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The franchisor-franchisee rela-
tionship is unique.! From a financial
perspective, franchisors may earn an
initial fee arising from the purchase
of the franchise, royalty fees based
on a percentage of the franchisee’s
gross revenues (or fixed fees based
on various parameters such as the
territory and/or performance obliga-
tions), and other service fees.” Some
franchisors may have developed other sales channels,
most likely with a distinctive product and/or service
offer, such as online distribution.’> Franchisees, on the
other hand, have as their first and only goal to maximize
their own profits.* Thus, both parties rely fundamentally
on the development and maintenance of a high demand
for the franchised product or service.’

The viability of a franchise system relies notably upon a
proven concept; the franchisor’s support and assistance;
favorable market conditions; constant innovation; and, fi-
nally, a reputable brand. The non-exclusive right to use these assets is, in effect,
what the franchisee acquires when it pays the initial fee and, subsequently, the
ongoing royalty fees. The franchisor also relies on the sustainability of these
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assets to generate revenues for its franchisees and, consequently, profits. A
deficient franchise system, however, could result in a degradation of the con-
cept’s notoriety, free-riding franchisees, non-profitable unit operations, and
a decreasing franchise network.® The combination of these declines could
create a perfect storm that could enable an emerging competitor to grab
that share of the market.

As opposed to a mere license business model, which is designed to provide
the licensee with more operational autonomy and independence, the unique
and distinctive nature of a franchise concept requires the franchisor to create,
implement, and maintain an infrastructure capable of supporting the franchi-
see in operating its business.’

Taking into account the differences between U.S. and Canadian franchise
law jurisdictions, this article aims to determine if a franchisor is not only re-
sponsible, but also legally exposed toward its franchisees for protecting its
brand and maintaining sustainable franchise system operations. A franchisor
typically gives itself broad powers in the franchise agreement to maintain stan-
dards and preserve the health of the franchise network.® Moreover, and ac-
cording to the restrictive nature of a franchise agreement, only the franchisor
can play that role.” That said, the express terms of a franchise agreement rarely
compel a franchisor to take positive measures, such as responding to compet-
itive threats and disciplining delinquent franchisees, to preserve the integrity
of its franchise system. This article will explore whether such positive mea-
sures may be implied from the long-term nature of a franchise agreement
and the restrictive, mandatory provisions it contains. This article will also dis-
cuss where such an implied duty might begin and end.!®

I. The Franchisor’s Duty to Police a Franchise
System in the United States

U.S. case law to date reflects the general common law philosophy of
contracts—to allow the parties the freedom to contract and limit their risks.
Few courts have imposed a duty to police the franchise system. Those cases
that have found franchisors liable generally do so based on state law agency
principles, which require a fact-intensive finding of a master-servant relation-
ship. This article will concentrate on the decisions addressing the imposition
of direct, rather than vicarious, liability for a franchisor’s failure to police the
system.

6. Id. at 730.

7. Dunkin’ Brands Canada Ltd. v Bertico Inc., 2015 QCCA 624, J.E. 2015-692 (leave to appeal
to the Supreme Court of Canada was dismissed with cost on Mar. 17, 2016).

8. Pearce et al., supra note 3, at 19.

9. Brian B. Schnell & Ronald K. Gardner, Jr., Battle over the Franchisor Business Judgment
Rule and the Path to Peace, 35 FrRaNcCHISE L. J. 167 (2015).

10. For the purpose of this article, the authors will refer to this potential duty as the “Duty to

Police the Franchise System.”
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A. The Duty to Police the Trademark

In the United States, the Lanham Act!'! imposes a duty upon a franchisor,
in its capacity as licensor of a trademark, to police a franchisee’s use of the
trademark.!? The duty to supervise a franchisee as a trademark licensee re-
sults from the need to protect the public from being misled about the quality
and consistency of the products or services under the franchisor’s trade-
mark.!? In the absence of a franchisor’s control, franchising would create
the danger that products and services bearing the same name may have di-
verse qualities.

