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P ublication of the Amended Federal Trade Commis-
sion Rule (FTC Rule) in July 2008 created a potentially 
game-changing opportunity for franchisors to reevaluate 

their franchise programs. The addition of several new exemp-
tions from the federally mandated disclosure requirements 
means that disclosure may not be necessary for certain fran-
chisors selling qualifying franchises such as those found in the 
hotel and restaurant industries. Assuming (and this is a critical 
assumption) that franchisors can find an applicable state-level 
exemption from registration statutes, many franchisors may 
find that they can abandon their Franchise Disclosure Docu-
ment (FDD) altogether.

Although relief from the cost and staff hours necessary to 
create and update FDDs may be appealing on the surface, many 
franchisors have not stopped to reflect upon whether a brave 
new world without FDDs is a good idea after all. Even if a fran-
chisor can administer an exemption-based franchise program, 
should it? What are the pros and cons of exemption-based fran-
chising? How does the relief from federal disclosure interplay 
with state registration and disclosure requirements that have not 
changed? Are franchisors opening themselves up to new causes 
of actions that were foreclosed by FTC and state law compli-
ance? Should individual franchise systems continue with a tra-
ditional franchise registration and disclosure program?

This article will first explore why a franchisor would con-
sider an exemption-based franchised program. Next, we will 
summarize the federal1 and state exemptions that are available 
and the interplay between these federal and state exemptions. 
For convenience, we have included a chart that identifies some 
of the commonly used exemptions and the various jurisdic-
tions that allow each exemption [see page 194]. Finally, we will 
address potential causes of action by franchisees, the pros and 
cons of an exemption-based franchising program, and the pro-
cess that a franchisor should follow to utilize such a program.

WHY EXEMPTION-BASED FRANCHISING?

Developing and maintaining an FDD is an enormous under-
taking. Not only are there significant legal expenditures for 
drafting, registering, and responding to comment letters relat-
ing to FDDs, it takes the time and effort of key business asso-
ciates to develop and update the information contained in the 
FDD—time that they may feel would be better used managing 
the franchise business. Furthermore, a significant number of 
prospective franchisees neither need nor want the protection of 

governmental agencies purporting 
to impose restrictions on when and 
in what manner they may contract 
with franchisors.

Franchise regulation was imposed 
to protect the mom-and-pop inves-
tors who were significantly less 
sophisticated than companies sell-
ing franchise systems. Franchise 
regulation was, and still is in many 
registration states, an attempt to 
fashion the one-size-fits-all regula-
tion of an industry. Over the years, 
the franchise community took note 
of the flaws of this approach to reg-
ulation, leading to a movement to 
amend the FTC Rule.

The FTC Rule varies from state 
registration statutes in that it sim-
ply requires franchisors to disclose 
the requisite FDD to a prospec-
tive franchisee. The FTC does not 
review FDDs and simply assumes 
franchisor compliance with the 
FTC Rule. In contrast, the purpose 
of state registration is to ensure that 

franchisors are in fact complying with state law relating to fran-
chising. Even so, each registration state provides franchisors 
with some ability to avoid the registration process, depending 
on the nature of the franchise program and the prior business 
experience of the prospective franchisee. The criteria for quali-
fying for an exemption vary by state but typically are designed 
to exempt franchise offerings that are considered low-risk, 
either by virtue of the operational experience of the franchisor, 
its financial strength, or the relative sophistication of the fran-
chisee. In a perfect world, these exemptions would mirror one 
another, but they currently do not.

The primary advantage of exemption-based franchising is 
the cost savings, in both time and dollars. Another advantage 
of an exemption-based program is that it permits the franchisor 
to keep confidential the terms and conditions of its franchise 
offering and the manner in which it administers its system. No 
longer would a franchisor be capped at the royalty percent-
ages set forth in its FDD. Therefore, being released from the 
burden of regulatory compliance could seem like a godsend 
for burdened franchisors.

That being said, exemption-based programs also have disad-
vantages. Whether a prospective franchisee should be given an 
FDD is usually a judgment call, and the burden of proof as to 
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whether a franchisee was exempt at the time of the sale falls on 
the franchisor.2 If it makes the wrong call, even in good faith, a 
franchisor will find itself potentially liable to its franchisee base. 
There are administrative requirements, such as paying fees and 
filing the appropriate forms with the state regulatory authority, 
often on a deal-by-deal basis.3 These requirements must not be 
overlooked. Failure to pay the fee and file the correct forms 
with the state will result in the franchisor being unable to claim 
the exemption in an action for the sale of an unregistered fran-
chise.4 Utilization of a traditional franchise program eliminates 
these risks entirely. Furthermore, and most significantly, even 
if one is able to qualify for an exemption on a federal and state 
level, many of those exemp-
tions are only from registra-
tion and do not eliminate the 
requirement that the fran-
chisor disclose an FDD to 
a prospect, thus eliminating 
the primary advantage of an 
exemption-based program. 
Franchisors should consider 
the pros and cons of exemp-
tion-based franchising prior to the launch of an exemption-based 
program and ensure that appropriate processes are developed to 
ensure compliance with the law on a federal and state level.

FEDERAL EXEMPTIONS

Although a number of changes were made to the FTC Rule, two 
may be characterized as truly far-reaching: the large franchisee 
exemption and the large investment exemption.

