension of their
lease; and they depended upon the lessors’ willisgio grant such an extension
or renewal for their capacity to sell the goodwilltheir business for a substantial
price. They were thus compelled to approach tbsols, seeking their agreement
to such an extension or renewal, against a backdrai current claims and
litigation in which they were involved. They weaiea distinct disadvantage, but
there was nothing “special” about it. They had fans of financial interest at
stake: their claims, and the sale of their busind$se second was large; as things
turned out, the first was shown to be relativelyabm They had the benefit of
legal advice. They made a rational decision, ao#t the course of preferring the
second interest. They suffered from no lack ofitslio judge or protect their
financial interests. What they lacked was the cencral ability to pursue them
both at the same time.

This reveals that s51AA has had limited impact egutating unconscionable conduct in
commercial transactions.

Section 51AC TPA

Section 51AC addresses unconscionable conductsmdss transactions, the value of
which does not exceed $10 million. A list of fastavhich the court may take into
account in determining whether a corporation os@erhas engaged in unconscionable
conduct in relation to the supply of goods or sEwiis contained under s51AC(3).

17 Gleeson CJ also noted: “Parties to commercial nagimnis frequently use their bargaining power taraot’
concessions from other parties. That is the stufirdinary commercial dealing. What is relevanatcommercial
negotiation is whatever one party to the negotiaticooses to make relevant.” Indeed, David Cloughrhade the
following observations as to the utility of S51AA:.One is left wondering what possible commerciaadivantages
could ever give rise to the necessary disablinglitimms or circumstances.” Clough Dopexistence of Fairness and
Competition under the Trade Practices Act 1974 (G2005) 33 ABLR 99 at 107.



The scope and diversity of the considerations sstgfgeat unconscionable conduct
pursuant to s51AC is, potentially, a much broadercept than that recognised under
the general laW? However, there have been few decided cases whédireding of
unconscionable conduct has been made under s5¥@le conduct may be, in some
cases, harsh, unfair or even oppressive, the uoomadility threshold, it seems, is
rarely satisfied.

In cases involving s51AC, it must be determined tiviethe particular misconduct or

behaviour is sufficiently pejorative in the cont@fttthe particular business relationship
under consideration. As the court’s starting péamtsuch an inquiry is an aversion to

setting aside bargains, and the model against wdodduct is judged is steeped in the
classical model of contract theory, where hard &iargg is the accepted norm, it seems
the instances where unfair business conduct wilrdgarded as unconscionable will

remain few. To date, classical notions of the mess relationship generally override
considerations as to the nature of the relationséfpveen small and large business.

Section 51AC was enacted following the report & Beid Committee to assist small
businesses to deal with more powerful entitieboaigh it was clearly never intended that
the scales be tipped completely in the small bgsperson’s favour. While the standard
recommended by the Reid Committee was ‘unfairnéss’legislature chose to utilise the
term ‘unconscionable’ which has obtained a pamicabnnotation, and required a more
onerous standard of conduct, than unfairness.

Decided cases involving s51AC therefore generallggsst a strict and guarded
interpretation of the provision such that only thmst malevolent conduct will be
regarded as sufficiently ‘unconscionable’. Thexcai the issue seems to be that, as
s51AC involves commercial transactions, the ‘stevhgarty is within their rights to
protect, and act in, their own interests and putiseig own agenda, even where this has a
disadvantageous effect on the other party.

Good Faith

The implied duty of good faith is another concegievant to this discussion on the
franchising relationship in the context of Austaalicontract law.

() The recognition of an implied duty of good faitin Australia

A number of recent caséshave looked favourably on the implication of aydof good
faith into a variety of contracts, including framihg agreements. While some doubts
remain as to whether Australian law has unequiWpealcepted a duty of good faith in
the performance and enforcement of contracts giyéfeand the High Court has not

Baustralian Securities and Investment Commission iohalt Exchange Pty Lt(2005) 148 FCR 132ACCC v CG
Berbatis Holdings Pty Ltf2000] FCA 1376 per French Auto Masters Australia Pty LtdBruness Pty Ltd2002]
WASC 286; (2003) ATPR 46-229 per Hasluck J

¥ Renard Constructions (ME) Pty Ltd v Minister for RaWorks(1992) 26 NSWLR 234Hughes Aircraft Systems
International v Airservices Australi@d997) 76 FCR 151, (1997) 146 ALR 1; but compaeevice Station
Association Ltd v Berg Bennett & Associates Pty(L893) 45 FCR 84, 117 ALR 3®urger King Corporation v
Hungry Jacks Corporatio(2001) NSWCA 187.

20 50uth Sydney District Rugby League Football Clubviews Ltd2000] FCA 1541 at para 393 3
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reached a binding conclusion on the issue, thesdoban an acceptance of the duty as an
implied legal incident in particular classes of ttaat, for example, franchise agreements,
commercial leases and tenders.

Despite earlier concerns as to how good faith cdndddefined, and fears of such a
principle undermining certainty in contract law,nms® courts have indicated their
preparedness to utilise good faith principles irsttalian law.

In Royal Botanic Gardens and Domain Trust v South 8y@ity Councif* High Court
Justice Kirby pondered the breadth of the impliety df good faith, particularly “the
extent to which, if such were to be the law, a daftyood faith might deny a party an
opportunistic or commercial exercise of an othesviésvful commercial right.”

Recently, inJ F Keir Pty Ltd v Priority Management Systems Bty (administrators
appointed,?? Acting Justice Rein accepted submissions made fognahisee that when
the franchisor exercised its powers under the figecagreement, the implied duty of
good faith required the franchisor to act:

0] reasonably and honestly;

(i) objectively;

(i)  without simply relying on information provided byitd parties or
‘wilfully shutting (ones) eyes’ or refraining frormaking inquiries, but
exercising the degree of ‘caution and diligencbea@xpected of an honest
person of ordinary prudence’;

(iv)  without some ulterior motive;

(v) with recognition and regard to the legitimate iasts of both parties in the
enjoyment of the fruits of the contract; and

(vi) to avoid action rendering the plaintiff's interesiader the agreement
‘nugatory, worthless, or... seriously undermined’.

Franchisors in Australia are free to pursue thegitimate business interests but may
offend the implied good faith principles througle thursuit of some extraneous purpose.
Importantly, an implied covenant will only aid ardrther the explicit terms of the
agreement and will never impose an obligation whicluld be inconsistent with other
terms of the contractual relationsffp.

(if) References to good faith in Australian legiglan

Trade Practices Act

Section 51AC(3)(k) of the TPA invites the courtcansider the good faith of the parties
when determining whether conduct is unconscionat$everal cases, including cases
dealing with franchise or dealership terminatidrasje examined good faith in the context
of s51AC (for a discussion of relevant cases, refekppendix 5). Australian franchise

21(2002) 186 ALR 289

22[2007] NSWSC 789. Judgment date: 24 July 2007.

2 Meridian Retail Pty Ltd v Australian Unity Retail M@rk Pty Ltd[2006] VSC 223 (21 June 2006)

241n Central Exchange Ltd v Anaconda Nickel (2601) WASC 128 (25 May 2001), the Western Austratmurt
of Appeal accepted that the principles of goochfaituld not block the use of terms that actuallyesp in the
contract.
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cases often equate a failure to act in good faith wunconscionable conduct. Whether
this is correct is the subject of considerable tieba

Good faith is not defined in the TPA and therei@eourse could be made to the common
law authorities. Interestingly, as the referentes%1AC is to conduct rather than to a
contract, the potential operation for good faiththe s51AC context would seem to be
broader than the common law position.

Franchising Code of Conduct

In 2006, the Australian Government conducted aesg\of the current operation Bfart

2 — Disclosureof the Code. The review committee (the ‘Matthewsmittee’f>
examined the notion of including an obligation fvanchisors, franchisees and
prospective franchisees to deal with each otherlyfaand in good faith. The
Commonwealth Government did not support this recemamation because, in the
government’s view, existing law adequately covesech an obligation.

Other protections in the TPA

The remainder of the TPA is fundamentally concenvéll preventing anti-competitive

conduct (fair trading) and providing appropriatéegaards for consumers. However,
sections 52 and 53, as they pertain to the framghisector, are worthy of a brief
discussion.

Section 52 relates to misleading and deceptive wdnand its broad scope deals with
issues relating to franchisor conduct during thenggion of a contract and during the
course of the franchise agreement. Section 5beapplied to prohibit franchisors from
making misleading statements with regard to, anuthgr things, projected turnover or
profitability. Failure to observe the standaracohduct required by s52 has consequences
under Part VI of the TPA (enforcement and remedieShese include both remedies
available at common law (such as injunctions anchadges) and other compensatory
remedies under s87, which apply when loss or danmdigely to be suffered by a
franchisee (for example, orders declaring the tiesgcagreement void or varied).

Section 53 is also relevant in the context of frasiag as it prohibits false or misleading
representations made in relation to the supplycuafdg and services. For example, it
prohibits a franchisor from making a false or nasli@ag representation in relation to the
price of goods or services and their origin.

State legislation relating to franchising
State and territory governments have not addedegylation specific to franchising to
their legislation. Franchising is regulated by ede and the contractual relationship

between parties.

Several provisions from the TPA that govern refalops between traders have been
reflected by the states in their respective Faadifrg Acts, thereby increasing access to a

% Recommendation 25, “Review of the Disclosure Rious of the Franchising Code of Conduct — Repattte Hon
Fran Bailey MP Minister for Small Business and Tem¥, Franchising Code Review Committee, Octob&&2@g. 46
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greater number of courts in which matters can lsche The Western Australidfair
Trading Act 1981the ‘FTA’) incorporates the relevant trade prees provisions of the
TPA regarding unconscionable conduct, misleading) @&ceptive conduct, and false
and misleading representations in commercial tictitsss.
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Chapter 4 Issues in Franchising

Franchising in Australia is regulated by the Frasiclg Code of Conduct. The TPA
also regulates the conduct of parties in relatmmriconscionable conduct, misleading
and deceptive conduct, restrictive trade practicand false and misleading
representations among others.

The Inquiry has not detected any patterns of widksb misconduct within the
franchising sector in Australia. The Inquiry dithowever, receive numerous
submissions that made allegations of improper fiemac conduct, and in several of
these cases, this conduct was alleged to be systmross the franchise system. More
than one franchisee, or former franchisee, fronm franchise systems made allegations
of misconduct by their franchisor.

It is important to note that this Inquiry was not mvestigation and was therefore
unable to determine whether such allegations wgstesic within franchise systems.
Many of the allegations put to the Inquiry werei®@es and examples of the personal
financial and family costs were devastating to itgividuals involved. Allegations
included:

= Misrepresentation, particularly as to future eageinand amount of work
involved.

» Franchise churn, whereby a franchisor repeatedlg sefranchise outlet in
circumstances where it would reasonably underdizaicthe outlet is unlikely to
operate successfully.

= Collusion with banks and other financial lenderartipularly in the financing
and liquidation of franchise businesses.

= Capricious and vexatious notices of dispute anditetion.

= Collusion with suppliers, especially in marking-tipe cost of supplies and
hidden rebates and other paybacks.

= Bullying, intimidation and threats against franaas.

= Defamation and breaches of privacy, particularlyiast franchisees that are
considered ‘recalcitrant’.

= Refusal to enter into mediation.

= Failing to adhere to the resolutions agreed toediation.

= Lack of disclosure, in particular relating to agfie site/store.

= Non-disclosure of materially relevant information.

= Franchisor encroachment on franchisee-exclusiviaees.

= Withholding of payments, reservations or accounts.

= Abuse and misuse of advertising and other cooper&inds.

= Different and preferential treatment of company-edstores.

No emerging trends that disclose patterns of ur@onable behaviour, which may not
be covered under existing laws, as outlined inltlugiiry’s second term of reference,
were identified. A number of allegations were mé&a¢he Inquiry that the practice of
franchise churn occurred in Australia. The Inquigtes that the Chairman of the
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ACCC, Graeme Samuel, has publicly stated that ¢hgrdid exist in some cases,
however, the FCA denies that this practice takasgsf

The Inquiry has identified a number of significasgues which need to be addressed to
further improve the franchising business environhienall participants. These issues
relate to franchise education, disclosure and diigedce, end of agreement
arrangements, dispute resolution, and enforcement.

1. Franchise Education

The importance of pre-entry education

The risk of business failure will always exist. iFhisk can be reduced by undertaking
thorough business feasibility assessment and pignprior to entering into any
commercial arrangement. Implicit in this processthat prospective parties to an
agreementunderstandthe intended and unintended consequences of bheimess
decisions, actions and reactions.

It has come to the Inquiry’s attention that numerénanchising disputes and business
failures could have been averted had the new fiaeeh prior to entering into the
franchise agreement, better understood:

» basic business principles and the nature of theacal relationship;

= the extent of their rights and responsibilities emthe Code and the TPA; and

= the implications of the information provided to inén the disclosure document
in order to conduct appropriate due diligefAte.

The importance of pre-entry education for francbsslkeas emerged as a key issue. In its
submission to the Inquiry, the Franchise Advisognte claims, “pre-entry education
for people prior to buying a franchise will vasthgsist their understanding of the
disclosure information made available to them.hds been reported anecdotally that in
many cases, prospective franchisees do not edtleateselves prior to entering into a
franchise arrangement.

Pre-entry education is currently available throeghumber of avenues, including the
ACCC, state and territory governments, the FCA wadous industry bodies. This
education is provided in a variety of forms inclgliworkshops, information sessions,
accredited training, networking events, informatexcthange forums and conferences.
These generally offer information and guidance @lation to the franchising
relationship, the rights and responsibilities @fnichising participants under the Code,
and general business practices.

2 Radio 2UE 954, Glenn Wheeler Weekend Show, 9 Fepa(08
27 Due diligence refers to the care that a prudersiqremight be expected to exercise in the exantinathd
evaluation of risks affecting a business transadtimm www.dictionary.con.




-15-

Lack of awareness

Whilst pre-entry education is readily availablenfr@ number of sources, the Inquiry
believes that there is a general lack of awareasssg prospective franchisees of not
only what is available but also the importancehes tnformation, especially in assisting
with pre-business feasibility planning and duegditice.

While the ACCC has a key role in providing informat and guidance to the
franchising sector, it has been put to the Inqtirgt franchise education needs to be
better targeted and more effectively promoted by tbgulator. An ex-franchisee
commented that, “The ACCC has committed itself docating potential and current
franchisees about the Code and their rights andjaildns. They do not attempt to
ensure that potential franchisees know how to conhdelevant due diligence.”
Appropriate due diligence is an essential critisedp in evaluating any contractual
arrangement, especially where large, long-termstments, with considerable risks, are
at stake.

The Inquiry believes that there is merit in promgliprospective franchisees with clear
information on the known potential risks of thenithise business arrangement before
entering into an agreement. Prospective franchise®d to understand the inherent
risks associated with any franchise agreement amghrticular, what their rights and
responsibilities are before, during and at expfrihe contract.

Lack of reach

An option to improve franchisee knowledge of threghts and responsibilities would be
to make it mandatory under the Code for first-tifnr@enchisees to attend pre-entry
education. The Inquiry decided that this wouldalieo heavy-handed approach and has
the potential to act as a barrier to entry and ddd too difficult to enforce.

The Inquiry instead believes that pre-entry edocatieeds to be better promoted in
order to more effectively reach and inform prospectranchisees. There is no point in
developing a comprehensive pre-entry education eampf the intended audience is
not aware that such information and guidance idabla to them or do not understand
and appreciate the relevance of this educationeio tommercial dealings.

A commitment from relevant bodies, both public gmivate, is required to fund a
dedicated and ongoing marketing campaign. The aangshould focus on promoting
the benefits and relevance of pre-entry educatioarder to better inform prospective
franchisees about their rights, responsibilitiesl aisks before they sign a franchise
agreement. This information is essential to egeaipple with the relevant knowledge to
enable informed business decisions to be made.

Ongoing education

The Inquiry believes that all franchising partigip® should be kept abreast of
developments in the sector, including in relatioméw regulatory requirements, good
practice, emerging trends and issues, and the mes®f relevant legal proceedings
and prosecutions. This process of providing ongi@ducation and information would
ensure that franchisors, franchisees and associhietl parties are readily informed
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about the current state of franchising in Austradiad should be a priority of
governments and industry bodies alike.

2. Disclosure and Due Diligence

Disclosure requirements under the Code

The key feature of the franchising regulatory framek is information disclosure.
Specifically, the Code “ensures that franchiseesir@ormed of all relevant facts when
starting their business... by requiring franchisors disclose specific facts to
franchisees

Part 2 of the Code requires franchisors to creafeselosure document in accordance
with Annexure 1. The disclosure document inclutles mandatory disclosure of
23 categories of information, including:

= information about the franchise site or territory;

= information about the supply of goods or serviceartd from a franchisee;

= information about marketing or cooperative fundsmtach the franchisee may
be required to contribute;

= payments that will have to be made by the franehiseelation to the franchise;
and

= current and past proceedings (including litigateomd arbitration) against the
franchisor and directors of the franchisor.