If the licensor is not compelled to take some reasonable steps to prevent misuses of
his trademark in the hands of others the public will be deprived of its most effec-
tive protection against misleading uses of a trademark. [U]nless the licensor exer-
cises supervision and control over the operations of its licensees the risk that the
public will be unwittingly deceived will be increased[.]”!*

In the case of Mini Maid Services Company v. Maid Brigade Systems, Inc.,'?
the Eleventh Circuit discussed the limits of a franchisor’s exposure for its
franchisee’s use of trademark. The parties were both franchisors of residen-
tial cleaning services. A franchisee of Maid Brigade acquired assets, including
the telephone number, of a former Mini Maid franchisee. The telephone list-
ings purchased by the Maid Brigade franchisee associated the telephone
number with the Mini Maid trademark. Instead of suing the franchisee,
Mini Maid sued the franchisor. Potential customers calling the Mini Maid
number reached the Maid Brigade franchisee. Mini Maid demanded that
Maid Brigade stop the franchisee from using the telephone number. On
the advice of counsel, Maid Brigade could not convince the franchisee to
cease use of the number and would not subject itself to a wrongful termina-
tion claim. Mini Maid sued the Maid Brigade franchisor only, obtaining a
preliminary injunction, ultimately a jury advisory verdict, and a statutory
award by the U.S. District Court for the Northern District of Georgia.
The district court held that a franchisor can be held liable for its failure to
exercise reasonable diligence to prevent a franchisee from violating the
trademark laws. The jury decided that the franchisor failed to exercise its
contractual right to control the disputed telephone number or terminate
the franchise. Maid Brigade appealed to the Eleventh Circuit.

11. The Lanham Act’s abandonment provisions, e.g., 15 U.S.C. § 1064(5)(A) (2015), specify
that a registrant’s mark may be cancelled if the registrant fails to control the licensee’s use of the
mark. See also Joseph Schumacher, Edward Wood Dunham & G. Adam Schweichert 111, Retain-
ing and Improving Brand Equity by Enforcing System Standards, 24:1 FrRancrise L. J. 10 (2004).

12. See, e.g., Matusalem & Matusa, Inc. v. Matusalem, 872 F.2d 1547, 1551 (11th Cir. 1989).

13. Kentucky Fried Chicken Corp. v. Diversified Packaging Corp., 549 F.2d 368, 387 (5th
Cir. 1977); see also Theodore P. Pearce, Steven Feirman & Eric Yafte, Supply and Distribution Is-
sues, IFA LEGAL Symposium, vol. 2, tab 17 (2004).

14. Dawn Donut Co. v. Hart’s Food Stores, Inc., 267 F.2d 358, 367 (2d Cir. 1959); see also
Pearce et al., supra note 13, at 9.

15. 967 F.2d 1516 (11th Cir. 1992).
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The Eleventh Circuit vacated and remanded, holding that the law im-
poses no duty upon a franchisor to diligently prevent the independent acts
of trademark infringement that may be committed by a single franchisee:

But the licensor’s duty to control a licensee’s use of the licensor’s trademark
cannot be blindly converted into a duty to prevent a licensee’s misuse of another’s
trademark. Such a wholesale conversion would impose responsibility upon a fran-
chisor not for failing to maintain the integrity of its own trademark, but for failing
to prevent another entity’s violation of the law. We can discern no reason to im-
pose such a burden upon a party that is, at best, secondarily responsible for any
trademark infringement.'®

The appellate court explained that the Lanham Act is intended to ensure
the integrity of registered trademarks and is not intended to create the fed-
eral law of agency. “The duty does not give a licensor control over the day-
to-day operations of a licensee beyond that necessary to ensure uniform
quality of the product or service” and does not “automatically saddle the li-
censee with the responsibilities under state law of a principal for his agent.”!”
Remarking that a trademark owner’s failure to control a mark does not ex-
pose an owner to tort liability, the Eleventh Circuit held that the duty to po-
lice one’s own mark does not create a similar obligation on a franchisor to
police a franchisee’s appropriation of other marks. The court distinguished
the franchise agreement language granting franchisor’s control of its own
mark from an obligation to control its franchisee’s use of another’s mark.