Large Franchisee Exemption
The large franchisee exemption is the exemption that most 
franchisors are likely to use, given that it is straightforward in 
application and does not require the use of franchisor discre-
tion or judgment. The rationale for this exemption is that large 
entities such as hotels, port authorities, grocers, and universities 
are capable of protecting their interests without the disclosure 
provided for in an FDD.5 To qualify for this exemption, the 
franchisee (an entity, its parent and affiliates, or an individual) 
must have been in business for at least five years and have a 
net worth of at least $5 million.6 Business experience may be 
taken from parents and affiliates to meet the five-year require-
ment. Significantly, and perhaps questionably, the franchisee’s 
business experience does not have to be in the area of the fran-
chised business.7 However, a franchisor may want to consider 
whether the prospective franchisee has business experience that 
is easily transferable to the franchised concept as part of its due 
diligence process on franchise candidates.

Large Investment Exemption
The rationale for the large investment exemption mirrors its 
sister exemption, the large franchisee exemption, namely, 
sophisticated investors are capable of obtaining material 
information relating to the franchise investment without the 
assistance of government-mandated disclosures.8 In order 

to qualify for this exemption, the franchisee’s initial invest-
ment, excluding any financing received from the franchisor 
or its affiliates and the cost of unimproved land, must exceed 
$1 million. The initial investment is limited to those costs set 
forth in Item 7, not the investment required over the life of the 
franchise agreement.9 In addition, this investment must come 
from a single investor rather than a pool of investors, the idea 
being that a group of small investors aggregating funds does 
not evidence the sophistication of the large single investor.10 
In a similar vein, franchisor financing provided to the investor 
is excluded from the initial investments because FTC felt that 
it added “a measure of protection to the prospective franchi-

see because traditional lend-
ers are very likely to require 
a due diligence investigation 
of the offering, whereas the 
franchisor or its affiliate like-
ly would not.”11

In addition, the franchi-
sor must obtain a written 
acknowledgment from the 
franchisee “verifying the 

grounds for the exemption.”12 The FTC Rule requires the fol-
lowing acknowledgment be used verbatim: “The franchise sale 
is for more than $1 million—excluding the cost of unimproved 
land and any financing received from the franchisor or an affili-
ate—and thus is exempted from the FTC Franchise Rule dis-
closure requirements, pursuant to 16 CFR 436.8(a)(5)(i).” In 
the authors’ view, the acknowledgment should be placed in the 
franchise agreement itself, rather than a side letter, although that 
is not required by the FTC Rule.

Fractional Franchises 
Although not as likely to be useful to as many franchisors as 
the large franchisee and large investment exemptions, the frac-
tional franchise may also be appropriate, depending on the fran-
chisor’s business model or the franchisee at issue.

A fractional franchise is an extension of, or add-on to, a 
product or service that the franchisee is already offering to 
the public. A fractional franchise may commonly be found in 
grocery stores, hotels, universities, airports, or facilities where 
the product or service offered is within the confines of another 
business. The rationale for this exemption is that the prospec-
tive franchisee should have the business acumen necessary to 
evaluate the costs, profits, and potential risks and benefits of the 
franchised business. Accordingly, the franchisee is unlikely to 
be misled through an incomplete or inaccurate disclosure.

A franchise is fractional if (1) the franchisee, any of the fran-
chisee’s current directors or officers, or any current directors 
or officers of a parent or affiliate have more than two years of 
experience in the same type of business; and (2) the parties have 
a reasonable basis to anticipate that the sales arising from the 
relationship will not exceed 20 percent of the franchisee’s total 
dollar volume in sales during the first year of operation.13 This 
definition is a slight change from the original exemption, where 
only the experience of the franchisee, rather than the franchi-
see’s affiliates and parents, could be considered.

The primary advantage of  
exemption-based franchising  

is the cost savings.
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The fractional franchise exemption is less attractive than the 
large franchisee exemption because of the degree of judgment 
required. For example, how does one determine whether the 
franchised concept is “in the same line of business” in which 
the franchisee is engaged? The FTC Interpretive Guides state 
that “[t]he required experience may be in the same business 
selling competitive goods, or in a business that would ordinar-
ily be expected to sell the type of goods to be distributed under 
the franchise.”14 Does a hotel adding a coffee shop to the lobby 
or a department store adding a beauty salon meet those crite-
ria? Reasonable minds can differ. Given that the candidate that 
is likely to qualify for this exemption is also likely to qualify 
for the large franchisee exemption, the utility of this exemption 
seems less important than it once was.

Further, there is some question as to whether the gross sales 
limitation relates only to the company/franchisee or extends to 
a site level. Although a fractional franchise is usually located 
within another business, the FTC Rule does not explicitly pre-
clude the establishment of stand-alone units. An FTC informal 
staff opinion suggested that a fractional franchise located out-
side of the franchisee’s primary place of business was not, in 
itself, disqualified: 

It is the nature of the franchisees’ business experience, not the 
location of its business per se, which may bring the business 
relationship within the fractional franchise exemption. None-
theless, location is one factor we will consider in determining 
the similarities and differences between the established business 
and the new franchised business.15 

Note that this opinion does not state that stand-alone units 
can qualify for use of the exemption, only that they are not 
inherently outside its scope. Given that a licensee that is quali-
fied for a fractional exemption may also qualify for the large 
franchisee exemption, the franchisor should evaluate which 
exemption makes better sense for its circumstances.

