
REGULATION 

You Are What You Do 
The new regulatorv threat to franchising 

State regulators across the country are out to blur the distinction 
between franchisors and employers. If they succeed, they could 
crimp the growth of one of the franchise industry's hottest 
segments: franchise providers of janitorial, security guard, industrial 
gardening, delivery, and other selVices to commercial clients, 

Sly thaI the providers of such 
services, who sign on as "unit fr.mchisecs" 
under franehiSl"es, are really 
employees of the master franehisccs--and 
Lbey wallL Lhe master LO 
withhold p;tyroll f:tXCS, olx.--y 51;;lIe labor bws 
rcgubting wages and ovenime, provide 
workers' comp insurance, and rake on all 

the other legal responsibilities of employers. 
Given lhc onen unique franchising 

relationships among operalOrs in Ihe 
industries under scruriny, the rcgu1:llors may 
Ilave a poim, making iL n(xCSS:Lry for the 
companies operating in these fields to step 
carefully. How can companies prOiect 
themselves? We are most f.lIni liar wilh 

by BARRY KURTZ AND 

RI C H ARD RO SEN B ERG 

C1lifomia trends and will focus on those. BUI 
where Cllifornia goes, Illanyothers follow. 

The problem stems from the special 
natuTC of the franchise relationship itself, and 
from the practices of many franchise 
operators in these fields. In many states, the 
law C1rcfully defines the franchise 
rcb lionship, and if a business arrangeillent 
fuils on one or more points, it is not a 
franchise relationship. Under C1lifornia 
franchise law, fore"ample, a franchisor isone 
who offers, sells, or distributes goods o r 
services lhrough one or more 
associated" business ell(crprises following a 
markcting plan "prescribed in suhsrantial 
pan" by the franchisor in exchange for;1 fee 
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collected direcdy or indirectly from those 
(fItcrprisc::s. 

What makes one business ~subsr.ullially 
associated" with anodw..~ 1ne test is whether 
a business uses another's u':!.demark to 
identify its business. If so, die ('wo arc 
subslanti:!.lIy associated, :!.nd if not, nOt. A 
business may also qualify as a mnchisor ifit 
allows the associated enterprise to use its 
trademark and irit: 

provides the: associated enterprise with 
adviccand training; 
retains signific:lI1t control over the 
conduct or the associated enterprise: 
grants the associated enterprise exclusive 
territory rights: or 
Il.'(luircs it 10 purchast or sell a sIX'Cified 
quantity orits goods or services. 

In the cyes or state regulators. whether 
the master franchisees in the janitorial and 
othe:r industries under scrutiny meet these 
tOts with respect to their unit franchisees is 
not clear, givcn the differences between their 
relationships and those common in Ihe: 
franchising induslry as a whole. 

Under arrangements typical among 
franchise providers of janitorial se:rvices, for 
C41mple, a rranchisor sells territorial rights to 
provide janitorial services in a specific 
grographicil arca----say, an elllire ooumy­
to a mastcr franchiStt, The master franchisloe 
in turn comr:\CtS with ule owners ofhigh-ril;c 
office buildings in that county 10 provide 
janitorial services to aJltenants. Rather than 
provide these services itsdr. however, the 
master rr:lI1chiSl'C oITers the rights ro SI.'rvicc 
one or more noors in specific buildings 10 

unit rranchiS('CS who do the work in 
exchange ror p:Ln or the revenue. -Inc master 
franchisee commonly handles all relations 
wiul its QlStomers, rltl,'Oriating COntractS and 
schedules and the: scope or work to be: 
perfomlc:d, and collecting all revenues, from 
which it deducts a:n:ain foc:s before pan:ding 
OUI th(: resl 10 lhe: unil franchisees, 

State: rq;ulators argue that these 
arrang(:m(:nts Sl(:p ov(:r the line, creating 
(:mployeHmploytt relationships between 
masler and unil franchisees. Among other 
things, rq;ulators argue that th(: unit 
franchiSttS in such arrang(:ments do not 
operate: as independelll busincssc:s, as mey 
would in a !rU(: franchising arrange:ment, 
becaux master franchi~ collect reve:nues 
and comrolthe d"y-to-day servicing of lhe 
cuslOmcr. This makes master franchisees 
really employers who should rollow l:tws 
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applicable to any empl~r, including mose 
gove:rning wages and hours and worke:rs' 
comp, regulators .say. 

