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DISCLOSURE BASICS 

Introduction 
 
Franchising is considered a heavily regulated industry.  There are state and federal laws 
that govern required disclosures to prospective franchisees, registration of the franchise 
offering and restrictions on transfers, renewals, and the termination of the franchise 
relationship.  The following provides only an overview of the laws relevant to pre-sale 
disclosures to prospective franchisees. 

Laws Requiring Disclosure 
 
The sales of franchises are regulated by a multitude of federal and state laws that are 
designed to protect the prospective franchisee and to provide the prospect with much of 
the information that he or she will need to make an informed decision on whether to 
purchase the franchise.  These laws are ”consumer protection” type laws that are 
intended to protect the prospective franchisee. These prospects are perceived as 
having less bargaining power and less available relevant information with which to make 
an informed decision on whether to invest in the purchase of a franchise.   If you bear in 
mind the consumer protection purpose for these laws as you prepare a disclosure 
document, you will have an easier time deciding whether certain types of information 
should be included in the disclosure document. 
  
Only the franchisor has obligations under these laws; the prospective franchisee does 
not have any obligations.  The franchisor’s obligations under these laws apply only 
before the sale of the franchise is completed.  Once the sale has been completed and 
the franchisee and franchisor have signed a binding franchise agreement, the franchisor 
no longer has any responsibility to provide the franchisee with updated disclosures. 
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Federal Law 
 
There is one federal disclosure law that governs the sale of franchises.  This law is 
known as “Disclosure Requirements and Prohibitions Concerning Franchising1” (the 
“FTC Franchise Rule”).  This law covers the sale of franchises in each of the 50 states, 
the District of Columbia and in each of the United States’ territories.  These territories 
(currently 14) include:  Guam, Northern Mariana Islands, Puerto Rico, the U.S. Virgin 
Islands, American Samoa, and minor outlying islands, most of which are uninhabited or 
are wildlife refuges.  The FTC Franchise Rule requires that a franchisor provide each 
prospective franchisee with a required disclosure document, including all required 
exhibits, within the statutorily required time frames.  The FTC Franchise Rule is a 
disclosure only law and does not require the franchisor to register its franchise offering 
with a federal government agency before the franchisor begins selling the franchises.   

State Laws 
 
There are two types of state level disclosure laws that may cover the sales of 
franchises.  The first are franchise registration and/or disclosure laws and the second 
are business opportunity registration and/or disclosure laws.  All of these laws require 
that certain disclosures be made to prospective franchisees.  In addition, certain of 
these laws also require that the franchisor register its franchise offering with the state 
before it attempts to sell its franchises to prospective franchisees.  In those states that 
require the franchisor to register its franchise offerings, the franchisor cannot lawfully 
offer or grant franchises until it has complied with the registration requirements.  The 
states that require registration of franchises include:  California, Hawaii, Illinois, Indiana, 
Maryland, Michigan, Minnesota, New York, North Dakota, Rhode Island, South Dakota, 
Virginia, Washington, and Wisconsin. 

                                                        
1 16 C.F.R. Part 436.  You may view the entire FTC Franchise Rule online in the Federal Register, 72 
Fed. Reg. 15444, 15544 (March 30, 2007) at 
http://www.ftc.gov/os/2007/01/R511003Franchiserulefrnotice.pdf.  The actual text of the FTC Franchise 
Rule begins on page 15544. 
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Business Opportunity Laws 
  
Business opportunities are generally described as being somewhat similar to 
franchises, but generally the business is much smaller than a true franchise.  Traditional 
examples of business opportunities include vending machine routes, display racks, pay 
phones, medical billing, work-at-home, and some Internet-related businesses.  The 
various definitions of business opportunities are very broad and often will include 
franchises.  Business opportunities are regulated at the federal level by a law called 
Disclosure Requirements and Prohibitions Concerning Business Opportunities2.  The 
states that regulate business opportunities include:  Alaska, California, Connecticut, 
Florida, Georgia, Illinois, Indiana, Iowa, Kentucky, Louisiana, Maine, Maryland, 
Michigan, Minnesota, Nebraska, New Hampshire, North Carolina, Ohio, Oklahoma, 
South Carolina, South Dakota, Texas, Utah, Virginia, Washington, and Wisconsin.  In 
those states that regulate both franchises and business opportunities, franchises that 
comply with the franchise law generally are exempt from compliance with the business 
opportunity law.  In addition, franchises that operate under a federally registered 
trademark generally are exempted from compliance with most business opportunity 
laws, with a few exceptions. 

Penalties for Violations 
  
A franchisor that violates the requirements of the federal disclosure and state disclosure 
and/or registration laws may be subject to liability to the government agency and also to 
the complaining franchisee.  Under the FTC Franchise Rule, the liability is only to the 
federal government; the complaining franchisee has no private right of action to recover 
damages from the franchisor.  Under state franchise laws, the franchisor may be liable 
to the government agency and also to the complaining franchisee. 
  
The franchisor may incur liability under the federal and state franchise registration and 
disclosure laws for a multitude of reasons, including: selling a franchise without the 
proper registration; failing to provide the required disclosure document; failing to comply 
with the time frames for delivery of the disclosure document; providing unauthorized 
earnings claims (technically called financial performance representations); and 
providing misleading, inaccurate or incomplete disclosures. 
  

                                                        
2 16 C.F.R. Part 437. You may view the entire FTC Business Opportunity Rule online in the Federal 
Register, 72 Fed. Reg. 15444, 15563 (March 30, 2007) at 
http://www.ftc.gov/os/2007/01/R511003Franchiserulefrnotice.pdf.  The actual text of the FTC Business 
Opportunity Rule begins on page 15563. 
 



  4 

The FTC has broad authority to enforce the FTC Franchise Rule and may seek an 
injunction prohibiting a franchisor from violating the FTC Franchise Rule, may seek civil 
penalties from the franchisor, and also may seek consumer redress.  At the state level, 
each state has different authority on the methods that may be used to enforce each 
state’s law, but these actions generally include administrative proceedings to revoke the 
franchisor’s registration to sell franchises in that state, civil actions to obtain damages 
and/or penalties from the franchisor, and criminal prosecution.  In addition, state 
franchise registration laws provide an injured franchisee the right to bring a private civil 
action against the franchisor to recover actual damages and in some cases, punitive 
damages.  In order to recover punitive damages, the franchisee generally must prove 
that the franchisor’s conduct was intentionally wrongful. 
 
For disclosure requirements under state business opportunity laws, see section titled 
“Business Opportunity Laws,” supra. 

Franchise Disclosure Document Guidelines 
 
The disclosure document that each franchisor must provide to its prospective 
franchisees is called a Franchise Disclosure Document and is generally referred to as a 
“FDD”.  The statutory requirements for the contents of every FDD are found in the FTC 
Franchise Rule.  Additional information underlying these disclosure requirements can be 
found in the following resources:  the FTC Franchise Rule Statement of Basis and 
Purpose3 (“SBP”); the FTC Franchise Rule Compliance Guide4 (the “Compliance 
Guide”); the Amended Franchise Rule Frequently Asked Questions5; the FTC’s Staff 
Opinions6, which are written responses to specific inquiries from a business with a 
particular fact situation; the North American Securities Administrators’ Association 
(“NASAA”) 2008 Franchise Registration and Disclosure Guidelines7; and the NASAA 
Commentary on the 2008 Franchise Registration and Disclosure Guidelines8. 

                                                        
3 Id., You may view the Statement of Basis and Purpose online at 
http://www.ftc.gov/os/2007/01/R511003Franchiserulefrnotice.pdf.  The actual text of the Statement of 
Basis and Purpose begins on page 15444. 
4 You may view the FTC Franchise Rule Compliance Guide online at 
http://www.ftc.gov/bcp/edu/pubs/business/franchise/bus70.pdf. 
5 You may view the most current Amended Franchise Rule FAQs online at 
http://www.ftc.gov/bcp/franchise/amended-rule-faqs.shtm. 
6 You may view the most current Staff Opinions online at http://www.ftc.gov/bcp/franchise/netadopin.shtm. 
7 You may view the NASAA 2008 Franchise Registration and Disclosure Guidelines online at 
http://www.nasaa.org/content/Files/2008UFOC.pdf. 
8 You may view the NASAA Commentary on the 2008 Franchise Registration and Disclosure Guidelines 
online at http://www.nasaa.org/content/Files/FranchiseCommentary_final.pdf. 
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Contents of a Disclosure Document 
 
The Franchise Disclosure Document (“FDD”) is the most critical document that enables 
a franchisor to sell franchises.  The FDD contains 4 basic parts, including:  the 
disclosures, the franchisor’s audited financial statements, samples of all agreements 
that a franchisee must sign, including the franchise agreement, and the receipt pages. 
 
Under the FTC Franchise Rule and the state franchise disclosure laws, a franchisor 
must provide each prospective franchisee with its FDD before the prospective 
franchisee signs any binding agreement with the franchisor and before the franchisor 
accepts any money from the prospective franchisee.  The FDD must follow a prescribed 
format and order, and must include the following sections of disclosure: 
 
Cover Page 
Table of Contents 
1. The Franchisor And Any Parents, Predecessors, And Affiliates 
2. Business Experience 
3. Litigation 
4. Bankruptcy 
5. Initial Fees 
6. Other Fees 
7. Estimated Initial Investment 
8. Restrictions On Sources Of Products And Services 
9. Franchisee's Obligations 
10. Financing 
11. Franchisor’s Assistance, Advertising, Computer Systems, And Training 
12. Territory 
13. Trademarks 
14. Patents, Copyrights, And Proprietary Information 
15. Obligation To Participate In The Actual Operation Of The Franchise Business 
16. Restrictions On What The Franchisee May Sell 
17. Renewal, Termination, Transfer, And Dispute Resolution 
18. Public Figures 
19.  Financial Performance Representations 
20. Outlets And Franchisee Information 
21. Financial Statements 
22. Contracts 
23. Receipts 
Exhibits (Labeled By Letters) 
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In addition to these requirements, there are general requirements for a FDD that cover 
all of the disclosure items.  These general requirements include: 
 

 A plain English requirement – All specified, material information must be 
presented, clearly, legibly, and concisely using plain English.  Plain English is 
defined as:  “the organization of information and language usage understandable 
by a person unfamiliar with the franchise business.  It incorporates short 
sentences; definite, concrete, everyday language; active voice; and tabular 
presentation of information, where possible.  It avoids jargon, highly technical 
business terms, and multiple negatives.”  One method of identifying language 
that should be corrected is to use your word processing software to create a 
“macro” that highlights or redlines all of the words or terms that do not conform 
with plain English requirements.  When you run this macro on your FDD, you can 
locate areas that you should revise within the FDD. 

 A single document requirement – The FDD must be in a single document or file.  
The FDD may not be presented in multiple discrete parts.  All of the required 
disclosures must be stated within the single document itself.   

o The FDD may not contain links that refer a prospective franchisee to an 
external location for required information or for further information on a 
required disclosure, or for other information such as links to audio 
recordings, video, animation, pop-up screens, etc.   

o Some limited external links are permitted, such as a link to a site from 
which a prospective franchisee may download Adobe Acrobat reader, if 
needed to view the FDD, or a link on the cover page to the required 
reference to the FTC’s Consumer Guide to Buying a Franchise to the 
appropriate link on the FTC’s webpage.   

o Internal links in the FDD are permitted, such as scroll bars, search 
features and links within the Table of Contents.   

o If in an electronic format, the FDD must be printable as a single document 
and the prospective franchisee must be able to download and save the 
FDD.  Whatever the format, the FDD must allow the prospective 
franchisee to keep the FDD for future reference. 

 The FDD must address each of the required disclosure items. If a particular item 
of disclosure is not applicable to a franchisor, the FDD must state in the negative 
that this item of disclosure is not applicable. 

 The FDD may contain only information on the required disclosure items.  The 
FDD may not contain any additional information that is not required or expressly 
permitted under the FTC Franchise Rule or under applicable state law, such as 
extended biographies on key executives, testimonials or other promotional 
material.  However, if literal compliance with a particular disclosure item would 
result in confusing, misleading, or unclear information, the franchisor may add a 
footnote that clarifies the information.  The FDD also may include information 
required or permitted by a state franchise law if the information is not inconsistent 
with the FTC Franchise Rule’s requirements.  This permits franchisors to 
maintain “multi-state” FDDs, rather than having a separate FDD for each 
franchise registration state. 
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The below sections give a brief overview of each of the required disclosure items, and 
identify some of the more common issues that arise in determining what must be 
disclosed. 

