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Preparing your franchise system for a sale

In our last edition of the Franchising Legal Update, we highlighted the rapid growth of the
franchising industry during the past few years and pointed out the prevailing industry view that
there is likely to be an increase in acquisitions and consolidation in the industry.

As a follow up to that article, we want to update you on some of
the major developments in this area and point out some issues to
consider when preparing your franchise system for a sale.

The past 6 months have seen some major acquisitions and offers for
franchise operations including:

— MFS Limited’s S$70oom acquisition of S8 Limited (which includes
the Harvey World Travel, Travelsmart and Travelscene American
Express franchises) in December 2006

— Bank of Queensland Limited’s offer of $2.5 billion to acquire Bendigo
Bank Ltd in March 2007 (Bendigo Bank’s board rejected this offer on
24 April 2007 as not being in the best interests of its shareholders)

— Retail Food Group Ltd’s (Australian licensee of the Donut King and
BB's café franchises) offer of $38m to acquire Brumby’s Bakeries
Holdings Ltd in December 2006 (this offer was effectively rejected
on 9 March 2007 in favour of a management buy out)

— Sale of Restaurant Brands operations, comprising the KFC, Pizza
Hut and Starbucks franchise operations

The nature of the make up of the franchising industry in Australia (of
the approximately 960 franchise systems in operation in Australia,
the vast majority are small to medium sized businesses) means that
most consolidations and acquisitions of franchise systems involve
sales and purchases by private companies. The complex issues and
laws surrounding acquisitions and consolidations by publicly listed
companies are beyond the scope of this article.

The sale of a franchise often involves a choice of one of two
alternatives. A potential purchaser will look to acquire either:

— the shares in the entity or entities operating the franchise operations
— the assets of the franchise operations.

Irrespective of whether a purchaser will buy the shares or the

assets, a purchaser will first conduct due diligence on the franchise
operation. That is, they will review a range of matters (eg financial,
legal, accounting and commercial) regarding the franchise operation
they are acquiring. This is to ensure that they purchase the franchise
operation with their ‘eyes wide open’ and pay an appropriate amount
for the franchise operation.

It is important for franchise owners to maintain their records and
documentation so that the material required for a purchaser’s due
diligence is much simpler to prepare and assemble. Franchise owners
who consider these issues prior to entering negotiations to sell

will also avoid any unnecessary costs and potential delays in the
negotiation process.

Regardless of how the sale is structured a purchaser will, as part of its
due diligence, be concerned with:

Franchise Agreements - How many franchise agreements have been
signed? How much of the term is remaining on each? Fees payable

to the franchisor under a franchise agreement are often the major
source of revenue for a franchise system and the price offered for the
franchise system will often be largely dependent on the certainty and
length of the revenue stream.

Location - If the success of each franchise and business is dependent
on location, how definite are the franchisor’s rights to the locations?
Does the franchisor hold all leases? If not, does the franchisor have
the right to require a transfer of the leases from its franchisees? Does
the documentation reflect these rights?

Intellectual Property - As franchise systems are always associated
with a public identity, it is important to ask whether the franchise
system’s trade marks are registered? Also, does the franchise
system use any device, substance, method or process, which should
be patented?

Licenses - Are there any licenses required to operate the franchise
system? Are they capable of assignment to a purchaser? If a
franchise system is operated under licence from an overseas
company (eg Donut King in the case of Retail Food Group Ltd), then
this will be an issue to consider.

Other considerations

— Liabilities - In an acquisition of shares, the liabilities of the
franchisor will be closely reviewed by a purchaser.

— Supplier arrangements - Does the franchisor have written
agreements with its key suppliers? (eg on price, volume, etc).

Consideration of the above issues and maintaining documents and
records in a way that enables a franchise owner to prepare due
diligence material for a purchaser should help a franchise owner
avoid a protracted negotiation and settlement.

The transactions mentioned above, illustrate that there is currently
some activity in the industry that is likely to continue and whatever
the size of the franchise system, foresight and preparation will
ensure that a franchise owner is ready and can make the most out
of for any opportunities that may arise.