Insider Exemptions
The third new exemption applies to franchisor owner/employ-
ees. This exemption is applicable if 

[o]ne or more purchasers of at least a 50% ownership interest in 
the franchise: within 60 days of the sale, has been, for at least 
two years, an officer, director, general partner, individual with 
management responsibility for the offer and sale of the franchi-
sor’s franchises or the administrator of the franchised network; 
or within 60 days of the sale, has been, for at least two years, an 
owner of at least a 25% interest in the franchisor.16

The underlying rationale for this exemption is that a pro-
spective franchisee in this situation is more than likely already 
familiar with every aspect of the business system and the asso-
ciated risks when he has been an owner, officer, or employee of 
the franchisor, mooting the point of disclosure and subjecting 
franchisors to the needless burden and expense of creating a 
disclosure document for isolated sales to company insiders. “To 
ensure that individuals qualifying for the exemption have recent 

and sufficient experience with the business,” this exemption “is 
limited to individuals who have been associated with the com-
pany within 60 days of the sale and who have been involved 
for at least two years with the company.”17 This exemption is 
unlikely to be widely used as the basis of an exemption-based 
franchising program.

Miscellaneous Exemptions
Completing the list of federal exemptions are franchises that 
require minimal payments, oral franchises, leased depart-
ments, and transactions covered by the Petroleum Marketing 
Practices Act (PMPA).18 Although unlikely to be useful in a 
typical exemption-based program, it is possible that the nature 
of specific franchises may fit within the confines of these  
limited exemptions.

If a franchisor does not require a franchisee to make pay-
ments in excess of $500 to itself or its affiliates within the first 
six months of commencing operation of the franchised busi-
ness, the offering is exempt under the FTC Rule.19 The transac-
tions are technically franchises but carry only a slight risk of 
financial loss. This exemption is useful for franchisors that are 
willing to defer payment of franchise fees for a six-month time 
period in exchange for not having to bear the expense of creat-
ing an FDD. In our experience, it is uncommon for a franchisor 
to be willing to do so.

Because the first two prongs of the definition of a fran-
chise (association with a trademark and significant control or 
assistance) are universally present in a franchise concept, the 
minimum payment requirement is the only prong that a will-
ing franchisor has available to it. Keep in mind that a mini-
mum payment includes more than a license fee or royalty. Rent 
under a lease, equipment purchases, or training fees also count 
toward the minimum payment requirement. Although pay-
ments for goods purchased at bona fide wholesale prices would 
not count toward the minimum payment threshold, what does 
count is the money that the franchisor is likely to make with 
the purchase of the equipment that goes with the goods, such 
as a vending machine. These transactions may also be subject 
to business opportunity laws.20

The FTC Rule continues to exclude arrangements where there 
“is no written document that describes any material term or aspect 
of the relationship or arrangement,” i.e., oral franchises.21 The 
reason for this exemption is that it would be virtually impossible 
to prove the terms of, or very existence of, such an agreement. 
For obvious reasons, any franchisor that has a protectable mark 
will not find this alternative appropriate for a franchise system.

The leased department exemption pertains to independent 
retailers that lease space from a big box business to sell their 
own goods and services inside a retailer’s larger box store. 
Examples of these arrangements include photography stores, 
optometry stores, beauty salons, and jewelry stores. These 
arrangements generally meet the definition of a franchise with 
the payment of fees and the imposition of quality controls. 
The leased department exemption is similar to the fractional 
franchise but without the 20 percent cap on gross sales. This 
exemption is lost if the retailer requires the lessee to buy goods 
and services from the retailer or its suppliers.22
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Finally, the FTC Rule explicitly excludes transactions cov-
ered by the PMPA.23 Congress passed the PMPA, which applies 
to gasoline station franchises, to address issues relating to gaso-
line franchises and covers presale disclosure and franchise rela-
tionship issues. The FTC concluded that the Franchise Rule was 
largely duplicative of the PMPA and related federal regulations.24

INTERPLAY BETWEEN FEDERAL AND  
STATE EXEMPTIONS

Even if the franchise sales transaction satisfies the criteria for 
an exemption under the FTC Rule, the analysis is not complete 
without a review of the relevant state statutes. The franchisor 
also must review any applicable state franchise law to deter-
mine if an exemption is available.25 The FTC Rule permits 
states to regulate the franchise sales process, and a number of 
states have enacted franchise registration and disclosure laws. 
Just like the FTC Rule, these registration and disclosure laws 
are designed to protect prospective franchisees.

Under certain circumstances, the franchisor is exempt from 
complying with the state statutory requirements. State fran-
chise registration and disclosure statutes were enacted to level 
the playing field between the Goliath franchisor and the small 
franchisee. The exemptions, which are created by statute, rule, 

or order by state franchise administrators, recognize that the 
playing field is already level under some circumstances.

Although there is some overlap between the exemptions in 
the FTC Rule and some states, the exemptions vary significant-
ly from jurisdiction to jurisdiction. If challenged, the franchisor 
bears the burden of proving that the sale was exempt. Accord-
ingly, before proceeding with a nationwide franchising pro-
gram based upon the exemptions, the franchisor must carefully 
review state registration and disclosure laws and determine that 
those laws include applicable exemptions from registration, 
disclosure, or both.

The state franchise registration process can be expensive and 
time-consuming and requires public disclosure of information 
relating to the franchisor, the franchise system, and franchise 
agreements. In the franchise registration states,26 the franchisor 
cannot proceed with franchise sales unless and until the franchi-
sor has filed the disclosure document, and, in some states, the 
state has reviewed and approved the disclosure document. If 
an exemption is available, the franchisor may avoid the need 
to prepare and file a disclosure document or avoid waiting for 
state approval prior to offering franchises.