Cover Page 
 
The cover page begins by providing contact information on the franchisor and a sample 
of the primary trademark under which franchisees will operate.  There also must be a 
brief summary of the type of franchise offered, a summary statement of the range of 
initial investment required (taken from Item 7), and a statement of the initial fees that 
must be paid to the franchisor (or its affiliates)(taken from Item 5).  These brief 
descriptions are followed by several required statements that must be included verbatim 
and are consumer protection type statements for prospective franchisees. Finally, the 
FDD’s issuance date is included.  The issuance date is the date that the FDD was 
finalized rather than any later date that it is actually sent to each prospective franchisee.  
The cover page rarely presents any challenges for the drafter of the FDD. 

Table of Contents 
 
The Table of Contents must be presented in the exact order stated, along with a 
reference to the page number where each Item begins.  All exhibits must be referenced 
by letters, not by numbers.  The Table of Contents rarely presents any challenges for 
the drafter of the FDD. 

Item 1 - The Franchisor And Any Parents, Predecessors, And Affiliates 
 
This item requires general background information on the franchisor, all its parent 
companies, predecessor companies (limited to the past 10 years), its affiliates that 
provide goods or services to its franchisees, and its affiliates that offer this or any other 
types of franchises.  Disclosures here will include the state of formation and the type of 
business entity under which the franchisor operates, its agents for service of process 
(generally the government agencies in the states in which the franchisor has registered 
to sell franchises), and the address of its and its parent’s, predecessors’ and affiliates 
principal places of business.  The disclosure will identify the franchisor’s experience as 
a franchisor and in actually operating this type of business and in any other lines of 
business.  Similar disclosures are required for any predecessors or affiliates that are 
disclosed in this Item.  The remainder of this Item will provide a description of the 
franchise business offered, the market for the franchise’s goods or services, the 
competition that a franchisee will face, and a general description of any laws or 
regulations that are specific to the industry in which the franchise will be operated. The 
description of the laws however, does not include laws that affect all businesses 
generally, only those that are specific to the type of business the franchisee will operate. 
 
The most common issues faced in preparing Item 1 disclosures are identifying all parent 
companies and determining which affiliates meet the requirements for disclosure in this 
Item, as not all affiliates will qualify. 
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Item 2 - Business Experience 
 
Item 2 is intended to provide a brief background on each of the franchisor’s executive 
team that will have an influence in the franchisees’ businesses.  These executives 
include the franchisor’s directors (even though many directors may not have a day to 
day influence in the franchisor’s operations), trustees, general partners, principal 
officers, and any other individuals who will have management responsibility relating to 
the sale or operation of franchises. 
 
The biographies in this Item should be limited to the 5 years before the FDD’s issuance 
date. Be careful not to include more than 5 years, even for executives that may have 
significant experience that you may want prospective franchisees to know about.  Many 
states will object to more than 5 years, slowing down the registration process.  Another 
common mistake is omitting the location of the employment, by city and state.  You 
should include the location of each employment listed. 

Item 3 - Litigation 
 
Certain litigation (both pending and concluded during the past 10 years, and domestic 
and foreign) involving the franchisor, its parent (only in certain circumstances), certain 
affiliates, predecessors and Item 2 persons must be disclosed, with minimal factual 
information on each action.  When determining which cases to include in Item 3, you 
need to break the analysis into several categories. 
 
Begin your analysis by identifying whose litigation history you must gather.  Cases 
involving the franchisor, all predecessors disclosed in Item 1, any parent or affiliate who 
induces franchise sales by promising to back the franchisor financially or otherwise 
guarantees the franchisor’s performance, any affiliate who offers franchises under the 
franchisor’s principal trademark, and any person identified in Item 2 should be further 
reviewed to determine whether each case must be included.  In addition, one category 
of disclosable cases (actions by a public agency, see (4) below) also will require an 
analysis of cases involving affiliates that have offered franchises under other trade 
names or trademarks within the past 10 years.  Remember that the list of affiliates for 
Item 3 disclosures is different from the list of affiliates for Item 11 disclosures. 
 
After identifying which entities and people are to be included, you should next analyze 
the types of claims that were made in the pending and concluded cases (including 
arbitrations) involving these people and entities.  Only cases that involve certain claims 
are disclosable in Item 3.  The types of claims that are covered fall into 4 categories:  (1) 
administrative, criminal, or material civil actions that allege a violation of a franchise, 
antitrust, or securities law, or that allege fraud, unfair or deceptive practices, or 
comparable allegations; (2) civil actions, other than ordinary routine litigation incidental 
to the business, that are material in the context of the number of franchisees and the 
size, nature, or financial condition of the franchise system or its business operations 
(not limited to the types of claims in (1) above); (3) material civil actions involving the 
franchise relationship filed (not necessarily still pending) in the last fiscal year (most 
commonly includes franchisor-initiated collection cases or cases to enforce the post 
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termination provisions of a franchise agreement); or (4) currently effective injunctive or 
restrictive orders or decrees issued by a public agency and relating to the franchise or 
to a federal, state, or Canadian franchise, securities, antitrust, trade regulation, or trade 
practice law.  If any action does not include any of these claims, you will not have to 
include the action in Item 3.  You also may omit any action that was finally concluded 
(not filed) more than 10 years before the FDD issuance date.  Finally, for concluded 
actions, you also may omit any action in which none of the franchisor’s identified parties 
was “held liable.”  Held liable means that the person or entity must pay money or other 
consideration, must reduce an indebtedness by the amount of an award, cannot enforce 
it rights (such as waiving enforcement of a post-termination non-compete), or must take 
action adverse to its interest.  Held liable also will include negotiated settlements.  Page 
40 of the FTC Franchise Rule Compliance Guide contains a useful chart to help with the 
above analysis. 
 
For each case that remains on your list after this analysis, you must disclose the 
required information.  If you do not have all of the information that is required, you will 
need to conduct some research (using a good faith effort) to find the missing 
information.  One of the most common challenges in this regard is obtaining updated 
information for litigation involving a predecessor, as the franchisor often does not have 
an ongoing relationship with its predecessor or the predecessor may no longer be in 
business. 
 
One final note - if you are registering in the states, the states' requirements for what 
litigation must be disclosed may be different.  Be careful to review the requirements of 
each state to determine if there are additional cases that must be included. 

Item 4 - Bankruptcy 
 
Item 4 requires disclosure of the bankruptcy history of the franchisor and related 
entities.  As for Item 3, you must first identify all of the entities and people that are 
subject to Item 4 disclosures.  The covered entities and people include:  the franchisor, 
any parent, predecessors, affiliates, officers, or the franchisor’s general partners, and 
any other individual who will have management responsibility relating to the sale or 
operation of franchises.  For parents and affiliates, all are included, not just those 
included for Item 1 or Item 3 purposes.  Once all of these entities and people are 
identified you must analyze the bankruptcy history to determine which bankruptcy filings 
are to be included.  Note that bankruptcies for the entities and people also will include 
bankruptcies for other companies in which the covered person or entity was a principal 
officer or a general partner in a partnership that was subject to a bankruptcy proceeding 
while or within one year after the officer or general partner held the position with that 
company.   Bankruptcies that were concluded (not filed) more than 10 years before the 
FDD’s issuance date can be omitted from the FDD.  
 
Note that there is no geographic limitation on the bankruptcy filings, so foreign filings 
also will be subject to inclusion in Item 4, if the filing involves one of the included entities 
or people and the required time frame. 
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As with the litigation disclosures, if you are registering in the states, review each state's 
requirements to see if additional disclosures must be made.  In Minnesota for example, 
the bankruptcy history is required for 15 years rather than the usual 10 years. 

Item 5 – Initial Fees 
 
Item 5 is intended to let a prospective franchisee know what fees the franchisee will 
have to pay to the franchisor or its affiliates (including any fees that the franchisor or its 
affiliate collects and then pays to a third party) before the franchisee’s business opens 
to the public.  This item does not require disclosure of any pre-opening fees that are 
paid directly to third parties before the franchisee’s business opens. 
 
For initial fees that must be disclosed, you must include the amount of each fee, 
whether the fee is refundable and if so, under what circumstances, and whether the fee 
is uniform for all franchisees.  If any fee has not been uniform for all franchisees, the 
franchisor also must disclose the factors that may cause the amount of the fee to vary 
and either the range (high and low) of each fee actually charged during the previous 
fiscal year or the formula that the franchisor uses to determine the amount of the fee.  
This will let prospective franchises know if the franchisor negotiates these fees in any 
circumstances or whether there are other variables that may affect the amount of the 
fees.  If any fee may be paid in installments, the franchisor must disclose the payment 
terms either in Item 5 or in Item 10. 
 
The most common mistake made here is to omit fees that might be charged before the 
franchisee opens for business, such as an extension fee if the franchisee fails to select 
a site or open on time or any fees for sending additional persons to the initial training 
program. 

Item 6 – Other Fees 
 
Item 6 is intended to let a franchisee know what fees the franchisee will have to pay to 
the franchisor or its affiliate (for themselves or for a third party) after the franchisee’s 
business opens to the public.  This item does not include any ongoing fees that must be 
paid directly to other third parties.  Both recurring and occasional fees that fit this 
category must be disclosed. 
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The disclosures in this Item must be presented in the exact tabular format that the FTC 
Franchise Rule provides.  The disclosures are similar to those in item 5, but you do not 
have to disclose the range of fees charged during the previous fiscal year. The 
disclosures on each fee include the type of fee, the amount of the fee, the due date and 
any additional remarks, definitions or caveats that clarify the disclosure.  The remarks, 
definitions and caveats should be included in the 4th column unless they are extensive, 
in which case you may place this disclosure in a footnote. The 4th column also includes 
the disclosures on to whom the fees are paid, whether and how a fee may be 
refundable, whether a fee is uniform for all franchisees, and if a fee may increase, the 
maximum increase that may occur.  Finally, if any of the fees are imposed by a 
cooperative, you must disclose the voting power of the franchisor’s own units on 
decisions that the cooperative makes and if that voting power is controlling, the 
maximum and minimum fee that the cooperative may impose. 
 
One method of making sure that you have captured all of the fees that must be 
disclosed in Item 6 is to search through the franchise agreement for the word "pay."  
You then evaluate whether the associated fee must be included in Item 6.  This method 
will help you avoid missing fees that are less commonly charged.  Bear in mind that 
Item 6 includes all fees that the franchisee may be required by the franchise agreement 
to pay, even if the franchisor does not currently charge the fee. 

Item 7 – Estimated Initial Investment 
 
Item 7 provides an estimate of the funds that will be needed to develop the franchise 
through its opening to the public and for a reasonable time thereafter (generally 
interpreted as 3 months post-opening).  As for Item 6, you must follow the exact tabular 
format that the FTC Franchise Rule requires for Item 7.  If you have more than one type 
of franchise offering in the FDD, you may include additional tables in the same format.  
For example, if you are offering single units and area development rights in the same 
FDD, you would include 2 tables showing the initial investment for each type of 
franchise. 
 
The expenditures in Item 7 should be presented in the order that a franchisee will likely 
incur the expense.  The disclosures will include the type of expenditure, the amount of 
each expenditure (giving a low and a high range), the method of payment (generally 
lump sum or as incurred), when each expenditure will be incurred, and to whom the 
payment will be made.  Unlike Items 5 and 6, Item 7 includes all expenditures in this 
category, not just those payable to the franchisor or its affiliates.  Footnotes are 
permissible to explain remarks, definitions or caveats that clarify the disclosures in the 
table.  For example, if the amount for real estate cannot reasonably be estimated in a 
high / low range, include a footnote that describes the size, type and typical location for 
the needed real estate.  The footnotes also should include whether each payment is 
refundable (and if so, under what conditions), and whether the franchisor or its affiliates 
will finance any of the initial investment for a franchisee.  If financing is offered, the 
terms of the financing may be disclosed either in the footnotes or in Item 10. 
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The final expenditure in the table is called “Additional Funds” and is intended to disclose 
any additional working capital deficit that a franchisee will need to fund the build-out of 
the franchise and its operations during its “initial period.”  There is no set definition for 
“initial period,” but the FTC Franchise Rule says that it must be at least 3 months or a 
reasonable period for the industry. The line item for Additional Funds must include the 
time period that it represents.  A footnote to this line item will disclose the factors, basis 
and experience that the franchisor used to determine this range. 
 
