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or many U.S. franchisors, Can-
Fada is an obvious choice for

international expansion. In
addition to being America’s largest
trading partner and neighbor, Can-
ada has a stable and reliable
economy, as well as a consumer base
that demands many of the same
goods and services that are predomi-
nant in the United States. Canada
follows the same rule of law, and
commercial disputes are heard before
an independent and balanced judi-
ciary. A preliminary question
confronting U.S. franchisors inter-
ested in such an expansion is: to what
extent must the franchisor adjust its
franchise documents and practices
to conform to Canadian law?

Canadian franchise legislation
has been heavily influenced by the
development of franchise regulation
in the United States. Not coinciden-
tally, an increasing number of
U.S.-licensed attorneys are produc-
ing Canadian disclosure documents
for their U.S. franchisor clients. Leaving aside the question of
unauthorized practice of law in Canada, this practice is fraught
with peril for those U.S. practitioners who are not vested with
detailed knowledge and experience with Canadian law gener-
ally and Canadian franchise law specifically. Important
differences pose a serious risk of oversight for U.S. franchisors
that are considering making the move into Canada.

This article focuses upon some—but not all—of the key
differences between the two regimes, highlights relevant court
decisions in both countries addressing franchise legislation,
and examines the attitude of the Canadian judiciary toward
franchise legislation. Whether this analysis will serve to dis-
suade U.S. practitioners from generating Canadian disclosure
documents, or simply better inform them, remains to be seen.

George J. Eydt

Edward (Ned) Levitt

Historical Overview

It is useful to begin with a brief look at the history of Cana-
dian franchise legislation. The Canadian franchise legislation
landscape is notably sparser than in the United States. Con-
stitutionally, the federal government of Canada does not have

George J. Eydt is a partner in the Toronto office of Hodgson Russ
LLP. Edward (Ned) Levitt is a partner at Dickinson Wright LLP in
Toronto.

jurisdiction to legislate franchising, so this responsibility and
authority lie entirely with the provinces. As such, there is no
Canada-wide approach to franchise legislation. However, all
five of the provinces that have enacted franchise legislation
have created a remedial scheme that is designed to address
the inequality of bargaining power typically found between
franchisors and franchisees.

Alberta took the lead on this frontier in 1971, passing
Canada’s first provincial franchise-specific legislation, called
the Franchises Act (Alberta Act).! This pioneering legislation
followed U.S. precedent, requiring prospective franchisors to
engage in a prospectus-like process, featuring both statutory
disclosure and registration with governmental authorities.
The Alberta Act was overhauled during the 1990s to make it
more efficient and improve its overall benefits for potential
franchisees. With the intent of striking a balance between
protecting franchisees and promoting commerce in that prov-
ince, Alberta passed its current Franchises Act in 1995. This
updated Alberta Act did away with governmental oversight
and focused instead upon presale disclosure. The Alberta Act
also incorporated two franchise relationship provisions: the
right of franchisees to associate and the implied covenant of
fair dealing in all franchise agreements.

The Alberta Act remained Canada’s only franchise statute
until Ontario followed suit in 2001, passing the Arthur Wis-
hart Act (Ontario Act).2 The Ontario Act borrowed liberally
from the Alberta Act. Ontario courts have held that the
Ontario Act must be considered and interpreted liberally in
light of its purpose, which is to protect franchisees by address-
ing the power and informational imbalance between franchisor
and franchisee, so as to ensure that franchisees are able to
make informed decisions about their investments.® Courts
likewise have observed that the Ontario Act contains “rigor-
ous” disclosure requirements and “strict” and “dramatic”
penalties for noncompliance that apply to franchisors and
their associates, sanctions that are “a strong incentive to fran-
chisors to ensure that they comply with the letter, as well as
the spirit, of the law.”

In the years that have followed, Prince Edward Island (PEI),?
New Brunswick,® and, most recently, Manitoba’ have all passed
franchise legislation that borrows heavily from the Ontario Act,
thus leaving Canada with five provinces with franchise statutes
that are relatively uniform. The remaining provinces—most
notably, British Columbia® and Quebec®—and three territories
continue to be devoid of any franchise legislation. It is likely
that any of these provinces or territories that pass future leg-
islation in the area of franchising will emulate the five existing
provincial statutes, both to promote legislative consistency
across the country and to avoid creating roadblocks to the eco-
nomic growth that franchising would stimulate.
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The five existing Canadian franchise statutes focus almost
exclusively on disclosure, the duty of fair dealing, and the rights
of franchisees to associate.’® There are no registration require-
ments. In the United States, franchise statutes require
precontractual disclosure (the nonregistration states under the
Federal Trade Commission Franchise Rule (FTC Rule) or pre-
contractual registration and disclosure (the registration states)
and regulate many more aspects of the franchise relationship,
including termination.