Demetrios Christou | Lawyer
Oonagh Richardson | Lawyer
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Employee restraint of trade and confidentiality

Post employment restraints are often used by employers and businesses seeking to protect
legitimate interests - such as customers, goodwill, confidential information and trade secrets
- from use by a competitor to their detriment. However, the difficulties faced by employers in
attempting to enforce them are a source of continued frustration and uncertainty.

In recent cases, the courts have shown a willingness to recognise the
right of an employer to protect its legitimate interests against misuse
by former employees. A comparison between two cases involving
Woolworths Limited highlights the types of factors that the courts
will consider relevant and the importance of ‘employee conduct’ and
‘the use of confidential information’.

Woolworths v Olson [2004] NSWCA 372 (Olson Case)

In the Olson Case, a senior executive of Woolworths, Mr Olson, was
approached with an offer of employment by a competitor, Franklins.
Mr Olson subsequently resigned from employment with Woolworths
and entered into an employment relationship with Franklins.

Some days after his resignation, it was discovered by Woolworths
that Mr Olson had emailed confidential information belonging

to Woolworths to his wife’s computer. Woolworths responded

by sending him a letter terminating his employment for wilful
misconduct and also sought to enforce the restraint clause in his
contract of employment.

The restraint clause purported to prevent Mr Olson from being in
a competing business in Australia and New Zealand for a period
not exceeding 12 months. Woolworths also gave him a cheque for
$60,650 as a ‘Restraint Payment’ under the relevant clause.

Woolworths applied to the Supreme Court of New South Wales for
an order enforcing the restraint clause. While the application was
rejected at first instance, the New South Wales Court of Appeal
unanimously granted the injunction applied for by Woolworths,
restraining Mr Olson from directly or indirectly being engaged,
involved or concerned with Franklins or any other competitor of
Woolworths for a period of 6 months.

It was considered significant in the case that:

(@) Mr Olson had been involved in a project which could be
described as confidential information and which was likely to be
very useful to Franklins

(b) Mr Olson had acted in a way that suggested strongly that
he might misuse Woolworths’ confidential information if not
restrained from doing so

(c) Mr Olson received a payment as part of the restraint of trade.

Importantly, being a NSW decision, the Court could utilise the
Restraints of Trade Act 1976 (NSW) to read down the restraint clause.

The outcome in the Olson Case can be contrasted with a more
recent case involving Woolworths where the former employee had
not demonstrated a willingness or intent to misuse confidential
information belonging to his former employer.

Woolworths v Banks [2007] NSWSC 45

Mr Banks worked for Woolworths in a variety of senior positions

for more than of 14 years. He resigned from employment and

then commenced employment with Myer Limited in the role of
General Manager, Property. Pursuant to his contract of employment
Woolworths elected to enforce a restraint period of 6 months and paid
him 6 months net entitlements.

The New South Wales Supreme Court held that there was no evidence
that Myer was a ‘competing business’ to Woolworths notwithstanding
that some brands were sold by both stores and that both stores
operated in competition in some geographical areas. The Court also
considered it significant that Woolworths had failed to enforce a
restraint against another employee who also recently went to Myer
and this suggested that it did not consider Myer to be a competitor.

Woolworths sought to rely on the earlier decision of Olson. In this
instance, it was considered important that there was no real likelihood
that Woolworths’ confidential information would be of benefit to
Myer, that during the period of notice Mr Banks was given unrestricted
access to confidential information and that contrary to the assertions
of Woolworths, there was no evidence that Mr Banks had used any of
Woolworths’ confidential information. To the contrary, he had given

an undertaking to the Court that he would honour his obligations in
relation to confidential information and company property.

Franchisors should ensure that employment contracts for senior
employees contain express contractual provisions prohibiting post
employment activities. However, franchisor should also ensure that
restraint clauses are tailored to suit the circumstances of the individual
employee in terms of length of time, geographical location and

duties and are no wider than is reasonably necessary to protect the
employer’s legitimate interests. A legitimate interest may well be the
protection of confidential information.

Further these cases highlighted that the provision of financial
consideration to an employee will not assist an employer in seeking to
enforce a restraint of trade clause, which is otherwise unenforceable.