At the bottom of the table, you should provide a total for the range of the initial 
investment.  This total range will carry up to (and must match) the range presented on 
the cover page. A common mistake is to forget to update the range on the cover page 
when changes are made to the ranges in Item 7. 
 
When preparing Item 7, it is easier to split column 2 into two sub-columns, so that you 
can have your word processing software automatically add each column, thereby 
reducing the risk of addition errors.  The greatest risks to the franchisor in preparing 
Item 7 are to omit expenditures that a franchisee will incur or to underestimate the high 
range for the expenditures.  This risk is exacerbated by pressures from the business 
people to reduce the estimated initial investment ranges to make the offering more 
attractive to prospective franchisees and to beat the ranges disclosed by competitive 
franchised systems.  Therefore, when preparing this Item, you must be careful to make 
sure the initial investment ranges are a true and accurate reflection of what a franchisee 
can expect to invest. 

Item 8 - Restrictions On Sources Of Products And Services 
 
Item 8 describes the restrictions that the franchisor will place on the franchisee with 
regard to the purchase or lease of products and services used in the franchise.  This 
item is one of the most confusing sections of the FDD.  To attempt to simplify this item, 
break the disclosures on restricted purchases or leases into 3 general areas: 
 

 items that can only be purchased or leased from the franchisor or its affiliates;  
 items that may be purchased or leased only from certain designated or approved 

suppliers; and  
 items that may be purchased or leased from any suppliers as long as the items 

meet the franchisor’s specifications.  
 
Using these 3 categories, sort the purchases or leases that a franchisee must make in 
establishing and then in operating the franchise. Make sure you include all restricted 
purchases for goods, services, supplies, fixtures, equipment, inventory, computer 
hardware and software, real estate and all other restricted items.  Include both items 
that are required under the franchise agreement, and items that are not required under 
the franchise agreement, but are required in the Operating Manual or by other practice.  
Items that are not required, but are voluntary, do not have to be disclosed in this Item. 
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Include in the FDD a description of each item in each category.  For the category of 
purchases from the franchisor or its affiliates, you may omit disclosures in Item 8 of 
items that you have already disclosed in Items 5 and 6.  For the category of purchases 
from approved suppliers, the franchisor must include information on how the franchisor 
will evaluate and approve alternative suppliers that a franchisee might propose to use 
and how the franchisor will revoke its approval if previously granted. These disclosures 
must include whether the franchisor’s criteria for approving alternative suppliers are 
available for franchisees to review, the fees that a franchisee must pay to have an 
alternative supplier evaluated, what procedures a franchisee must follow to get the 
franchisor to review an alternative supplier, and how long the review process will take. 
 
For the category of purchases in accordance with the franchisor’s specifications, the 
franchisor must include disclosures on whether the franchisor will allow franchisees or 
suppliers to review the franchisor’s written specifications for the products or services, 
and if so, how. 
 
This Item also provides a franchisee with information on the franchisor’s financial 
interest in these sourcing restrictions by requiring the franchisor to disclose whether any 
of the franchisor’s officers has an ownership interest in any of the approved suppliers 
and whether the franchisor or its affiliates will receive any revenues or other material 
benefits as a result of franchisees’ purchases (including purchases from the franchisor, 
its affiliate or from approved suppliers).  This disclosure allows prospective franchisees 
to evaluate how dependent the franchisor is on these revenues.  Examples of these 
types of revenues and benefits are rebates, vendor contributions to the marketing fund, 
reduced prices for items the franchisor purchases for its company-owned units, etc.  If 
the franchisor or its affiliates will receive revenue or any other material benefit, the 
franchisor must disclose how the revenues are received (i.e., flat payment, percentage 
of sales to franchisees, etc.) and how these revenues relate to the franchisor’s or 
affiliate’s total revenues; but does not have to disclose the specific name of the supplier 
that makes the payments. Make sure that you verify this information with your finance 
team, as it is not uncommon to miss some of these revenue streams.  Usually, the 
finance team will not verify this information until the audited financial statements are 
complete, so Item 8 revenues may be one of the last items completed in the FDD. 
 
Finally, the disclosures must indicate how the total cost of the restricted purchases from 
the 3 categories relate to the franchisee’s total purchases in establishing, and then 
operating the franchise.  This disclosure is done by way of a percentage of total costs. 
 
This Item also provides information on any purchasing or distribution cooperatives that 
the franchisee may or must use, whether the franchisor will negotiate with suppliers for 
the franchisees’ benefit, and whether the franchisor will “reward” franchisees that use 
certain suppliers, such as by offering renewal or additional franchises to cooperating 
franchisees. 



  14 

Item 9 – Franchisee’s Obligations 
 
Item 9 contains a table that cross-references the franchisee’s principal obligations with 
additional descriptions in the FDD and the franchise agreement and other agreements.  
As with Items 6 and 7, you must use the exact tabular format that is specified in the FTC 
Franchise Rule.  There is no drafting required for Item 9, just listing the relevant 
sections of the FDD and the franchise and other agreements that apply to the topics in 
the table.  If any obligation is not found in either the FDD or franchise and other 
agreements, simply put “Not Applicable” in the 2nd and 3rd columns.  Finally, the last 
item in the table includes a place for you to add any other material obligations that are 
not previously covered in the Item.  Make sure that you leave this last item in, even if 
the response is “Not applicable” or you will likely get a comment from some state 
examiners. 

Item 10 - Financing 
 
Item 10 describes the terms of each financing arrangement (including loans, leases and 
installment contracts) that the franchisor, its agent, or affiliates offer directly or indirectly 
to franchisees.  Remember that the franchisor does not have to be the lender; the 
franchisor may simply refer franchisees to a lender with whom the franchisor has an 
agreement relating to the financing for its franchisees.  Financing arrangements also 
include situations in which the franchisor receives some benefit from the lender and 
instances where the franchisor provides a guarantee of the franchisee’s obligations 
under the loan or lease. 
 
If there are financing arrangements to disclose, the franchisor may choose to make the 
disclosures either in a paragraph explanation or in the tabular format that the FTC 
Franchise Rule provides.  If the franchisor chooses to use the tabular format, the 
franchisor may use footnotes to provide additional information that does not fit in the 
table. 
 
When disclosing financing arrangements, the franchisor must disclose all material 
terms, even if the lender is a third party.  These material terms will include what may be 
financed, the interest rate (including any default interest rate), the repayment terms, the 
security required, the personal guarantees required, prepayment terms, waivers of 
rights and defenses, and any potential liabilities on default.  Waivers of rights will 
generally include confessions of judgment and waivers of demand for payment, notice 
of dishonor, notice of intent to accelerate and right to protest.  Potential liabilities 
generally include acceleration of the debt, payment of collection costs, and termination 
of the franchise agreement, including cross defaults with any other franchises the 
franchisee has with this franchisor.   
 
If the interest rate charged may change during the year that the FDD is issued, the 
franchisor should include a footnote or disclosure that the interest rate stated was that 
as of the FDD’s issuance date and may change during the year.  In addition, sample 
copies of each financing document must be included as an exhibit to the FDD, and 
included in the listing for Item 22. 
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The franchisor also must disclose whether it may sell or assign its right to receive 
payments from the franchisee under the financing arrangement.  This is particularly 
important to a prospective franchisee because a holder in due course of a note will not 
have to defend against most claims or defenses that the franchisee may have against 
the franchisor, so the franchisor’s assignment usually will effectively eliminate the 
franchisee’s ability to defend a collection action. 
 
If the franchisor receives any consideration or payment from a lender for placing a 
franchisee’s financing with that lender, the franchisor must disclose this fact, along with 
the amount of the payments or how the amount of the payment is determined. 
 
Finally, if the franchisor does not offer financing or have any financing arrangements, 
the Item 10 disclosures should state that fact. 

Item 11 - Franchisor’s Assistance, Advertising, Computer Systems, And 
Training 
 
Item 11 is probably the most extensive item of disclosure in the FDD.  This Item covers 
several topics such as the franchisor’s pre-opening and post-opening contractual 
obligations to the franchisee, the time it generally takes for a franchisee to open his or 
her franchise, the marketing funds, cooperatives and other advertising that will impact 
the franchisee, the use of electronic cash registers or computers in the franchised 
business, the contents of the operations manuals, and the initial and ongoing training 
programs.  When preparing the disclosures for this Item, it is easiest to break the topics 
down and treat each section on its own. 

Franchisor’s Obligations 
 
The first section of disclosure relates to the franchisor’s actual obligations to the 
franchisee under the franchise agreement, and is broken down into pre-opening and 
post-opening obligations.  This section begins with a required statement that is provided 
in the FTC Franchise Rule.  Remember to include only those obligations that are 
mandatory; if the franchise agreement provides for discretionary obligations, the 
obligations generally are not properly included in Item 11.  Words like “may” or “in the 
franchisor’s sole discretion” generally indicate that the obligation is discretionary.  
Words like “shall” and “will” and “must” indicate mandatory obligations.   
 
The obligations that may be included under pre-opening assistance typically include site 
selection assistance, negotiation of a lease or purchase agreement, site approval 
requirements, assistance in constructing and building-out the premises, assistance in 
hiring and/or training the franchisee’s employees, and assistance in obtaining the 
necessary equipment, signs, fixtures, inventory and supplies to open the location.  For 
each obligation, the disclosure must include a cite reference to the provision in the 
franchise agreement that states the obligation. 
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Post-opening obligations generally may include research and development of new 
products or services, assistance in hiring and/or training the franchisee’s employees, 
improvements to the franchised businesses, advice on pricing strategies, creating and 
implementing administrative, bookkeeping, accounting and/or inventory control 
procedures or systems, and assistance in operational problems that a franchisee may 
encounter. As for pre-opening obligations, the disclosure must include a cite reference 
to the provision in the franchise agreement that states the obligation. 

Time To Open 
 
This Item also must indicate how long it typically takes a franchisee to get his or her 
franchise built out and open for business and must indicate the factors that may impact 
this time period. 

Advertising Programs 
 
Advertising disclosures can generally be broken into 3 categories:  the franchisor’s 
obligation to conduct marketing for the franchised system, which is usually 
accomplished through a system-wide marketing fund, the franchisee’s obligation to 
participate in local or regional marketing cooperatives, and the franchisee’s local 
advertising obligations.   
 
For the system-wide marketing fund, the disclosures will describe where the franchisor 
conducts its marketing activities, who prepares the marketing materials, the type of 
media that the franchisor uses for marketing programs, and whether there is a 
franchisee advertising council that has input on the franchisor’s marketing decisions (if 
yes, there are additional required disclosures).  The disclosures also will indicate how 
much the franchisee must contribute to the marketing fund and whether this amount is 
the same for all franchisees and all franchisor owned units, whether the fund will 
prepare audited financial statements periodically, whether franchisees are permitted to 
see periodic financial statements of the fund, and how the monies in the fund were 
spent in the franchisor’s most recently concluded fiscal year, broken down in the 
prescribed categories of production (this includes creative design and reproducing the 
marketing materials), media placement, administrative expenses and other uses.  
Finally, the disclosures must describe what happens to any monies that remain unspent 
at fiscal year end, and whether the franchisor uses any of the funds to solicit 
prospective franchisees rather than on marketing to the franchisees’ customers.  Many 
franchisors include a message on consumer marketing materials that indicates that 
franchises are available and that provides a contact number for franchise sales inquiries 
on its consumer marketing materials.  In this situation, the disclosure should indicate 
this fact, but the franchisor does not have to disclose the amount spent on producing 
and distributing these materials, as this type of marketing is not “principally” for the 
solicitation of prospective franchisees. 
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If there are local or regional marketing cooperatives in which a franchisee must 
participate, the franchisor must provide additional disclosures such as how the 
geographic coverage of cooperatives is determined, how much a franchisee must 
contribute to a cooperative and if this amount is the same for all franchisees and for 
franchisor owned units, who administers each cooperative, whether the cooperatives 
operate from written documents (such as bylaws), whether the cooperatives must 
prepare periodic financial statements, and whether the franchisor has the right to form, 
change or dissolve the cooperatives.  The disclosures also will provide similar 
information if there are any other advertising funds that franchisees must contribute to. 
 