For aggrieved franchisees, the remedies available in Canada
are much narrower than those available to their U.S. counter-
parts. All available remedies for breaching the requirements
under the provincial franchise statutes in Canada are civil in
nature, with each statute providing a private right of action.
By comparison, franchisors that commit violations in the
United States may be subject to civil action, administrative
remedies, and sanctions, and for willful violations, criminal
fines and imprisonment, although notably there is no private
right of action under the FTC Rule.*

Due to Canada’s relatively short franchise law history, there
is often very little or no judicial precedent interpreting the pro-
vincial legislation. Whereas U.S. franchisors enjoy the benefit
of official explanatory publications such as the FTC Compli-
ance Guide, the Statement of Basis and Purpose, and
Frequently Asked Questions regarding the FTC Rule itself,
there is no official government commentary or guidance regard-
ing the interpretation of any franchise statutes in Canada.

Disclosure
The focus of Canadian franchise legislation is presale disclo-
sure, the most notable aspects of which are as follows.

Obligation to Disclose

Each provincial statute'? requires that a written disclosure doc-
ument must be provided to a prospective franchisee by the
franchisor not less than fourteen days before the earlier of
(1) the signing by the prospective franchisee of the franchise
agreement or any other agreement relating to the franchise or
(2) the payment of any consideration by or on behalf of the
prospective franchisee relating to the franchise. This disclosure
trigger will be familiar to American franchisors. With the excep-
tion of New York and Rhode Island, where the first face-to-face
meeting of the parties still triggers the need for disclosure, all
U.S. jurisdictions have this same disclosure trigger, although
the advance disclosure period in Michigan, Oregon, and Wash-
ington is ten business days.

Single Disclosure Document

Most American franchisors use the same franchise disclosure
document (FDD) in every state, attaching state addenda and
franchise agreement amendments as exhibits thereto to
address state-specific issues. Beyond the minor differences
among the five Canadian franchise statutes, there exist enough
similarities to allow franchisors to take a similar approach in
Canada. This conclusion is made with the caveat that there has
been no judicial consideration of this issue in the Canadian
courts, which is a recurring theme in Canadian franchise law.

In contrast to the U.S. practice, however, a single Canadian
FDD may be created by complying with the most stringent
requirement of each of the particular statutes. For example,
the Alberta Act requires disclosure of information about only
those officers and directors “who have management responsi-
bilities relating to the franchise,™® whereas the Ontario Act
requires disclosure of information about all of the officers and
directors of the franchisor.** Any FDD that satisfies the more
comprehensive requirement of the Ontario Act would also
meet the requirement of the Alberta Act.

Delivery Methods
Many U.S. franchisors have been delivering the FDD elec-
tronically for years. The FTC Rule permits franchisors to
deliver the FDD in either paper or electronic form, including
through an Internet website, by e-mail in pdf format, on a
computer disk or CD-ROM, or by facsimile.”® Unfortunately,
electronic delivery is not uniformly permitted in Canada,*
although some of the provincial statutes do allow for elec-
tronic delivery of the FDD under certain conditions.'” Ontario
does not explicitly permit delivery of the FDD by electronic
means, but a recent Ontario Superior Court of Justice case
held that where an FDD is compliant in substance, and deliv-
ered in its entirety electronically, the time period during which
the franchisee can rescind the franchise agreement is limited
to sixty days (applicable to more minor infractions) rather
than two years (applicable to egregious deficiencies).® This
decision reflects the judicial attitudes to this type of legisla-
tion apparent in prior cases such as Hi Hotel Limited
Partnership v Holiday Hospitality Franchising Inc.,” where
even the simple absence of a signature and date on a certifi-
cate was enough to permit the franchisee a time period of
two years during which to rescind the franchise agreement.
As in the United States, a Canadian FDD must be a single
document delivered at one time, with the exception of Mani-
toba, which allows for delivery of the FDD in parts.?® The
fourteen-day franchisee review period in Manitoba does not
begin to run until all parts of the FDD have been delivered
to the prospective franchisee.