By itself, however, th(: fuCI that maste:r 
mnchisc:es collect revenues does not mak(: 
them cmploy(:rs, or (:Ve:n unique: among 
franchise businesses. Among franchisor 
retailers of now(:rs and other goods, for 
example, franchisors follow the identical 
prania, raking orders from Imernet or in 
some cases telephone buyers, collecting 
r(:Venues directly, deducting fees, and 
parceling OUI the balance 10 rranchisees who 
fulfill me orders. [n addition, frandl isors ill 
other ind ustries com monly exercIse 
significant control over how and when 
rranchisees provide: services to their 
QISlOmers; and a1ulOugh some of the Olher 
practices 10 which regul:ttors ob;ea may not 
be common cI~here in tile franchising 
indusuy, thl')' do occur. 

Whal(:ver the meritS of Ihe regulators' 
arguments, the business practices of many 
unit franchisc:es in (he janitorial and OIher 
industries under scrutiny are such as to 
make gm'enllncnt officials at all b·ds .... 'ary. 
Some: unit rranchisc:es, for example:, f.1il to 
regiuer Iheir business names, pay local 
business !aXeS, orC\'Cfl. in many cases, obtain 
federal emplO)~r numbers for tax purposes. 

Some master franchisees coun trouble on 
other grounds as well. Some fuil to buy 
adequate liability insurance covel"Jge, thus 
inviting liligation should a unit rranchistt 
worker driving from onc job site 10 aUOIhcr 
CIUSC an amoaccidcnt, injuringsolrK.'one who 
might claim that the unil rranchisee worker is 
really the mastcr rr:mcll&'C'S empIO)'t.'C. Some 
mastcr rranchisees may also leavc themselves 
0IX" 10 litigation rrom disgrumled workcrs 
claiming St'J.tUS as emploYl'CS emilled to 
o\'erume pay and other righlS. 

In California, the pressure on master 
francllisces in the industries under scrutiny 
comes in part from the Sr.lle Fund, which 
supplies workers' comp insurance 10 half or 
the st'ate's employers and wanlS maste:r 
fr.tndtisccs 10 buy aM:ragc: for unit franchisee 
workers. It also comes from the Franchise Tax 
Board and Ihe sr.ue: Departme:nt of Labor, 
which respectively want to collect p ... yroll 
taxes and cnsure thai employers abide by 
~e and hour laws, CaIOSHA, which 
oversttS workplace safcry, could also join the 
effort to crack down on franchise 
arrangcmcnts, gi~n iu intCrdl in xeing Ihal 
e:mployers tmin workers in proper safery 
techniques and provide them with goggles. 
gloves, and other protective clothing when 

handling ha7.ardous subsrances including 
cleaning materials, fertilizers, and the like, 

Me:tnwhile, in a brochure e:milled 
"Buying a Janirorial Services Franchise,~ 
available on itS websile (www.oorp.ca.govl 
pdfljanilOriaLpdf), me California Depan­
mellt of Corporations warns potCl1tial unit 
franchisees againsl the: pilfalls in the 
franchisor-franchisee relationship. 

What master franchisees should do 
To coumer the pressure rrom Slate 

1'l'b'i.Llarors. franchisors and master fr:l.Jlchiset'l'i 
slK)L~d stan by making sure trut thcycomply 
with all requirements or state and fcdcrallaw 
govct11ing disclosure, registration, and othcr 
mailers concenting franchisoTS---II potential 
minefield for the unwary. Sudl requiremcms 
apply 10 master franchisees because they 
commonly recruit and negotiale contracts 
with unit franchisees and tbus qualify as 
frandlisors in me cyt:S of the bw. 

In addilion, master franchisees should 
carefully review those: provisions in their 
contrncrs seeking to establish a franchisor­
fl".llIchisee relationship betwccn Ihemsel\'C$ 
and their IInit mnchi.sc:es. The key is onen 
the indqxnde:nce of the: IWO emcrprisc.r-or 
the lack thereof. Does the master franchisee 
gram the unit franchisee exclusive territorial 
rights? Does the unit franchisee rely on the 
master franchisee: for adverlising and 
markClingsuppon? For training. supplies, or 
billi tlg services? Does me unit mnchisee have: 
the right 10 usc the franchisors trademark? 
To what dl'gfCC does the master franchisee: 
control relations with the OlSlOmer? 