The final topic of disclosure in this subsection addresses the franchisee’s obligations to 
conduct local marketing.  The disclosures must indicate any amount that the franchisee 
must spend on local marketing and the circumstances in which a franchisee will be 
permitted to use his or her own marketing materials, including the process for obtaining 
the franchisor’s consent to use these marketing materials. 

Electronic Cash Registers And Computer Systems 
 
If the franchisee must purchase an electronic cash register or computer system, the 
franchisor should describe the system and the basic functions of the system, including 
both hardware and software.  These disclosures should be in non-technical terms and 
should be easy to understand.  Additional disclosures on the system should include the 
cost of purchasing or leasing the system, who is obligated to provide ongoing 
maintenance, repairs, upgrades or updates, the franchisee’s obligations to upgrade or 
update the system and whether there are any contractual limitations on the cost or 
frequency of upgrades or updates.  If there is an annual cost for any optional or 
mandatory maintenance, updating, upgrading or support, the cost should be included in 
the disclosures.  Finally, the disclosures should indicate whether the franchisor will be 
able to independently access the franchisee’s system to obtain data that the franchisee 
has created and stored in the system and whether there are any contractual limitations 
on the franchisor’s access.  This access often is a point of contention for prospective 
franchisees. 

Operating Manuals 
 
The franchisor can choose 1 of 2 methods of making disclosures on the Operating 
Manuals.  The first method is to include in the FDD (usually as an exhibit) the table of 
contents of the Operating Manuals, along with a description of the number of pages 
devoted to each topic.  The most common mistake here is to include the page numbers 
on which each topic begins, rather than including the number of pages devoted to each 
topic. 
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The second method is to omit the table of contents from the FDD, but permit any 
prospective franchisee who requests to see the entire Operating Manuals before signing 
the franchise agreement.  Many franchisors that choose this method will require the 
prospective franchisee to sign a confidentiality agreement before allowing the 
prospective franchisee to view the Operating Manuals.  In this situation, the 
confidentiality agreement will not be considered a binding agreement that the franchisor 
must disclose in Item 22 of the FDD, nor trigger the 14 day period before having the 
prospective franchisee sign the confidentiality agreement, as long as the confidentiality 
agreement contains standard terms for this type of agreement and does not contain 
anything else. 

Training Programs 
 
The initial disclosures in this section will focus on the franchisor’s initial training program 
for new franchisees.  The content of the training program, as well as the amount of time 
devoted to classroom and on-the-job-training for each subject, must be disclosed in a 
tabular format that is required by the FTC Franchise Rule.  The table also must indicate 
the location for each subject in the training program.  After the table, the franchisor must 
disclose how often the franchisor conducts the initial training program, the type of facility 
in which the training program is held, such as a classroom or franchisor-owned store, 
and the type of instructional materials.  The franchisor also must indicate the experience 
of the training instructor, so prospective franchisees will be able to evaluate the quality 
of the training program. If the franchisor charges any fees for the franchisee to attend 
the training program, the franchisor should state the amount of the fees and when the 
fees are due (remember that these also would be disclosed in Item 5).  The disclosures 
also should indicate who must pay for the franchisee’s travel and living expenses while 
attending the initial training program.  Finally, the franchisor must disclose who is 
required to attend the initial training program, who is permitted but not required to 
attend, and whether the attendees must complete the training program to the 
franchisor’s satisfaction. 
 
This section also should include similar disclosures on any additional or refresher 
training programs that the franchisor requires the franchisee to attend.  This disclosure 
is particularly difficult, since the franchisor will generally not know what training 
programs it will offer during the entire term of the franchise agreement.  Training 
programs are often required for new product launches, new operational techniques, etc. 
that are not in existence when the franchisee signs the franchise agreement.  For this 
reason, it is difficult to disclose specifics on these future training programs, although 
some states will insist on these disclosures.  In this situation, you should make the 
disclosures as broad as possible, to cover any potential training programs that may be 
created in the future. 
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Item 12 - Territory 
 
Item 12 is intended to let prospective franchisees know what type of territorial protection 
they will receive and any restrictions that will be placed on their sales from a geographic 
perspective.  The first disclosure will be whether or not the franchisor will grant the 
franchisee an exclusive or protected territory for the franchise and if so, a description of 
a typical territory.  If a protected territory is not given, i.e., the franchise covers the 
specific street address only, the FTC Franchise Rule mandates a statement to this 
effect that must be included in this Item.  If a protected territory is granted, the franchisor 
must identify any situation that would permit the franchisor to reduce or eliminate the 
protection, such as if the franchisee’s sales fall below a certain level or the population in 
the territory increases. 
 
The next topic of disclosure in Item 12 is whether the franchisor will be restricted from 
accepting customers in the franchisee’s trading area or protected territory in certain 
circumstances, for example, if the customer comes through an alternative channel of 
distribution, such as through mail order or the internet.  This disclosure will include sales 
made under the same trademark that the franchisee uses and other trademarks that the 
franchisor may own.  If the franchisor is permitted to make these kinds of sales, the 
franchisor must indicate whether it will pay any compensation to the affected franchisee 
for these types of sales. 
 
Next, the franchisor must disclose any restrictions that are placed on the franchisee with 
regard to sales outside the franchisee’s territory, again through alternative channels of 
distribution such as through mail order or the internet.  Typically, a franchisee is not 
permitted to pursue these types of sales. 
 
The franchisor also must disclose whether it or its affiliate has, or plans to have, another 
business or franchised system that operates under a different trademark than the one 
that the franchisee will use, but that sells similar goods or services.  If so, there are 
additional disclosures that must be made that will enable the prospective franchisee to 
evaluate how the franchisor’s resources will be apportioned between the different 
businesses.   
 
The other disclosures in Item 12 include the conditions under which a franchisor will 
permit a franchisee to relocate his or her franchised business (such as if a fire destroys 
the premises or the surrounding area changes), and any rights of first refusal, options to 
acquire additional franchises or similar rights that the franchisee will have. 
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Item 13 - Trademarks 
 
Item 13 provides information on the franchisor’s principal trademarks under which the 
franchisee will operate his or her franchised business.  The disclosures in this Item may 
be broken down into the following sections:  identification and strength of the principal 
marks; agreements affecting the principal marks; obligations to protect and defend the 
principal marks; changes to the principal marks; and known infringements of the 
principal marks.     
 
First, the franchisor must provide a listing of the principal marks and must provide 
certain information on the registrations of these marks.  If any of the marks does not 
have a federal registration on the Principal Register of the United States Patent and 
Trademark Office (“USPTO”), the FTC Franchise Rule provides a statement that must 
be included to warn prospective franchisees of the added risk associated with an 
unregistered mark.  Next, the franchisor must identify whether there are any pending or 
concluded proceedings (determinations of the USPTO, the Trademark Trial and Appeal 
Board, any state trademark administrator or court, any pending infringement, opposition 
or cancellation proceeding, or any pending material federal or state court litigation) that 
would impact the franchisee’s use of the principal marks.  If there are any of these 
actions, the FTC Franchise Rule requires that additional information be disclosed on the 
action and its consequences for franchisees.  The information provided in this section is 
designed to allow a prospective franchisee to evaluate the strength of the franchisor’s 
principal marks. Remember that the disclosures will be for the principal marks only, not 
every mark that may be used in the franchised business.  One of the common mistakes 
made here is to include too many marks that are not germane to the franchise. 
 
The next section of disclosure involves agreements that involve the marks.  This 
situation most commonly occurs when an affiliate of the franchisor owns all of the 
trademarks, and then licenses the marks to the franchisor.  This often is done to protect 
the marks from claims against the franchisor.  If the franchisor does not own the mark, 
you should make sure that there is a written agreement between the owner of the mark 
and the franchisor.  This agreement should license the franchisor to not only use the 
mark itself, but also to sublicense the use of the mark to the franchisees. The right to 
sublicense will be important if you file for the exemption in Connecticut for a federally 
registered trademark. The disclosures on the agreement should identify the material 
terms of the agreement, such as the extent of the license, the duration of the license, 
the parties to the agreement, and the circumstances that will permit termination or 
modification of the agreement.  If the agreement permits termination or modification, 
you also should disclose the effect of any termination or modification on the franchisees 
that are using the mark.  For example, if the license agreement is terminated, who will 
perform the franchisor’s obligations under the franchise agreements. 
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The franchisor’s obligation to protect the franchisee from claims related to the 
franchisee’s use of the mark also is relevant to a prospective franchisee and will let a 
prospective franchisee know whether it will have to defend against this type of claim 
itself. Therefore, the Item 13 disclosures must identify the extent to which the franchisor 
will or must defend or indemnify the franchisee from these claims, and the franchisee’s 
obligation to notify the franchisor if the franchisee receives notice of this type of claim. 
The most common type of claim that could arise is a claim that the franchisor’s mark, 
and the franchisee’s use of the mark, infringes on a third party’s rights in the mark or in 
a confusingly similar mark.  If the franchisor’s mark has been federally registered for 
more than 5 years (i.e., the registration of the mark has become “incontestable”), the 
likelihood of this type of claim is significantly reduced.  For this reason, many 
franchisors provide little protection for use of the mark during the early years, and then 
increase the protection in later forms of the franchise agreement after the mark has 
become incontestable.  In this manner, the franchisor reduces its exposure to the costs 
associated with litigating these claims.   
 
During the lifespan of a franchise, at some point the franchisor will likely update its 
trademark.  This occurs when the trademark has become dated, or the design 
associated with the trademark has become dated.  Virtually all franchise agreements 
will allow the franchisor to require the franchisee to change out all of the materials that 
contain the old mark in favor of the new mark, and will generally require the franchisee 
to bear the cost of changing out all of these materials.  These materials are not limited 
to the exterior signage, but also may include all of the stationary, checks, paper goods, 
cups, menus, brochures, posters, printed receipts, etc. that the franchisee uses in its 
business.  A change in the trademark, therefore, can be quite expensive for the 
franchisee.  For this reason, Item 13 includes disclosures on what rights a franchisee 
will have if the franchisor requires a change in the trademark. 
 
The last piece of disclosure in Item 13 involves the franchisor’s knowledge of any third 
party’s superior rights in the franchisor’s trademark or any infringing use of the 
franchisor’s trademark or a confusingly similar trademark.  These disclosures will 
usually involve a limited geographic area; and if the prospective franchisee is in or near 
that area, the information will be relevant.  If the franchisor has any knowledge of these 
types of uses, the FTC Franchise Rule requires additional disclosures about these uses. 
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Item 14 - Patents, Copyrights, And Proprietary Information 
 
Item 14 is somewhat related to the disclosures in Item 13, and involve the franchisor’s 
other intellectual property, such as patents, copyrights and trade secrets.  If the 
franchisor has any patents or copyrights that the franchisee will use in his or her 
business, the franchisor must make disclosures that are similar to those on the  
trademarks, such as registration information, pending or concluded proceedings, 
agreements, the franchisor’s obligation to protect the franchisee’s use of the patent or 
copyright, the effect of future modifications of the patent or copyright, and any known 
infringing uses.  There are additional disclosures required if the franchisor has any 
intellectual property rights in any confidential information or trade secrets (“proprietary 
information”), and almost all franchisors will.  These disclosures are limited to a general 
description of the proprietary information and the terms under which a franchisee may 
use the proprietary information. 

Item 15 – Obligation To Participate In The Actual Operation Of The 
Franchise Business 
 
Item 15 requires disclosure on whether the franchisee (or principal owner if the 
franchisee is an entity) will have to operate the franchised business himself or herself or 
whether absentee ownership is permitted.  Personal participation may be required either 
in the franchise agreement, in another agreement, or by practice.  This disclosure will let 
a prospective franchisee know how much time he or she will have to devote to the 
operation of the franchise and whether owning the franchise can be a passive 
investment.   
 