Scope of Disclosure

Franchisors must tread very carefully concerning the scope

of their disclosures to prospective Canadian franchisees. An

example of the potential pitfalls awaiting franchisors can be
found in the Ontario Act, which sets out the requisite ele-
ments of disclosure as follows:

1. all material facts, including material facts as
prescribed,;

financial statements as prescribed,;

3. copies of all proposed franchise agreements and other
agreements relating to the franchise to be signed by the
prospective franchisee;

4. statements as prescribed for the purposes of assisting
the prospective franchisee in making informed invest-
ment decisions; and

5. other information and copies of documents as
prescribed.?

N
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These requirements cast a wide net around required dis-
closures in an FDD, primarily because of the requirement to
include all material facts, in addition to all prescribed items.
Materiality thus is the benchmark that determines whether
such information must be included in an FDD under the
Ontario Act. Unfortunately, materiality is a most ambiguous
concept that has not yet been legislatively or judicially refined.

The Ontario Act broadly defines a material fact as including

any information about the business, operations, capital or con-
trol of the franchisor or franchisor’s associate, or about the
franchise system, that would reasonably be expected to have a
significant effect on the value or price of the franchise to be
granted or the decision to acquire the franchise.??

Like Ontario, PEI, New Brunswick, and Manitoba each
requires franchisors to disclose all material facts in addition
to all prescribed information. Accordingly, franchisors in
these provinces must conduct a broad and comprehensive
audit of their franchise systems to ensure that all material
facts are disclosed in the FDD. It should be noted, however,
that Alberta only requires disclosure of certain information
as prescribed in the regulations.

There are no Canadian cases that provide any real guid-
ance as to what constitutes a material fact in any given
situation. In 6792341 Canada Inc. v Dollar It Ltd., the Ontario
Superior Court of Justice acknowledged that the question of
whether or not an FDD is deficient in disclosing material
facts is largely fact-specific.?

Essentially, the determination of whether or not something
is a material fact for Canadian franchise disclosure purposes
will be greatly impacted by circumstances such as the subject
industry, the size and structure of the franchisor, and the expe-
rience of the franchisee. The perspective of the prospective
franchisee must always be kept in mind.

Given the murky waters of what constitutes a material fact,
and considering the dire consequences associated with defi-
cient disclosure (as discussed below), it is prudent for any
franchisor to include in its FDD any fact that could possibly
be construed as material. At common law, the failure to dis-
close material facts may be viewed by a court in the same light
as a deliberate misrepresentation of a material fact. Notably,
the Dollar It Court remarked that franchisors have a duty to
protect franchisees from entering into agreements without
having all relevant information.?

The definition of materiality is arguably narrower under
U.S. franchise law? Although the FTC Rule no longer
includes a definition of material, the FTC stated in the State-
ment of Basis of Purpose to the FTC Rule that it will rely on
the jurisprudence developed around § 5 of the FTC Act to
determine whether information is material.?® Under this juris-
prudence, material in the franchise disclosure context means
information that is likely to affect a reasonable prospective
franchisee’s investment decision. Unlike in the definition of
material fact under the Ontario Act, there is no reference to
the value or price of the franchise.

The general approach taken in the United States as to the

requisite scope of an FDD also differs from that in Canada in
that the United States historically has favored an exclusive—
rather than inclusive—approach. Specifically, the FTC Rule
prescribes certain information that must be included in the FDD
(all of which the FTC considers material) and explicitly prohib-
its the inclusion of “any materials or information other than
those required or permitted by part 436 or by state law not pre-
empted by part 436.”% The stated reason for this prohibition is
to prevent franchisors from including information that is imma-
terial, confusing, or distracting from the core disclosures.?®

A recent U.S. case has created some uncertainty as to
whether franchisors may in fact have an affirmative general
obligation to disclose all information that is material to a
prospective franchisee. In Colorado Coffee Bean, LLC v. Pea-
berry Coffee, Inc.,® it was held that a franchisor should have
separately disclosed information that the corporate stores
owned and operated by its parent company were unprofitable,
notwithstanding that this information fell outside the scope
of the prescribed disclosures. In so holding, the court rejected
the franchisor’s arguments that (1) because its parent did not
guaranty its performance under the franchise agreement, dis-
closure of the parent’s financial statements in its FDD was
not prescribed under the FTC Rule, and (2) it was prohibited
by § 436.6(d) of the FTC Rule from including this additional
information. The court noted that § 436.1(a)(21) provides that
franchisors are not precluded “from giving other non-decep-
tive information orally, visually or in separate literature so
long as such information is not contradictory to the informa-
tion” in the FDD. Although that section appears to be an
exception for information provided in franchise sales materi-
als and is permissive in nature, the court used this language
to create a positive disclosure obligation.*