Franchisors that sell franchises based upon exemptions 
should consider carefully whether the exemption criteria are met 
and, based upon potential changes in the laws or interpretations 

Jurisdiction
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&  
Experience)

Large/ 
Substantial 
Investment 
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Nominal 
Fee

Insiders  
(franchisor 

owner/ 
employees)

Large  
Franchisor

Sales to  
Existing  
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Renewal  
of  

Existing  
Agreement

Sale by  
Existing 

Franchisees
Institutional 
Franchisee

Sale of 
Single 

Franchise

Out of  
State  
Sales

By  
Order

FTC X X X X X X3 X X

California X1 X X X X X2 X X X X

Hawaii X X X X X X

Illinois X X X X X X X X

Indiana X X X X X X

Maryland X X X X X X X X X

Michigan X X X2 X X X X X

Minnesota X X X X X X X

New York X X X2 X X X X X

North Dakota X X X X

Rhode Island X1 X X X2 X X X X

South Dakota X X X X X X

Virginia X X X X

Washington X1 X X X X2 X X X

Wisconsin X X X X X X X X X

1. The exemption in California is based solely on minimum experience.  The exemption in Rhode Island and Washington is based solely on a minimum net worth.  
2. There is a minimum experience requirement and, in California and New York a notice filing required.  
3. This exemption is available if the new franchise agreement is signed pursuant to a development agreement.  

EXEMPTIONS FROM REGISTRATION/DISCLOSURE
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of the laws, should frequently revisit whether the criteria con-
tinue to be satisfied. Because certain states require filing forms 
or applications for certain exemptions, franchisors should 
develop a system to comply with these requirements and track 
the required filings.

OVERVIEW OF STATE EXEMPTIONS

Now, we explore some of the more commonly used exemptions 
available under the state franchise disclosure and registration 
statutes.27 Many of these state exemptions are similar to the 
exemptions under the FTC Rule.

Experienced/High Net Worth Franchisor
This exemption is based upon the characteristics of the franchi-
sor, not the franchisee. The rationale for this exemption is that 
the franchise registration process does not provide a significant 
benefit to franchisees where the franchisor is a large, sophisti-
cated, seasoned franchisor. Over the years, states recognized 
that franchisors of this caliber were not involved with the egre-
gious franchise sales abuses. And, in the event that a franchisee 
sought relief for an alleged sales process violation, these fran-
chisors were able to be financially accountable.

Despite using slightly different names for their statutes, 
the states that have recognized this exemption are California, 
Illinois, Indiana, Maryland, New York, North Dakota, Rhode 
Island, Washington, and Virginia.28 Generally speaking, if 
a franchisor satisfies the criteria for this exemption, the state 
statutes require the franchisor to file certain forms and pay the 
required fee annually. Although the state franchise administra-
tors review the FDD and financial statements to verify that the 
franchisor satisfies the exemption criteria, the examiners do not 
review and comment on the contents of the FDD. Because the 
review and comment period for a registration filing may take 
months to complete and require multiple rounds of changes to 
the FDD and its exhibits, applying for the exemption from reg-
istration is likely to save the franchisor a significant amount 
of time and money. Franchisors that qualify for this exemption 
must still provide presale disclosures to prospective franchi-
sees; however, in some states, the disclosures are not the same 
as the disclosures for registered franchises.29

To qualify for this exemption, the franchisor (or the fran-
chisor’s parent)30 must meet certain minimum net worth and 
experience requirements, which vary among the states: $5 mil-
lion (California, Illinois, Indiana, New York,31 Washington), 
$10 million (Maryland, North Dakota, Rhode Island), or $15 
million (Virginia). Examiners review the financial statements, 
which must reflect the minimum net worth in the disclosure 
document. A franchisor can rely on its parent’s financial state-
ments provided that the franchisor has a minimum net worth 
of $1 million.32 If the franchisor relies upon its parent’s audited 
financials in Maryland, Rhode Island, and Virginia,33 the par-
ent must unconditionally guarantee the franchisor’s obliga-
tions to franchisees.

With the exception of New York, all states include an expe-
rience prong for this exemption. Specifically, franchisors must 
have a minimum number of years of franchising or operational 

experience. If a franchisor relies on its parent’s experience, 
changes in the parent’s ownership or organization may result 
in loss of the exemption. The experience requirement varies 
widely from state to state.

Extraordinary Franchisees
A number of states have exemptions that are based upon the 
net worth or business experience of the franchisee. Again, 
these exemptions vary by state and include, among others, 
exemptions for sales to existing franchisees, sales to high net 
worth investors, sales of franchises that require substantial 
investment, sales to “franchisor insiders,” and sales to expe-
rienced franchisees. Franchisees that fit into these categories 
are perceived as having a stronger relative bargaining power 
than a typical franchisee and, accordingly, do not need the 
protections of the franchise statutes. In these instances, the 
states view the playing field as relatively even between the 
franchisor and the franchisee.

Existing Franchisee
If a franchisee has prior experience with the franchisor and 
the franchised business, the states perceive that the franchisee 
understands the risks associated with purchasing an additional 
franchise. California, Hawaii, Maryland, Michigan, New York, 
Oregon, Rhode Island, South Dakota, Virginia, Washington, 
and Wisconsin34 provide an exemption for the franchisor to sell 
an additional franchise to an existing franchisee. Although this 
exemption varies among jurisdictions, some common themes 
include the following: (1) the sale must be to the same fran-
chisee (or, in some states, an owner of the existing franchised 
business), (2) the franchisee must have a minimum amount of 
experience in the financial and operational aspects of the fran-
chised business, and (3) the new franchised business must be 
similar to the one currently operated by the franchisee. With 
regard to the third prong, the franchisor may consider using a 
franchise agreement that is the same as, or substantially similar 
to, the original franchise agreement signed by the franchisee. 
Certain states (California and New York) require notice to be 
filed with the state. The states are a mixed bag in terms of the 
effect of satisfying the exemption criteria. For example, Cali-
fornia and Maryland exempt the franchisor from registration 
while Michigan and Hawaii exempt the franchisor from regis-
tration and disclosure.