Clause 17.1 of Annexure 1 of the Code requireschissors to provide aummaryof
‘other relevant conditions’ of the franchise agreainincluding matters dealing with:

= the term of the franchise agreement;

= variations to the franchise agreement;

= renewal or extension of the franchise agreement;

= conditions the franchisee must meet to renew arekthe franchise agreement;

= termination by the franchisor;

= termination by the franchisee;

= the franchisee’s goodwill, if any, on terminatianexpiry;

= the franchisee’s obligations when a franchise ages# is terminated, expires or
is not renewed,;

= the franchisor’s rights to sell its business;

= transfer of a franchise;

= mediation; and

= the option or right of first refusal, if any, fdre franchisor to buy the franchised
business.

The disclosure document and a current copy of tleeleCmust be provided to
prospective franchisees and franchisees proposingetew or extend an existing
franchise agreement. This must be done at leastayd before the franchisee enters

2 ACCC websiteyww.accc.gov.a)
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into, renews or extends the relevant franchise eagesit or makes a non-refundable
payment to the franchisor or an associate of thectiisor in connection with the
proposed franchise agreement.

The FCA, in its submission to the Inquiry, argueat t'A disclosure document prepared
in accordance with the comprehensive requiremdrtsed-ranchising Code of Conduct
provides sufficient information to assist a progmecfranchisee to make an informed
decision in relation to the franchise.”

Effectiveness of disclosure

A number of submissions to the Inquiry have questibthe effectiveness of the current
disclosure requirements. According to Assistafédsor of Law at Bond University,
Elizabeth Spencer, in her submission to the Inqulisclosure has been described as a
‘blunt and unfocused instrument’ which has the cédpao generate problems if it:
“provides inaccurate or incomplete information;Idato identify actual, existing
concerns; promotes unjustified fears; produceslse faense of security; perpetuates
misinformation; and/or promotes under or over-react

Despite its wide use, Assistant Professor Spengerea that “There are limitations on
the efficacy of disclosure with respect to thealellity, accessibility and useability of
the disclosed information.” Specifically, she emstwo salient points: is the current
level of disclosure relevant, and how is compliamgth the disclosure requirements
ensured?

Concerns regarding relevance

In his submission to the Inquiry, Associate Prodessank Zumbo from the Australian
School of Business, University of NSW, claims tH#& strategic targeting of
information is critical, and not simply scatteréudugh the process of disclosure. The
more you disclose, the less they may read. Sdjifodosure has to be relevant, it has to
be meaningful, and it has to be clear and suc€iSamply providing more information
upfront may not be the panacea.

Ongoing concerns about the efficacy of disclose@ to the review of the Code’s

disclosure provisions by the Matthews Committee2006. The Commonwealth

Government supported 31 of the 34 Committee recamaieons, and these have
subsequently become law (effective since 1 Mard@8p8f These changes to the Code
have increased “the transparency, quality and timas$ of disclosure to existing and
prospective franchiseed®”

A number of submissions to the Inquiry have bedrcal of the restrictive nature of the
Matthews Committee review, arguing that the limitedms of reference missed an
opportunity to comprehensively review the partsttid Code dealing with dispute
resolution and conditions of a franchise agreement.

2 Trade Practices (Industry Codes — Franchising) Atmemt Regulations 2007 (No.1)
30 Explanatory Statement, Select Legislative Instnn2907 No.240, Trade Practices (Industry Codesandkising)
Amendment Regulations 2007 (No.1)
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Informational regulation can be effective only iécipients have the ability to
understand and use the information. Suggestions haen put to the Inquiry to make
the information in the disclosure document morategically valuable and relevant.

Improving disclosure: rights at the end of an agmeent

The required disclosure does not presently cladértain matters relevant to a
prospective franchisee’s business feasibility ané diligence, principally regarding
what happens at the end of a franchise agreementharnrights and responsibilities of
both parties at that time. Clause 17.1 of the Cedpiires franchisors to provide a
summaryof ‘other relevant conditions’, including right$ #the end of an agreement,
however, there is no obligation to provide specifidormation about what these
conditions are or mean. Franchisors do not cugdmve to explicitly state what
franchisees are entitled to at the end of the tefmtheir franchise agreement,
particularly in relation to their rights to renewaalgoodwill and compensation.

The Inquiry believes that improved disclosure @& ttanchisees’ rights at the end of the
agreement would provide a fuller, more informedtiyme prior to entering a franchise
arrangement and assist in undertaking due diligerités imperative that prospective
franchisees know and understand what they will batled to, if anything, at the
conclusion of their franchise term to enable themassess their likely return on
investment.

The FCA argues in its submission to the Inquiryt thare is “no demonstrable need for
further disclosure of the respective rights of plagties to a franchise agreement either
in relation to renewal or extension of a franchaggeement, or generally”, citing that
any requirement for further disclosure would addadditional compliance burden on
franchisors. The FCA instead suggests that theeeurdisclosure regime may be
improved by including “a specific warning on therit of the disclosure document”
about the rights (or otherwise) of the franchisetha end of the agreement. The FCA,
however, “sees little likely benefit in such a wag particularly given that existing
warnings as to obtaining advice, attending couasesgenerally conducting appropriate
due diligence are often ignored by prospectivednisees.”

The Inquiry believes that information disclosed ropt empowers the prospective
franchisee to decide whether or not to act omiie high costs associated with business
failure, individually and across a franchise systemould outweigh any additional
impost on the franchisor.

Improving disclosure: other concerns

Submissions to the Inquiry have raised a numberotbfer concerns regarding
deficiencies in disclosure. These relate spedifica the following:

= While franchisors are now required to disclose aslyates from any other
business for the supply of goods or services tdrdrechisee, the recent changes
to the Code fail to expressly require that the amod rebates be disclosed.

= While franchisors are required to provide a summairytheir obligations to
franchisees, this does not state clearly what sesyisuch as training and
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marketing, the franchisor will actually provide any indication as to their
guality and quantity.

= While franchisors require franchisees to discldsartfinancial position, there is
no requirement for the franchisor to discloseinaificial position to franchisees,
in particular ongoing financial viability.

= While franchisors are required to disclose theinggal business experience,
there is no specific requirement for the franchisordisclose its relevant
franchising experience, qualifications and training

The FCA submission commented on the recent chatigéise Code that came into
effect on 1 March 2008 and the fact that it has yeitbeen possible to assess their
impact on franchising business practice. The Conwealth Government should
undertake to review the Code before 2010 in ordemldsess the impact of these
changes.

Concerns regarding compliance

The other principal concern with disclosure reldteshe monitoring and enforcement
of compliance with the Code. The Inquiry belietlegt some of the issues raised in the
submissions could have been overcome had thereareanproved level of franchisor
compliance with the disclosure provisions of thel€o

The Matthews Committee recommended that the ACCitodoce a system of
registering franchisors and a process for reviewdisglosure documents to address this
issue:

The Committee considers that franchisors shoulceqaired to register with the
ACCC and annually provide the most current disalesdocument and other
minimum prescribed information (to be determinediiy ACCC). The ACCC

should be tasked with performing representative pdamaudits of disclosure

documents each year and addressing any failuresniply with the disclosure

provisions of the Code. .. The ACCC should alstds&ed to perform an active
enforcement role including vetting disclosure doeuts and addressing failure
to comply with the Cod&"

The Commonwealth Government did not support thcomemendation at the time,
claiming that apart from the compliance burden oanc¢hisors and the ACCC,
“Registration of the franchisors and their discleswlocuments could be seen as
providing credibility to their claims and ACCC emdement.??

This Inquiry believes that the monitoring of frarsghsystems and disclosure documents
is needed to improve overall transparency in freswue. The registration of disclosure
documents could be, for example, as simple as tBE@ introducing an electronic
system that is capable of requesting, via an auioallg-generated email, all registered

31 Recommendation 23, “Review of the Disclosure Rsiowis of the Franchising Code of Conduct — Rejpatttié Hon
Fran Bailey MP Minister for Small Business and Tem’, Franchising Code Review Committee, Octob&&2@g.45-
46

32 Australian Government Response to the Review obikelosure Provisions of the Franchising Code of Gand
February 2007, pg.8
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franchise systems to submit an electronic copyhedrtmost up-to-date disclosure
document annually. Making this a mandatory reguéet under the Code circumvents
the issue of credibility and ACCC endorsementt agould be standard for all franchise
systems.

The registration of franchisors and disclosure doents would provide an easily
accessible reference for prospective franchisedsnable, if the database was publicly
available, searches of and comparisons with otystess and disclosure documents to
be undertaken. Such a system would also enable@@C to more effectively monitor
many aspects of franchising practices in Austraba, well as provide further
information on the industry for academic and poliegearch.

A strong case has been made to the Inquiry thatatltitional levels of protection

provided to prospective franchisees by a francheggstration system would be more
beneficial than any additional costs incurred. Tinguiry recognises that the

introduction of such a registration system woulghatt on the ACCC, and therefore an
appropriate level of resourcing for the regulatoud be required.

3. End of Agreement Arrangements

Rights at the end of an agreement

A particular focus of this Inquiry has been on esuelating to end of contract and
nonrenewal of the franchise agreement. Specijicdlhas been put to the Inquiry that
certain rights be enshrined in law regarding trendhisee’s entitlement to have the
agreement renewed or to receive compensation chst#&aumber of submissions to the
Inquiry have also called for the explicit introdwct of ‘good faith’ bargaining in the
execution of franchise agreements and in mediation.

However, there are competing views relating toghdies’ respective positions at the
end of the franchise agreement. One view is thdteaend of an agreement, where no
options for renewal or further renewal exist unther contract, that there are no further
rights to renewal or compensation, particularlygmms of the perceived goodwill of the
franchisee. This view accords with principles mdeidom of contract and sanctity of
contract. In contrast, there is a belief thathaténd of the agreement there should be an
entitlement to either a right of renewal or comp@io on the basis of the goodwill that
has been built up during the term of the franchigeement.

The rate of non-renewal of franchise agreementsnguthe period 2003-05 was
between 1.5% and 3.7% per yéarThis does not include agreements terminated &y th
franchisor. The low rate of non-renewal suggebtst the majority of franchise
agreements are renewed on expiry.

33 “Franchising Australia 2006 Survey”, Griffith Urgsity, 2006, pg.62-63
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Non-renewal of agreements

Franchise agreements operate for a set term. hhahyde provision for the renewal of
the same term often under similar conditions. peosve franchisees should base their
business decisions only on the understanding tiegt¢an conduct their business for the
term of the agreement. Over the length of the eagemt, franchisees’ financial and
personal effort contributes to the brand. Pregetitls input does not entitle franchisees
to compensation or legal recourse unless it igdtat the franchise agreement.

This situation may disadvantage franchisees intti@y are vulnerable to shifts in the

franchisor's commercial strategy. While decisions to renew a franchise agreement
are, for the most part, made for legitimate commaéreasons, some disquiet has been
expressed to the Inquiry about franchisees’ laclegél options in such circumstances.

Concerns about this practice have been referrad tivanchisor opportunism’.

The Retail Traders’ Association of Western Ausé&ain its submission to the Inquiry,
described the issue of franchisor opportunism bews:

Here, the franchisor by not renewing the franchiggeement, forces the
franchisee out of business, purely and simply tougeits own business at the
same location and thus profit exclusively from tp@odwill built up by the
former franchisee without having to pay anythingito Even with this threat in
hand, the franchisor can exploit the franchiseethe acquisition of the
franchisee’s business or assets at significaniigvbenarket value.

There has been no evidence presented to the Inghmy such a practice is
commonplace in Australia. It does, however, underthe problem of identifying when
a hard commercial decision tips into the realmrafanscionable conduct.

The Matthews Committee reviéhalso identified the potential risks to franchisapsn
termination, expiry or non-renewal of a franchigmtcact (see Recommendation 3).
The Matthews Committee recommended regulating #sipect of the franchising
relationship by ensuring that the franchisee igiadequate warning of such issues
that may arise at termination, expiry or non-rernga@e Recommendation 20).

The Commonwealth Government rejected these recouhatiens, indicating that it
would instead ask the ACCC to refer to the riskéhfranchisee on termination, expiry
or non-renewal of the franchise agreement in itecational material.

Protecting end of agreement rights

Existing legislation and the common law currentBabdwith early termination of the
franchise agreemerit. However, the present franchising regime in Alistrprovides
little protection for the interests of a franchisgethe expiry of a franchise agreement.
This ‘gap’ exists because:

34 Matthews Committee report, “Review of the DisclosBrevisions of the Franchising Code of Conduct”, [3§s.
34, 44

35 Whereby the franchisee can sue for breach of e Qar for breach of the implied contractual datyact
reasonably and in good faith, or for breach ofttheonscionability provisions of the TPA.
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= Pursuant to contract law, when the term of an ageed¢ expires, there is no
obligation to renew. While theoretically it is idge for the common law and
equity to intervene, this rarely occurs.

= There is no legislation specifically addressing ewgal issues at a
Commonwealth, State or Territory level.

= The Code addresses termination but not renewahnthise agreements.

= The restrained interpretation of the unfair bussnesnduct provisions of the
TPA* particularly s51AC, makes it unlikely that a fraisor’s refusal to renew
a franchise would contravene the legislation.

Equity could in theory intervene to ease the rigidif the common law through the
equitable doctrine of unconscionable dealing. Haxea franchisee, as a commercial
party, is unlikely to demonstrate the requisiteepl’ disadvantage required by the
equitable doctrine. Given the interpretation oé timplied duty of good faith in
Australia to date, and ss51AA and AC of the TPAs iinlikely a court will — except in
the most extreme circumstances — interfere withtifegte, albeit harsh, commercial
conduct.

The FCA contends that introducing rights of renetwdranchisees would interfere with
the current commercial environment:

The parties to a franchise agreement should be fie# to negotiate the
commercial terms to bind them in their businesati@hship. It would be totally
inappropriate, and distort many existing commerai@hngements, to provide
franchisees with specific rights of renewal or ote@tutory entitlements at the
end of a franchise agreement.

The FCA maintains that no additional requiremergssét out under the Code to deal
with end of agreement rights.

It has been put to the Inquiry that the TPA or skate’s Fair Trading Act (FTA) could
be amended to include a provision that makes &liiaar that fails or refuses to renew
a franchise agreement upon expiry to be engagingpiuct that is unconscionable,
unless specified exemptions applied. Advice frbie Consumer Protection division of
the Department of Consumer and Employment Protedtidonsumer Protection’) is
that such an amendment to the unconscionabilityipiems would be novel and would
likely lead to significant difficulties in attempty to legislate exactly in what
circumstances non-renewal would constitute unconsdle conduct. More
particularly, unilateral action by the Western Aaan Government would be contrary
to both the current Council of Australian GovernisefCOAG) agenda and the draft
report of the Productivity Commission’s review dfet Australian consumer policy
framework, both of which are committed to removipgisdictional differences in
existing state fair trading legislation.

Unconscionability qualifies the relationship betwegarties based upon the parties’
respective, ‘individual’ characteristics vis-a-wine another. The focus of the doctrine

36 And equivalent provisions in State and TerritogjrArading Acts.
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is upon contextual characteristics in a specificagion rather than upon set and defined
criteria as a measure of fairness.

As noted in Babcraft Pty Ltd v Goebel Pty Lid the equitable doctrine of
unconscionability resembles an elephant in thatidt impossible of simple and
exhaustive definition... [but] is nevertheless easdigognisable when presenting itself.”
Conduct of one party is deemed unconscionable wheam be seen in accordance with
the ordinary concepts of humanity to be so unfadt against conscience that a court
would intervene® A transaction will be set aside as being uncamsle wherever
one party by reason of some condition or circuntdars placed at a special
disadvantage vis-a-vis another and unfair or ungensious advantage is then taken of
the opportunity thereby creatdd.The special disadvantage may arise by reasogef a
sex, need of assistance, language ability, illnegsorance, inexperience, impaired
faculties, or financial need. In this sense, thacting of unconscionability provisions
in the TPA and the FTA evinces a legislative intemtregulate this ‘characteristic’
based behaviour from a commercial standpoint.

Section 51AA of the TPA has also been interpretihgathe limited lines of the
equitable doctrine. An allegation of unconscioeatinduct regarding the renewal of a
retail lease was considered by the High CouA@CC v C.G. Berbatis (Holdings) Pty
Ltd.*° The majority of the High Court held that the tenaas not under any special
disadvantage, indeed, there was nothing ‘speclayutthe predicament of a sitting
tenant at the end of their lease, and that thedaiid conduct in imposing a condition
upon the grant of the new lease was not uncondaienaFor example, Chief Justice
Gleeson noted, “Unconscientious exploitation of taads inability, or diminished
ability, to conserve his or her own interests is tocdbe confused with taking advantage
of a superior bargaining position...” These commemsld be equally applicable to
the predicament of a franchisee at expiry.

It would seem that the doctrine of unconscionabitibes not regulate the issue of
nonrenewal of franchise agreements. Unconscidhalbibes not aim to strike down
transactions that are simply hard bargains or mt&t® where one party was merely at a
commercial disadvantage as against the other.

Any amendment to the FTA to deem certain transastimconscionable as a method of
regulating those transactions unnecessarily ing&véwvo step process where only one
is required. If the legislature considers thatutagon of the expiry and renewal of

franchise agreements is necessary, the preferrpobagh is to enact the regulating

provisions as a distinct framework outlining theletof acceptable conduct. The

appropriate vehicle for this type of regulatorynii@vork in Australia is the Franchising

Code of Conduct.