Financial Statements
American franchisors will be glad to learn that the Canadian
requirements for financial statements are less onerous than
those imposed in the United States. Under the provincial fran-
chise regulations, franchisors must include in the FDD
financial statements for the franchisor’s most recently com-
pleted fiscal year that are prepared to at least the standards
applicable to review engagements as set forth in the Canadian
Institute of Chartered Accountants (CICA) handbook.® This
is a step down from the FTC Rule and state laws that gener-
ally require financial statements to be prepared under U.S.
generally accepted accounting principles (GAAP) and audited
under U.S. generally accepted auditing standards.®

U.S. franchisors should note, however, that internally pre-
pared financial statements or financial statements prepared
in another jurisdiction whose standards are not equivalent to
the CICA standards are not sufficient under Canadian fran-
chise statutes. In practice, financial statements of a U.S.
franchisor prepared under GAAP would likely suffice in Can-
ada, if they are reviewed by a qualified individual (such as a
Canadian chartered accountant) and if notes are added to
the financial statements incorporating any information nec-
essary to render the financial statements at least equivalent
to the CICA standards.
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If a franchisor does not include financial statements in its
FDD, the FDD will not comply with any of the Canadian
franchise statutes. In Sovereignty Investment Holdings, Inc. v
9127-6907 Quebec Inc.,* the Ontario Superior Court of Justice
held that the failure to provide financial statements as required
under the Regulation® was a fundamental deficiency sufficient
to invalidate the FDD, entitling the franchisee to the two-year
statutory rescission remedy under the Ontario Act.

U.S. franchisors often provide a parent company’s consoli-
dated financial statements to their Canadian franchise counsel
for inclusion with their Canadian FDD. This practice may
stem from two factors. First, the consolidation of tax returns
for related entities is permitted in the United States so that
the use of, and preparation of combined statements for, con-
solidated groups of companies may be more prevalent there.
Second, because they are permitted to use consolidated finan-
cial statements in their FDD so long as the parent guarantees
the obligations of the franchising entity under the franchise
agreement, some U.S. franchisors elect to do this because they
feel that disclosing their overall corporate financial strength
to new franchisees outweighs the downside of exposing the
parent to liability.® U.S. franchisors should know, however,
that under the Canadian Income Tax Act,* every corpora-
tion is taxed as a separate legal entity and consolidation of
the financial statements of a corporate group is not allowed.
Moreover, each member of the corporate group must deter-
mine its tax liabilities and file its tax return separately with
the Canada Revenue Agency.*”

It is reasonable to conclude that the financial statements
provided to prospective franchisees as part of a Canadian
FDD should be specific to the franchisor entity and not con-
solidated with related entities. The financial statements of a
larger corporate group may not be compliant with the finan-
cial statement requirements under Canadian franchise
legislation, which require that the financial statements be those
of the franchisor.® Although there has been no judicial con-
sideration of this issue, the logic is consistent with the judicial
interpretation and application of the provincial statutes, as
discussed in this article.

Material Change

Along with the broad notion of material facts, franchisors
are also required under the Canadian franchise statutes®*to
provide a prospective franchisee with a written statement of
material change if, during the time from the date of disclo-
sure to the date of signing the franchise agreement or the
payment of consideration, any change occurs that would rea-
sonably be expected to have a significant adverse effect on the
value or price of the franchise to be granted or the franchi-
see’sdecision to acquire the franchise.

It should be emphasized that a change is not material
unless it may reasonably be expected to have a significant
adverse effect on the value or decision, whereas a material fact
includes any fact whether positive or negative. Although mate-
rial changes that may benefit a franchisee do not require
disclosure, in practice, a franchisor certainly may want to
notify a prospective franchisee of any positive change.

By comparison, the FTC Rule does not require U.S. fran-
chisors to redisclose upon amending the FDD for material
change. Upon the prospect’s reasonable request, however, a
U.S. franchisor must redisclose using its most current FDD.“
In contrast, registration states do require that the FDD be
redisclosed to prospective franchisees upon the occurrence
of a material change. Unlike the Canadian franchise statutes,
there is no distinction made in the FTC Rule between adverse
and beneficial changes.*

The PEI, NB, and Manitoba franchise statutes prescribe a
form and technical requirement for a notice of change. Neither
Alberta nor Ontario mandates a standard form that the state-
ment of material change must adopt, but like all documents under
Canadian franchise statutes, the statement must meet the require-
ment of being accurate, clear, and concise, as described below.
Note that the requirements for the signatories to the statement

[F]linancial statements provided to

prospective franchisees as part of a

Canadian FDD should be specific to
the franchisor entity . ..

of material change in New Brunswick and the certificate in Mani-
toba and PEI are the same as the requirements for FDDs: two
signatures are required if the franchisor has more than one offi-
cer or director. Best practices dictate that franchisors obtain a
written receipt of any notice of material change.