High Net Worth Franchisees
A handful of states have an exemption recognizing that fran-
chisees that have amassed a certain amount of wealth are 
assumed to know how to evaluate the risks of purchasing a 
franchise. Rhode Island and Washington35 provide an exemp-
tion for franchisees that have a high net worth. In Rhode 
Island, the franchisee’s income in the previous two years must 
have exceeded $200,000. Similarly, in Washington, for an 
individual, the franchisee must have a net worth over $1 mil-
lion (individually or jointly with spouse); or, for the preced-
ing two years, the franchisee must have had an income over 
$200,000 (or a joint spousal income over $300,000) and have 
a reasonable expectation of reaching the same income level 
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in the current year. For an entity, the entity must have at least 
$5 million of assets and cannot have been formed for the pur-
pose of acquiring the franchise. Finally, in South Dakota, the 
exemption is available if the franchisee (or its parent or any 
affiliates) is an entity that has been in business for at least five 
years and has a net worth of at least $5 million. If the exemp-
tion criteria are met, the franchisor is not required to comply 
with disclosure or registration requirements.

Substantial Investment
Illinois, Maryland, South Dakota, and Wisconsin36 provide 
an exemption for franchises that require the prospective fran-
chisee to make a substantial initial investment. The meaning 
of substantial initial investment varies by state: Illinois and 
South Dakota, $1 million; Maryland, $750,000; Wisconsin, at 
least $1 million and does not exceed 20 percent of the fran-
chisee’s net personal worth. In South Dakota, the investment 
cannot include any financing received from the franchisor or 
an affiliate or the cost of unimproved land. In addition, the 
states impose other requirements for this exemption.

In South Dakota, the franchisee is required to sign an 
acknowledgment verifying the grounds for the exemption. For 
Illinois, the franchisor must apply for exemption by order for a 
sale of a single-unit franchise. The filing requirements include, 
among other things, a cover letter requesting the exemption, 
a copy of the FOD, a certification page, and a list of all Illi-
nois franchise sales since the last exemption application. To 
take advantage of this exemption in Maryland, the franchisor 
must annually file a notice of exemption, a consent to service 
of process, an undertaking agreeing to supply any additional 
information requested by the franchise examiner, and a copy 
of the FOD and must pay the required filing fee. In Wiscon-
sin, the statute requires that the franchisor reasonably believe 
that the prospective franchisee has sufficient knowledge and 
experience in the type of business operated under the franchise 
such that the prospective franchisee is capable of evaluating 
the merits and risks of the prospective franchise investment.

All states except South Dakota require the franchisor to 
provide disclosure even if the criteria for this exemption are 
satisfied.37 The reasoning behind the large investment excep-
tion is simply that those franchisees that can afford a large 
enough initial investment are more likely to be experienced in 
business and understand the risks or have the financial where-
withal to protect themselves.

Franchisor Insider
This exemption assumes that people who have been exposed 
to the inner workings of the franchisor have enough first-
hand knowledge of the franchise system to make informed 
decisions about purchasing the franchise. California, Rhode 
Island, South Dakota, and Washington38 provide an exemption 
for individuals (i.e., the franchisor’s officers and directors) 
who are already familiar with the franchisor and the franchise 
being offered. These individuals are referred to as “franchi-
sor insiders” and are assumed to have sufficient knowledge 
regarding the franchise to make informed decisions in the sales 
process. The states vary considerably on who is considered 

a franchisor insider. Only California includes filing require-
ments for this exemption. Franchisors in California must pro-
vide disclosure, but those in Rhode Island and South Dakota 
are not required to do so.

Experienced Franchisees
Several states consider the franchisee’s experience in deter-
mining the availability of various exemptions; however, only 
California includes an exemption that is based solely upon this 
factor. This exemption is available if the franchisee’s owners 
have had at least two years of experience—within the seven 
years of the sale—managing the financial and operational 
aspects of a business that is similar to the franchised busi-
ness.39 The franchisor cannot control the franchisee owners, 
and the franchisor must timely submit the required notice of 
exemption and pay the filing fee. If the criteria are satisfied, 
the franchisor is not required to comply with the registration or 
disclosure requirements.

Fractional Franchisees
Similar to the FTC Rule, a number of states—California, Illi-
nois, Indiana, Michigan, Minnesota, New York, Oregon, South 
Dakota, Virginia, and Wisconsin40—provide an exemption for 
franchises that are ancillary to a franchisee’s existing busi-
ness. Typically, the franchisee is adding another line of busi-
ness or another product offering to its already established or 
existing business. The rationales for this exemption are simple: 
the prospective franchisee has an established and varied source 
of revenue that minimizes the financial risks associated with 
purchasing the franchise and the franchisee has operational 
experience and understands the business risks associated with 
operating the franchised business.