As franchising operates across state borders, theyeld be significant policy
ramifications if the Western Australian Governmemniacted state-based non-renewal

37[2003] VCAT 1700 at [87]

38 Zoneff v Elcom Credit Union L{d990) 94 ALR 445

3% Commercial Bank of Australia Ltd v Amaqit983) 151 CLR 447
40 ACCC v Berbati$2003) 214 CLR 51
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legislation, particularly if those provisions wenecorporated with unconscionable
conduct provisions.

Options at the end of agreement

The use of unconscionability, ‘good faith’ or egaient standard to regulate franchise
renewal is unlikely to be effective where the fraisor’'s conduct simply involves the
exercise of a legal right. The right to compermsatipon non-renewal, however, may
be worthy of further investigation. A franchisortecision at expiry could remain
unfettered but the franchisee would receive comguens for the resulting loss of its
business and goodwill.

Entitlement to compensation for non-renewal hasllggecedent internationally (as
discussed in Chapter 5). While there is no coelstst among the 50 states of the
United States in relation to the regulation of fitamchise relationship, for the most part
a ‘good cause’ standard, or variation thereof, ion-renewal is imposed. Notice
requirements, opportunity to cure and compensatpapear in some but not all statutes.
Some states offer compensation only; in such cabesnon-renewal can proceed
without cause but compensation must be paid bjrémehisor.

The Inquiry believes there is merit in further exaimg the US approach to end of
agreement arrangements, including:

= Upfront disclosure of a franchisee’s rights ate¢ine of agreement;

= Upfront disclosure of a franchisee’s entitlement,otherwise, to goodwill or
compensation;

= Pre-expiry reviews between the franchisor and tnesee, particularly in relation
to variations between the existing and new agreeiueth what conditions need
to be met for renewal; and

= Early notification of the franchisor’'s intention toot renew the franchise
agreement.

While not advocating that franchisees should autmaldy be entitled to a renewal of
the contract, or compensation in its place, theiihygoelieves that improved disclosure
of the franchisee’s rights at the end of the agerdgmwvould provide a more informed
picture prior to entering a franchise arrangemente upfront disclosure of all end of
agreement conditions and entitlements would ernhateprospective franchisees are not
misled or false expectations created. Franchiseesld be afforded clarity and
certainty, and the future behaviour of franchissauld be regulated. Entitlement to
goodwill or compensation, where it is offered, abullso act as a selling point for
franchise systems.

Importantly, the uniform approach to franchising Awstralia through the Code,
underpinned by the TPA, should be maintained anddavelopments in relation to
non-renewal should be through amendment to the Code
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4. Dispute Resolution

Mediation under the Code

The Code sets out a mandatory process of dispweluten through mediation.
Mediation is an informal negotiation where the ipdedent and neutral mediator assists
the parties to identify and explore options fortleatent. A mediator does not hand
down a decision like a judge, but helps the pargesh their own agreeméeft.

The Commonwealth Government established the Offitehe Mediation Adviser
(OMA) in 1998 when the Code was introduced. Thie uf the OMA is to appoint
mediators (within 14 days of a written requestpssist franchisors and franchisees to
resolve their disputes without going to court. TOEA maintains a specialist panel of
mediators across Australia but does not providal lagvice*?

If either party requests mediation, it is mandatongler the Code for both parties to
attend the mediation and to try to resolve thewssp It is a breach of the Code (and
thereby the TPA) to refuse to attend the mediatorio refuse to make a genuine
attempt to resolve the dispute.

Outcomes of mediation

The purpose of mediation is to produce agreememides the parties in dispute. The
mediator assists the parties to document this ar dinalised, the written record
usually becomes a binding contract. This is whieeerole of the OMA ends. There is
no mechanism under the Code for mediated agreernwehésenforced and no follow-up
to ensure that both parties adhere to the mediatécomes. This is a flaw in the
Code’s prescribed dispute resolution system.

The OMA informed the Inquiry that it has receive@03 enquiries about franchising
disputes since 1998. Of these, a mediator wasiatgoloin 933 matters, though some
matters were resolved prior to mediation. Overpghst decade, the settlement success
rate has varied, averaging 75-76% for each regpperiod. The OMA noted that of
those matters that do not settle at mediation, naayesolved in the few weeks after
mediation.

While three quarters of all disputes that go betbee OMA result in a settlement that
both parties are prepared to embrace, the levehtidfaction with the agreed outcomes
varies considerably.

Problems with mediation
Though claiming to offer both parties a chance ¢qoadly attempt to resolve their

disputes, mediation nonetheless generally reinfothe power imbalance between the
parties. It was put to the Inquiry by an ex-frasele that:

41 Office of the Mediation Advisemwww.mediationadviser.com.au
4200
ibid
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Whilst mediation is often reported to be a more effective and arguably more
successful means of alternative dispute resolutiargn only be as effective as
the respective parties allow it to be. For mamydhisees it is the only possible
means of being heard given the cost of lawyers ldiggtion. .. In practice,
mediation only provides the franchisor with anotbpportunity to assert their
dominance, but under a shield of confidentiality.

As an example, it is within the power of one pddyaulk at attending mediation, in an
attempt to stall the dispute resolution processaurithst the other party. This scenario
typically favours the stronger party and is exaatetl by the lack of prescribed

penalties under the Code for contravening its @ioms. Without fear of penalty, there

is less of a deterrent for parties to a franchislispute to refuse to attend mediation or
to attempt to positively resolve the matter, howeweor it may be.

According to the website of the OMR if one party does not want to attend mediation,
then the other party would most likely have to cognge court action. However, this is
generally acknowledged as not being a viable ogtomany due to the costs and time
involved in pursuing such matters through the urtAdditionally, the OMA
acknowledges that mediation is not suitable in £asquiring urgent injunctive relief
(i.e. a court order to stop someone from doing $bimg) or where there is criminal
conduct.

As an alternative to following private action, t&&1A recommends that the party in
dispute contact the ACCC to request an investigaitibo the matter and take action.
However, the low number of ACCC-led court actionaynbe indicative of a general
reluctance by the regulator to pursue cases onlfbeha franchising party (which is

generally franchisees). In order to be able teati¥ely monitor and enforce the Code,
the regulator has to be adequately resourced anthivs have to be sufficiently clear
and established for contraventions to be succéggitdsecuted.

Without effective mediation or ACCC interventiohgte is often no option left for the
disaffected party — apart from mounting expensival dime-consuming private
litigation — other than to acquiesce and eithet juge with the problem or if the
situation is particularly bleak, count its lossesd &xit the franchise system.

Earlier intervention

An earlier system of intervention to bring both tpes together in a timely fashion to
resolve the matter before the dispute escalatesmirt action is a preferred alternative.
Such a system should have the power to enforceagreed outcome to ensure that the
dispute is accordingly resolved in the interestbath parties.

Various alternative dispute resolution processes Hzeen suggested to the Inquiry.
These include the introduction of peer counsellmg a peer review panel, the
establishment of a national tribunal system or tmst arbitration system, and the
appointment of a national franchising OmbudsmanCommissioner (with similar
powers as appropriate, for example, to the newlyosyped national Fuel

43 Office of the Mediation Advisemwww.mediationadviser.com.au
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Commissioner). Another option could be for the @mmnwealth Government to
appoint, where relevant, a state-based arbitratystem to address franchising disputes.

Given the size of the franchising sector, the Ingbelieves that the establishment of a
separate franchising arbitration system is justifiéAt a minimum, this system should

offer free or low cost assistance, be able to nedgo matters in a timely fashion, and
have the power to make and enforce decisions. ofesoProfessor Frank Zumbo

summed up in his submission to the Inquiry, “theeeds to be low cost binding dispute
resolution processes to build on the good workaalyebeing done by mediation.” This

would provide a quicker and simpler mechanism feputes to be resolved before they
intensify, business relationships sour and livadit® suffer.

Need for greater flexibility

The dispute resolution process must be flexible lamdble to meet the needs of both
parties. Presently,

If one party would like the mediation to be heldtheir city, then it is common
for that party to pay half the travel costs of tiker party to travel to that city.
If such an agreement is not reached, the OMA wiflant a mediator located
somewhere between where the parties reside andpaahwill pay their own

travel costs to attend.

The Inquiry heard anecdotally that there have beetances where there is no
guarantee that both parties would actually attérednbediation, particularly when they
are located in different cities. The costs assediavith travelling to another location
impact disproportionately upon the less resouraatip Even then, it is never assured
that both parties will attend the mediation. Witle size and remoteness of Western
Australia, and the fact that many national franelsgstems are based on the East Coast,
the cost of attending mediation can be significautthy no guaranteed resolution nor any
guarantee that even if there is an agreed outcbatettwill be adhered to.

The Inquiry believes that the Commonwealth Goveminséould consider introducing
more cost-effective and flexible options for meniat or some alternate dispute
resolution process, to take place. Such technodbgiolutions as videoconferencing
and webcasting should be made more widely avaiiabtases where distances between
parties are costly or timely agreement is needed.

5. Enforcement

Role of the ACCC

It is the role of the ACCC to regulate the condattfranchising participants. The
ACCC ensures compliance by informing franchisord tanchisees of their rights and
obligations under the Code and enforcing it whexeessary.

44 Office of the Mediation Advisemwww.mediationadviser.com.au
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The ACCC informed the Inquiry that its enforcemadtivities are as follows:

= From 1 June 2004 to 31 December 2007, 1757 enguand 1916 complaints
relating to franchising were received.
= Since 1998, the ACCC has undertaken 175 in-deptésiigations relating to
franchising matters and:
0 84 of these included allegations of breaches oObee;
o 158 of these included allegations of breaches dfA€5 of the TPA
(unconscionable conduct); and
o 112 of these included allegations of breaches @& &b the TPA
(misleading and deceptive conduct).

Of the 175 investigations conducted since 1998:

108 were not pursued (i.e. a breach of the TPAccoat be substantiated);
27 were referred to mediation or another agency;

2 were resolved by 87B undertakirigs;

11 progressed to litigation; and

12 are continuing.

Of the 11 matters that the ACCC has commencedfitg since 1998, six have settled,
five were decided at first instance, and one weni@ppeal to the full Federal Court
(who upheld their earlier decision).

Many of the complaints received by the ACCC regagdranchising’ relate to:

= franchising agreements and other contractual agraegts that do not fall under
the Code — these matters have to be resolved eijMay the complainant or by
use of the mediation procedure provided under thaeCor

= jssues that are not related to the TPA — theseemsatire referred to the
appropriate government or industry organisation.

Investigating breaches

Where there is a potential breach of the Code antlsoTPA, a three-stage process is
instituted by the ACCC to investigate complaititsThis involves:

= An initial assessmenwhich includes interviewing the complainant to ifyer
general information. If the complaint is assessgedubstantive, it is progressed
to the next stage. In some instances, howevemtteer may be best addressed
through dispute resolution (i.e. mediation via @dA).

*= An initial investigationwhereby an ACCC enforcement officer generally seek
further information and substantiation of the adlieggns from the complainant

45 Section 87B of the TPA gives the ACCC power to acegijiten undertakings and enables these undertakings
be enforced by the Federal Court. In many settlésnemder s87B, the ACCC will require the company toentadke
a program to improve its overall compliance wite TPA. Section 87B is an important compliance fooivhen a
breach or potential breach of the TPA that mighteowise justify court action is evident. The ACCCp®a public
register of these undertakings.
;‘3 Australian Competition and Consumer Commissyany.accc.gov.au

Ibid
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and the franchisor. This may involve interviewstaining and examining
documents pertaining to the alleged conduct anefaapplication of the law to
the known facts.

= Additional evidence is collected as part of thedepth investigatiorand the
matter is reviewed and analysed by senior enforoénséaff. If reliable
evidence can substantiate the allegations, theemiatigenerally referred to the
ACCC’'s Enforcement Committee for consideration. thMiesponsibility for
deciding on the most appropriate course of actioe,committee has regard to
the impact that the action may have on the ongbumgjness relationship, the
national market, the relief available to affectedrtigs and the value of
precedent. The committee may elect to pursue thgemthrough litigation or
resolve it by an administrative settlement.

Further, priority is given by the ACCC to mattemsahich:

= there appears to be blatant disregard of the law;

= the conduct involves significant public detriment;

= successful enforcement will have a significant detd or educational effort;
= new and important issues are involved; or

= there is a detriment to disadvantaged individualgroups.

Need for greater flexibility

While there is a need for alleged misconduct taHmoughly investigated in serious
cases, the three-stage process and priority albocdescribed above is too reactive and
formalised to respond to more minor, yet still dging, indiscretions. This view was
shared in a number of submissions, as the followigglights:

Unfortunately the ACCC is not set up to investigateryday complaints against
a franchisor; they cannot assist a franchisee fiaachisor ignores the Code.
The ACCC can only investigate a franchisor aftez fact, and only after
evidence has been provided of a breach. By thentd@o late for many former
franchisees, who have been left devastated batindially and emotionally.

The situation was made worse by the time it takeget investigations underway and
the months needed by the ACCC to go through thsim processes. This point was
reiterated by the franchisor of a national brandicl stated in its submission that “the
current process whereby the ACCC investigates figee complaints many months or
years after the event, does not provide a sat@factutcome to either franchisees or
franchisors.”

In circumstances where there are less complex hesaof the Code and/or TPA
involved, a less formalised intermediary approachynbe more desirable. The
intermediary should at the very least have the pdwedvise franchising participants
of their rights and bring parties together in aempt to resolve the issue within a short
space of time. This would be particularly usefukituations involving capricious and
vexatious notices of dispute and termination, olyand intimidating behaviour,
breaches of privacy, etc.
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Many jurisdictions apply such an intermediary aggtoto consumer protection. For
example, Consumer Protection provides a concihighimcess to assist consumers to get
a fair result when they have a dispute with a trad&his can be activated if the
consumer has attempted to resolve the dispute withcess.

Resourcing for monitoring and enforcement

Numerous franchisees and ex-franchisees expresked disillusionment and
disappointment to the Inquiry about the lack ofastigation of their complaints by the
ACCC. They alleged that the apparent inadequafereament, together with the
protracted investigation process, is unlikely tscdurage attempts to engage in
unconscionable conduct. This was enunciated insti®mission from the Franchise
Advisory Centre, which stated:

We are supportive of the ACCC in its work to admsier the Code, but are
critical of its lack of resources to apply to frarging, and the length of time
required for it to adequately respond to complammtsonclude investigations. ..
We believe existing remedies are adequate, buteltered in a sufficiently
timely manner to satisfy disaffected franchisees.

The point was reiterated in several submissionthéolnquiry that the ACCC is not
properly equipped to deal with the magnitude oigoad the Code. This apparent lack
of monitoring and enforcement of franchising bebaviby the ACCC is especially
concerning considering the significant contributitimat franchising makes to the
national economy and the increasing growth of #wa in recent years.

The Matthews Committee also recommended that thean@mwealth Government
“appraise the ACCC of concerns expressed to thenlitiee about the level and extent
of action by the ACCC in dealing with claims of &ckes of the Code by franchisof8.”
The Commonwealth Government agreed with the recamdateon, noting that the
ACCC had worked cooperatively with the Matthews @attee and had been briefed
on the concerns raised. However, no further sigemifmmitment to additional funding
or resourcing of the ACCC for monitoring and en@anent of the Code was made.

The evidence presented to this Inquiry reinfordes meed for the resourcing of the
regulator to be reviewed in light of what is regagirto effectively monitor and enforce
franchising behaviour.

Improving enforcement activities

The Inquiry believes that enforcement activitiegedé¢o be improved in order to deal
with those in the sector who disregard the Coderketheir conduct threatens the
operation of the franchising business environmerguch a way that the reputation of
franchising as a sound business model is damag&dnumber of suggestions to
improve Code enforcement were put to the Inquiffese included the setting up of a
dedicated and focused franchising unit within th€CGC, the appointment of a

48 Recommendation 24, Matthews Committee report, “Rewitthe Disclosure Provisions of the Franchising €od
of Conduct”, pg. 46
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Franchising Ombudsman or Advocate, and the eshtambésat of an independent
Franchising Authority to administer the Code arahéhise agreements.

Transparency and enforcement would be improvedsystem of registering franchise
systems and disclosure documents were introdu¢éd would enable the regulator to
respond more quickly to emerging issues and ongaimgcerns about franchising
conduct. The Matthews Committee made a similasmenendatiori?

There is merit in licensing franchisors, which mana requirement in some countries.
Franchisors should be made to demonstrate that hlagg a viable, profitable and
equitable franchise system before it can be offédoecpublic sale. It was put to the
Inquiry that in other sectors, such as the stocketand real estate, agents are required
to be licensed to sell their products. The licegsof Directors, Officers and persons
concerned with the management of franchise systkassthe potential to render
individuals liable for misrepresentation, along thees of the regulatory regime
covering public disclosure for a newly listed comypa The well established regulatory
system in the Australian Securities and Investm@ammission (ASIC) could be
adopted to the franchising sector.