Clear and Concise

With the exception of the Alberta Act, every Canadian fran-
chise statute requires that all information in an FDD and a
statement of a material change be “accurately, clearly and
concisely” set forth.* The legislation thus would appear to
impose contradictory requirements upon franchisors: full
disclosure of all material facts, leaving out nothing that could
potentially be deemed as such, while at the same time keep-
ing such information “clear and concise.”

There is a dearth of Canadian case law as to the meaning
of the term “clear and concise.” By comparison, § 436.1(d) of
the FTC Rule offers some guidance to U.S. franchisors in this
regard, stating that to “disclose, state, describe, and list” each
means to present all material facts accurately, clearly, concisely,
and legibly in plain English. Section 436.1(0) of the FTC Rule
provides that “plain English” means “the organization of infor-
mation 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 legal jargon, highly technical business terms, and mul-
tiple negatives.” Franchisors would be wise to keep these terms
in mind when drafting an FDD for use in Canada. Essentially,
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a Canadian recipient of an FDD has a legitimate statutory
expectation that the FDD will be drafted in clear and plain
language, to the full extent that is possible. Of course, drafting
FDDs in a clear and concise manner can be beneficial to fran-
chisors as well as franchisees. A user-friendly FDD can serve
as an effective marketing tool in and of itself.

A potential hazard for U.S. franchisors expanding into Can-
ada is ensuring that any wrap-around disclosure meets this
clear and concise requirement. Other than in the Ontario Act,
the use of U.S. FDDs is specifically permitted under all Cana-
dian franchise statutes.*®* A U.S. FDD must be accompanied
by an addendum that adds any information required under the
relevant provincial statute that is missing.

Particularly in Ontario, however, franchisors should be
cautious about simply adding the additional provincial statu-
tory requirements to their U.S. FDD. Proper time and care
should be taken to ensure that the information required under
the statute is not merely disclosed, but that it is disclosed both
clearly and concisely. Canadian judges likely will not look
favorably upon an FDD that was thrown together in haste
and tweaked solely in an effort to meet the black-letter dis-
closure requirements of the applicable province.

Financial Performance Representations

There is nothing more relevant or influential to prospective
franchisees when choosing a franchise than historical and
expected franchise performance. American franchisors cur-
rently have the option to provide financial performance
representations (FPRS) in their FDDs. If a franchisor wishes
to make FPRs orally or otherwise outside the FDD, however,
the FPR must appear in Item 19 of the FDD. In light of the
great weight that FPRs carry with prospective franchisees, it
has been argued that at least certain types of FPRs should
be mandatory in the United States.

North of the border, little jurisprudence concerns whether
earnings projections are an essential component of Canadian
FDDs, although it is easy to imagine a scenario where earn-
ings projections or the historical performance of franchisees
might rise to the level of a material fact, such as where a sig-
nificant number of franchisees in a given system are struggling
financially. However, although no Canadian franchise statute
expressly requires the inclusion of an earnings projection or
FPR in an FDD, if such information is included, an accom-
panying statement must also be included that specifies the
reasonable basis for the projections and identifies all of the
underlying assumptions.* Information that substantiates the
claim must also be made available for inspection.* The leg-
islation is silent on whether earnings projections need to be
in writing to fall under the ambit of the franchise statutes, so
oral statements made during the course of franchise negotia-
tions could potentially trigger the above-referenced disclosure
obligations in an FDD.

Substantial Compliance

Every Canadian franchise statute renders void any attempt by
either franchisors or franchisees to waive their rights under the
applicable franchise legislation.*® Therefore, a prospective

franchisee cannot waive its right to receive a fully compliant
FDD. The same can be said for most, if not all, U.S. franchise
statutes.*” However, the Alberta regulations do allow some lee-
way, providing that if an FDD is somewhat deficient yet
substantially complete, a franchisee may be barred from exer-
cising its right of rescission.*

The regulations fail, however, to specify what would be
considered to be a “substantially complete” FDD. In Hi
Hotel,* where the franchisor failed to include a signed cer-
tificate of disclosure (as required under the Alberta Act), the
Alberta Court of Appeal ruled that the substantial compli-
ance defense was not available. The Court opined that the
lack of a signature on the certificate of disclosure rendered
it deficient to the point where the substantial compliance
defense could not be pleaded successfully.®