To qualify for this exemption, the franchisee generally must 
have prior operational experience (usually two years) in a simi-
lar business, and the sales generated by the franchised business 
cannot exceed 20 percent of the franchisee’s total sales. Vir-
ginia is the only state that does not require prior operational 
experience. With regard to the 20 percent requirement, Michi-
gan, Minnesota, and Wisconsin41 apply this limitation to the 
first year that the franchise is in operation; however, California, 
New York, Oregon, and South Dakota do not include a time 
limit.42 Theoretically, therefore, if the sales of the franchised 
business in the latter states exceed the 20 percent mark in any 
year after the business opens, the exemption would be lost. If 
a transaction satisfies the exemption criteria, the sale is exempt 
from registration and, in some states, from disclosure.

Institutional Franchisee
Hawaii, Illinois, Maryland, Michigan, Minnesota, New York, 
South Dakota, Virginia, Washington, and Wisconsin43 include 
exemptions or exclusions for various kinds of institutions (such as 
banks, trust companies, and insurance companies). These exemp-
tions or exclusions recognize that these institutions are exempted 
or excluded from the franchise laws based upon public policy 
dictates and other legislation that addresses the institutions or that 
the statutory protections are unnecessary. The purchaser must be 
acting for itself and not for the purpose of reselling the franchise. 
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There are filing requirements that vary among the jurisdictions. 
In Maryland, South Dakota, and Virginia, the franchisor must 
provide disclosure; however, in the other states, the franchisor 
need not provide disclosure to the prospective franchisee.

EXEMPTIONS BASED ON  
SPECIAL CIRCUMSTANCES44

Sale by an Existing Franchisee to  
a Third-Party Purchaser
The FTC Rule and the state franchise statutes for California, 
Hawaii, Illinois, Indiana, Maryland, Michigan, Minnesota, 
New York, North Dakota, Oregon, Rhode Island, South Dako-
ta, Virginia, Washington, and Wisconsin include an exemption 
that permits franchisees to sell an existing franchised busi-
ness to a third-party purchaser.45 This exemption recognizes 
a simple business reality: 
business owners need to be 
able to sell their businesses.

From jurisdiction to 
jurisdiction, this exemp-
tion includes some common 
restrictions. For the exemp-
tion to be available, the sale 
cannot be “effected by or 
through” the franchisor. In 
most states,46 merely approving or disapproving a transfer does 
not constitute sufficient control for the transfer to be consid-
ered effected by or through the franchisor. However, the more 
involved the franchisor becomes in the transfer process, the 
more likely that the line will be crossed. Any of the following 
activities might push the franchisor over the threshold: match-
ing buyers and sellers, advising the parties on the financial 
terms, facilitating or identifying financing,47 or requiring the 
purchaser to sign a new franchise agreement.48

Most statutes also include the following limitations: the 
exemption is only available if the transaction is an isolated sale 
by an existing franchisee rather than a plan of distribution of 
franchises,49 and the exemption is not available if the existing 
franchisee is an affiliate of the franchisor.50 Finally, all of the 
states exempt the franchisor from registration; however, Min-
nesota, New York,51 North Dakota, Rhode Island, South Dako-
ta, Virginia, Washington, and Wisconsin require the franchisor 
to provide disclosure to the third-party purchaser.

Renewal
California, Hawaii, Illinois, Indiana, Maryland, Michigan, 
New York, North Dakota, Rhode Island, and Wisconsin52 
include exemptions for the renewal of an existing franchise 
agreement. Of course, there are some common limitations 
on this exemption. Among other things, the operation of  
the franchised business must not be interrupted, and the fran-
chise relationship must not have been affected by any mate-
rial modifications. Although the states exempt the franchisor  
from registration, this exemption does not exempt the franchi-
sor from providing disclosure in North Dakota, Rhode Island, 
and Wisconsin.

State statutes in Minnesota,53 South Dakota, Virginia, and 
Washington do not include this exemption—despite the fact that 
renewals are a common occurrence in franchise relationships. 
Before renewing franchise agreements, franchisors in these 
states must first prepare, file, and obtain approval of the FOD.

Single Franchise
A handful of states recognize that the franchise registration 
process can be costly for franchisors with a single franchise, 
and that, if the states impose a burden that is too heavy, fran-
chisors may not do business in the state. Indiana, Minnesota, 
New York, and Washington54 have an exemption for the sale 
of a single franchise, which allows franchisors to avoid the 
registration requirements. The key for this exemption is that 
the franchisor must limit the number of franchises offered for 
sale in that state; however, the statutes impose significantly 

different qualifying criteria.
Perhaps the simplest single 

franchise exemption is Indi-
ana, which merely requires that 
the franchisor limit franchise  
sales to one sale in a twenty-
four-month period. There are 
no filing requirements.

Minnesota includes a sim-
ilar limit on the number of 

franchises that can be sold, i.e., one sale in any twelve-month 
period; however, the franchisor must comply with additional 
criteria. Specifically, the franchisor cannot direct franchise 
sales advertising to the general public, the initial franchisee 
fees must be deposited in an escrow account until the fran-
chised unit opens, and a notice must be submitted to the state 
ten days prior to the franchise sale.

New York also includes a number of criteria. The offer 
must be directed to no more than two people, and the fran-
chisor must either be domiciled in New York or have filed 
a consent to service of process with New York. New York 
caps the total isolated sales exemptions for a franchisor at two  
franchise sales.

In comparison, the exemption for Washington is much more 
restrictive. The exemption is only available if the franchisor 
delivers an FOD to the prospective franchisee, the franchisor 
has no franchises granted for units located outside of Wash-
ington, the franchisor grants no more than three franchises, the 
franchisor does not conduct public advertising for franchise 
sales, and the franchisee is represented by an attorney.