The disclosure here should indicate whether the franchisee must personally manage the 
franchise or whether the franchisee may hire a manager to run the franchise.  If not 
personally required, the franchisor should indicate whether it recommends that the 
franchisee personally manage the franchise.  As a practical matter, if personal 
participation is not required, the franchisor almost always will recommend this 
participation.  If the franchisee may hire a manager, the disclosure should indicate any 
requirements that apply to managers, such as a certain level of experience or 
education, or successful completion of the franchisor’s initial training program, and 
whether the manager must have an ownership interest in the franchisee entity.  If there 
are any restrictions that the franchisee must place on his or her manager, this Item 
should describe the restrictions.  Examples of common restrictions include requiring the 
manager to sign a confidentiality agreement or a non-competition agreement. 

Item 16 – Restrictions On What The Franchisee May Sell 
 
Item 16 discloses the franchisee’s obligation to offer the entire product or service mix 
that the franchisor offers (i.e., regional tastes may vary), whether the franchisee is 
permitted to add additional products and services (such as additional products lines), 
and the extent to which the franchisor is permitted to change these requirements during 
the term of the franchise agreement. 
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Item 17 – Renewal, Termination, Transfer, And Dispute Resolution 
 
Item 17 presents a table that provides brief summaries of certain designated provisions 
in the franchise agreement and other agreements, along with a cite reference to the 
relevant section in the agreement.  When preparing Item 17, you must follow the exact 
format provided in the FTC Franchise Rule.  The format includes the title and statement 
that the FTC Franchise Rule specifies, followed by the actual table.  The first column 
provides the mandatory categories for disclosure, with the second column referencing 
the actual provision in the franchise or other agreement where the contractual obligation 
may be found.  The third (summary) column should contain a brief description of the 
contractual obligation.  One of the more common occurrences in Item 17 is to include a 
“summary” that is too lengthy, so be careful to include only a true summary.  If any of 
the designated disclosure categories are not found in any of the agreements, you must 
still include the category and the summary column will simply state “Not applicable.” 
 
If the franchisor offers any benefits as a matter of practice rather than as a contractual 
obligation, such as purchasing the franchise of a deceased franchisee, the franchisor 
may include a footnote to that category that includes a summary of the practice. 
 
There are some specific requirements for certain categories in this Item.  In the 
“renewal” category, the franchisor should explain what the term “renewal” means for this 
franchise system.  Also under the renewal category, if the franchisee will have to sign 
the then-current franchise agreement when the time for renewal arrives, the franchisor 
should include a statement that the terms of the renewal franchise agreement may differ 
materially from the franchise agreement that the franchisee will currently be signing to 
acquire the franchise.  In the category for “integration/merger clause,” the franchisor 
should include a statement substantially similar to the following:  “Nothing in the 
Franchise Agreement will disclaim or require you to waive reliance on any 
representation we make in this disclosure document (including exhibits and 
amendments).” 

Item 18 – Public Figures 
 
Item 18 requires disclosure of any “public figure” that is used to promote the franchise 
(not to promote the goods or services the franchise offers), either by including the public 
figure’s name as part of the franchisor’s name, by using the public figure’s image as a 
symbol associated with the franchise, or by having the public figure endorse or 
recommend the franchise to prospective franchisees.  This rarely occurs in real life, but 
one example of when it did occur is the chicken franchise called “Kenny Rogers 
Roasters,” named after country music singer Kenny Rogers.  “Public figure” is defined 
as a person whose name or physical appearance is generally known to the public in the 
geographic area where the franchise will be located, and generally would include sports 
stars, actors, musicians, and similar celebrities.  Item 18 disclosures on public figures 
are designed to let prospective franchisees know the extent of the public figure’s actual 
investment in, management involvement, and compensation from the franchisor. 
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Item 19 – Financial Performance Representations 
 
Item 19 is the most controversial and perhaps most misunderstood item, and over the 
years has been the subject of much debate.  Previously called “earnings claims,” these 
disclosures are now known as “financial performance representations” or “FPRs”.  A 
franchisor is not required to make a FPR, but also is not prohibited from making a FPR, 
if it is done correctly.  A FPR is designed to let a prospective franchisee know how much 
he or she can expect to make from the franchised business.  If the franchisor chooses 
to include a FPR, there are a number of disclosures about the FPR that are required. 
 
Initially, it helps to know what a FPR is.  A FPR is defined in the FTC Franchise Rule as: 
 

any representation, including any oral, written, or visual representation, to 
a prospective franchisee, including a representation in the general media, 
that states, expressly or by implication, a specific level or range of actual 
or potential sales, income, gross profits, or net profits.  The term includes 
a chart, table, or mathematical calculation that shows possible results 
based on a combination of variables.9 

 
FPRs generally include projections, pro formas, representations of actual earnings and 
certain cost estimates.  In addition, vague information from which a franchisee can 
determine an earnings level also constitutes a FPR.  For example, a statement such as 
“lease costs should be 17% of gross revenues” is a FPR when the franchisee knows 
what his or her lease costs are.  Some statements are mere puffery and will not 
constitute a FPR, such as “make big money,” or “opportunity of a lifetime.” 
 
The franchisor, its franchise salespeople, the franchisor’s other employees, and outside 
franchise brokers or area representatives, etc. are prohibited from providing a 
prospective franchisee with a FPR that is not included in the FDD.  This prohibition 
prevents a franchisor from providing to prospective franchisees any materials outside of 
the FDD that refer to any financial performance-type information, such as providing a re-
print of an article in which the franchisor stated its average unit revenues, if the number 
presented is not included in (or does not match) Item 19.  The only exception to this 
prohibition involves the operating results of an actual operating unit being sold to the 
prospective franchisee, which the franchisor can provide to prospective buyers of that 
unit only even if the franchisor does not provide any FPR in Item 19.   
 
The Item 19 disclosures begin with a statement required by the FTC Franchise Rule, 
that must be included whether the franchisor includes a FPR or not.  If the franchisor 
does not include a FPR, the first statement is followed by another statement that also is 
mandated under the FTC Franchise Rule.   
 

                                                        
9 FTC Franchise Rule, 16 C.F.R. Part 436.1(e). 
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If the franchisor does include a FPR in Item 19, there are several general requirements 
for what and how the FPR may be presented.  First, the franchisor must have a 
reasonable basis for the information provided in the FPR.  Next, the franchisor must 
have and retain the written substantiation for the FPR.  The franchisor also must explain 
whether the FPR is based on actual, historical results, or is instead a forecast of the 
prospective franchisee’s future financial performance. 
 
The Item 19 disclosures are then dependent on whether the FPR is based on historical 
information or on a forecast of expected results.  If based on historical information, the 
franchisor must disclose the material bases for the FPR, such as an identification of the 
units included in the sample presented and the time frame that the FPR covers.  If the 
sample includes less than 100% of the franchised system’s existing outlets, the 
disclosures should include the facts that describe the subset, such as geographic 
location, type of venue, years of operation, and whether the sample includes only 
franchisee owned or franchisor owned units.  The FPR also should include the total 
number of units in the franchised system and the number of units included in the sample 
set, so that a prospective franchisee can evaluate how big the sample is in relation to 
the franchised system.  The disclosures also should indicate how many of the sample 
set, stated as a total number and as a percentage of the number of units in the sample, 
actually achieved the stated results. 
 
If the FPR is a forecast of future expected results, the disclosures also should include 
the franchisor’s materials bases and assumptions on which the forecast is based.  For 
guidance in preparing the assumption, you can refer to the requirements for projections 
that are issued by the American Institute of Certified Pubic Acountants. 
 
No matter what type of FPR is presented, the FTC Franchise Rule requires a clear and 
conspicuous admonition that warns prospective franchisees that their individual results 
may differ from those in the FPR, although no specific language for the admonition is 
offered.  Another required statement informs the prospective franchisee that the 
franchisor must provide the written substantiation for the FPR on the prospective 
franchisee’s reasonable request. 
 
One question that often arises is whether the franchisor can give a prospective 
franchisee a form of pro forma, or whether a prospective franchisee is permitted to 
prepare his or her own pro forma.  As long as the franchisor, the franchise salesperson 
and no other employee of the franchisor assist the prospective franchisee in completing 
a pro forma and do not provide the prospective franchisee with guidance on the 
amounts of the items in the pro forma (including built-in formulas in a spreadsheet), this 
practice should be acceptable.  The prospective franchisee should be referred to his or 
her accountant to prepare the pro forma and to determine the amounts that will go into 
the pro forma.  In addition, a prospective franchisee is permitted to communicate with 
other existing franchisees, who may or may not be willing to provide the prospective 
franchisee with financial information.  The franchisor and its salespersons should not 
however, attempt to verify the accuracy of the information provided by an existing 
franchisee. 
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The requirements on providing FPRs apply only to prospective franchisees.  Once the 
franchisee has signed the franchise agreement, the franchisor may provide a FPR to 
that franchisee.  Many franchisors provide this type of information to existing 
franchisees in a number of situations, such as at initial training and on the franchisee’s 
request when the existing franchisee is seeking financing. 

Item 20 – Outlets And Franchisee Information 
 
Item 20 is another of the disclosure items that cause much confusion when drafting.  
This item contains 5 tables that are designed to let a prospective franchisee know how 
many franchisees and company owned units there are, as well as how many have been 
sold or closed.  The tables present this information for the past 3 fiscal years and must 
be prepared using the exact formats prescribed in the FTC Franchise Rule.   
 
The greatest difficulty in preparing these tables is to get the numbers to add up properly.  
This is particularly challenging as a franchise system grows and the number of units 
gets larger.   
 
Some helpful hints in preparing this Item are as follows: 
 
Table No. 1 – System Wide Outlet Summary 
 

 The Outlets At The End Of The Year number always carries forward to become 
the Outlets At The Start Of The Year number for the next fiscal year. 

 The Outlets At The End Of The Year number minus the Outlets At The Start Of 
The Year number for each row equals the Net Change number for that fiscal 
year. 

 In the Net Change column, always include a plus (+) or minus (-) sign before the 
number. 

 Verify the accuracy of the numbers in the table by adding the Outlets At The Start 
Of The Year number for Franchised Outlets for each fiscal year with the Outlets 
At The Start Of The Year number for Company-Owned Outlets for the same 
fiscal year.  The result should equal the Outlets At The Start Of The Year number 
for Total Outlets for that fiscal year.  Perform the same addition for each fiscal 
year.  Next, perform this calculation for each fiscal year in the Outlets At The End 
Of The Year column. 

 The number in the Outlets At The End Of The Year column for Franchised 
Outlets for the last fiscal year should match the number in Table 3, in the Total 
row for the last fiscal year in the Outlets At End Of The Year column. 

 The number in the Outlets At The End Of The Year column for Company-Owned 
Outlets for the last fiscal year should match the number in Table 4, in the Total 
row for the last fiscal year in the Outlets At End Of The Year column. 

 The number in the Outlets At The End Of The Year column for Franchised 
Outlets for the last fiscal year should match the number of franchisees included 
in the listing of franchisees that is included as an exhibit to the FDD. 
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Table No. 2 – Transfers of Outlets from Franchisees to New Owners (other than the 
Franchisor) 
 

 Verify the accuracy of the numbers in the table by adding all of the Number of 
Transfers number for each state for the first fiscal year presented.  The result 
should equal the Number Of Transfers number for the Total row for that fiscal 
year.  Perform the same addition for each fiscal year.   

 Verify the accuracy of the last fiscal year’s numbers by comparing the Number of 
Transfers number for each state against the list of former franchisees that will 
generally be included as an exhibit to the FDD.  

 
Table No. 3 – Status Of Franchised Outlets 
 

 Verify the accuracy of the numbers in each row using the following calculation: 
Outlets At Start Of Year plus Outlets Opened minus Terminations, Minus Non-
Renewal minus Reacquired By Franchisor minus Ceased Operations – Other 
Reasons equals Outlets At End Of The Year. 

 The Outlets At The End Of The Year number in each state always carries 
forward to become the Outlets At The Start Of The Year number for the next 
fiscal year. 

 Verify the accuracy of the numbers in each column.  For the Outlets At Start Of 
Year column, add all of the numbers for each state for the first fiscal year 
presented.  The result should equal the Outlets At Start Of The Year number for 
the Total row for that fiscal year.  Perform the same addition for each fiscal year.  
Repeat this calculation for each column in the table.   

 The numbers in the Reacquired By Franchisor column for each state and each 
fiscal year should match the numbers in the Outlets Reacquired From Franchisee 
column in Table 4. 

 Verify the accuracy of the last fiscal year’s numbers by comparing the Outlets At 
End Of The Year number for each state against the list of franchisees that will 
generally be included as an exhibit to the FDD.  