While the Code contains a plethora of provisiorts penalties are explicitly stipulated.
The Inquiry believes that compliance with Code meguents would be further
improved if strong penalties, including penal terdws criminal offences, were
prescribed under the Code and committed to byebelator.

Loss recovery

A compelling case was put to the Inquiry to consgtame form of class compensation
for multiple disputes in a franchise system. Thability of franchisees to recover
losses from breaches of the TPA in a timely and-efiective manner is a deficiency
with the current arrangements. While the ACCC $wascessfully prosecuted breaches
of the TPA, franchisees affected by the conducatrofind it difficult to recover their
losses.

The ACCC gives priority to pursuing matters wheheré appears to be blatant
disregard of the law and there is a detriment sadivantaged individuals or groups. In
cases where the ACCC is successful, the Inquiseeking that an effective way be
found to enable the benefits of court decisionscivhaffect a particular group of
franchisees to be accessed without each individtaichisee being required to
commence separate legal action.

One suggestion put to the Inquiry was the concépttducing a ‘class compensation
order'®® The Inquiry recognises that the introduction otts an order would have
significant ramifications on commercial arrangersearid is a substantial shift in the
current judicial system thatould produce unintended outcomes. Nevertheléss, t

4% Recommendation 23, Matthews Committee report, “Rewiktlie Disclosure Provisions of the Franchising €od
of Conduct”, pgs. 45-46

50 A class compensation order would involve giving @ourts the power to, following a finding that #néad been a
breach of the TPA, order the franchisor to compienath affected franchisees who notify a court apfeal assessor
of their loss or other claim within a specified ipérof time.
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Inquiry believes there is merit in introducing amastreamlined approach to accessing
compensation and recovery of costs where a couwisida impacts on a group of
franchisees. The Commonwealth Government shodcethre work closely with the
judicial system and franchising sector to invegggthe introduction of streamlined
access to compensation and cost recovery for freges
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Chapter 5  Review of Existing Practice in Other drisdictions

The Inquiry was tasked with reviewing existing pi@e in other jurisdictions, Australia

and internationally, on unconscionable conduct eagmkewal of licences. This was

undertaken to examine whether legal precedentxigieace elsewhere could address
issues to do with unconscionable conduct and endhgréement arrangements in
franchising in Australia. The pivotal issue is thgequacy, or otherwise, of the legal
avenues available to franchisees that are desnorenewing their franchise agreements
upon expiry.

The Inquiry contends that the current Australiagaleregime applicable to franchise
renewal is vulnerable to unfair business practicése research examined common law
and, where applicable, statute addressing uncaredai® conduct and franchise renewal
in:

= Australia;

» The United States;

=  Common law nations — the United Kingdom, New Zedland Canada,;
» The European Union; and

= Asia.

Where relevant, reference was also made to intenadtconventions.

Part A: Unconscionable Conduct and ‘Fair Dealing’ Principles
UNITED STATES OF AMERICA

Common law

() Fiduciary duty

A fiduciary duty is imposed on relationships whérere is a legal responsibility to act
wisely on behalf of another. In the United StatésAmerica (US), it is generally
accepted that it is inappropriate to classify flrases as fiduciary relationships because of
the commercial nature of the relationship.

(if) Unconscionable Conduct

In the US context, unconscionability has been desdras an absence of a meaningful
choice on the part of one of the parties to a eshitombined with contract terms that are

unreasonably favourable to the otferA mere inequality of bargaining power will not
suffice® Duress, incapacity, fraud, misrepresentation, fatth, oppression, unfair

51 williams v. Walker-Thomas Furniture Co., 350 F4%5, 449 (D.C. Cir. 1965).
52 Witmer v. Exxon Corp., 434 A.2d 1222 (Pa. 1981).
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surprise and undue influence have been held tontheaitors of unconscionabilify.
Nevertheless, the assessment is highly case specifi

As in Australia, the unconscionability doctrinellissuited to deal with fairness issues in
the ongoing franchise relationship. Generally,dbemercial nature of the franchise will
tell against a finding of unconscionable condud fnanchising context.

(iii) Good faith and fair dealing

In the US, there is a general obligation to acgaod faith in the performance and
enforcement of contracts. Academic viewpointshe US differ as to the meaning of
good faith at common law. The views range from te¥x@r is not bad faith to acting
within a contemplated range of motives or actingsomably or honestly in the
performance of a contract.

Courts in the US have consistently held that thglied covenant of good faith and fair
dealing that exists in commercial contracts alg@iep to franchise agreements.

Statute

Several provisions of the Uniform Commercial COd€C) are relevant to the conduct of
the parties in a franchise relationship, and ieisvant to consider the codifications of the
doctrine of unconscionability and the duty of gdaih into the UCC. The operation of
either or both doctrines may preclude the franchison engaging in conduct which is
otherwise authorised by the terms of the franchggeement or an established practice of
the franchisor.

However, the UCC’s applicability will depend on imer the dominant feature of the
business is the sale of goods or the provisiorfices; as the UCC applies to the sale of
goods, it will be applicable to product distributtifranchises but not service franchises.

(i) Unconscionable conduct under the UCC

Article 2.302(1) of the UCC provides that a courtaynrefuse to enforce an
unconscionable contract or clause if the courtdiindo have been unconscionable at the
time it was made. Unconscionability in this comtéx not definet! but Official
Comment 1 notes:

‘the basic test [of unconscionability] is whetham, the light of the general
commercial background and the commercial needseoparticular trade or case,
the clauses involved are so one-sided as to bensocmable under the
circumstances existing at the time of the makintghefcontract.” The Comment
also confirms that the ‘principle is one of theyaetion of oppression and unfair
surprise [citation omitted] and not of disturbamdellocation of risks because of
superior bargaining power.’

53 Shell Oil Co. v. Hennessy, 639 F. Supp. 626 (D.314986).
54 The Franchise and Dealership Termination Handboplgit 39
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(i) General unconscionability legislation

Some states have general unconscionability lawshatould be applicable to franchises.
For example, Texas, which does not have franchetationship’ laws, has introduced the
Deceptive Trade Practices Atwhere, it seems, a terminated franchisee can dkaém
franchisor took advantage of the franchisee’s ptassness to prevent terminatn.
‘Relationship’ laws are those dealing with an ongaielationship between parties.

(iii) Good Faith

UCC 1-304 states: “Every contract or duty in [theiform Commercial Code] imposes
honesty in fact and the observance of reasonabieneocial standards of fair dealing.”

‘Honesty in fact’ requires actions to be withoutlice, deceit or ulterior motiv&. It has
been noted that the elements of the provision gordath a subjective and objective
element; subjective good faith and objective faiealthg and commercial
reasonableness. It should be stressed the provisions apply oalypérformance and
enforcement. Notions of good faith are therefaream issue, at least so far as the statute
is concerned, with the negotiation process.

Further, some states have codified a duty of gaiith for fairness in their franchise
statutes’ For example, the lowa Code specifically provittest the covenant of good
faith is part of every franchise relationship. Awmting to the FCA, major adverse
economic impacts have been experienced in statds @& lowa that have sought to
introduce relationship laws in franchising.

(iv) Automobile and petroleum industries

At the federal level, franchise relationship legfigin has been introduced which affects
the automobile and petroleum industries. The Fg¢dBrade Commission (FTC) has
provided guidance through an FTC Rule but thisustatleals primarily with disclosure
and does not affect the parties’ substantive melahip. While the franchise specific Rule
does not refer to principles of good faith and&r élealing?® s5 of the FTC Act prohibits
unfair acts and practices in trade and commerce.

In summary, an allegation of unconscionability e tUS is rarely successful in a
commercial context. The implied covenant of goadhfand fair dealing is widely

%5 Tex Bus & Com Code Ann 17.41 — 17.63 (Vernon 1987u@51991).

%8 The issue will be whether a franchisee can contieimvthe definition of consumer. The matter hasheen finally
determined.

5" R Brownsword, N Hird, G Howells (ed€)ood faith in Contract: Concept and Conték®99) 122

%8 Mark A. Senn, The Covenant of Good Faith and Failbg; Tenant's Implied Covenant of Continuous
Operation, SK010 ALI-ABA 723, 726, 747 (2005) cgi@arma Developers (Cal.) Inc. v. Marathon Dev. Cat.,, |2
Cal. 4th 342, 372 (199p)Frank J.Cavico, The Covenant of good faith anddealing in the franchise business
relationship, 2006 6 Barry L. Rev. 61,66

59 |OWA 523H.10, S.D. Codified Laws § 37-5A-51, WaRev. Code § 19.100.180, Ark. Code § 4-72-406, Conn.
Gen. Stat. § 42-1331, and N.M. Stat. Ann. § 60-8AF8is list does not include industry specifidstas such as
liquor, motor vehicles and petroleum statutes.

80 3.Cavico, The Covenant of good faith and fair degitnthe franchise business relationship, 2006 yRarRev.
61,68
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utilised through the common law and statute bu¢lyanterferes with the legitimate
exercise of commercial activity.

EUROPEAN UNION

Rather than unconscionable conduct, good faitespivotal ‘fair dealing’ standard in
civil jurisdictions and the central principle iretitontext of European contract law. It is a
long standing civil law principle and governs therfprmance and enforcement of
contracts. However, each jurisdiction has its awaws on the good faith standard and
therefore an identical scenario in one jurisdictiagty have a different result in another.

In relation to specific franchise legislation, test important aspect of European Union
(EV) law is Article 81 of the Treaty of Rome; antigrust provision. Although the
Article prohibits several practices commonly foummd franchising, a number of
exemptions have been made available. To dateEthdias not developed principles
governing disclosure or relationships regardinghdhases but a few have addressed
termination and/or renewal.

Additionally, Article 1.106 of the Principles of Eapean Contract Law states that in
exercising his rights and performing his dutiegheparty must act in accordance with
good faith and fair dealing. Parties are forbidffem excluding or limiting this duty.

INTERNATIONAL LAW
The Convention on Contracts for the International S%le of Goods

The United Nations Convention on Contracts for lifternational Sale of Goods (the
Vienna Sales Convention) Article 7(1) states:

In the interpretation of this Convention, regardasbe had to its international
character and to the need to promote uniformityitén application and the
observance of good faith in international trade.

Unidroit

The Unidroif* Principles of International Commercial Contrad®2 also refer to good
faith. The principles are not legally binding lame highly persuasive and state that good
faith and fair dealing are to be construed in tightl of the special conditions of
international trade.

Good faith means honesty and fairness in mind warehsubjective concepts. A person
should, for instance, not be entitled to exercisenaedy if doing so is of no benefit to him
and his only purpose is to harm the other party.

51 |nternational Institute for the Unification of Raite Law (Unidroit)
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COMMON LAW JURISDICTIONS
UNITED KINGDOM

To date, the United Kingdom (UK) has not introducadly franchising legislation.
Franchise agreements are regulated by the commonAa is the case in Australia and
the US, the commercial nature of the franchisetiogighip in the UK will not see the
parties regarded as fiduciaries nor will the edp@aoctrine of unconscionable dealing be
of assistance.

There has been a significant amount of judicialatlnce in the UK to recognise the
implied duty of good faith in the performance amdoecement of contracts. Further,
good faith in the negotiation process has beestegjeby the House of Lords.

Through the UK’s entry into the EU, the legal systeas become exposed to principles
incorporated through the adoption of EU laws. st striking example of this is the
Unfair Terms in Consumer Contracts Regulations 1@9BCCR), which enacts into UK
law the EU Directive on Unfair Terms in Consumeng@acts.

Unfairness is a new concept in UK contract lawisagood faith. The UTCCR legislation
does not have any impact on franchising becausétjigation is limited to consumer
transactions. The legislation, however, has requiK courts to come to terms with
good faith, at least in this context, and it isi@pated this will lead to a more receptive
attitude to the implied duty.

NEW ZEALAND

New Zealand has not introduced franchise spedatfigslation. To date, franchising is
regulated by a Code of Practice which forms pathefrules of the Franchise Association
of New Zealand (FANZ). However, due to a numberr@ent high profile cases
involving franchise systems in that country, theveyjoment has indicated that it will
consider introducing legislation to regulate thetse FANZ supports such legislatfin
and has proposed several recommendations, inctuding

= A requirement to register franchisors, sub-frareégsand advisors to the sector;

= Compulsory disclosure in accordance with FANZ's rbem disclosure
requirements; and

= Compulsory mediation ahead of litigation, similautie Australian model.

The common law and equitable regime discussedlatior to Australia and the UK is
relevant to a discussion concerning franchise taiNew Zealand.

52 Walford v. Mileg1992] 2 AC 128
53 Franchise Association of New Zealand websitew.franchiseassociation.co.nz
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CANADA
Common law

As is the case in the jurisdictions discussed abexeept in very rare circumstances, a
franchise does not establish a fiduciary duty dwedeiquitable doctrine of unconscionable
dealing does not shed light in the context of frasing under common law in Canada.

Similar to the situation in Australia, the conceftan implied duty of good faith is
gaining recognition and has been considered inmbeu of commercial transactions,
including in relation to franchises.

As in Australian and English law, there is resist@amo the possibility of an implied
covenant overriding the provisions of the contPActHowever, in some circumstances,
recognition of the inequality of bargaining powetween the franchisor and franchisee
has indicated a willingness to look behind thecstérms of the contraél. In such cases,
the courts have been willing to find ‘special citeagtances’, such as when one party is
acting in bad faith, that will warrant a departén@n the strict words of the contract. It
has been suggested that this “will be an importeonsideration when applying
contractual interpretation to the interpretatiomafaim in an action®®

Statute

Four Canadian provinces — Ontario, Alberta, Priade/ard Island and New Brunswick —
have adopted legislation imposing a duty of godith and/or fair dealing on the parties to
a franchise agreement. Even where the standgustifair dealing, it seems good faith is
still relevant. For example, in s3(3) of the Omtdegislation, the duty of fair dealing is

said to include the duty to act in good faith it@dance with reasonable commercial
standards.

Part B: Practices Relating to Renewal of Franchise Agreements
AUSTRALIA

In Australia, no Commonwealth, State and Territbegislation currently addresses
franchise renewals. The Franchising Code of Candiges not deal with the
circumstances involved with the extension of fraselagreements. Once the term of the
agreement has expired, there is no obligation enfridnchisor to enter into a further
franchise agreement.

At common law, in the absence of a contractualtiglienew, a franchisor is not obliged
to grant the franchisee a further term. Therefar&anchisor has the choice of several
options:

= to grant a new term to the present franchisee;

54 pembroke Foodliner Ltd v Loeb, Inc., [1991] O.J. B&%0 (Ont. S.C.J.)
5% peter Snell and Larry Weinberg (Eds), Fundamenofasanchising — Canada American Bar Association 281
% |bid 281
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= to close the particular outlet;
= to enter into a franchise agreement with a newchisee; or
= to operate the premises as a company-owned esserpri

In this way, the franchisor retains flexibility ovithe brand’s corporate direction.

Franchisees can be considered to be at the saradvadigage upon expiry of their
agreements where there is no right of renewal &sathsitting tenants (lessees). As can
be seen from an examination of basic contract tavthe decision in the Berbatis cHse
the landlord’s refusal to renew, or agreement m@weon unpalatable terms, does not give
rise to a ‘special’ disadvantage for the purposthefequitable doctrine of unconscionable
dealing and, as a result, s51AA of theade Practices Act 197&TPA). As this view
seems likely to permeate the law in relation toAg51similar issues facing a franchisee
would most likely be assessed in the same way.

Petroleum Industry

‘Unfair’ practices within the petroleum industrydléo the Government introducing the
Petroleum Retail Marketing Sites Act 198 thePetroleum Retail Marketing Franchise
Act 1980. These Acts provided a comprehensive regime réggldhe renewal of
franchise agreements within the ambit of the legish.

The Commonwealth Government repealed these A@806 and replaced them with the
Trade Practices (Industry Codes — Oilcode) RegulatP006 (Oilcode). The purpose of
the Oilcode, which is a mandatory code of conduden s51AE of the TPA, is to
regulate the conduct of suppliers, distributors agtdilers in the petroleum marketing
industry. The Oilcode improves transparency in lesele pricing and access to declared
petroleum products and assists industry particgpémtmake informed decisions when
entering, renewing or transferring a fuel re-sgllegreement through the disclosure of
specific information.

The Oilcode regulates options to renew a fuel Heageagreement entered into before or
after the commencement date of the Oilcode. Ar@ian to this requirement is when
the supplier has decided that the retail site @st®utwith the re-selling agreement is to be
disposed of, leased or otherwise used for a purgibes than the retail sale of motor fuel.
When a fuel reselling agreement is renewed, theo@d requires that the supplier must
provide the appropriate disclosure document tar¢hesler and any changes to the terms
and conditions of the agreement must be reasomablén good faith. Where a supplier
and retailer cannot agree on the terms and conditd the renewal of an agreement, or
the supplier fails or refuses to renew an agreendésyute resolution may take place.