Out-of-State Sales
State franchise laws were originallly enacted to protect fran-
chisees—in particular, those franchisees that had some con-
nection with the state. Accordingly, most state franchise laws 
apply when the offer or sale of the franchise is made in the 
state, when the franchised business will be located in the state, 
or when the franchisee is domiciled or resides in the state. Sev-
eral states, including California, Hawaii, Maryland, Michigan, 
Minnesota, Rhode Island, and Wisconsin,55 have out-of-state 
sales exemptions. This exemption allows a franchisor that is 

State statutes may contain  
applicable antifraud provisions  

even if an exemption is available.
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domiciled in a registration state to sell a franchise to a nonresi-
dent without having to comply with registration and disclosure 
requirements imposed by the franchisor’s home state. Hawaii, 
Maryland, Michigan, Minnesota, Rhode Island, and Wisconsin 
also require that the residence of the franchisee and the loca-
tion for the franchised business must both be outside the appli-
cable state.56 Michigan, Minnesota, and Wisconsin exempt the 
franchisor from registration but not disclosure; and California, 
Hawaii, Maryland, and Rhode Island exempt the franchisor 
from both registration and disclosure.

Nominal Franchise Fee
Because the franchise laws were designed to protect the pro-
spective franchisee that invested a substantial portion of its 
life savings in a bogus business, this exemption is very logi-
cal. If the amount of money put at risk by the franchisee is 
minimal, there is less need to level the playing field. Illinois, 
Maryland, Michigan, and Wisconsin57 include exemptions 
based upon the payment of only nominal franchise fees. In 
order to qualify, the franchise fees58 paid to the franchisor 
cannot exceed a very low threshold that ranges from $100 to 
$1,000. For California, Maryland, Minnesota, and Wisconsin, 
the amounts are revised on an annual basis; and if, in any one 
year, the fees paid to the franchisor exceed the threshold, the 
exemption no longer applies.

California and Michigan exempt the franchisor only from 
disclosure. Maryland, Washington, and Wisconsin exempt the 
franchisor from registration but not disclosure. Illinois exempts 
the franchisor from both disclosure and registration.

Sales by Judicial Officers
Hawaii, Michigan, Minnesota, Oregon, Rhode Island, South 
Dakota, and Washington59 exempt sales by individuals acting 
in a judicial or legal capacity. Statutes vary significantly as 
to which individuals are covered. For example, statutes may 
include executors, administrators, sheriffs, marshals, receiv-
ers, trustees in bankruptcy, guardians, or conservators. The 
rationale for this exemption is that these individuals are not 
engaged in the business of selling franchises and should be 
permitted to carry out their legal or court-appointed duties 
without regulatory oversight. In connection with an exemp-
tion-based franchise program, this exemption is likely to be 
of limited value.

Exemption by Order
This is the most flexible of all exemptions; however, it is rarely 
used by franchisors. California, Hawaii, Illinois, Indiana, Mary-
land, Minnesota, New York, North Dakota, Rhode Island, and 
Wisconsin60 allow an exemption from registration, disclosure, 
or both by administrative order. The statutes recognize that if 
the franchise sale is not the type of transaction that the statutes 
were intended to cover, the public interest would be served by 
granting an exemption. In requesting such an exemption, fran-
chisors should include information demonstrating that the pro-
spective franchisee does not need the protections of the statute, 
including the franchisee’s size, wealth, knowledge, experience, 
or coverage by another statutory scheme.

OTHER LEGAL CONSIDERATIONS

Even if the transaction qualifies for an exemption from regis-
tration and disclosure under federal and state law, franchisors 
should be aware of and comply with other legal requirements 
during the franchise sales process. Statements that are poten-
tially false or misleading can result in a number of claims by 
franchisees. The following is a brief overview (but not an 
exhaustive list) of some possible claims by franchisees of 
which franchisors should be aware.

False or misleading information may provide the franchisee 
a basis for a claim for common law fraud or a claim for viola-
tion of the antifraud provisions of state franchise laws. Gener-
ally, to establish a claim for fraud, the franchisee would need 
to prove that the franchisor knowingly made a false represen-
tation that the franchisor knew the franchisee would rely upon 
and that the franchisee actually relied upon the statement.61

Along the same line, a franchisee could also assert a claim for 
negligent misrepresentation, which has elements similar to com-
mon law fraud. To prevail on that claim, the franchisee would 
need to prove that the franchisor made an untrue representation 
as to a past or existing material fact, the franchisor made the rep-
resentation without any reasonable basis for believing its truth, 
and the franchisor made the statement with the intent to induce 
reliance by the franchisee. In addition, the franchisee must have 
been unaware that the statement was false and must have acted 
in reliance on the statement’s truth and have been justified in 
relying upon on the statement. Finally, the franchisee must have 
sustained damages as a result of its reliance.62

Several state franchise statutes contain antifraud and other 
provisions that apply even if an exemption is available. If false 
or misleading information is provided to a prospective fran-
chisee that is protected by a state franchise law, these types of 
provisions may afford the franchisee a cause of action against 
the franchisor. For example, the Illinois Franchise Disclosure 
Act of 1987 makes it unlawful for any person, in connection 
with the offer or sale of any franchise made in the state,

directly or indirectly to: (a) employ any device, scheme, or arti-
fice to defraud; (b) make any untrue statement of material fact 
or omit to state a material fact necessary in order to make the 
statements made, in light of the circumstances under which they 
are made, not misleading; or (c) engage in any act, practice or 
course of business which operates or would operate as a fraud 
or deceit upon any person.63

Accordingly, even if the transaction is exempt from registration 
and disclosure obligations, franchisors should be aware of the 
statements being made and be cautious that no misleading or 
false statements are made to prospective franchisees.