Burden of Proof

As previously noted, a franchisor’s failure to comply with the
disclosure requirements of any applicable provincial franchise
statute may entitle a franchisee to rescind the franchise agree-
ment.** When a Canadian franchisee desires rescission, the
onus is on the franchisor to demonstrate that it has complied
with the applicable franchise statute.’? By contrast, under U.S.
law, the franchisor has a burden of proof to show that it com-
plied with the FTC Rule’s obligation to furnish disclosures,*
but not that the disclosures provided were sufficient or not
misleading.®* The latter burden of proof falls to the franchi-
see or administrative body.

Consequences of Noncompliance

As noted above, the remedies available in Canada for noncom-
pliance with an applicable franchise statute are not as broad
as in the United States. In Canada, if a franchisor fails to pro-
vide an FDD as required by statute, or if the FDD is materially
deficient in some way, this triggers various rights of rescission
upon which a franchisee may act to terminate the franchise
relationship.® By comparison, U.S. franchisors that breach
franchise laws may be subject to civil and even criminal liabil-
ity and imprisonment (for willful violations), as well as
administrative penalties, sanctions, and fines, although notably
there is no private right of action under the FTC Rule.

The critical points of departure between the two regimes
with respect to potential consequences for noncompliance
are that (1) the United States does not statutorily distinguish
between inadequate disclosure and no disclosure but focuses
instead upon whether noncompliance was willful or not, and
(2) the Canadian statutes offer two categories of rescission
rights to aggrieved franchisees.

In cases where a Canadian franchisee does not receive an
FDD at all, it is entitled to a two-year period during which
it may exercise the statutory rescission remedy. In cases where
the FDD was delivered late, or where its contents did not
meet the statutory requirements, that franchisee would be
entitled to a sixty-day right of rescission.

In Sovereignty Investment Holdings,* the Ontario Superior
Court of Justice distinguished between the sixty-day right of
rescission under section 6(1) of the Ontario Arthur Wishart
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Act and the two-year right of rescission under section 6(2) of
the Ontario Arthur Wishart Act. Distinguishing the circum-
stances that trigger these two remedies under the Ontario Act,
the Ontario Superior Court of Justice has explained that the
sixty-day right of rescission “. . . is directed to the situation in
which the franchisee was unable to make a fully informed deci-
sion as a result of inadequate time for consideration of such
decision or inadequate disclosure of the material facts,” whereas
the two-year right of rescission applies where «. . . the franchi-
see is unable to make an informed decision at all because of
fundamental deficiencies in the disclosure provided to it.”s”

An example of the invocation of the latter remedy can be
found in 1518628 Ontario Inc. v. Tutor Time Learning Centres
LLC,%® in which a U.S. franchisor offered its Uniform Franchise
Offering Circular (UFOC) to a prospective Canadian franchisee
in Ontario without making any effort to conform to the require-
ments of the Ontario Act. The Ontario Superior Court of Justice
held that the UFOC was not a disclosure document at all because
it was missing material facts and failed to meet the Ontario dis-
closure obligations. The Court concluded that the franchisee was
entitled to a full two-year period during which it could rescind
the franchise agreement.*

Although whether a franchisor’s inadequate disclosure
entitles a franchisee to the sixty-day or two-year rescission
period is always a question of fact, U.S. franchisors would
be well served to take the time to prepare proper and compli-
ant FDDs for use in Canada. The consequences of
noncompliance under the Canadian franchise statutes can be
extremely severe.

Reliance

Significantly, a Canadian franchisee’s reliance upon an FDD
is statutorily deemed under each of the provincial statutes.®
This is an important distinction for U.S. franchisors. Although
a few state “Little FTC Acts” (state consumer protections
laws) do not require proof of reliance, most claims brought
by U.S. franchisees under state franchise investment laws or
Little FTC Acts require some level of reliance.®* Accordingly,
it not only is far easier for Canadian franchisees to pursue a
cause of action for misrepresentation than their U.S. coun-
terparts, this cause of action can be advanced against the
franchisor, its agents, brokers and associates, and every per-
son who signed the certificate of disclosure.

Exemptions to Disclosure

Notwithstanding the high threshold for disclosure that is required
of franchisors in Canadian jurisdictions, the provincial statutes
do contain some franchisor-friendly disclosure exemptions. Each
Canadian franchise statute identifies a list of circumstances that
are exempt from the mandatory disclosure requirements.®> The
following are some examples.