57 per the Full Federal Court (2001) 185 ALR 555 at, 5A&ldistinction can be drawn between parties wHopt an
opportunistic approach to strike a hard bargaingarties who act unconscionably. It cannot be gaitithe
Roberts’ wills were so overborne that they did ratiadependently and voluntarily. Unfortunately tbe Roberts,
the owners were under no obligation to renew cerextheir lease. The Roberts had the choice ddraitfaintaining
their legal claims against the owners and losirgaportunity to sell their business or abandottfiedr claims and
gaining the opportunity to sell their business.eyfimade that choice of abandoning their claimsat Tiray have
been a hard bargain, but it was not an unconscierwaite.” In the High Court decision, Chief Jusi@leeson noted
at [15] “The critical disadvantage from which tlessees suffered was that they had no legal entitietn a renewal
or extension of their lease; and they depended tiptessors’ willingness to grant such an extensiorenewal for
their capacity to sell the goodwill of their busiseor a substantial price.”
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UNITED STATES OF AMERICA
Federal

At a federal level, the only regulation of termipatand renewal in franchises in the US
is found in the motor and petroleum industries.

The Automobile Dealers Day in Court AGADDCA) requires automobile manufacturers
to act in good faith towards automobile dealersperforming and complying with
obligations under the franchise agreement andrmit&ting, cancelling or not renewing
franchises. On the face of the statute, it woakhsto provide considerable assistance to
disenfranchised dealers. However, the definitibgomd faith has been given a restrictive
meaning that is limited to circumstances of coerend intimidation.

The primary object of th&etroleum Marketing Practices APMPA) is to protect
petroleum dealerships and service station franekigeom arbitrary or discriminatory
termination or nonrenewal of their franchises. $&muently, the legislation prohibits
petroleum distributors from terminating or choosim@ to renew a dealer without good
cause and prior written notice.

However, like the ADDCA, the PMPA provides limitgotection in practice. The
definition of good cause provides a comprehensst®f circumstances which can justify
a franchisor’s decision not to renew a franchi$@erefore, it is often not difficult for a
franchisor to justify non-renewal of a franchisetba basis of good cause.

States

Renewal of franchise agreements is considered @nstiicalled ‘relationship’ statutes
which deal with the ongoing liaison of the partissues such as franchisee associations,
termination and renewal.

In the absence of federal intervention, varioutestaroceeded to legislate to address the
inequalities evident in many franchise contrac&ich contracts were often short-term
and did not contain rights of renewal. Where tiveas an opportunity for renewal, there
were instances where the renewal process was kdbefrustrated by the franchisor,
enabling the franchisor to gain the benefit oftibisiness the franchisee had fostéfed.

The resulting state franchise relationship lawsadrsvo kinds; those which are industry
specific and those which have a general applicaboall franchises, save those already
specifically covered, in that jurisdiction. Onlyose with general application are
discussed below.

The lack of a generally applicable federal franehiglationship law has resulted in a
haphazard regulatory framework, with each staterdehing its own regulatory and
compensation regime. While there have been seadt@ipts to introduce uniform
franchise relationship legislation in the US, tmés not been achieved to date.

% Fundamentals of Franchising (2 ed) op cit 173
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Laws regarding renewal

Specific provisions addressing non-renewal have bdeoduced in 17 states, the District
of Columbia, Puerto Rico and the Virgin Islands.

It is important to note that the existence of aggahrelationship statute does not compel a
franchisor to renew. Indeed, some states spdbjfipaovide that the statute will not
require renewal or extension of a franchise afteoncludes according to its terms. In
other states, statutes operate in perpetuity amelva can only be prevented in limited
circumstances.

Renewal requirements

Renewal requirements can include prior notice, gamdise and repurchase or
compensation obligations. Often the requirementkide a combination of two or more
of these elements.

(i) Notice

Virtually all of the states with relationship lawexjuire the franchisor to provide a period
of notice informing the franchisee of the intentioot to renew. The notice prior to non-
renewal allows the franchisee sufficient time tdewraffairs, fill existing orders, settle
accounts, minimise losses and generally make fdarfsture business activity.

Depending on the statute, the notice may range 80mo 180 days. The requirements of
the notice vary, for example, whether the noticesinine in writing and/or whether the
rationale for the non-renewal must be provided.

The consequences of failure to comply with theaaoirovisions also vary. For example,
if a franchisor violates the 180-day notice requieat in California, the remedy is limited
to repurchase of the franchisee’s invenfSryBy contrast, in New Jersey, a franchisee
refused renewal without good cause may be awalseddtual or reasonable value of its
franchise’’

In some cases, there is also an opportunity toe"calleged deficiencies. Cure periods
usually do not exceed 30 days.

(i) Good cause

Good cause, or a variant, is the pivotal considerain most of the state franchise
relationship statutes. A good cause requirement overrides any contraptoaision or
oral agreement to the contrary.

% Sea Ray Boats,825 F.2d at 1285

O WWestfield Center Serv Inc v Cities Serv Oil Co 432&(NJ 1981)

" Good cause requirements for termination need gigimguished from good cause for non-renewatha@ugh
nonrenewal is often treated in the same way asration, in many states the requirements are differ For
example, several states require good cause inarel&t a termination, and define the term in tluatext, but good
cause is not required in relation to non-renewal.
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Most of the 17 states require “good cause” befbee ftanchisor may not renew the
franchise relationship. However, there is no unifaefinition of good cause and its
subjective nature makes its definition particulatifficult.”* In some states, the term is
not defined at alf® In circumstances where there is a definitiontirigto non-renewal,
good cause usually, but not alwd{sefers to the franchisees failure to comply with a
material requirement of the franchise agreement.

When considering whether there was good causedosrenewal, the states variously
take into consideration:

= the legitimate business interests of franchisors;

= the existence of an ulterior motive that may tairfranchisor's decision not to
renew (however, in other states motive is irreléyan

= whether a franchisee was stocking a competitoosyoet;

= whether the site is to be converted to a companyedvwoperation (for example,
California and Minnesota expressly prohibit tha)d

= a franchisor’s decision to withdraw from a market.

(i) Compensation

Some relationship termination laws, including thaseConnecticut, Hawaii, Michigan
and Wisconsin, require the franchisor to compengetdranchisee even if the refusal to
renew was based on good cause.

In Connecticut, the franchisor must pay the frasehifair and reasonable compensation
for its inventory, supplies, equipment, and furiigs/®> In Hawaii, if the franchisor
refuses to renew a franchise, in order to convertldusiness to one that is franchisor
owned and operated, it must compensate the fraxekos loss of goodwilf®

Michigan requires compensation for the franchisée®ntory, supplies, equipment,

fixtures, and furnishings, but only if the termtb& franchise is less than five years and
the franchisee is bound by a non-competition agee¢nor the franchisee does not
receive at least six months’ advance notice offthechisor’s intent not to renew the

franchise’’ Wisconsin grants the franchisee the option teetthe franchisor repurchase

all inventory sold by the franchisor to the frarsetg’®

Other states require repurchase payments onlyrnfination is without good cause.
Arkansas law requires, upon termination and failareéenew without good cause, the

"2 Philip F. ZeidmarFranchising and other methods of distribution: Riegrry pattern and judicial trendslanuary-
February 2007 46th Annual Advanced Antitrust Semibéstribution & Marketing, Practising Law Instit
%orporate Law and Practice Course Handbook Series 624

Ibid
4 For example, in lowa, good cause will be saidxisteprovided that the refusal of the franchisoreénew is not
arbitrary or capricious. Pursuant to this statgtsd cause means cause based on a legitimateessisgason.
S Conn Gen Stat 042-133f(c)
"® Haw Rev Stat 482E-6(3)
""Mich Comp laws. Note that the Michigan Franchiseestment Law does not legislatively establishsame
“good cause” rights for franchisees seeking renef#ieir franchises, as for franchisees in daféermination.
B Wis Stat 135.045
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franchisor repurchase, at the franchisee’s net tlstfranchisee’s inventory, supplies,
equipment and furnishings purchased from the friancl’

Californian law provides that on termination or frenewal without good cause a
franchisor must offer to repurchase a franchisessalable inventory, at the lower of its
wholesale market value or the price paid by thednégsee with an offset for sums owed
to the franchisof°

lllinois, Michigan and Washington are states wheaachisors are liable to compensate
franchisees for non-renewaér seor for not providing the required notice.

lllinois requires a franchisor to provide the frarsee with 180 days’ notice of its intent
not to renew the franchise; if the franchisor faidsdo so, it must either waive the
non-competition agreement or compensate the frapehby repurchase or other means
for the decreased value of the franchise.

Washington does not require prior notice of a fresmr’s intent not to renew; instead it
requires that the franchisee be compensated fantowy, supplies, equipment and
furnishings purchased from the franchisor, at faarket value, and in some cases for
goodwill (goodwill is only compensable if the frdnigee has been given one year’s notice
and the franchisor agrees not to enforce any nampete covenantf.

EUROPEAN UNION

The EU has not adopted franchise relationship laiwsanchises are regulated by the
domestic law of member states. While many EU stdtave introduced franchise
disclosure laws, very few have introduced laws Wiaiddress relationship, including non-
renewal. Of these jurisdictions, the approachgramarily revolved around the implied

duty of good faith.

In Austria, Germany and Switzerland, compensatiarstnibe paid to franchisees upon
termination and non-renewal under certain condition

COMMON LAW JURISDICTIONS
Neither England nor New Zealand has introduced:fiese relationship laws.
CANADA

In Canada, perpetual and/or indefinite franchisengeare extremely uncommon. The
average initial term is for a period of betweenBy&ars” It is common practice for the
franchise agreement to provide the opportunityttierfranchisee to renew for at least one
term but, in the absence of such a contractual, rigére is no obligation on the franchisor
to renew.

9 Ark Stat Ann 4-72-209

80cal Bus and Prof Code 20-035

81 8151LCS705/20 (lll Rev stat ch 85-551 20)
82\Wash Rev Code 19.100 180(2)(1)

83 Fundamentals of Franchising — Canada 100
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Unlike many jurisdictions in the US, Canada hasauuipted franchise relationship laws
which regulate renewal. The opportunity to renell be dictated by the terms of the

franchise agreement. However, it has been sughtstethe implied duty of good faith

and/or fair dealing may assist a franchisee whkslan option to renew. However, such
a duty will not impose an obligation to renew wherere is no such contractual rigft.

ASIA

While many Asian countries have introduced frarehdgsclosure legislation, very few
address the relationship aspects of the franckistianship. Malaysia is an exception;
there is essentially a unilateral right for a cami franchisee to renew.

In Vietnam, some relationship elements are constjencluding limitations on the
situations where a franchisor can deny approvahrofassignment (transfer property
rights) by a franchisee.

84 |bid 102
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Chapter 6 Recommendations

The Inquiry has heard from a wide range of stakdrsl about the current state of
franchising in Australia. Many specific concermgarding the alleged behaviour and
conduct of franchise participants were raised.

The Inquiry believes that amendments to the curiramichising regulatory framework
in Australia are required. Given the importancéhef franchising business model to the
national economy, and the fact that franchise systeperate across state borders, the
Inquiry does not recommend that changes be madeamchising regulation on an
individual state basis.

There is a need for the Western Australian Goventrteetake a strong leadership role
by calling on the Commonwealth Government to effebange through national
regulation and specific changes to the Franchisliege of Conduct to address the
concerns raised by this Inquiry. With the prinegpbf freedom of contract and sanctity
of contract in mind, the Inquiry recognises tharéhis only so far that governments can
go in order to protect the interests and rightgasties to a contract.

The Inquiry therefore makes the following recommnediwhs to improve franchise

education, disclosure and due diligence, end ofegent arrangements, dispute
resolution, and enforcement. If adopted, the fné&siog business environment will be
one where participants are better informed, areenli@ely to be successful in their

enterprises, enjoy greater equity and, should tednarise, have more timely and
efficient access to justice.

1. Franchise Education

The importance of pre-entry education for franchises cannot be underestimated.
Presently, many prospective franchisees do not knowhat education is available
nor do they understand how important this is in orcer to inform themselves about
their rights and responsibilities under a franchiseagreement. This is particularly

critical in undertaking relevant due diligence whenconsidering the risks involved

in entering into a franchise arrangement.

The following recommendations seek to address isserelating to lack of
awareness and reach of franchise education, as wal the desirability of franchise
participants being kept informed on an ongoing basi of relevant developments in
the franchising sector.

Recommendation 1.1:

The Commonwealth Government work with State and Tetitory
Governments and the franchising sector to develop eoordinated approach
to delivering targeted pre-entry education to prosgctive franchisees. This
education should provide relevant advice on:

= the franchise relationship;

= the Franchising Code of Conduct;

= the known business and franchising risks that frankisees should be

investigating before entering into a franchise agrement;
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= the basics of contract law as it relates to francking; and
= the franchisee’s rights and responsibilities undera franchise
agreement.

Recommendation 1.2:
The Commonwealth Government provide funding to Sta¢ and Territory
Governments to cooperatively develop an effective anketing strategy to
facilitate the promotion of the information and advsory services available
to both franchisees and franchisors.

Recommendation 1.3:
The Commonwealth Government regularly inform the setor about current
issues, trends and key areas of concern in relatioto franchising via a
periodical publication. A component of this publi@ation should provide
information that is specifically focussed on educatg and informing new
and existing franchisees.

2. Disclosure and Due Diligence

Franchising regulation in Australia is premised onthe disclosure of relevant
information by franchisors to prospective and renewng franchisees. The
Franchising Code of Conduct prescribes what informton is required and in what
format. Currently, the Code does not require frantisors to specifically disclose
what franchisees’ entittements and responsibilitieare at the end of an agreement.
A number of other concerns regarding the current dsclosure provisions have also
been identified which were not addressed by the mbeecent changes to the Code.
Compliance with the disclosure requirements also s to be improved.

The following recommendations seek to improve the isclosure of relevant
information, particularly in regards to rights at t he end of an agreement, and
compliance with the Code in order to improve overdl transparency in the
franchising sector.

Recommendation 2.1:
The Commonwealth Government amend the Franchising @le of Conduct
to make it mandatory for franchisors to include, aspart of its disclosure
document, a clear statement that highlights the rigts and responsibilities
of, and risks to, the franchisee.

Recommendation 2.2:
The Commonwealth Government, through the AustralianCompetition and
Consumer Commission, develop a standard checklistf &nown potential
risks for prospective franchisees to investigate. The checklist is to be
attached to all disclosure documents.

Recommendation 2.3:
The Commonwealth Government immediately amend the ianchising Code
of Conduct to specifically require franchisors to dsclose:
= the amount of rebates received from any other busass for the supply of
goods or services to franchisees;
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= what services they will provide to franchisees inxlicit terms;
= their financial position to franchisees; and
= their relevant franchising experience, qualifications and training.

Recommendation 2.4:
The Commonwealth Government review the FranchisingCode of Conduct
by 2010 in order to evaluate the effectiveness ohanges to the disclosure
provisions and any other amendments.

Recommendation 2.5:
The Commonwealth Government amend the Franchising @le of Conduct
to require all franchisors to register their franchise system with the
Australian Competition and Consumer Commission.

Recommendation 2.6:
The Commonwealth Government amend the Franchising @le of Conduct
to require all franchise systems to lodge a copy afs current disclosure
document annually with the Australian Competition and Consumer
Commission.

Recommendation 2.7:
The Commonwealth Government, through the AustralianCompetition and
Consumer Commission, undertake a regular review o random sample of
disclosure documents to monitor compliance with théranchising Code of
Conduct and publish the results of their findings anually.

3. End of Agreement Arrangements

A particular focus of this Inquiry has been on isses relating to non-renewal of the
franchise agreement and expiry of the contract. Té existing regulatory
framework for franchising in Australia does not speifically address end of
agreement arrangements. In the interests of makingn informed business decision
and undertaking appropriate due diligence, prospeate and renewing franchisees
should have a clear understanding of what their efements and responsibilities
are, or are not, at contract expiry prior to entering into a franchise agreement.

The following recommendations seek to improve endf @agreement disclosure and
transparency in contract negotiations in order to povide franchisees with greater
clarity and certainty in relation to their rights a nd responsibilities.

Recommendation 3.1:
The Commonwealth Government amend the Franchising @le of Conduct
to require franchisors to explicitly specify, in the disclosure document, what
end of agreement arrangements are in place under ¢hfranchise agreement.

Recommendation 3.2:
The Commonwealth Government amend the Franchising @le of Conduct
to require franchisors to explicitly specify, in the disclosure document, what
the position is in relation to the franchisee’'s entlement or lack of
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entittement to goodwill or other compensation if tle agreement is not
renewed.

Recommendation 3.3:
The Commonwealth Government amend the Franchising @le of Conduct
to require franchisors to conduct a pre-expiry revew with the franchisee at
least one year prior to the expiry of the franchiseagreement. The purpose
of the review is to inform the franchisee of any waations between the
existing and new agreement and any conditions thateed to be met in order
for agreement renewal.

Recommendation 3.4:
The Commonwealth Government amend the Franchising @le of Conduct
to require franchisors to specify, in the disclosug document, a reasonable
period of notification in which to inform the franchisee of their intention
not to renew the agreement.

4. Dispute Resolution

The Franchising Code of Conduct prescribes a mandaty process of dispute
resolution through mediation. Problems associatedvith mediation include the
difficulty in getting parties to attend and resolvetheir disputes in a timely fashion
and the lack of enforcement of mediated outcomesAn earlier and more flexible
system of intervention is required.