REMEDIES FOR STATUTE VIOLATION

A franchisor’s failure to disclose to a prospective franchisee in 
the absence of an exemption under the FTC Rule and state law 
exposes the franchisor and its owners, employees, and franchise 
brokers to significant civil liability. Although there is no private 
right of action under the FTC Rule, the FTC is empowered to 
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grant injunctive relief, freeze assets, assess civil fines of up to 
$11,000 per violation, and require rescission or reformation of 
the franchise agreement.64

There are similar penalties for violating state franchise reg-
istration and disclosure statutes, all of which provide for a pri-
vate right of action. Fourteen registration states also provide for 
criminal liability.65 Terms of imprisonment range from one year 
(New York and California) to ten years (Washington State) and 
may include fines ranging from $1,000 (New York) to $100,000 
(California).66

Liability under the FTC Rule and state statutes is joint and 
several67 with the applicable statute of limitations ranging from 
three to seven years.68 Simply failing to register or to have 
the requisite exemption is 
enough to violate state stat-
utes; neither bad faith nor a 
bad motive is necessary for 
liability under state statutes.69

When faced with a disclo-
sure or registration violation, 
it is a best practice to offer 
rescission of the franchise 
agreement to the affected 
franchisee. First, rescission is available as a remedy in all 
registration states.70 The franchisor should examine the state 
statutes at issue to see if the statute requires that the offer of 
rescission be in a certain format. Offering rescission will typi-
cally bar the later recovery of damages by the franchisee on 
this theory.71 For example, in certain states a franchisee may 
not maintain suit against its franchisor if the franchisor offered, 
in writing, to refund the consideration paid together with inter-
est, less the amount of income earned by the franchisee from the 
franchise.72

PROCESS OF QUALIFYING  
EXEMPT FRANCHISEES

If a franchisor determines that prospective franchisees are like-
ly to meet the criteria for one or more exemptions on a regular 
basis, it must develop a process for qualifying them. Given the 
complexity and nuance of federal- and state-level exemptions, 
it is ideal for the franchisor’s legal counsel to administer the 
program with the assistance of a paralegal well-versed in fran-
chise law. In-house counsel also can bring a certain discipline 
to adhering to process and exercising the judgment that is often 
required in evaluating candidates for state-level exemptions. It 
is inevitable that some franchise candidates will not meet the 
criteria. If the franchisor is unwilling to turn down prospec-
tive franchisees that do not meet the strict requirements of the 
federal rule and state statutes, the franchise should not engage 
in exemption-based franchising or, at the least, must operate 
a traditional franchise program as a backup to its exemption-
based program.

It is a best practice to document the basis for the federal- and 
state-level exemptions and the exercise of any discretion that 
the franchisor has made in the decision to grant the license. At 
Starbucks, for example, each prospective candidate is evaluated 

using a licensee qualification worksheet, which is used to qualify 
prospective franchisees for various exemptions at the state and 
federal level.73 A second-best practice is to insert provisions in 
the franchise agreement that require the franchisee to acknowl-
edge the basis for the federal and state exemption. Such provi-
sions should contain a citation to the federal and state statutes 
that form the basis of the exemptions to franchise registration 
and disclosure. If the franchisor is working with multiunit opera-
tors, the franchisor may want to insert provisions stating that an 
exemption must be obtained for future franchise operations in 
states outside the original grant and specifying who will bear the 
cost of obtaining such exemptions. Franchisors may also want 
to take this opportunity to disclaim the making of financial per-

formance representations and 
other presale statements.

Attorneys for prospective 
franchisees may well attempt 
to cut these provisions from 
the franchise agreement, 
generally on the ground that 
the representation calls for 
a conclusion of law. These 
critical provisions should not 

be eliminated. The prospective franchisee is in a much better 
position to know whether it is truly exempt than is the franchi-
sor. The franchisee has already represented that it qualifies for 
the exemption by providing information necessary during the 
qualification process. In the authors’ opinion, these representa-
tions are not objectionable, and a franchisor should not grant a 
license to an entity that is not willing to make them. Frequently, 
when the underlying reasoning for requiring the representation 
is explained in those terms to counsel for the franchisee (who 
may not have been involved in the qualification process), the 
franchisee relents and executes the franchise agreement.

Conclusion
Under the Amended FTC Rule, the best case scenario exists 
for franchisors that can fit their franchise sales under one 
of the federal exemptions and, if there is an applicable state 
franchise statute, also have a corresponding state exemption. 
In this instance, the franchisor may be able to dispense with 
preparing, filing, and approving the disclosure document and 
with providing disclosure. The obvious benefit is reduction of 
direct and indirect costs and expenses. However, franchisors 
must carefully assess whether an exemption is available at the 
federal and state levels. In addition, even if an exemption is 
available under state law, the franchisor must be clear on what 
the exemption covers, i.e., registration or registration and dis-
closure. Finally, even assuming that exemptions are available, 
franchisors may decide to prepare, file, and provide disclosure 
documents given other considerations, such as difficulty in 
maintaining a program, significant variation in the laws among 
jurisdictions, and the necessity of making judgment calls with 
potentially imperfect information.
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It is a best practice to document  
the basis for the federal- and  

state-level exemptions.
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