Lauren Constantopoulos | Lawyer
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Protecting your trade mark

One of the fundamental elements of a franchise system is the
trade marks used to identify the image and brand of the franchise
system. In the interest of protecting the goodwill and reputation of
the franchise system, it is essential that franchisors protect their
marks. The case of Starr Partners Pty Ltd (Appellant) v Dev Prem
Pty Ltd (Respondent) [2007] FCA FC 42 is a recent example where a
franchisor sought to protect its interest in a trade mark.

By way of background, the Appellant carried on a real estate
franchise business in New South Wales under the name ‘Starr
Partners’ since 1992. It had 36 franchisees in the State under that
name. Since 18 January 1999, the Appellant had been the registered
owner of the trade mark ‘Starr Partners’ (Registered Mark). The
Registered Mark was registered for goods and/or services in various
classes including services in relation to real estate.

The Respondent carried on business as a real estate agent in
certain northern suburbs of Brisbane under the name ‘Star Realty’
(Unregistered Mark).

At first instance the primary Judge found that the Unregistered Mark
did not infringe section 120 of the Trade Mark Act 1995 (Cth) (Act) as
it was neither ‘substantially identical with’ nor ‘deceptively similar
to” the Registered Mark.

On appeal, the Appeal Court considered whether the primary

Judge gave too much weight to the difference in the content of the
Registered Mark and Unregistered Mark. The primary Judge concluded
that the visual and aural differences between the two marks were
too great for there to be a real and tangible danger of deception

or confusion, and that while one could not reject the possibility of
deception or confusion, a mere possibility was not sufficient.

The Appeal Court was of the opinion that the Unregistered Mark so
nearly resembled the Registered Mark that it was likely to deceive or
cause confusion and accordingly allowed the appeal.

Quick Grab - Federal Budget 2007/2008

Key budget announcements affecting small businesses:

— Registration for GST will be raised from annual turnover threshold of
$50,000 to $75,000 from 1July 2007.

— Increased support of S4om over 4 years for the ATO to help start-up

businesses understand their GST and other record keeping obligations.
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The Appeal Court applied the following tests in reaching its decision that
the Unregistered Mark was deceptively similar to the Registered Mark:

Entirety - The impression produced by the mark needs to be
considered in its entirety. It is not improper to give more or less weight
to particular features of a mark, provided the ultimate conclusion is
based on consideration of the mark in its entirety.

Sound - A comparison based on sound (that is, the verbal
pronunciation of the mark) is likely to be important only if the goods
or services to which the mark relates are acquired by reference to
words based on the mark. Put in another way, phonetic similarities
and differences will not have a large role to play if the words in the
mark are not usually spoken or devices in the mark are not usually
aurally conveyed.

Trade Mark as registered - The impression or recollection of the mark
relevant to assessing deceptive similarity must be of the mark as
registered (rather than as applied by the trade mark owner). That is,

if the trade mark owner is, in practice, using a variation of the mark
not reflected on the Trade Mark Register, this variant is not relevant to
assessing infringement. Note that this is in contrast to misleading and
deceptive conduct cases or common law passing off cases.

Other relevant factors - Other factors which may impact the
impression that two marks are likely to convey or the manner it which
they are likely to be recalled include the commercial setting in which
the marks are used, the strength or fame of the marks, the similarity
of the goods or services in relation to which the marks in question are
applied, and even the geographic area in which the marks are used.

Forms of advertising - Another potentially relevant factor in assessing
deceptive similarity is the similarity between the modes of advertising
employed in relation to each mark and their respective channels

of distribution. If the marks are not encountered together, minor
differences in style will not be enough to avoid deceptive similarity.

Emily Kishida | Lawyer
Savannah Hardingham | Lawyer

— Streamlining Australian Business Number and business name
registration across Australia, including trade mark searches.

— Development of standard business reporting to reduce burden on
business.

— Aligning PAYG payment/reporting requirements with annual payment
/reporting requirements for taxpayers voluntarily registered for GST,

from 1 July 2008.
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