The following recommendations seek to improve theucrent mediation process in
order to provide a better system to resolve dispugein the franchising sector.

Recommendation 4.1:
The Commonwealth Government, through the AustralianCompetition and
Consumer Commission, review the current mediation pcesses mandated
under the Franchising Code of Conduct with a view d implementing an
earlier, more cost-effective and accessible disputesolution system.

Recommendation 4.2:
The Commonwealth Government amend the Franchising @le of Conduct
in relation to mediation to:
* require parties in dispute to attend mediation complsorily;
= make mediated agreements enforceable to ensure boffarties
adhere to the agreed resolutions; and
» include prescribed penalties for refusing to attendmediation or
refusing to make a genuine attempt to resolve thegpute.

5. Enforcement

The conduct of franchising participants is regulatd by the Australian Competition
and Consumer Commission. It is the role of the ACC to monitor and enforce
compliance with the Franchising Code of Conduct andhe Trade Practices Act
1974 The ACCC currently has a formalised process tanwestigate breaches of the
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Code and allegations of misconduct. In many case$fie ACCC has not been able
to respond adequately to franchisee complaints in taimely manner.

The following recommendations seek to improve the amitoring of compliance
with the Code by franchising participants in orderto better enforce conduct and
behaviour in the franchising sector.

Recommendation 5.1:
The Commonwealth Government review its current levieof funding to the
Australian Competition and Consumer Commission in oder to ensure
adequate resourcing for the monitoring, enforcementand education of
franchising participants under the Franchising Codeof Conduct.

Recommendation 5.2:
The Commonwealth Government establish a dedicated ranchising
enforcement unit within the Australian Competition and Consumer
Commission to proactively monitor and enforce compnce with the
Franchising Code of Conduct and thélrade Practices Act 1974

Recommendation 5.3
The Commonwealth Government amend thelrade Practices Act 19740
prescribe penalties for breaches of the FranchisgnCode of Conduct.

Recommendation 5.4
The Commonwealth Government work with the judicial system and the
franchising sector to introduce a more streamlinedapproach to accessing
compensation and recovery of costs where a parti@ad court decision
impacts on a group of franchisees.
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Appendix 1: Background Paper

Inquiry into the Operation of Franchise Businessesn Western Australia

| invite you to make a submission to the Inquiryoirthe Operation of Franchise
Businesses in Western Australia. The purpose eof Itiquiry is to enhance the
franchising business environment and it will exagnissues to do with fairness in
franchising operations.

The background paper, which is available on the ISMBasiness Development
Corporation website atvww.sbdc.wa.gov.au/inquiryoutlines: the terms of reference
for the Inquiry, guidelines for submissions, andads on how to register interest in
order to be informed of the details of the pubkahngs.

The background paper contains information aboufrdrgchising business relationship,
the regulatory framework, legal remedies in casdigibute, key issues and discussion
points. As its title suggests, the paper is inéehth assist by way of background and is
not intended to limit or direct the content of sussions.

| welcome and look forward to your submission.

Chris Bothams

Chairperson, Inquiry into the Operation of FranelBaisinesses in Western Australia

18 December 2007



-52 -

BACKGROUND PAPER ON THE
INQUIRY INTO THE OPERATION OF FRANCHISE BUSINESSES
IN WESTERN AUSTRALIA

BACKGROUND

The State Government has called an Inquiry intoQiperation of Franchise Businesses in
Western Australia to examine fairness in franchisangements.

Over the past decade, there have been significaptovements in the manner in which
franchising is conducted in Australia. Howevere Western Australian Government has
recently been made aware of issues surroundingreragwal of franchising contracts. As
such, it is keen to ensure that the policy settingslace both at State and Federal levels are
appropriate for the business requirements of théemoeconomy.

Given the recent Australian Government review oé tisclosure provisions of the

Franchising Code of Conduct (the “Code”) carrietl lmuMr Graeme Matthews during 2006,
which recommended several significant changes ® @wode, the Western Australian
Government does not intend to replicate the workhefMatthews Committee. Rather, this
Inquiry is an opportunity for the State Governmenspeedily identify any other concerns in
the franchising industry and ascertain whetheretlier fair and competitive environment for
franchised businesses to operate in.

The Inquiry has been referred to the Minister fonaB Business, the Hon Margaret Quirk
MLA.

INQUIRY TERMS OF REFERENCE

On 2 November 2007, Minister Quirk announced thenseof reference for the Inquiry,
which are to:

1) Review the adequacy of existing legislative prasi, both State and Federal.

2) Identify whether emerging trends in the franchisingustry disclose patterns of
unconscionable conduct that may not be coveredrugdsting laws.

3) Examine whether existing remedies available todn&gees are adequate and, where
appropriate, recommend changes.

4) Review existing practice in other jurisdictions, sh@alia and internationally, on
unconscionable conduct and renewal of licences.

The Inquiry is chaired by Mr Chris Bothams, Managérthe South East Metro Small
Business Centre. Mr Bothams has been an accoraglishd respected franchisee who has
twice been awarded the Western Australian Franehi$dhe Year, as well as the National
Franchisee of the Year in 2002.

A report will be provided by Mr Bothams to the Shialisiness Minister by 31 March 2008.
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SUBMISSION GUIDELINES

You are invited to make a written submission tcstmquiry. This Background Paper
provides information about franchising in Austrabad identifies a number of issues in
relation to the franchising business environment.

The Background Paper is being distributed for thgppses of facilitating community and
industry engagement about the operation of thechising industry in Western Australia. By
undertaking this consultation process, the Goventnh@pes to receive comment from a
wide range of sources.

The Small Business Development Corporation (SBB@yoviding secretariat services to the
Inquiry. Information about public hearings and mgksubmissions will be posted on the
SBDC website atvww.sbdc.wa.gov.au/inquiry Persons wishing to register their interest in
the Inquiry should contact Ms Lauren Stone at tBBGS on (08) 9220 0260.

Public Hearings

Public hearings will be conducted in early 2008ho3e who register their interest in the
Inquiry will be directly advised of the hearing datand locations. Information about the
hearings will also be posted on the SBDC websitié lzscomes available.

How to make a submission

The Inquiry welcomes submissions from the publi@awg of the issues raised, as well as any
other relevant concerns.

Submissions should be made in writing and eithateshafaxed or e-mailed to the SBDC at
the following:

Inquiry into the Operation of Franchise Businessé#/estern Australia
Small Business Development Corporation

By mail:
GPO Box C111
PERTH WA 6001

E-mail; franchiseinquiry@sbdc.wa.qgov.au

Contact details:

Phone: (08) 9220 0260
Fax: (08) 9325 3981
www.sbdc.wa.gov.au

The closing date for submission$i®0pm, 15 February 2008.
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Tips on making a submission:
+ Respondents may comment on any matter considdeachng to the Inquiry.

« There is no set structure for submissions. They mange from a short letter
outlining the respondent’s views on a particulgpi¢coto a much more substantial
document covering a range of issues. Where pessbldence should be provided,
such as data and documentation, in support ofidvesvexpressed.

« Please note that submissions will become publicc@nts that can be viewed by
others and may be quoted for the purposes of tigsidy. If you do not want your
submission to be made public or to be quoted, pladsise the SBDC accordingly in
a covering letter. Please be aware that undeFtbedom of Information Act 1992
(WA), the right of third parties to access the documehtaost government agencies
results in the SBDC being unable to guarantee dhédentiality of submissions.

« Itis preferred that submissions made in electrémimat be in a text document (.txt,
rtf), a Microsoft Word document (.doc) or similext format, rather than Adobe
Portable Document File (.pdf) format.
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INTRODUCTION
Franchising in Australia®

Franchising, one of the fastest growing sectorsthi@ national economy, was worth
$128 billion in 2005.

It was estimated that there were 960 business toinarachise systems operating in Australia
in 2006, and of these, 93% are Australian-baseattlige systems. In total, there are over
62,000 franchises in the country, which is threge as many per capita as the United States.

Franchising contributes 14% to Australia’s Grossmestic Product (GDP) and employs
more than 420,000 people.

The franchise business relationshify

Franchising is essentially a contractual relatigmsbetween two independent business
proprietors — a franchisor and a franchisee — wlokveollaboratively for mutual benefit
under a common brand and system. Under a typi@athise agreement, the franchisor sells
the right (the franchise) to the use of the intgllal property, usually a trademark, tradename
and/or business system, for a fixed period of tim& the end of the term, the business
reverts to the franchiséf.

Franchise owners pay an entry fee as well as fieguroyalties and advertising fees to a
franchisor in return for the right to use the tnadek or business format as well as services
provided by the franchisor (such as legal advideegtising, training, etc}®

In this Background Paper, the term franchising reef® all aspects of the relationship
between franchisor and franchisee.

Contractual nature of the franchisor/franchisee retionship

The relationship between a franchisor and a fraehis regulated by the contract between
them. Importantly, the franchise contract is noha-off bilateral contract; it is a “relational”
contract involving a working, ongoing relationshyth mutual obligations and cooperation
to benefit both franchisor and franchisee.

Two theoretical contract principles are particyladlevant to the debate regarding the degree
of regulation in the franchising agreement. Thaseciples are:

1. Freedom of contract— the idea that individuals should be free to hargamong
themselves the terms of their own contracts, witlgmvernment interference. The
practical result of this principle is that once @ntact expires, a party such as a
landlord or franchisor cannot be compelled to emitr a new contract.

8 “Franchising Australia 2006 Survey”, Griffith Uresity, 2006

% See generally: Latimekustralian Business La@6" ed, para [9-985], CCH; also the website of the FreecCouncil of
Australia atwww.franchise.org.au

87 Nathan, G “Profitable PartnershipsEdition, Nathan Corporate Psychology, Brisbane0200

8 Grunhagen M. & Dorsch, M.J. “Does the franchismvide value to franchisees? Past, current, anddwalue
assessments of two franchisee typdstjrnal of Small Business Managemesut.41(4), 2003, pgs.366-384
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2. Sanctity of contract— parties are bound by the terms of the contsdétaaned, in the
circumstances that existed at the time that thérachwas entered, subject to any
variations that were subsequently agreed by batiiepa This principle assumes that
contracts are complete in terms of addressing @biple future contingencies and
specifying the performance required of the paitiesach situation.

It is argued that the franchisor/franchisee refetiop produces two significant imbalances
between the parties that may require particulaeespof these theoretical principles to be
addressed — anformation imbalance and apower imbalance

* The information imbalance flows from the franchisor's monopoly of much okth
information that would be useful or necessary wplospective franchisee in making
an informed decision to enter into the franchiseagent.

* The power imbalance follows from the fact that it is “inherent in moSanchise
relationships that the franchisor has a significaagacity to control the activities of
the franchisee in great detaif".

The presence of these imbalances underpins thé&ateguaction in the franchising sector.
REGULATORY FRAMEWORK IN AUSTRALIA
Franchising regulation in Australia

Introduced to Australia in the early 1970s, bussniesmat franchising has been subjected to
a series of inquiries and reviews. This has pieggé in various stages from no regulation
except under the general law (pre-1981), to quegHation under the prescribed
interest/investment security/managed investmentvigians of the Corporations Law
(198187), to deregulation (1987-93), to self-regafapursuant to a voluntary Franchising
Code of Practice (1993-96), to deregulation (198) -8 the current mandatory Franchising
Code of Conduct (1998-now).

Need for a Franchising Code of Conduct

In 1997, a review of fair trading in Australia wasdertaken by the House of Representatives
Committee on Industry, Science and Technology (fReid Committee”). The review
identified a number of small business concerns thighfranchising system, includifg:

» unfair contract terms arising from a refusal of bigsiness to negotiate the terms and
conditions of contracts;

» complexity of documentation;

» lack of pre-contract disclosure, resulting in aahitity to make informed decisions
about the viability of an enterprise;

* the inadequacy of advice and education for smalinass; and

» the prohibitive costs of, and the long delays imedlin, legal action.

8 Brown, Franchising: Trap for the Trusting1969), p.41.
9 «“Review of the Disclosure Provisions of the Frasafg Code of Conduct — Report to the Hon Fran BaileyNtiister
for Small Business and Tourism”, Franchising Code &ewommittee, October 2006, pg.19
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The Reid Committee’s report, “Finding a Balanceécommended the development of
specific franchising legislation based on the psmn of adequate disclosure documentation,
the establishment of appropriate independent codimirastration bodies and dispute

resolution procedures.

Franchising Code of Conduct

In September 1997, the Australian Government ancedithe introduction of the mandatory
Franchising Code of Conduct (the Coteprescribed under thErade Practices Act 1974
(the “TPA").

The Code was enacted through tfheade Practices (Industry Codes — Franchising)
Regulations 199&nd came into operation on 1 July 1998. In aoljtthe Office of the
Mediation Adviser (OMA) was established in 1998stport the dispute resolution aspects
of the Code.

The Code regulates the conduct of participantshan ftanchising industry towards other
participants in franchisindf The Code principally provides for the disclosing the
franchisor of materially relevant information tooppective or renewing franchisees. It also
provides a framework for dispute resolution — tlglounegotiation or mediation — that is
relatively fast and inexpensive.

Part 1 of the Code sets out the name and purpase @ode as well as its application. It also
sets out all definitions, including the meaningdfranchise agreement”.

Part 2 of the Code requires franchisors to creatk rmaintain adisclosure documenin
accordance with either Annexure 1 (long form) onAxure 2 (short form).

The long form disclosure document (which is moshownly used by franchisors) includes
the mandatory disclosure of 23 categories of in&drom, including:

* information about the franchise site or territory;

» information about the supply of goods or servieeard from a franchisee;

* information about marketing or cooperative fundswioich the franchisee may be
required to contribute;

* payments that will have to be made by the franehiseelation to the franchise;

* current and past proceedings (including litigatiand arbitration) against the
franchisor and directors of the franchisor; and

» financial details of the franchisor.

The short form disclosure document, which only eod 11 categories of prescribed
information that must be disclosed, can only belug¢he expected annual turnover of the
franchised business is less than $50,000.

Annexure 1 (see Clause 17.1 of the Code) also nesgjéianchisors to disclosesammaryof
other conditions of the franchise agreement, inolydnatters dealing with:

9 Available athttp:/scaleplus.law.gov.au/html/pastereq/2/1466ipedePracindCodeFran1998.pdf
92 Explanatory Statement, Select Legislative Instmin2907 No. 240, “Trade Practices (Industry Cod&sanchising)
Amendment Regulations 2007 (No.1)




-58 -

» the term of the franchise agreement;

» variations to the franchise agreement;

* renewal or extension of the franchise agreement;

» conditions the franchisee must meet to renew @rekthe franchise agreement;

* termination by the franchisor;

* termination by the franchisee;

» the franchisee’s goodwill, if any, on terminationexpiry;

» the franchisee’s obligations when a franchise ages# is terminated, expires or is
not renewed;

» the franchisor’s rights to sell its business;

» transfer of a franchise;

* mediation; and

» the option or right of first refusal, if any, fohea franchisor to buy the franchised
business.

Together with a current copy of the Code, the ampate disclosure document must be
provided to prospective franchisees and to framasisproposing to renew or extend an
existing franchise agreement at least 14 days édfur prospective franchisee enters into,
renews or extends the relevant franchise agreeoremakes a non-refundable payment to
the franchisor or an associate of the franchisocdnnection with the proposed franchise
agreement.

Part 3 of the Code provides for a number of otheasares to be followed, including the
regulation of how and when termination of the ftaise agreement is permitted. Under this
part, if the franchisee breaches the franchise eageat and the franchisor intends to
terminate it as a result, the franchisor must gdhe franchisee and allow a reasonable time
for the franchisee to remedy the breach.

Part 4 of the Code mandates various aspects diviegalisputes, including definitions, the
appointment of a mediation adviser and proceduré® tfollowed (including the inclusion of
particular dispute resolution processes in frarecligreements). Generally, franchisees also
have access to the remedies and sanctions availatéér the TPA for any disputes with their
franchisor (see “Legal Remedies” section below).

While the requirement for the preparation of a entrdisclosure document adds to the
compliance burden of franchisors, it is generatiyrwledged that regulation in some form
is both necessary and desirable.

Dispute handling and resolution
All franchise agreements entered into after 1 Catdi®98 must contain a dispute resolution

clause that complies witRart 4 — Resolving Disputesf the Code€® This clause should
provide something similar to the following:

9 See OMA website atww.mediationadviser.com.au
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[EEN

. If a dispute arises the complainant must tell #spondent in writing:
(a) the nature of the dispute; and
(b) what outcome the complainant wants; and
(c) what action the complainant thinks will settle thepute.

2. The parties should then try to agree about howesolve the dispute.

3. If the parties cannot agree about how to resolealtbpute, then either party can refer
the matter to a mediator, or ask the OMA to appaintediator from its national panel
of mediators.

4. Both parties must attend the mediation and tresoive the dispute.
5. The parties share the cost of the mediation equalkyss they agree otherwise.
6. The parties pay their own costs to attend the niediainless they agree otherwise.

Under the Code, if neither party wants to go to ietgsh then it is not compulsory. This
would most likely mean that court action would barted, however, this generally involves
considerable cost.