 
Table No. 4 – Status Of Company-Owned Outlets 
 

 Outlets At Start Of Year plus Outlets Opened minus Outlets Reacquired From 
Franchisee, minus Outlets Closed minus Outlets Sold To Franchisee equals 
Outlets At End Of The Year. 

 The Outlets At The End Of The Year number in each state always carries 
forward to become the Outlets At The Start Of The Year number for the next 
fiscal year. 

 Verify the accuracy of the numbers in each column.  For the Outlets At Start Of 
Year column, add all of the numbers for each state for the first fiscal year 
presented.  The result should equal the Outlets At Start Of The Year number for 
the Total row for that fiscal year.  Perform the same addition for each fiscal year.  
Repeat this calculation for each column in the table. 
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 The numbers in the Outlets Reacquired From Franchisee column for each state 
and each fiscal year should match the numbers in the Reacquired By Franchisor 
column in Table 3. 

 
Table No. 5 – Projected Openings As Of Last Fiscal Year End 
 

 Verify the accuracy of the math by adding each column and comparing the result 
against the number in the Total row for that column. 

 For the Franchise Agreements Signed But Restaurant Not Open column, 
compare the number for each state against the list of franchisees that will 
generally be included as an exhibit to the FDD. 

 
Item 20 requires a list of current franchisees, including names, addresses and phone 
numbers for each outlet.  The list is generally prepared as of the end of the franchisor’s 
last fiscal year and is generally presented in an exhibit to the FDD, rather than in the 
body of Item 20.  To make it easier to obtain state registrations, sort this list first by 
state, then by city.  This list of current franchisees also should include outlets that have 
not yet opened, which should be separately identified in some manner. 
 
Item 20 also requires a list of franchisees, including name, city and state, current 
business telephone number, or if unknown the last known home telephone number for 
every outlets that was transferred or closed within the past fiscal year. This list is 
generally presented in an exhibit to the FDD, rather than in the body of Item 20.  This 
list also should include franchisees who have not communicated with the franchisor 
within 10 weeks of the FDD issuance date.  Inclusion of these franchisees is intended to 
capture franchisees who have not been formally terminated, but are effectively not 
operating under the franchised system any longer.  This list must be accompanied by a 
statement that says:  “If you buy this franchise, your contact information may be 
disclosed to other buyers when you leave the franchise system.” 
 
There are requirements to disclose additional information for any outlet that the 
franchisor previously acquired from a franchisee that the franchisor is now trying to 
resell. 
 
The franchisor also must disclose whether it requires its franchisees to sign a 
confidentiality agreement in any situation, such as on the settlement of a dispute or on 
termination of an outlet.  This would effectively prevent a franchisee or former 
franchisee from discussing his or her experience with the franchisor with a prospective 
franchisee.  If the franchisor does require this, the franchisor must include a required 
statement from the FTC Franchise Rule.  
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Finally, Item 20 requires disclosures on 2 types of franchisee associations:  those that 
the franchisor has created, sponsored or endorsed; and those that are independent of 
the franchisor.  For those that are independent of the franchisor, the franchisor need 
only include the information if the association is formally formed under a state’s laws 
and if the association asks the franchisor to include it in the FDD within 60 days after 
the end of the franchisor’s fiscal year end. 

Item 21 – Financial Statements 
 
Item 21 contains one of the FDD’s 4 major components and references an exhibit to the 
FDD that presents the franchisor’s actual financial statements.  The Item 21 that is 
included in the body of the FDD includes only a description of the financial statements; 
the actual statements will be found in the exhibit.   
 
Generally, a franchisor must include the following financial statements, prepared in 
accordance with United States generally accepted accounting principles (“GAAP”): 
  

1. a balance sheet as of the end of the 2 most recent fiscal years; 
2. a statement of operations for the 3 most recent fiscal years;  
3. a statement of owners’ equity for the 3 most recent fiscal years; and 
4. a statement of cash flows for the 3 most recent fiscal years. 

  
These financial statements must be audited by an independent certified public 
accountant and must be presented in a comparative format including at least 2 years. If 
the franchisor owns a direct or indirect controlling financial interest in a subsidiary, the 
franchisor’s financial statements must include the results of the franchisor and the 
subsidiary. 
  
If the franchisor does not have audited financial statements (such as when its financial 
results are included in the audited results of an affiliated company, generally a parent 
company), the franchisor may include the affiliated entity’s audited financial statements 
(as described above).  In this situation, the affiliated entity must absolutely and 
unconditionally guarantee to assume the franchisor’s duties and obligations (to 
franchisees only, not to third parties) under the franchise agreements.  A copy of the 
affiliate’s guarantee also must be included in the FDD as part of Item 22.  This 
guarantee applies only to the franchisor’s obligations to franchisees and not any 
obligations to third parties. 
 
A start-up franchise system that does not yet have the required audited financial 
statements may phase-in the use of audited financial statements by providing at least 
the following: 
  

1. For the franchisor’s first partial or full fiscal year selling franchises – an 
unaudited opening balance sheet. The unaudited opening balance sheet 
should be prepared in a format that conforms as closely as possible to 
audited statements. 
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2. For the franchisor’s second fiscal year selling franchises – an audited 
balance sheet as of the end of the first partial or full fiscal year selling 
franchises. 

3. For the franchisor’s third and all later fiscal years selling franchises – a full 
set of audited financial statements for the previous fiscal year in 
accordance with the first paragraph above, plus the previously disclosed 
financial statements from 1 and 2, immediately above, if necessary to 
provide 2 years of audited balance sheets and 3 years of the other 
statements. 

 
Note that this phase-in is not available to spin-offs, affiliates, or subsidiaries of existing 
franchisors that have prepared audited financial statements in the past.  Therefore, a 
franchisor cannot avoid the requirement for audited financial statements by forming a 
new company to be the franchisor. 
 
If a subfranchisor also will be selling franchises, the franchisor’s and the subfranchisor’s 
audited financial statements must both be presented.  In addition, if a parent agrees to 
perform any of the franchisor’s post-sale obligations, the parent’s audited financial 
statements also must be included. 
 
Finally, be aware that in some states, if an application for registration in that state is filed 
more than 90 days after the date of the most recent audited balance sheet, the 
franchisor also must submit unaudited financial statements, including a balance sheet 
and statement of operations, that are current within 90 days of the application date. 

Item 22 - Contracts 
 
Item 22 is another of the 4 major components of the FDD and includes a listing of all 
proposed agreements that the prospective franchisee will or may sign to acquire the 
franchise.  These agreements will include the franchise agreement and typically also will 
include guaranty agreements, confidentiality and non-competition agreements, leases, 
financing agreements, purchase agreement, development agreements, etc.  Actual 
samples of each of these agreements must be included as exhibits to the FDD. 
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Item 23 - Receipts 
 
Item 23 will reference the last 2 pages of the FDD.  These last 2 pages are called the 
receipt pages and include 2 identical receipts that will be a franchisee’s 
acknowledgement that it received a copy of the FDD (including all of its exhibits) and 
will identify the date that the franchisee received the FDD.  The receipt pages must be 
prepared in the exact format required by the FTC Franchise Rule and begin with a 
prescribed statement. This legend is followed by an identification of the name, principal 
business address and telephone number of each “franchise seller” offering the 
franchise, the FDD’s issuance date, a required statement about the receipt of the FDD, 
a listing describing each exhibit, and space for the prospective franchisee to sign and 
date the receipt.  If the franchisor wants to, it also may include instructions for how the 
prospective franchisee should return the signed and dated receipt page to the 
franchisor. 
 
“Franchise seller” will include any of the franchisor’s salespeople, subfranchisors, or 
independent franchise brokers. Since this person may change for each prospective 
franchisee, the franchisor may leave a blank space for this information that the franchise 
seller should complete when the FDD is delivered to the prospective franchisee.  In the 
alternative, the franchisor may include a listing of each of its franchise sellers in an 
exhibit as part of Item 22 and then reference this exhibit in this place in the receipt 
pages.   
 
Please note that a prospective franchisee’s signature no longer has to be a written 
signature.  Signatures may be accomplished through the use of security codes, unique 
passwords, electronic signatures, or similar means of authentication.  In these 
circumstances, the signed receipt page also may be returned to the franchisor using 
electronic means. 
 
After signing and dating the receipt pages, the prospective franchisee should detach 
one of these 2 pages and return it to the franchisor for its compliance file.  Under the 
FTC Franchise Rule, the franchisor must keep each signed receipt for at least 3 years.  
Prudent business practice suggests that keeping the receipt pages for longer than 3 
years is appropriate.  In addition, best practices generally require that the franchisee 
insert the date of receipt, rather than having the franchisor or a franchise salesperson 
insert this date.  Best practices also require that the signature block on the receipt also 
match the signature block on the franchise agreement and other agreements that the 
franchisee signs. 
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Gathering Information From The Franchisor 
 
In order to prepare or update a FDD, you must first gather a great deal of information 
about the franchisor and its operations.  There is no single method of gathering this 
information.  Instead, you should rely on several different methods and sources to 
obtain all of the needed information, and in some cases, to verify the accuracy of this 
information. 
 
One of the most common methods of gathering information is to provide the franchisor 
with a questionnaire to complete, that covers all of the items of the FDD.  In addition to 
questions relating to the FDD disclosures items, the questionnaire should inquire about 
any other information that may be relevant to the preparation of the FDD or to a 
prospective franchisee.  In this manner, you are able to capture relevant information that 
may not necessarily be required by the FTC Franchise Rule.  Once the franchisor has 
completed the questionnaire, an officer of the franchisor should certify and sign the 
questionnaire and should agree to provide you with any new or changed information 
after the questionnaire is signed. 
 
During and/or after you receive the signed questionnaire, you should meet with the 
relevant managerial persons at the franchisor to review the questionnaire responses 
and determine if there is any information that the franchisor did not understand or did 
not fully explain. 
 
One of the items in the franchisor’s questionnaire will be to identify all of the people that 
should be disclosed in Item 2.  You then may follow up on this information with an 
additional request to each of these Item 2 people.  To obtain the needed information, 
you may use a separate questionnaire that gathers information on each person’s 
background, as well as litigation and bankruptcy information.  The Item 2 person should 
certify the accuracy of the information provided and should sign the questionnaire once 
completed.  As with the franchisor questionnaire, the Item 2 person should agree to 
provide you with any new or changed information after the questionnaire is signed.  The 
Item 2 questionnaire should be updated, certified and signed on at least an annual basis 
and any new Item 2 people should complete the questionnaire before they are added to 
the FDD. 
 
In most instances, you may verify the franchisor’s name, type of business entity and 
state of formation by searching for the franchisor on the appropriate Secretary of State’s 
website.  You also may verify that the franchisor remains in good standing with the state 
and has not been dissolved.  Finally, in many states you can confirm that the names of 
the officers that the franchisor has provided you are correct by reviewing the 
franchisor’s annual report filed with the state.  You also may conduct a similar search on 
parents and affiliates.   
 



  33 

For any litigation or bankruptcy information that comes to light from the franchisor and 
Item 2 people questionnaires, you should request copies of the complaint, answer and 
any other pleadings that will shed light on the nature and amount of the allegations and 
claims.  You will need to review these documents to ascertain the information that you 
will disclose on Items 3 and 4.  With the rapid changes in technology, you also may be 
able to find information about litigation or bankruptcies by conducting an internet search 
for the franchisor, affiliate, parent, predecessor or person, such as searching for “v. 
[name of entity or person]”. 
 
You also may have to conduct some legal research so that you fully understand the 
laws and regulations that affect the franchised business so that you include proper 
descriptions in Item 1.  Remember to include only those laws that are specific to the 
type of business the franchisee will operate, not those that apply to all businesses 
generally. 
 
For the Item 13 and 14 disclosures, you may verify the existence and current status of 
the registrations on the website for the USPTO (www.uspto.gov) for trademarks and 
patents and on the website for the United States Copyright Office (www.copyright.gov) 
for copyrights. 

Timing of Disclosures 
 
The FTC Franchise Rule requires that a prospective franchisee be given a complete 
and up-to-date copy of the franchisor’s FDD: 
 

 at least 14 calendar days before the prospective franchisee signs a 
binding agreement (including the franchise or any other agreement) with 
the franchisor or its affiliate; and 

 at least 14 calendar days before the prospective franchisee can give any 
money to the franchisor or its affiliate, including a refundable deposit, for 
the proposed franchise sale. 