Sales by Franchisees®

Canada has created a specific exemption to the disclosure
requirements where a franchisee sells the franchise to a third
party. The exemption applies to such a sale unless the sale was
effected “by or through” the franchisor, and even if the

franchisor has the right to approve or disapprove the grant, or
if a transfer fee is required under the franchise agreement to
process the grant. The phrase “by or through” the franchisor
is not defined under the provincial statutes and has received
only a modest amount of judicial attention.® There is no com-
parable exemption under the FTC Rule. The FTC takes the
position that such an exemption is not required because a fran-
chisee is not creating a franchise relationship with the transferee
and the transferee is not entitled to disclosure unless the fran-
chisor plays a “significant role” in the sale, such as providing
financial performance information to the prospective
transferee.®

Grant of an Additional Franchise to

an Existing Franchisee®®

If an additional franchise is substantially the same as the
franchise that the franchisee is currently operating, and there
has been no material change since the existing franchise agree-
ment was entered into, renewed, or extended, no additional
disclosure is required. There is no comparable FTC Rule
exemption, but some state franchise laws contain a similar
exemption.” Without an applicable exemption under the FTC
Rule, disclosure is still required.

Fractional Franchise®®

The grant of a franchise to sell goods or services within a busi-
ness in which that person has an interest is also exempt from
the Canadian disclosure requirements, so long as the parties
do not anticipate that the franchise’s sales will exceed 20 per-
cent of the total sales of the existing business.

The FTC offers some guidance that might be useful to
Canadian franchisors regarding how certain elements of this
exemption should be interpreted in the United States, includ-
ing that the 20 percent calculation applies to the entire
business of the franchisee and is not limited to the specific
location where the franchised products are to be sold.®®
Although the FTC Rule also contains a fractional franchise
exemption that includes a similar 20 percent threshold,” the
similarities between the respective fractional franchise exemp-
tions of the two regimes end there. Among the differences, in
order to qualify for the fractional franchise exemption in the
United States, the franchisee (or any of the franchisee’s cur-
rent directors or officers, or any current directors or officers
of a parent or affiliate) must have operated a business in the
same line of business as the type of products or services to
be sold by the franchise for a period of at least two years prior
to the grant of the franchise.”

Renewal or Extension’

As long as there has been no material change, no additional
disclosure is required upon renewal or extension of a fran-
chise agreement in Ontario, PEI, New Brunswick, or
Manitoba. The Alberta exemption is not dependent on the
occurrence of material change. There is no comparable FTC
Rule exemption, but some state franchise laws contain a simi-
lar exemption.”™ Again, without an applicable exemption
under the FTC Rule, disclosure is still required.
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One Year, No Payment’

If the franchise agreement is not valid for more than a year,
and there is no nonrefundable franchise fee, an exemption is
available in Ontario. In PEI, New Brunswick, and Manitoba,
this exemption applies if, in addition to the above require-
ments, the franchisor or its associate provides location
assistance. There is no comparable U.S. exemption.

Large Franchisee Investor Exemption’

In Ontario, if the franchisee will invest more than $5 million
(CAD) in one year in the acquisition and operation of the
franchise, the franchisor will be exempt from the obligation
to disclose. The FTC Rule has a similar exemption, but it
refers to “initial investment” rather than payments over a one-
year period. The FTC Compliance Guide indicates that initial
investment means the expenses paid through opening and the
first three months of operations.” It excludes expenses such
as rent, royalties, and advertising costs that are paid outside
the initial investment time period.” Additionally, initial invest-
ment excludes the costs associated with franchisor-provided
financing and undeveloped land costs.” The FTC Compli-
ance Guide makes it clear that at least one individual in an
investor group must invest at the $1 million level because the
exemption is premised on the assumption that a franchisee’s
ability to pay $1 million equates with sophistication.™

Judicial Attitudes

The Canadian judiciary issued two franchise decisions of note
during 2012: the Tim Horton’s case® and the Dunkin’ Donuts
case.®

Tim Horton’s

Prior to 2012, Canadian courts had held that franchisors owe
franchisees a duty of fair dealing (and vice versa), and if this
duty is breached, courts will take this into account when inter-
preting franchise agreements.®? In 2012, Justice Strathy of the
Ontario Superior Court altered this landscape by taking a
franchisor-friendly approach to the duty of good faith and
fair dealing in the Tim Horton’s case,® one that U.S. franchi-
sors are apt to view as being consistent with U.S.
jurisprudence.