The role of the OMA is to appoint mediators to sisfianchisors and franchisees to resolve
their problems without going to court. Mediatia usually much faster and cheaper than
court action. Around 75% of mediations conducteugh the OMA result in a binding
settlement that both parties are prepared to lite. 3

Level and nature of disputes in franchising

It has been argued that the level of reported déspim the franchising sector remains [Gw.
In 2006, substantial disputes (i.e. those refetmedn external advisor for action) were
experienced by 35% of franchisors in the previoRsnbnth period, but most disputes were
with only one or two franchisees.

The proportion of franchisees in disputes in Alstraquates to less than 4% in total. The
most common causes of disputes were related tcermystompliance, communication
problems and misrepresentation claims. Fewer 28amf franchised units ceased to operate,
some of which may not be related to failure or dispsupporting the notion that franchising
failure rates are low.

However, the results of franchise business failoem be devastating, particularly as
franchisees often borrow funds to get into frandgs The consequences of such business
failure include bankruptcy, loss of savings andiloe family home, and marriage and
relationship breakdowns.

% |bid
% “Franchising Australia 2006 Survey”, Griffith Urgisity, 2006, pg.56
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Mediation is being used more than twice as ofteritagtion as a means of resolving
disputes. It could be argued that the larger piiogro of disputes being resolved through
mediation, rather than litigation, supports theefiveness of the Code.

Nevertheless, many disputes do not get settled égiation or litigation, often because the
franchisee runs out of money and ends up walkingyavwom the disagreement.

Reviews of the Code

The Australian Government conducted a review of Gloele between December 1999 and
May 2000, which resulted in a number of amendméntsnprove the effectiveness of the
disclosure provisions. These amendments weretetfday theTrade Practices (Industry
Codes — Franchising) Amendment Regulations 2001

Following ongoing concerns about the effectiver@sthe Code’s disclosure provisions, the
Commonwealth Minister for Small Business and Touremnounced a review of the current
operation ofPart 2 — Disclosuref the Code on 28 June 2006.

The review Committee (the “Matthews Committee”) edised nationally, consulted with
key stakeholders and received a total of 75 suliomss The Committee was also supported
by expert legal advice and took into account o\essxperiences.

The Matthews Committee report, submitted to thetdalian Government in October 2006,
made 34 recommendations for amendments to the Chdéds response of February 2007,
the Australian Government supported 31 of thesemecendations.

The Australian Government's amendments were coedain theTrade Practices (Industry
Codes — Franchising) Amendment Regulations 2007 IINthe “Regulations”), which was
passed by the Federal Executive Council on 9 AuzZ087.

The Regulations, which come into effect on 1 M&2668, amend the Code “to increase the
transparency, quality and timeliness of disclogorexisting and prospective franchise&s”.
Among the changes, the Regulations provide for:

» foreign franchisors to no longer be exempt from @uele, as it is considered that all
franchise systems operating in Australia shouldudgect to the same rules afforded
to those dealing with foreign franchisors; and

» the details and history of the territory or sitebi franchised to be provided together
with the disclosure document. Currently, it is netessary to supply this information
with the disclosure document, but rather is onlgureed to be made available for
viewing %

Additionally — and pertinent to this Inquiry — thatthews Committee noted that “some of
the problems identified by the submissions may hbeen avoided if the prospective

96 |hi

Ibid
7 Explanatory Statement, Select Legislative Instmin2907 No. 240, “Trade Practices (Industry Cod&sanchising)
Amendment Regulations 2007 (No.1)
% |bid, Attachment A, “Overview of the Proposed Tederactices (Industry Codes — Franchising) AmendiRegtlations
2007”
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franchisee had a clearer understanding of thefsignt risks that were involved in becoming
a franchisee®® Among the concerns expressed by franchiseesafrdrechisees were “the
consequences to them on termination, expiry orneaewal of the franchise agreemetif”.

The Matthews Committee made two recommendatiornelation to the parties’ respective
rights at termination, expiry or nonrenewal of anithise contract, however, these weoe
adoptedby the Australian Government. They were:

» Recommendation 3 amend the Code to include a requirement thaffrdrechisor
include a risk statement with the disclosure documand that the Australian
Competition and Consumer Commission (ACCC) be thswith developing a
prescribed risk statement with disclosure requir@sie It was proposed that the risk
statement, to be completed by the franchisor, wadddtify known risks that could
have a material impact on the franchisee, includiagchisee rights and obligations
on termination or expiration of the franchise agneat.

* Recommendation 20the risk statement should, if significant, rafethe risks to the
franchisee on termination, expiry or non-renewaheffranchise agreement.

These recommendations suggest that the Matthews nfitee believed that upon
termination, expiry or non-renewal of a franchigge@ment, there are potential risks to
franchisees that should be regulated by ensuriag ttme franchisee be given adequate
warning of their rights.

State and Federal roles in regulating franchising

Notwithstanding that the regulatory focus has be@on prior disclosure in franchise
relationships so as to improve the information bedabetween the parties, the parties’
contractual relationship is nonetheless legislftivegulated by the TPA and State and
Territory Fair Trading Acequivalents.

Trade Practices Act 197¢Cth)**

The TPA aims to promote competition, fair tradingdaconsumer protection in Australia.
The TPA prohibits corporations fronmter alia engaging in restrictive trade practices,
unconscionable conduct, misleading and deceptiveduct, and false and misleading
representations. The Act is administered by th&€&C

Sections 51AA and 51AC of the TPA prohibit uncoonsable conduct in commercial
dealings, whereby corporations must not, in tradeammerce, engage in conduct that is
unconscionable. While it is not defined in the TRMAconscionable conduct deals with harsh
and oppressive conduct in business transactionssageherally referred to as conduct that is
SO unreasonable that it goes against good congcienc

More specifically, section 51AA is a broad prohifit against unconscionable conduct
within the meaning of the unwritten law (i.e. und@@mmon law), while section 51AC sets

% “Review of the Disclosure Provisions of the Frasaig Code of Conduct — Report to the Hon Fran BaileyMiiiister
for Small Business and Tourism”, Franchising Code &ewommittee, October 2006, pg.33

100 pid, pg.44

101 5ee Australian Competition and Consumer Commissidrsiteeatwww.accc.gov.au
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out a range of factors that the court can consmben determining if conduct is
unconscionable when it occurs between businessBsis applies to dealings between
businesses where the value of the transactionrmtesxceed $3 million.

Section 52 of the TPA contains provisions on midileg and deceptive conduct whereby,
generally, sellers are required to tell the trutid arefrain from giving an untruthful
impression. Damages will be available to a parhowan prove loss resulting from the
misleading or deceptive conduct of another in tradeommerce.

Section 53 of the TPA prohibits false or misleadiegresentations to be made in commercial
transactions.

Fair Trading Act 198{WA)

In Western Australia, thd=air Trading Act 1987 (the “FTA”) essentially provides a
commercial code of conduct for traders and is atstared by the Department for Consumer
and Employment Protection.

The FTA was enacted following agreement by theeSéatd Commonwealth Ministers for

Consumer Affairs in 1983 that there be uniform econer protection legislation throughout

Australia. It was determined that uniformity stibble achieved by each jurisdiction enacting
legislation modelled on the consumer protectiorvigions contained in the TPA.

No State or Territory Fair Trading Act has depaffteth the substance of the unconscionable
conduct provisions contained in section 51AC of TRA.

Similarly, no State or Territory has added to thgulation of the Franchising Code in any
Fair Trading legislation.

LEGAL REMEDIES

There are several legal remedies available to fiigees in addition to the rights that exist
under the Code. They include:

= the prohibition on unconscionable conduct in sesti61AA and 51AC of the TPA
and in the equivalent State and Territory Fair Trgdhcts;

= the prohibitions on misleading and deceptive cohdun on false and misleading
representations in sections 52 and 53 of the TPd\ ianthe equivalent State and
Territory Fair Trading Acts;

= the common law relating to innocent, tortious aradifiulent misrepresentations;

= the doctrine of equitable estoppel (i.e. inducinge&pectation); and

= the equitable doctrine of undue influence (i.eirngkadvantage of a position of power
over another person).

The notion of unconscionable conduct in particisaconsidered an uncertain concept and
the cost associated with pursuing private civil@acagainst a better resourced competitor is a
powerful deterrent to a majority of franchisees.

To date, the ACCC has not taken litigation on biebBkmall businesses in “one-off” cases
unless the matter is taken as a test case to isktaibécedents for future private action.
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KEY ISSUES

While franchise law concentrates regulatory acbanthe provision of relevant information
to ensure that a prospective franchisee is addguatermed beforethey enter a franchise
contract, one focus of this Inquiry is on issudatieg to end of contract and non-renewal of
the franchise agreement.

In this regard, competing views exist in the frarohfranchisee relationship relating to the
parties’ respective positions at the end of frapelsigreement. Franchisors generally take the
view (in line with the principles of freedom of dosct and sanctity of contract) that at the
end of agreement and where no options for renewduither renewal exist under the
contract, that there are no further rights to resmlesy compensation, particularly in terms of
the perceived goodwill of the franchisee. In castyfranchisees may view that at the end of
agreement they should be entitled to either a ainenewal or compensation on the basis of
the goodwill they have built up during the term thie contract (see next section for
discussion of goodwill).

Survey data reveal that during the period 2003t08, rate of non-renewal of franchise
agreements was between 1.5% and 3.7% per‘Yfear.

Goodwill

An important consideration in any contract negairat(or renegotiation) is the issue of
“goodwill”.

While legally recognised as a form of property, t®thave found goodwill difficult to
define. In Anglo-Australian jurisprudence, gooduslvariously defined as:

= The attractive force that brings in custom and addbke value of the business; it may
be site, personality, service, price or habit.

= Goodwill is an intangible, saleable asset, sepamadedistinct from the stock, fixtures,
fittings, and other tangible assets of the busingssrises from the reputation and
relations formed with customers of the business Hral nature of its location.
Goodwill has no independent existence; it must ttached to a business. It is
indivisible, though its value when realised mayshared in proportion$*

Franchise agreements often do not address théeerditt by the franchisee to goodwill on
termination or expiry of the franchise agreeméiitit is referred to, it is usually to deny the
franchisee any rights. In either case the benéfiny goodwill reverts to the franchisdf

102 «Franchising Australia 2006 Survey”, Griffith Ureisity, 2006, pg.62-63

193 Federal Cmr of Taxation v Murr§1998) 193 CLR 605; 155 ALR 67

104 Geraghty v Minte1979) 142 CLR 177; 26 ALR 141

105 Andrew Terry and P D Giugni, “Freedom of Contr&isiness Format Franchising and the Problem of Gdldw
Australian Business Law Reform, Volume 23, August5]$1).245
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Franchise Churn

Another franchise industry issue is that of frasehi’churn”. Churning occurs when a
franchisor repeatedly sells a franchise outlet incuenstances where it would reasonably
understand that the outlet is unlikely to operaiecsssfully regardless of the individual
franchisee’s business skills.

Under certain circumstances, this type of behaviaks contravening the misleading and
deceptive (section 52) and unconscionable condugitibn 51AC) provisions of the TPA.
This may occur through misleading by silence if ftechisor fails to advise the potential
franchisees of existing issues with the businesd,iiamay be unconscionable conduct if the
franchisor fails to advise potential franchisees tbé conditions that it knows will
significantly affect the operation of the franch@dlet.

Good Faith Bargaining

The Code does not expressly provide for “good faith the execution of franchise
agreements and in mediation. The Matthews Comenitteted that while a number of
overseas jurisdictions “have either a general gonekegood faith in commercial contracts or
a specific concept of good faith applying in fraisghagreements, including in the context of
pre-contractual negotiations and in mediation gpdies”, there was no uniform acceptance
in the Australian jurisdictions “of a coherent, aggde legal concept of good faith or fair
dealing in contract law*®

According to the Matthews Committ8é& good faith embraces three notions:

= an obligation on the parties to cooperate in achgetheir contractual objects;

= compliance with honest standards of conduct; and

= compliance with standards of conduct which are aealle having regard to the
interests of the parties.

In response to the Matthews Committee’s recommedé&t include in the Code a statement
obligating franchisors, franchisees and prospedtaechisees to act fairly and in good faith
towards each other, the Australian Government caled that a separate provision was not
necessary as section 51AC of the TPA includes “gfaaith” as a factor that a court or
tribunal may take into account when determiningamscionable conduct.

Unconscionable versus Unfair Conduct
In 1997, the Reid Committee concluded in their regbat section 51AA of the TPA
(unconscionable conduct) be repealed and replagtd avnew provision that proscribed

“unfair” conduct in commercial transactions.

To assist in interpretation, the provision wasdatain a non-exhaustive list of factors
the court could have regard to for the purposeetéminining whether a corporation

106 «“Review of the Disclosure Provisions of the Frasitg Code of Conduct — Report to the Hon Fran BaileyMifister
for Small Business and Tourism”, Franchising Code &ewommittee, October 2006, pg.70
197 bid, pg.46
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has engaged in unfair conduct. The committee naadenscious decision to utilise
the term ‘unfair’ rather than ‘unconscionable’. eTbommittee was of the view that
retaining the term ‘unconscionable’ would not podwria sufficiently clear signal to
the courts that a concept broader than the traditiequitable doctrine was intended.

After considering several examples where arfss’ standard had been utilised,
the committee formed the view that a ‘fairness’ndtd regulating conduct in
commercial transactions could be a workable opti@t would not undermine ‘the
institution of contract’ by tipping the balancefavour of small busines$®

The Australian Government rejected this recommeodat instead adopting “an
unconscionability standard rather than an unfagngsindard when determining whether
business conduct offended the TPA®.

108«Almost a decade on — A (Reid) report card on té¢aising”, Eileen Webb, Australian Property Lawrttal, (2006) 13,
pgs.282-283
199 pid, pg.283



- 66 -

DISCUSSION POINTS

The Inquiry is particularly interested in hearimgrh those involved in or representing the
franchising industry. The following discussion msi have been provided to assist those
interested in providing comment regarding some h#f issues being considered by the
Inquiry. These are designed to stimulate discassiad please note that submissions do not
have to address all of the following. Evidencsupport of arguments would be appreciated.

1. Should a franchisee be given rights at the end &fachise agreement, and what
should these rights be?

2. In relation to renewing or extending a franchiseeagent, is there a need for more
upfront disclosure about the respective rightsathlparties?

3. Is there a need to prescribe the respective parigrgs to goodwill at the end of the
franchise agreement?

4. Is there a need to include a requirement for fremeclhgreements to be negotiated in
good faith?

5. In relation to the franchisor/franchisee relatiapshdo the current unconscionable
conduct provisions contained within tAeade Practices Act 197provide adequate
protections?

6. Is there a case for including the principles of @il and good faith in thdair
Trading Act 198{WA)?

7. Is there a need to improve the regulatory and o#wanues available for dispute
resolution between franchisors and franchisees?

8. In your opinion, are there any requirements oneeittanchisors or franchisees — both
legal and nonlegal — that exist in other counttieed should be adopted to improve the
Australian franchising industry?

9. The Inquiry is interested in “good practice” inrichising, particularly in relation to the
respective rights of parties at the end of frarehagreement. Please detail good
practices that address any of the issues identiifi¢ghis paper.

10. Are there any other matters relating to the termeeference of this Inquiry into the
Operation of Franchise Businesses in Western Alisstizat you wish to raise that are
not covered in this paper?
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Appendix 2: Advertising

The following advertisement appeared in communigwspapers the week commencing
7 January 2008 and ifhe West Australiamn Wednesday, 9 January 2008, and Saturday,
12 January 2008.

FRANCHISING INQUIRY
CALL FOR PUBLIC SUBMISSIONS

The State Government is inviting written submissimom the public to
its Inquiry into the Operation of Franchise Bussesin Western
Australia.

The inquiry is examining fairness in franchise agaments, particularly
end of franchise agreement issues.

A Background Paper and submission guidelines haee beleased and
are available to download fromww.sbdc.wa.gov.au/inquiry

Submissions can be lodged by emailremchiseinquiry@sbdc.wa.govi{au
or by mail c/o the Small Business Development Cafon, GPO Box
C111, Perth 6001,
or facsimile on (08) 9325 3981.