The Eleventh Circuit also described circumstances where a franchisor
could be liable for contributory trademark infringement. Citing Inwood Lab-
oratories, Inc. v. Ives Laboratories, Inc.,'® the court held “with respect to a fran-
chisor’s liability for the independent infringement of its franchisees, we hold
that the franchisor may be accountable only if it intentionally induced its
franchisees to infringe another’s trademark or if it knowingly participated
in a scheme of trademark infringement carried out by its franchisees.”!?

The Mini Maid case is instructive as to the scope of liability of franchisors
for the trademark infringement of its franchisees. One lesson learned is the
importance of drafting the franchise agreement to clarify whether the fran-
chisor is able to police not only its trademark, but also the misuse of others’
trademarks within its system. An ambiguous franchise agreement may im-
pose a power to police trademarks never intended by the parties and expose
the franchisor to liability to a competitor.

B. Duty to Police the Brand

In Cullen v. BMW of North America, Inc.,*° the Second Circuit held that
the franchisor owed the customers of its franchisees a legal duty to safeguard

16. Id. at 1517.

17. Id. at 1520 (citing Oberline v. Martin Am. Corp., 596 F.2d 1322, 1327 (7th Cir. 1979)).
18. 456 U.S. 844 (1982).

19. Mini Maid, 967 F.2d 1518.

20. 691 F.2d 1097 (2d Cir. 1982).
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their funds, but found that the franchisor could not be liable because the in-
juries were not foreseeable. The plaintiff had purchased a vehicle from the
franchisee, Bavarian. The president of Bavarian, Hans Eichler, embezzled
and absconded with the plaintiff’s money, and the plaintff never received
the purchased vehicle or a refund of the purchase price. The plaindff sued
BMW as franchisor, claiming that BMW negligently permitted Bavarian
to continue as a BMW dealer, even though BMW was aware of Bavarian’s
troubled financial condition. The U.S. District Court for the Eastern Dis-
trict of New York held that the franchisor owed its franchisee’s customers
a legal duty to “reasonably police the authorized use of the BMW name
and supervise the operation of its franchisee.”?! The court reasoned that,
where a franchisor had the opportunity to “reduce the risk of foreseeable in-
jury,”?? such a franchisor could be held liable for negligence when it failed to
terminate the franchise or take other appropriate action. The Second Circuit
reversed, holding that BMW could not have reasonably foreseen Eichler’s
criminal activity and therefore could not be liable for plaintiff’s injury.
The Second Circuit left undisturbed the district court finding that the fran-
chisor has the duty to reasonably police the BMW name.

C. Duty to Police System Standards

Rarely is a franchisee able to require the franchisor to uphold or police sys-
tem standards. System standards are express expectations that a certain level of
desired quality, cleanliness, achievement, performance, success, or operation
be achieved or maintained. Cases brought by franchisees seeking to impose
franchisor liability for failure to maintain standards are based on contractual
theories. Either the franchise agreement allows the franchisee to have third-
party beneficiary status to claim damage from the failure to enforce another’s
franchise agreement, or the franchisor breached an express provision in the
franchise agreement allowing the franchisee to prove damages.

In Creel Ltd. v. Mr. Gatti’s,** a Mr. Gatti’s pizza franchisee claimed that the
franchisor injured its business by failing to require de-identification of two
closed shops and resolve a bug infestation at a third. The court denied the
plaintiff’s claims for emotional distress and other damages, holding that the
mere inclusion in a franchise agreement that a franchisee will uphold standards
is not an obligation to enforce standards owed to other franchisees in the sys-
tem. The court failed to find an express contract or third party beneficiary
agreement sufficient for the plaintiff to establish a duty breached sufficient
to recover damages.

In contrast, where a franchisor represents it will “continue its efforts to
maintain high and uniform standards in all stores,” a claim for breach of con-

21. Id. at 1100.

22. Id. at 1101.

23. Bus. Franchise Guide (CCH) 9 9825, at 22,239 (N.D. Ala. 1990), 4ff’d, 933 F.2d 1022
(11th Cir. 1991).
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tract is cognizable.’* However, damages are very difficult to prove. In Yankee
Enterprises, Inc. v. Dunkin’ Donuts, Inc.,%> a franchisee that operated a store in
Beaumont, Texas, brought suit in 1994, alleging that Dunkin’ Donuts had
breached the franchise agreement and violated the Deceptive Trade Prac-
tices Act for, among other things, failure to maintain standards. A jury
awarded Yankee $747,723, and the Fifth Circuit reversed after finding insuf-
ficient evidence of causation. The court focused on the conclusion of the ex-
pert witness that the reduced standards of cleanliness in the West impacted
the plaintff’s sales in the Northeast, even though plaintff operated well
above standards. The demise of the case was the expert’s concession on
cross-examination that the alleged diminution of sales predated the breach
by Dunkin’, and the expert could not rule out other potential causes such
as management skills, advertising volume, and market penetration.?®