Master franchisees might also makc the 
billing and other services they provide 10 
their unil franchisees optional, not 
mandalOry. Regulators argue that making 
the provision of such services obli!?lOry givcs 
master franchisees control ove:r their unit 
rranchisees that is tanmmoum 10 the control 
exercised by an enlplO)~r over an c:mpIO)'CC'. 
Making the provision of such itCITIS opt.ional, 
on the: othe:r hand, puts disrance bc:t .... 'CCn 
master and unit franchisee, mus bUlUming 
me indcpc:ndence of me latrer. 

Last, but not least, masler franchisces 
should review the ways in which they 
encourage unit franchisees to expand their 
businesses. The contracts belWccn these 
panics typically allow me laner to drum up 
business on Iheir own--one sign of an 
independent opcC3tion--but in manycasc:s, 
master franchisees do all lhe prospecting for 
new cusromers, in e:ffe:cl Idling unit 
rrJnchisccs Ihat they have clients wanting 



smia and thaI the limiLS on unil franchisee 
income depend only on how many 
lerrimries the unit franchisees can afford (0 

buy up and service. 
Regularors S:ly this practice amounLS 10 

nothing mort: than an employer providing 
leads to i($ emplo)'ees----QS, for inst;lna, an 
insur:ma agency might supply leads to its 
agems. In most cases, regulators S:ly, unit 
franchisees actually provi<le services only \0 

cliems of the master fr:lIlchisee, 110 matter 
what the agrccmem bct\lIccn the panies S:lys. 

A big challenge in reviewing these 
comractual and practical arrangements is 
t~t not all agencies in a given Slate test for 
franchisor-franchiS<.'C relationships in the 
$;Ime way, irrespective of the provisions of 
state law. Indeed, nlJny agencies look for 
diA'crem signs of the relationship ;lIld rule 
accordingly, the result being that one agency 
may deem a paniClilar rebcionship ro be th:1I 
of a fnmchisor and franchisee whe:re anodx'T 
sees an emploYCfoCmploycc relationship. 10 
make maners worsc:, because case law holds 
dut such rulings by one Slate :tgcncy are not 
binding on others, this em leave comp~Ulies 
in a kin<l oflegallimOO. 

Even more ominously. in several states 
including California, fr.lIlchisors of all kinds 
now mee the threat oflitigation from the 

plaintifrs bat under new provisions of St;lle 
law allowing plaintiffs' attorneys to bring 
suit against priv:ue businesses for viol;_dons 
of employmelll law-in the past the job of 
state regulatory agencies only. The incemive 
in these new provisions of stale law is that 
the penalties for such violations may flow 
nor to the Siale. as in the past, but to the 
anorneys themselves. 

Clearly. franchise operations in the 
industries under scrutiny mce threats on 
sevcraI ITonts, and tht')' mUSt: Step Cll"lfully if 
theyart' to thrive. "I"is will IlO( be easy, given 
the [radilional informaliry of business 
arrangemcnlS among many Olx:r:nors in the 
indusrries now under scrutiny, among them 
their tendency 10 hire unskilled, often ill~ 
immigrant blxm.:rs who do not SfX-ak English 
and know nothing of American franchise and 
boor law. But dlC altcntnivc is .... UI"SC • • 

&ny 1<1111%, a spmnlist in folfUh~ 1111« is of 
cOlms~1 to lh~ Encino. Coli!, low finn 
GrrnlWrg &-&ISS. Hr miry Ix rmclxd at (8/8) 
728-9979 or b!mnz@!x'rrykurtzpc.rom. 

RidJllrrl Rosmbrrg is a pnmln' in tllr Los AI/grin 
Iobor {md nnploymmt law firo, &,lImri 
Rmmbrrg GoIprr and Savitt. Hr may Ix rrrlCiJrti 
lfI(8/8)508-3702orrrosn,~w.rom. 
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