Written submissions closks February 2008

A number of public hearings will also be conduatedarly 2008, with
the first to be held in Perth on 4 February. Adimce is by prior
registration only. Further information about treahngs will be poste
onwww.sbdc.wa.gov.au

-

Further enquiries: email as above or (08) 9220 0260
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Appendix 3: List of Submissions

Written submissions were received from the follogvetakeholders:

Number Organisation

1 Midas ex-franchisee

2 Les Stewart Consulting

3 Ms Elizabeth Spencer, Assistant Professor of LaguRy of
Law, Bond University

4 Bakers Delight ex-franchisees

5 Chooks Fresh & Tasty

6 Bakers Delight ex-franchisee

7 Confidential

8 Burger King ex-franchisee

9 Franchise Council of Australia

10 Lenard’s ex-franchisee

11 Bakers Delight ex-franchisees

12 Lenard’s ex-franchisee

13 Jim’s Pool Care franchisee

14 Midas ex-franchisee

15 Party Plus

16 Bakers Delight ex-franchisee

17 Confidential

18 Bakers Delight ex-franchisee

19 Lenard’s franchisee

20 Retail Traders’ Association of WA Inc

21 Supplier to franchisee

22 National Pizza Association

23 Confidential

24 Supplier to franchisee

25 Track Record Consulting

26 Supplier to franchisee

27 Competitive Foods Australia Pty Ltd

28 Godfrey’s franchisee

29 Supplier to franchisee

30 Supplier to franchisee

31 Supplier to franchisee

32 Supplier to franchisee

33 Godfrey’s franchisee
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34 Confidential

35 Franchisee

36 Supplier to franchisee

37 Supplier to franchisee

38 Supplier to franchisee

39 Supplier to franchisee

40 Supplier to franchisee

41 Chamber of Commerce and Industry of Western Auatral
42 Supplier to franchisee

43 Godfrey’s franchisee

44 Franchisee

45 Godfrey’s franchisee

45 Godfrey’s franchisee

46 Confidential

47 Avis Australia

48 Australian Franchising Systems
49 Supplier to franchisee

50 Supplier to franchisee

51 Supplier to franchisee

52 Supplier to franchisee

53 Supplier to franchisee

54 Supplier to franchisee

55 Juice Station franchisee

56 Confidential

57 WA Retailers Association

58 VIP Home Services ex-franchisee
59 Cullen Babington Hughes Lawyers
60 Barrister and Solicitor

61 Supplier to franchisee

62 Supplier to franchisee

63 Supplier to franchisee

64 Supplier to franchisee

65 Supplier to franchisee

66 Supplier to franchisee

67 Supplier to franchisee

68 Supplier to franchisee

69 Supplier to franchisee

70

Employee of franchisee
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71 Confidential

72 Ms Jenny Buchan, School of Business Law and Taxatio
University of New South Wales

73 Ground Transport Services franchisee

74 Automasters ex-franchisee

75 Midas ex-franchisee

76 Bakers Delight Holdings Ltd

77 Confidential

78 Hertz Rent a Car ex-franchisee

79 Confidential

80 Lenard’s ex-franchisee

81 Yum! Restaurants Australia Pty Ltd

82 Australian Competition and Consumer Commission

83 Mr Tony Simpson MLA, Member for Serpentine-Jarrdbda

84 Supplier to franchisee

85 Midas ex-franchisee

86 Supplier to franchisee

87 Franchise Advisory Centre

88 Burger King ex-franchisees

89 Confidential

90 Former industry association representative

91 International Franchise Association

92 Associate Professor Frank Zumbo, School of Busihassand
Taxation, University of New South Wales

93 Franchisees Association of Australia Incorporated

Oral submissions were received from the stakehsldiethe Public Hearings held in Perth on
4 February 2008 and Bunbury on 8 February 2008.

Number Received from
1 Competitive Foods Australia Ltd

Lenard’s ex-franchisee

Bakers Delight ex-franchisee

Lenard’s ex-franchisee

Ground Transport franchisee

Bakers Delight

Retail Traders’ Association of WA Inc

Hertz Rent a Car ex-franchisee

O N O O | W N
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Appendix 4: Stakeholder Consultations

The Chair and Secretariat of the Inquiry consultgti the following stakeholders during the
Inquiry process:

Franchise Council of Australia;

Australian Competition and Consumer Commission;

Competitive Foods Australia Ltd;

Member of the Economic and Finance Committee, &adnt of South Australia;
Franchising Academic, Australian School of Businéisversity of NSW;

Midas ex-franchisee;

Automasters ex-franchisee;

Ground Transport franchisee;

Lenard’s ex-franchisee; and

Lenard’s ex-franchisee.
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Appendix 5: Case Law in relation to Franchising Dsputes

Franchising and s51AC

Franchising disputes generally arise in two cirdamses; firstly, where the franchise
agreement is terminated because of the franchisei#’se to comply with the franchisor’'s
‘system’, and secondly where there has been a ehaihgperating requirements or destdh.
To date, Australian cases considering s51AC (uradonable conduct in commercial dealings)
of the Trade Practices Act 197dTPA) have focused primarily on a franchisor’s iden to
terminate a franchise.

It is fair to say that the cases involve the teation of a franchise agreement after a protracted
dispute between the franchisor and franchisee amerglly, but not always, considerable
financial losses. Varying amounts of acrimonyas® sometimes evident.

Below is a brief examination of relevant cases #&bedoutlining whether the conduct was
regarded as unconscionable in the circumstancdsprawiding some comments made by the
courts regarding the scope of s51AC. It is alder@sting to note the interplay between the
discussions of unconscionable conduct and godd ifaitelation to the termination of franchise
agreements.

Garry Rogers Motors (Aust) Pty Ltd v Subaru (Austy Ltd™*

Garry Rogers Motors (Aust) Pty Ltd (‘Garry Rogeregd been, for a considerable time, an
authorised dealer on behalf of Subaru (Aust) Pty (Bubaru’). The Subaru franchise
agreements were of three years duration; termir@bl@2 days notice. In Garry Roger’s case,
the agreement was not renewed after the secondoigirthe dealership continued on the same
terms and conditions as before.

The relationship between the parties deteriorafeat Subaru introduced a ‘revitalisation’
program which sought to enhance its dealer imagatry Rogers refused to comply with the
program and soon after the franchise was terminatedne year’'s notice. Faced with the
prospect of termination, Garry Rogers agreed toptprwith the program in all respects.
Nevertheless, Subaru refused to withdraw the textain.

The franchisee contended that Subaru’s conduct wm&®nscionable pursuant to s51AC
because:

= There had been a failure to provide written reasontermination; a requirement of the
Franchising Code; and

= Subaru had refused to withdraw the terminationceofollowing the franchisee’s
agreement to comply.

Justice Finkelstein concluded the conduct wasindhe circumstances, unconscionable. His
Honour noted:

119G K Hadfield, Problematic Relations: Franchising #mellaw of incomplete contracts (1990) 42 Stantcrds Review
927 at 928 Hadfield, Dixon at 99-100
111(1999) ATPR 41-703
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... whilst [Garry Rogers] was not obliged to adth@ Six-Star Program, that is, it was
not contractually obliged to do so, its failureamopt the program and its criticism of
certain aspects of the program could reasonablyebarded by the first respondent
[Subaru] as an indication that the applicant waswilling to act in the best interest of
the first respondent and of the dealership group w&hole. No doubt this led to a loss
of confidence in the applicant. That loss of coefice would not necessarily be
overcome by a change in attitude on the part oapjicant. Many relationships can
only operate satisfactorily if there is mutual adafice and trust. Once that confidence
has broken down the position is not easily restordtlis not unconscionable to
terminate a relationship where that trust and demite has been undermined.

The case is also significant for its discussiogadd faith in the context of S51AC (3) (k) of the
TPA. The franchisee claimed that Subaru had ceered the implied duty of good faith in
terminating the franchise agreement in the circantsts. Justice Finkelst&ifstated that the
duty requires a party to act in good faith andya@snd imposes an obligation upon that party
not to act capriciously.

However, the duty would not operate so as to rsdtions designed to promote the legitimate
interests of that party. Therefore, where a paltg was exercising a power, including a power
to terminate, acted reasonably in all the circuntsa, the duty will ordinarily be satisfied. On
the facts, Subaru was entitled to treat Garry Regefusal to comply with the revitalisation
program as being contrary to its own businessesterand was not in breach of the implied
duty of good faith*

Australian Competition and Consumer Commission urfply No-Knead (Franchising) Pty
Ltd114

Simply No-Knead (Franchising) Pty Ltd (‘'SNK’) opé&ed a home bread-making franchise.
Although by the time of the proceedings the businesd been wound up, the Australian
Competition and Consumer Commission (‘ACCC’) pudsube managing director. In
summary, the circumstances involved a litany ofasirdble business practices, includinigr
alia the franchisor’s refusal to:

= provide disclosure documents;

= deliver essential supplies to franchisees becawese (the franchisees) had refused to
pay for unordered, and over-supplied, products;

= deliver up a diary containing customer lists;

= provide stock figures; and

= meet with the franchisees to try to resolve thedassn dispute.

112 After recognising that such a duty was impliegasatter of law into franchising contracts, His idonreferred to
Renard Constructions (ME) Pty Ltd v Minister foridia Works[1992] 26 NSWLR 234Hughes Aircraft Systems
International v Airservices Australid997) 146 ALR 1Alcatel Australia Ltd v Scarcelld998] 44 NSWLR 349.

113 There was also sufficient notice (13 months) mdhicumstances. The case also saw a contentibiStharu owed
duties of a fiduciary character to Garry Rogers.ilgviot deciding, Finkelstein J noted that the eahbf any such duty
would not, in these circumstances, be differerth&d imposed by an obligation to act in good faithan v Zacharia
[1984] HCA 36;(1984) 154 CLR 178/ospital Products Ltd v United Stat8sirgical Corporation [1984] HCA 64(1984)
156 CLR 41 andUnited Dominions Corporation Ltd v Bridety Ltd [1985] HCA 4911985) 157 CLR 1

114(2000) 104 FCR 253.
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SNK was also found to have competed with its freseds and on-sold franchises within
designated territories. There was evidence ofssamant and abuse of franchisees.

Justice Sundberg held that, overall, SNK’s condiistlosed “an overwhelming case of
unreasonable, unfair, bullying and thuggish behavim relation to each franchisee that
amounts to unconscionable conduct by [SNK] forgheoses of sS51AC.”

His Honour continued that certain of its condunoténded to cause the franchisees to terminate
or not renew their franchise agreements” was urgionable within the meaning of s51A€.

Auto Masters Australia Pty Ltd v Bruness Pty ['td

Auto Masters Australia Pty Ltd v Bruness Pty krtdolved the purported termination of a
franchise agreement because of the franchiseegedllfailure to comply with the franchisor’s
document management system. Auto Masters Austriyialtd (‘Auto Masters’) was the
franchisor of a number of auto repair franchisesAiestern Australia. Bruness Pty Ltd
(‘Bruness’) was franchisee of the Midland Auto Maistoutlet.

The Auto Masters franchise system required the aise “tracking system”; purpose-built
computer software that recorded and processed tivement of stock and work flow in each
franchise. The system also enabled the franchsotalculate the royalties payable by
individual franchisees.

Almost from the outset, Bruness experienced corelidie difficulties with the software.
Attempts to rectify the problems were unsuccesafd the parties met on several occasions
regarding the problems experienced by Bruness. pii@ethese difficulties, Auto Masters
served several Notices of Default and Notices tm&¥y Breach which claimed that Bruness
had failed to comply with the Auto Masters openasionanual for document management. The
relationship between the parties had become caadigestrained, particularly after Bruness
made a complaint to the ACCC.

In March 1999, the franchisor purported to ternertae franchise. While Bruness resisted the
Notice of Termination by seeking mediation androiag that the franchisor had not provided

a working system, Auto Masters commenced courtgadings seeking an order that the

franchisee cease trading and vacate the premises.

Bruness denied it had breached the franchise agrégeand claimed that the agreement had, in
fact, been wrongfully and unlawfully terminated the franchisof!’ It was contended that the
termination exceeded the legitimate business isteref the franchisor and the actions were
motivated by malice. The franchisee claimed thatibAViasters was in breach of cl15.1 of the
agreement pursuant to which the franchisor undetiaise its best endeavours to promote the
performance and success of the franchise and vamabwith the franchisee in absolute good
faith. Bruness also claimed that Auto Mastersdraghged in unconscionable conduct pursuant
to s51AC of the TPA and had contravened the Code.

115 The managing director was knowingly concernedendonduct of the franchisor under s 75B(1)(c)

11612003] ATPR (Digest) 46-229.

117 The franchisee therefore sought a declarationttieafranchise agreement had not been terminasedages for breach
of contract and damages pursuant to the TPA.
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Auto Masters disputed the allegations regardirgchk bf good faith claiming that Bruness had
several opportunities to comply with the system, amdhe circumstances, the franchisor was
entitled to terminate the franchise agreement.ci@lly, for the purposes of discussions above,
the franchisor contended that it was not a breddpod faith or unconscionable conduct to
terminate a commercial relationship where the teurst confidence of one party had been
undermined by the conduct of the other.

Justice Hasluck held that there had been a breqtheaogood faith obligation and that the
franchisor's conduct was unconscionable. In Jeashiasluck’'s view, the conduct of the

franchisor was capricious, unreasonable, lacked d¢mith and had an element of oppression to
-+ 118
Iit.

ACCC v 4WD Systems Pty I}{d

4AWD Systems Pty Ltd (‘4WD’) operated a busineskrgeand fitting four-wheel drive vehicle
accessories. A related corporation oversaw theatpe of the business’'s foray into
franchising. The ACCC commenced proceedings aga#WwD alleging, inter alia,
unconscionable conduct and contravention of the eCod The allegations involved
representations made with regard to the qualityprofducts, their place of origin and the
standard of the services, particularly deliverymes, offered by the franchise.

The ACCC was successful in establishing breache82f53(eb) and the Code. However, the
conduct was held not to be unconscionable purgaaither sSS1AC or 51AA of the TPA.

Justice Selway considered the evidence and corttltltk the conduct even, “in all the

circumstances®® was not unconscionable. After noting that s51A®@sinot operate as a
general ‘catch all" provision, His Honour conclddibat to establish a contravention of s51AC
it was necessary was to show that the conduct asacceptable that it could properly have
been described as unconscionable. This would sitesmore than merely misleading or
deceptive behaviour and, ordinarily, it would entsome moral fault or responsibility

occasioned by a deliberate, or at least reckless, a

The Silver Fox Co Pty Ltd as Trustee for the BakBamily Trust (CAN 083 629 225) v
Lenard’s Pty Ltd*

The Silver Fox Co Pty Ltd as Trustee for the Bakemily Trust (CAN 083 629 225) v

Lenard’s Pty Ltdinvolved the unfortunate experiences of franclisedo entered into a

franchise agreement for a business in a new shgpg@ntre. The projections made by the
landlord’s representative regarding the desirgbiit the location, anticipated turnover and
profit were questionable and the business suffimadcial difficulties from the outset.

When the cash flow did not reach anticipated figutke franchisees used an inheritance and
their superannuation to try, to keep the busindlemta As well as the financial loss, the
situation caused the franchisees considerable pkgibal stress and illness.

18 pid 53-702.

1192003) 200 ALR 491.

120 The ACCC submitted that in order to determine iteelaf unconscionable conduct, it was necessarshieiCourt to
consider “all of the circumstances” and listed sdrigages of “circumstances” for consideration.

121(2004) ATPR 42-024
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Although the turnover of the business started toreimse, the franchisor terminated the
franchise agreement because of unpaid franchise@mdty fees. The franchisees alleged,
inter alia, that the franchisor's conduct in terminating tlhenchise was unconscionable
because the franchisor was the cause of the prebletating to turnover, and of the
franchisee’s resulting difficulties but chose tomaate the agreement at a time when the
turnover started to increas@.

While the franchisees were successful in establisbontraventions of s52, and damages were
awarded for financial loss and psychological injuhe claim under s51AC was dismissed. It

was held that termination of the franchise agreeémes not unconscionable as the defaults
under the agreement had been ongoing for many sonth

Socasen Pty Ltd v Caltex Australia Petroleum Ptyl ££°

Recently,Socasen Pty Ltd v Caltex Australia Petroleum Pt/dansidered an application for
interlocutory relief concerning the termination afranchise. The franchisee had operated a
particular Caltex service station since 2000 but dvgperienced difficulties with a point of sale
system which, it was claimed, had led to lossesredit card and certain other transactions.

It was also claimed that Caltex had discriminatgdirest the franchisee through the operation
of a compensation scheme to assist dealers whotdddwer prices to meet those of
competitors. The business experienced severe ciadandlifficulties and the franchisee
commenced proceedings against Caltex. It wasedllelgat there had been breaches of the
franchise agreement and that Caltex had engagathdonscionable conduct pursuant to
s51AC.

In addition to the matters outlined, the franchis¢so claimed that Caltex had engaged in
unconscionable conduct through its refusal to peimeifranchisee to:

* be converted to a commission agent;
= cease 24 hour trading; and
* enjoy a rent—free arrangement over a workshop esita.

The franchisee sought an order restraining thecfiaor from taking possession of the site in
reliance on the disputed Notice of Termination luatfinal determination was made. It had
been conceded by the franchisor that there wasriausequestion to be tried as to the
franchisee’s difficulties with the point of salessgm and the compensation entitlements.
However, the application for further interlocutwogjief failed because:

= on the information available it seemed Socasen avardntinue to operate an
unprofitable business;

= the delay would frustrate the franchisor in iteaipts to find a new franchisee for the
site; and

= such an order may involve the court in a superyisole.

1221t was also alleged that the franchisor made fafskmisleading representations in the disclosacemients contrary to
s52 of the TPA, namely that the site of the shapteen carefully chosen (“the site quality représtion”), that the
business would be capable of producing a net dpgrptofit associated with a weekly turnover ov8;aP0 and a realistic
return on investment (“the sales-profitability repentation”) provided that the franchisees comphigd the prescribed
system.

123(2007) ATPR 42-170
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