SECURING HOME
ADVANTAGE

Protecting New Jersey Franchisees under the

New Jersey Franchise Practices Act

by Evan M. Goldman

roadly speaking, franchising is on the rise in

New Jersey as well as the entire United States.

According to the International Franchise Asso-

ciation (IFA), there are 744,437 franchised

establishments in the United States, contribut-

ing $426 billion toward the gross domestic
product (GDP).! Given the prevalence of franchises in the cul-
ture, particularly in New Jersey, it is vital to know the laws
that are applicable to New Jersey franchisees. In the hyper-
technical area of franchise agreements where every term is
pre-defined, this understanding is paramount.
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This article will provide an overview of the New Jersey
Franchise Practice Act (NJFPA). Beyond a high-level synopsis
of the NJFPA, it is vital that franchisees work to receive the full
benefits of the act. Thus, this article will also address the mul-
tiple prongs for obtaining protection under the NJFPA, the
importance of securing venue where the NJFPA will be
applied, and steps franchisees can take to secure venue.

The History and Purpose of the NJFPA
The NJFPA was enacted to remedy the disparity in bargain-
ing power between franchisors and franchisees by protecting
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franchisees against indiscriminate ter-
The
NJFPA, therefore, “prevent|s] arbitrary or

mination and non-renewals.?
capricious actions by the franchisor who
generally has vastly greater economic
power than the franchisee.” In 2009,
the NJFPA was amended to broaden the
legislation’s scope, evincing a clear leg-
islative intent that the NJFPA should
apply to additional types of franchise
agreements as well.*

Definition of a Franchise

Under federal law, a franchise is
defined as a continuing commercial
relationship that requires the following
three elements: 1) identification or asso-
ciation with the franchisor’s trademark;
2) the exercise or right to exercise signif-
icant control over, or the provision of
significant assistance to, the franchisee’s
method of business operation; and 3) a
required payment of at least $570 made
at any time before, or within six months
after, the franchisee commences busi-
ness.” While that definition is instruc-
tive and serves as a foundation, it is not
directly applicable to New Jersey fran-
chisees raising the NJFPA as a claim or
defense.

Specifically, to qualify as a franchise
under the NJFPA a franchisee “must
show that (i) a written arrangement
exists between the parties granting a
license for use of a trade name, trade-
mark, service mark, or related character-
istics; and (ii) the arrangement demon-
strates a ‘community of interest’ in the
marketing of goods or services at whole-
sale, retail, by lease, agreement, or other-
wise.”¢

While the first prong seems relatively
straightforward, it is a bit more compli-
cated than often thought by franchisees
and/or inexperienced practitioners. To
establish a license under the NJFPA, “the
franchisee must, at a minimum, use the
name of the franchisor ‘in such a man-
ner as to create a reasonable belief on
the part of the consuming public that
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there is a connection between
the...licensor and licensee by which the
licensor vouches, as it were, for the
activity of the licensee.”” A license may
also be found to exist based on a long-
standing business relationship, even
absent an explicit contractual grant of
authority.®

Beyond establishing a license, a fran-
chisee must also show that a “communi-
ty of interest” exists. Although an amor-
phous term, “the New Jersey Supreme
Court has explained that ‘a community
of interest’ exists when the terms of the
agreement between the parties or the
nature of the franchise business requires
a licensee, in the interest of the licensed
business’s success, to make a substantial
investment in goods or skill that would
be of minimal utility outside of the fran-
chise.”” In order to find a community of
interest, two requirements must be met:
1) the distributor’s investments must
have been substantially franchise-specif-
ic; and 2) the distributor must have been
required to make these investments by
the parties’ agreement or the nature of
the business."” The NJFPA protects fran-
chise-specific tangible capital invest-
ments, such as a building, special equip-
ment and franchise signs, all specific for
use to promote a manufacturer’s product
and of no value outside the franchise."

Notably, a fact finder is not required
to find that a distributor’s investments
but
merely that they were substantially fran-
chise-specific.”” To this point, the NJFPA
does not require the franchisee to be

were entirely franchise-specific,

decimated completely by the fran-
chisor’s wrongful termination but,
rather, that the franchisee invested a sig-
nificant amount in light of the parties’
putative franchise agreement."
Unfortunately, many practitioners
often stop their analysis at a review of
these requirements. However, in order
to qualify for protection and relief, it is
critical to be aware that the NJFPA only
applies to a franchise, when: “(1) the

performance of which contemplates or
requires the franchisee to establish or
maintain a place of business within the
State of New Jersey, (2) where gross sales
or products or services between the fran-
chisor and franchisee covered by such
franchise  shall have  exceeded
$35,000.00 for the 12 months next pre-
ceding the institution of suit pursuant
to this act, and (3) where more than
20% of the franchisee’s gross sales are
intended to be or are derived from such
franchise....”"

The applicability of these factors is
often readily determinable, as described
herein.