 
When calculating the 14 days, the day of delivery of the FDD does not count as day 1; it 
is the next day that is day 1.  Therefore, the prospective franchisee can sign an 
agreement and/or pay money on the 15th day after receiving the FDD.  Notwithstanding 
the 14 day requirement, if a legitimate prospective franchisee makes a reasonable 
request to receive a FDD earlier in the sales process, the franchisor must comply with 
the request and send the FDD earlier. 
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In addition to the delivery requirement for the FDD, the FTC Franchise Rule also 
requires that if the franchisor unilaterally and materially alters the terms of the franchise 
agreement or any other agreement that is included as an exhibit in the FDD, the 
franchisor must provide the revised agreement to the prospective franchisee and then 
wait 7 calendar days before the prospective franchisee signs the agreement.  
Negotiated changes between the franchisor and the prospective franchisee do not 
trigger this additional 7 day wait. 
 
If you receive a signed agreement or money from a prospective franchisee before the 
expiration of the required time, you cannot keep the agreement or money.  The 
agreement and money should be returned to the prospective franchisee to hold until the 
proper time.  You cannot hold the agreement or money “in escrow” until the required 
time period has passed, nor can you have the prospective franchisee sign a “waiver” of 
your compliance with the required time frame or releasing you from liability for accepting 
the agreement or money too soon.   
 
Please note that the FTC Franchise Rule creates a minimum federal standard of 
disclosure applicable to all franchise, and, at the same time, permits state and local 
authorities to provide additional concurrent protection.  Therefore, states also may 
impose certain time periods for the delivery of the FDD and the franchisor’s receipt of 
monies from the franchisee.  If the state requirement is shorter than the FTC Franchise 
Rule requirements, the FTC Franchise Rule requirement is the governing time frame.  If 
the FTC Franchise Rule requirement is shorter than the state requirement, the state 
requirement is the governing time frame.  Currently, the states that impose additional 
timing requirements include: Iowa (earlier of first personal meeting or 14 days in order to 
meet the requirements for an exemption from the business opportunity law), Michigan 
(10 business days), New York (earlier of first personal meeting or 10 business days), 
Oklahoma (earlier of first personal meeting or 10 business days in order to meet the 
requirements for an exemption from the business opportunity law), Rhode Island (earlier 
of first personal meeting or 10 business days), and Washington (10 business days).  
 
In California, if you are relying on the large franchisor exemption, the timing is 10 
business days.  If the franchisor does not have a federally registered trademark, there 
are different requirements under certain state business opportunity laws, such as 
Connecticut (10 business days) and Maine (first personal meeting). 
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Proof of Compliance 
 
For each FDD that is delivered to a prospective franchisee, you must obtain a signed 
and properly dated Receipt.  The FTC Franchise Rule requires the franchisor to retain a 
copy of the signed receipt for each completed franchise sale for at least 3 years.   
 
The date the prospective franchisee puts on the Receipt is the trigger date for your 
determination of the time lapse necessary before money or any signed contracts can be 
received from the prospective franchisee, unless you know that the prospective 
franchisee back dated the Receipt.  You may not use the date on which you mail the 
FDD to the prospective franchisee as the trigger date for determining compliance. 
 
If any funds are given to the franchisor, or to any of the franchisor’s agents (franchise 
sales people, contract administration people, etc.), before the expiration of the required 
14 days, the funds must be returned to the prospective franchisee to hold until the 14 
days have expired.  If any signed contracts are given to the franchisor, or to any of the 
franchisor’s agents, before the expiration of the 14 days, the signed contract cannot be 
accepted. 
 
When the required 14-day time frame has passed, funds may be received from any of 
the prospective franchisees that have provided the franchisor with a properly signed and 
dated FDD Receipt.  If funds are received from any person or entity that has not 
provided the franchisor with a signed Receipt, that person or entity may not be included 
as a franchisee on any contracts, without first returning the funds and obtaining a 
properly signed and dated FDD Receipt and waiting 14 days from the date on that 
Receipt. 

Methods of Delivery of FDD 
 
Under the FTC Franchise Rule, the FDD may be delivered to the prospective franchisee 
in a number of ways, including:  hand delivery; fax; email; providing the prospective 
franchisee with directions for accessing the FDD on the Internet; or mailing by first class 
mail (add 3 days to determine the delivery date). 
 
Before the franchisor delivers the FDD, the franchisor must inform the prospective 
franchisee of the available formats for the FDD, the prerequisites for obtaining the FDD 
in each available format and the conditions to viewing the FDD.  The franchisor is not 
required to provide the FDD in a particular one of the available formats – the franchisor 
may choose its method, even if a prospective franchisee wants a different method.  A 
sample of the disclosures for a FDD provided in Adobe Acrobat® format is included as 
Exhibit A. 
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If the FDD is in an electronic format, the FDD cannot contain any technology features 
such as pop-ups windows, animation, audio links, video links, or link to externally 
documents.  Non-substantive technology features that allow a prospective franchisee to 
navigate through the FDD are permitted, such as scroll bars, search features and 
internal links, including links between the items in the Table of Contents and the 
corresponding item in the FDD. 

Who Must Provide Disclosure 
 
The franchisor is responsible for preparing and providing the FDD to prospective 
franchisees.  If a subfranchisor is selling the franchises, the subfranchisor also is 
responsible for preparing and providing the FDD.  In this situation, the FDD must 
include all relevant disclosures on the subfranchisor as well as on the franchisor.   
These disclosures generally impact Items 1, 2, 3, 4, 20 and 21 (the subfranchisor also 
must include its audited financial statements) and may impact Items 7, 10, 11, and 19 if 
the information in the subfranchisor’s territory is materially different than that for the 
entire system as a whole.  A subfranchisor and franchisor are jointly liable for each 
other’s compliance with the FTC Franchise Rule and for any violations that occur in the 
sales process. 
 
Franchise sellers and franchise brokers, who engage only in pre-sale activities but have 
no post-sale relationship with the franchisee, are not responsible for preparing and 
providing the FDD.  Therefore, if a franchisor permits its franchise sellers or franchise 
brokers to deliver the FDD to prospective franchisees, the franchisor should be careful 
to monitor how the franchise seller or franchise broker accomplishes and documents 
this delivery. 

Who Must Receive Disclosure 
 
A franchisor must provide its FDD to each “prospective franchisee.”  A prospective 
franchisee is defined as “any person (including any agent, representative, or employee) 
who approaches or is approached by a franchise seller to discuss the possible 
establishment of a franchise relationship.”  Franchisors may comply with this obligation 
by providing the FDD to a prospective franchisee’s agent or representative, such as the 
prospective franchisee’s attorney.  If the prospective franchisee is an entity rather than 
an individual, the FDD can be provided to the prospective franchisee through a 
corporate officer (for corporations), managing member or member (for limited liability 
companies), or a general partner (for limited or general partnerships). 
 



  37 

At the beginning of the franchise sales process, you may have difficulty identifying 
precisely who the franchisee will be once the franchise agreement is signed.  The 
prospective franchisee may be intending to form an entity to be the franchisee and may 
intend to include other individuals or entities as equity owners in the entity that is 
proposed as the franchisee.  Since the entity structures can become very complex (and 
even the prospective franchisee may not know how it is, or will be, structured), the 
following guidelines should help avoid failures to properly disclose the proper 
franchisee: 
 

 When determining who should receive a FDD, it is far better to over-disclose than 
to under-disclose.  No deal was ever held up because too many people or 
entities received a FDD. 

 
 Make sure that you provide the FDD to each person that is identified on the 

franchise agreement as a party to the franchise agreement. 
 
In addition, some franchisors take a conservative approach by also requiring the 
spouses of the prospective franchisee and any guarantors of the franchisee’s 
obligations to receive the FDD and sign the Receipt page.   

Updating and Amending the Disclosure Document 
 
Under the FTC Franchise Rule, there are 3 times at which the franchisor must update 
its FDD:  annually; quarterly if there are material changes; and at any time there is a 
material change in Item 19.  Note that the states’ requirements for updating annually 
and on a material change may be different.  For example, Hawaii required the annual 
update within 90 days after the fiscal year end and California requires a renewal 
registration to be filed within 110 days after the fiscal year end, which effectively 
shortens the 120 day requirement by 10 days for any franchisor that wishes to renew in 
California. 
 
Every franchisor must update its FDD at least once per year, within 120 days after the 
end of the franchisor’s fiscal year end.  The facts and information presented in the FDD 
will be current as of the end of the franchisor’s fiscal year.  As a practical matter, you 
should start early on the process of gathering the necessary information.  For example, 
if the franchisor has a December 31 fiscal year end, start the updating process on 
January 2.  You often will have difficulty getting the needed information from the 
franchisor’s employees that are responsible for the information, since they will be busy 
performing their “regular” jobs during the updating process.  By starting early, you allow 
yourself plenty of time to obtain the needed information and to follow-up on any 
confusing or inconsistent responses.  If at all possible, you may wish to finish your 
updating of the FDD before the audited financial statements are released.  In this 
manner, you will never be perceived as a “hold up” in the franchise sales process. A 
sample checklist for updating a FDD is included as Exhibit B.  The due dates on this 
checklist assume a December 31 fiscal year end. 
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Once the franchisor completes and issues its updated FDD, the franchisor must stop 
using the old FDD and all new prospective franchisees must receive the new FDD.  
Under the FTC Franchise Rule, the franchisor is not technically required to furnish an 
updated FDD to a prospective franchisee that it has already disclosed, unless the 
prospective franchisee makes a “reasonable request” for the updated FDD.  However, 
best practices require that the franchisor re-disclose all pending prospective 
franchisees, waiting an additional 14 days (or longer time required by state law) before 
accepting any money or a signed binding agreement.  Remember that state law 
requirements may require re-disclosure and an additional waiting period. 
 
In addition to the annual update of the FDD, the FDD must be updated on a quarterly 
basis (based on the franchisor’s fiscal year) whenever there is a material change in the 
facts or information that is included in the FDD. Once the quarterly update is prepared, 
the franchisor must provide it with the FDD to each new prospective franchisee.  Under 
the FTC Franchise Rule, the franchisor is not technically required to furnish an updated 
FDD to a prospective franchisee that it has already disclosed, unless the prospective 
franchisee makes a “reasonable request” for the updated FDD.  However, best 
practices require that the franchisor re-disclose all pending prospective franchisees, 
waiting an additional 14 days (or longer time required by state law) before accepting any 
money or a signed binding agreement.  Remember that state law requirements may 
require re-disclosure and an additional waiting period. 
 
If the material change is in the information in the audited financial statements, the 
updated information need not be audited as long as the franchisor states, immediately 
next to the unaudited information, the fact that the new information is not audited.   A 
sample of this statement, that various registration states have accepted, is as follows: 
 

“THE FINANCIAL STATEMENT ON THIS PAGE WAS PREPARED 
WITHOUT AN AUDIT.  PROSPECTIVE FRANCHISEES OR SELLERS 

OF FRANCHISES SHOULD BE ADVISED THAT NO CERTIFIED PUBLIC 
ACCOUNTANT HAS AUDITED THESE FIGURES OR EXPRESSES 
HIS/HER OPINION WITH REGARD TO THE CONTENT OR FORM.” 

 
The quarterly update must be prepared “within a reasonable time” after the close of the 
quarter.   Therefore, the first quarterly update will be included in the FDD as part of the 
annual update, if there are any material changes in the first quarter.  If there aren’t any 
material changes in the facts or information in the FDD, the franchisor will not prepare a 
quarterly update.  However, the existence of this obligation means that the franchisor’s 
management team should review the FDD at least quarterly, to determine if the facts or 
information have materially changed. 
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In addition to the annual and quarterly updates, the franchisor (and any franchise seller 
or franchise broker) must notify the prospective franchisee at any time that the 
franchisor, seller or broker knows (or should have known) that there is a material 
change in the financial performance representations (Item 19).  This notification need 
not be made by way of an updated FDD, but instead can be made by any means that let 
the prospective franchisee know that a change has occurred.  When determining the 
best method to notify prospective franchisees of this type of change, remember that the 
franchisor will have the burden of proving the delivery of the notification and so should 
choose a method that is easier for the franchisor to later prove. 