In this case, a group of franchisees took issue with system
changes that their franchisor was imposing, including a
requirement that they use frozen donuts. The Court awarded
summary judgment to the franchisor, holding that the duty
of fair dealing does not give franchisees the power to attack
each aspect of the franchise relationship. In so holding, the
Court looked at the overall relationship and the benefits accru-
ing to both parties.

The Court also devoted a lengthy portion of its judgment
to the meaning of good faith and fair dealing under the Ontario
Act, which provides in pertinent part that (1) every franchise
agreement imposes on each party a duty of fair dealing in its
performance and enforcement;® (2) each party has a right to
recover damages against the other party for the breach of the
duty of fair dealing in the performance and enforcement of
the agreement;® and (3) the duty of fair dealing includes the

duty to act in good faith and in accordance with reasonable
commercial standards.®
Justice Strathy opined:

The duty of good faith and fair dealing and the duty to act
in accordance with reasonable commercial standards, as
expressed in the Arthur Wishart Act, relate to the performance
and enforcement of the franchise agreement. The duty is
imposed in order to secure the performance of the contract
the parties have made. It is not intended to replace that con-
tract with another contract or to amend the contract by
altering the express terms of the franchise contract. It follows
from this that in assessing whether a party has demonstrated
good faith and fair dealing in the performance and enforce-
ment of the agreement, the party’s conduct must be considered
in the context of and in conjunction with the contract that
the parties have made. It is not a stand-alone duty that trumps
all other contractual provisions.®’

In summary, Justice Strathy held that the duty of good
faith and fair dealing is the lens through which the terms of
a franchise agreement will be interpreted; it is not a replace-
ment for the words of the agreement. Ontario franchisees
thus cannot use the duty as a tool to pick and choose whether
to comply with a particular program of the franchisor; the
Court will analyze such claims by considering the franchise
relationship as a whole.

Justice Strathy’s interpretation is similar to those of U.S.
courts considering the application of the implied covenants
of good faith and fair dealing arising under the Uniform
Commercial Code®® and under common law as stated in the
Restatement (Second) of Contracts® to franchise relation-
ships. The general rule in most U.S. jurisdictions is that if an
agreement vests a party with discretion, that party may not
exercise that discretion in bad faith, unreasonably, or in a
manner that is inconsistent with the reasonable expectations
of the parties, but the implied covenants do not create an
independent legal duty.®® For example, in 2010, a group of
Burger King franchisees claimed, among other things, that
Burger King’s requirement that they sell certain burgers below
cost breached the implied duty of good faith and fair deal-
ing.” The U.S. District Court for the Southern District of
Florida dismissed this claim and a related claim stating that
the franchisees did not establish bad faith because they could
not show how Burger King would benefit from harming a
significant number of its franchisees. The Court was not
inclined to second-guess Burger King’s business judgment. Like
the Tim Horton’s decision, Burger King can be interpreted to
mean that U.S. franchisees cannot use the implied duty of fair
dealing as a tool to pick and choose among the franchisor’s
programs.

Dunkin’ Donuts

In contrast, a Quebec court was much more “franchisee-
friendly” in the Dunkin’ Donuts case,” another 2012 decision.
The unique facts of this case involved a contractual provision
that required the franchisor to protect its brand and enhance
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the demand for its products in relevant markets.

The franchisor did not respond to increased market com-
petition, and instead suggested that the franchisees should
shoulder the costs associated with a remodeling program that
was not well researched. This was interpreted by the Quebec
court as being not only a breach of an express provision of
the franchise agreement, but also a breach of the franchisor’s
duty of good faith and loyalty.

While some in the Canadian franchise community view
the Dunkin’ Donuts decision as precedent for the notion that
franchisors have a fundamental, ongoing duty to support
their brands, others caution that this case turned upon a very
particular fact scenario, and that its precedential value may,
accordingly, be limited.

Conclusion

Whether entering Canada directly or through a subsidiary, U.S.
franchisors must recognize that for all of the similarities between
the two countries, Canada has its own distinct set of franchising
laws, which vary subtly among provinces. American-style disclo-
sure documents, standard form agreements, and manuals must
be carefully examined and modified to ensure conformity with
the relevant Canada franchise legislation. The cost of noncompli-
ance can be heavy, including generous rescission rights for
franchisees, as well as the potential for personal liability for mis-
representation. U.S. franchisors should not be lulled into a false
sense of security with respect to presale disclosure obligations
when considering expansion north of the border.
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