Prohibited Conduct under the NJFPA

The NJFPA “reflects the legislative
concern over long-standing abuses in
the franchise relationship,” caused by
the power disparity between franchisors
and franchisees." The NJFPA prohibits a
franchisor from terminating, canceling
or failing to renew a franchise without
written notice explaining good cause for
the threatened action 60 days in
advance.” Good cause is “limited to
[the] failure by the franchisee to sub-
stantially comply with those require-
ments imposed upon him by the fran-
chise.”"” It is a violation of the NJFPA,
therefore, to terminate a franchise for
any reason other than the franchisee’s
substantial breach, even if the fran-
chisor acts in good faith and for a bona
fide reason.” As stated, the notice
required must set forth all the reasons
for termination of a franchise, and must
be sent to the franchisee at least 60 days
in advance of termination."

Obtaining Protection under the NJFPA

Assuming the NJFPA applies to a par-
ticular franchise and the franchisee can
claim the NJFPA as a basis for relief,
either affirmatively or in defense, fran-
chisees must take steps to ensure they
are litigating in a court that will apply
the NJFPA. This includes when a fran-
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chise agreement contains a choice-of-
law and/or forum selection clause. In
this regard, many courts outside of New
Jersey will misapply, or refuse to apply,
the NJFPA in light of out-of-state forum
selection and/or choice-of-law provi-
sions. For example, in Michelin North
America, Inc. v. Inter City Tire and Auto
Center, Inc., a dispute arose between the
franchisor and franchisee and, during
negotiations, litigation was first-filed in
South Carolina by the franchisor, who
was located in the state, in spite of the
fact that the franchisee was a New Jersey
franchise.” Despite refusing to apply the
NJFPA to the franchisee’s claims, the dis-
trict court judge in the District of South
Carolina stated, “I think you have a
strong argument under the New Jersey
Franchise law.”?" Thus, while the court
acknowledged that the franchisee had a
‘strong’ claim under the NJFPA, in light
of the franchise agreement’s choice-of-
law provisions, the court refused to
apply it.?

This case is one example of many.
Therefore, it is vital that New Jersey
franchisees seeking to gain protection
under the NJFPA seek to initiate litiga-
tion in New Jersey. Unlike many other
states, New Jersey has a strong policy in
favor of protecting its franchisees, and
where New Jersey had significant con-
tact with the franchise transaction New
Jersey courts hold that New Jersey is the
state of applicable law.* Additionally,
with respect to common law claims, the
substantive law per the parties’ franchise
agreement will apply.”

In fact, under the NJFPA, forum selec-
tion clauses in franchise agreements are
presumptively invalid because they fun-
damentally conflict with the basic leg-
islative objectives of protecting fran-
chisees from the superior bargaining
power of franchisors, as well as provid-
ing swift and effective judicial relief
against franchisors that violate the
NJFPA.>

While Kubis & Perszyk Associates, Inc.
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v. Sun Microsystems, Inc. did not establish
an irrefutable presumption that forum
selection clauses are always invalid in
NJFPA cases, it did hold that the burden
shifts to their proponent to provide
their validity.” Given the importance of
the forum and venue to the viability of
a franchisee’s NJFPA claim, as stated in
Michelin North America, Inc., it is impor-
tant to venue the case in New Jersey,
notwithstanding whether choice-of-law
and venue provisions apply.

Importance of First-to-File Rule

One way franchisees can, at the very
least, increase their chances of main-
taining litigation in New Jersey is to be
the first to file. The first-filed rule
requires that “in all cases of federal con-
current jurisdiction, the court which
first has possession of the subject must
decide it.”” The first-filed rule “coun-
sel[s] trial judges to....enjoin the subse-
quent prosecution of similar cases in dif-
ferent federal district courts.””® For the
first-filed rule to apply, there must be
“substantial overlap” between the sub-
ject matter and the parties in both
cases.” “Courts must be presented with
exceptional circumstances before exer-
cising their discretion to depart from the
first-filed rule.”* In light of the pre-
sumption toward invalidating forum
selection clauses, and because litigating
in New Jersey is so important, fran-
chisees are implicitly encouraged to be
the first to file, and it is critical they
attempt to do so.”

Conclusion

The NJFPA is a wide-ranging protec-
tive statute meant to address many of
the inequities between franchisors and
franchisees. Despite its existence, many
franchisees miss opportunities to take
advantage of the NJFPA’s protections,
such as franchisee-friendly fee-shifting
provisions.*> Some do so because they do
not understand the true definition of a
franchise under New Jersey law. Some

do so because they do not recognize vio-
lations of the NJFPA. And some do so
because they miss an opportunity to
raise the NJFPA in their litigation. Thus,
it is important for franchisees to know
about the NJFPA and what it protects,
how it can protect them, and how they
can ensure that they, too, are protected
by it. 62

Evan M. Goldman is counsel at Hill
Wallack LLP, where he is chair of the firm’s
franchise law practice group. He represents
franchisors and franchisees, in both litiga-
tion and transactional work, throughout the
United States.
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