Exemptions From Disclosure 
 
The FTC Franchise Rule contains 7 exemptions from the disclosure requirements of the 
Rule10.  The exemptions include minimal initial payments, fractional franchises, leased 
departments, franchises covered by the Petroleum Marketing Practices Act, high 
investment franchises, franchisor insiders, and oral franchises.  Since there is no 
registration requirement at the federal level, if one of these exemptions is available to a 
particular transaction, the franchisor will not have to prepare a FDD at all.  Beware 
however, that state level laws also may apply to the transaction and a similar exemption 
may not be available under state law.  Even if there is an available state exemption, the 
state exemption may only exempt the franchisor from having to register its franchise 
offering in that state, but may not exempt the franchisor from having to provide its FDD 
to prospective franchisees.  Therefore, before relying on an exemption, you must 
carefully review the structure of the proposed transaction as well as all the state laws 
that may apply before determining whether the franchisor will have a disclosure and/or 
registration obligation. 
 
  

                                                        
10 16 C.F.R. Part 436.8. 
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Exhibit A – Sample Instructions for Electronic Disclosures 
 
 
 
 
Text for CD Label: 
 

Moe’s Franchisor LLC 
Franchise Disclosure Document 

Format: Adobe PDF file 
 

INFORMATION FOR PROSPECTIVE FRANCHISEES 
REQUIRED BY THE FEDERAL TRADE COMMISSION 

Date of Issuance: April 1, 2010 
 
You may wish to receive the FDD in a paper format.  To request a paper copy of the FDD, 
contact Sofia Pando or Sheri Boxberger at 200 Glenridge Point Parkway, Suite 200, Atlanta, 
Georgia 30342, 404-255-3250 or spando@focusbrands.com or sboxberger@focusbrands.com. 
 
 
 
Inclusion in Cover Letter Enclosing CD: 
 
Enclosed is an electronic version of the Moe’s Franchisor LLC Franchise Disclosure Document 
("FDD") on a CD or Compact Disk.  The FDD has been saved on the CD as an Adobe PDF file.  
We recommend that you print the FDD to review.  You also should retain the CD and/or a 
printed copy of the FDD for future reference.  To read and print the FDD, you must have a 
computer capable of reading PDF files.  In order for your computer to read a PDF file, you must 
have software, such as the Adobe® Reader®, capable of reading and printing PDF files.  Adobe 
Systems Incorporated offers on its website (http://www.adobe.com) the Adobe® Reader® free 
software that will enable you to read and print PDF files.  With the Adobe® Reader®, anyone 
can open Adobe PDF files on any system – regardless of the software platform, the original 
application, or the availability of specific fonts.  The PDF file on this CD has security features 
that prevent you from altering the file.  By using this CD, you agree not to alter, or attempt to 
alter, the PDF file.   
 
When you open the FDD, please go to the next to the last 2 pages (which are the receipts for 
the FDD) and print out these pages.  Please complete all of the information requested at the 
bottom of the receipt pages, and then sign and date the pages.  Please fax to us the completed, 
signed and dated receipt titled “Moe’s Copy” in the top right hand corner (if you cannot fax the 
receipt, please mail it to us at Sofia Pando or Sheri Boxberger, Moe’s Franchisor LLC, 200 
Glenridge Point Parkway, Suite 200, Atlanta, Georgia 30342). 
 
You may wish to receive the FDD in a paper format.  If you would like to request a paper copy of 
the FDD, or if the any part of the PDF file is missing, not accessible or difficult to open, contact 
contact Sofia Pando or Sheri Boxberger at 200 Glenridge Point Parkway, Suite 200, Atlanta, 
Georgia 30342, 404-255-3250 or spando@focusbrands.com or sboxberger@focusbrands.com. 
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Inclusion in Email Attaching PDF File: 
 
Attached to this email is an electronic version of the Moe’s Franchisor LLC Franchise Disclosure 
Document ("FDD").  The FDD has been saved as an Adobe PDF file.  We recommend that you 
print the FDD to review.  You also should retain for future reference the email, the pdf file and/or 
a printed copy of the FDD.  To read and print the FDD, you must have a computer capable of 
reading PDF files.  In order for your computer to read a PDF file, you must have software, such 
as the Adobe® Reader®, capable of reading and printing PDF files.  Adobe Systems 
Incorporated offers on its website (http://www.adobe.com) the Adobe® Reader® free software 
that will enable you to read and print PDF files.  With the Adobe® Reader®, anyone can open 
Adobe PDF files on any system – regardless of the software platform, the original application, or 
the availability of specific fonts.  The PDF file attached to this email has security features that 
prevent you from altering the file.  By using this PDF file, you agree not to alter, or attempt to 
alter, the PDF file.   
 
When you open the FDD, please go to the next to the last 2 pages (which are the receipts for 
the FDD) and print out these pages.  Please complete all of the information requested at the 
bottom of the receipt pages, and then sign and date the pages.  Please fax to us the completed, 
signed and dated receipt titled “Moe’s Copy” in the top right hand corner (if you cannot fax the 
receipt, please mail it to us at Sofia Pando or Sheri Boxberger, Moe’s Franchisor LLC, 200 
Glenridge Point Parkway, Suite 200, Atlanta, Georgia 30342). 
 
You may wish to receive the FDD in a paper format.  If you would like to request a paper copy of 
the FDD, or if the any part of the PDF file is missing, not accessible or difficult to open, contact 
contact Sofia Pando or Sheri Boxberger at 200 Glenridge Point Parkway, Suite 200, Atlanta, 
Georgia 30342, 404-255-3250 or spando@focusbrands.com or sboxberger@focusbrands.com. 
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Exhibit B – Sample Checklist for FDD Annual Update 
 

Order 
FDD 
Item 

Number 
Issue 

Due 
Date 

1 All 
Circulate Annual Update Memo and FDD to Item 2 
People 

1/5 

2 
Items 2, 
3 and 4 

Circulate Questionnaire Explanatory Memo and 
Background/Litigation/Bankruptcy Questionnaire to each 
person disclosed in Item 2 of FDD (Circulate each one 
individually by email) 

1/5 

3 All 
Circulate SDF Explanatory Memo and Salesperson 
Disclosure Form to each franchise salesperson 

1/5 

4 All 
Circulate Franchise Salesperson Policies Memo and 
policies to each Franchise Salesperson 

1/5 

5 Item 1 
Request updated system status from Affiliated Franchise 
Companies 

1/12 

6 Item 3 Request updated description of any pending litigation 1/12 

7 Item 5 
Requested range of Initial Franchise Fee for last 
calendar year 

1/12 

8 Item 6 
Request new Royalty rate and Advertising Fee rate from 
Finance 

1/12 

9 Item 7 Request updated costs from Development Department 1/12 

10 Item 8 
Request revenues from restricted purchases from 
Finance 

1/12 

11 Item 11 
Request updated training outline from Training 
Department 

1/12 

12 Item 11 
Request updated Table of Contents for Operations 
Manual from Franchise Operations Department 

1/12 

13 Item 11 
Request breakdown of advertising fund expenditures 
from Marketing 

1/12 

14 Item 19 Request updated information from Finance 1/12 

15 Item 20 
Request updated system status summary chart from 
Franchise Administration 

1/12 

16 Item 20 
Request updated system transfer status chart from 
Franchise Administration 

1/12 

17 Item 20 
Request updated system activity chart from Franchise 
Administration 

1/12 

18 Item 20 
Request updated chart of company-owned units from 
Franchise Administration 

1/12 

19 Item 20 
Request updated chart of franchise agreements signed 
but stores not yet open from Franchise Administration 

1/12 
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Order 
FDD 
Item 

Number 
Issue 

Due 
Date 

20 Item 20 
Request updated Projection of Franchises To Be Sold 
During Next Year from Franchise Sales Leader 

1/12 

21 Item 20 
Request updated projection of new company-owned 
outlets from Franchise Operations 

1/12 

22 Item 20 
Request List of Current Open Franchises from 
Franchise Administration 

1/12 

23 Item 20 
Request List of Current Not-Yet-Open Franchises from 
Franchise Administration 

1/12 

24 Item 20 
Request List of Former Franchisees from Franchise 
Administration 

1/12 

25 All Update effective date through-out FDD 1/16 
26 All Update FDD footer through-out FDD 1/16 
27 All Update state effective dates in FDD 1/16 

28 Item 1 
Is franchisor still validly formed? – Verify status of entity 
at state corporation website 

1/16 

29 Item 1 Update system status for Affliated franchise companies 1/16 

30 Item 2 
Review biographies to delete materials that are more 
than 5 years ago. 

1/16 

31 Item 3 
Review litigation to determine if any action is more than 
10 years old. 

1/16 

32 Item 3 Update status descriptions of pending litigation 1/16 

33 Item 4 
Review bankruptcy to determine if any action is more 
than 10 years old. 

1/16 

34 Item 5 
Update range of initial franchise fee during last fiscal 
year 

1/16 

35 Item 6 
Update Royalty rate and Advertising Fee Rate in 
disclosure and in Franchise Agreement 

1/16 

36 Item 7 Update ranges 1/16 
37 Item 8 Update revenues from required purchases 1/16 
38 Item 11 Update date of operations manual 1/16 
39 Item 11 Update date and content of of training outline 1/16 
40 Item 11 Update years of instructors' experience 1/16 
41 Item 11 Update date of and use of advertising fund 1/16 

42 Item 13 
Are all trademarks still current? – Verify status at 
www.uspto.gov  

1/16 

43 Item 19 Update earnings claim 1/16 
44 Item 20 Update franchisee system summary chart (Table 1) 1/16 
45 Item 20 Update franchisee transfer chart (Table 2) 1/16 
46 Item 20 Update franchisee activity chart (Table 3) 1/16 
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Order 
FDD 
Item 

Number 
Issue 

Due 
Date 

47 Item 20 Update company owned unit chart (Table 4) 1/16 
48 Item 20 Update projected sales chart (Table 5) 1/16 

49 Item 20 
Update dates in last paragraph (reasons for 
terminations) 

1/16 

50 Item 20 Insert updated list of current franchisees into FDD 1/16 
51 Item 20 Insert updated list of former franchisees into FDD 1/16 
52 Item 21 Update description of financial statements 1/16 
53 Item 21 Delete any unaudited financial statements 1/16 
54 All Follow-Up on missing Salesperson Disclosure Forms 1/23 

55 All 
Follow-Up on missing Franchise Salespersons Signed 
Policies 

1/23 

56 
Items 2, 
3 and 4 

Follow-Up on missing Background/Litigation/Bankruptcy 
Questionnaires 

1/23 

57 All Deadline for FDD comments back from Client 1/30 

58 All 
Send status list of who has not provided comments to 
Client 

1/30 

59 All Review FDD Against FDD Guidelines Checklist 2/13 

60 All 
Verify accuracy of section references in FDD and 
franchise agreement 

2/13 

61 All 
Circulate redlined FDD to Client to review proposed 
changes 

2/13 

62 All Deadline for revised FDD comments back from Client 2/20 
63 All Incorporate final Client comments into FDD 3/20 
64 All Update page numbers for table of contents 3/20 
65 All Circulate final redlined FDD to Client for final approval 3/20 

66 Item 21 
Circulate redlined FDD to auditors to obtain auditor’s 
consent 

3/24 

67 Item 21 
Obtain audited financial statements from Finance 
Department and incorporate into FDD 

3/31 

68 Item 21 Obtain originally signed auditor’s consents from auditors 3/31 
69 All Send final FDD and redlined FDD to Copier for filing 3/31 

70 All 
Create memo to salespeople identifying the new 
changes to the FDD 

4/1 

71 All Create clean pdf of FDD to Client for paper reproduction 4/1 

72 All 
Create memo to be used with electronic distribution of 
FDD 

4/1 

73 All Create clean pdf of FDD for electronic distribution 4/1 
74 All Create new franchise agreement and email to client 4/1 
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Order 
FDD 
Item 

Number 
Issue 

Due 
Date 

75 All 
Create new versions of state addenda and email to 
client 

4/1 

76 All Send pdf electronic FDD and memo to client for use 4/1 
77 All Send pdf paper FDD to client for reproduction 4/1 
78 All Update listing on SBA Franchise Registry 4/1 

 