II. The Franchisor’s Duty to Police a Franchise
System in Canada

A. General Principle

There is no such duty called a “Duty to Police a Franchise System” in Ca-
nadian franchise law at the moment—not to say that there is no equivalent
obligation for the franchisor. Decisions of Canadian courts that have consid-
ered whether a franchisor is liable toward its franchisees as a result of a dis-
regard of the franchise system were more likely to rely on the franchisor’s
duty of good faith.

Fundamentally, the common law of contracts generally places great
weight on the freedom of contracting parties to pursue their individual inter-
ests. To be consistent with that basic principle, any franchisor duty should be
an express term of the franchise agreement or of the law. Canadian common
law has recognized for many years several rules and doctrines that rely upon
the notion of good faith in the contractual performance of a franchise agree-
ment, and as such, that a duty of good faith may arise out of (1) the nature of
the relationship, (2) the circumstances created by the other party, or (3) pro-
vincial franchise legislation.?’

Six Canadian provinces, namely Ontario,”® Alberta,?? Prince Edward Is-
land,*® New Brunswick,>! Manitoba,*? and British Columbia (not yet in

24. Dunkin’ Donuts, Inc. v. Patel, 174 F. Supp. 2d 202, 212 (D.N_]. 2001).

25. Bus. Franchise Guide (CCH) § 11, at 211 (5th Cir. 1977).

26. Id. at 29,692-93.

27. 978011 Ontario Ltd. v Cornell Engineering Co. (2001), 53 O.R. (3d) 783 at paras 35-37,
2001 CanLII 8522 (ON CA).

28. Arthur Wishart Act (Franchise Disclosure), SO 2000, ¢ 3 (Ontario).

29. Franchises Act, RSA 2000, ¢ F-23 (Alberta).

30. Franchises Act, RSPEI 1988, ¢ F-14.1 (Prince Edward Island).

31. Franchises Act, SNB 2014, ¢ 111 (New Brunswick).

32. The Franchises Act, CCSM ¢ F156 (Manitoba).
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force),?? have enacted franchise legislation. These statutes are substantially
similar, each imposing a duty of fair dealing in the performance and enforce-
ment of every franchise agreement, which includes the duty to act in good
faith and in accordance with reasonable commercial standards.’*

As for the Canadian civil law jurisdiction, the Civil Code of Québec recog-
nizes a general and stand-alone duty of good faith that extends to the forma-
tion, performance, and termination of a contract and includes an express
prohibition forbidding the abuse of contractual rights.**

B. Duty of Good Fuith as the Source of the Franchisor’s Implied Duty to
Police the Franchise System

1. Duty of Good Faith in Common Law Jurisdictions

Based on the unequal bargaining principles (or the test) outlined in the
landmark Supreme Court case Wallace v. United Grain Growers Ltd (c.0.b.
Public Press),* and which Justice Iacobucci, for the majority, relied on to rec-
ognize an undeniable good faith obligation in employment contracts, the
Ontario Court of Appeal confirmed in Shelanu Inc. v Print Three Franchising
Corp.37 that a duty of good faith applies in a franchisor-franchisee relation-
ship. As such, the court listed the principal characteristics leading to imbal-
ance in the franchisor-franchisee relationship: (1) the franchisee is unlikely to
be in a position of being equal in bargaining power to the franchisor; (2) the
franchisee’s inability to negotiate more favorable terms in cases where the
franchise agreement’s provisions were drawn up and imposed by the franchi-
sor will likely result in key clauses not being freely negotiated; and (3) the
franchisor imposes significant and continuing restrictions on its franchisees
as to how to operate and manage the franchised business for the purpose
of maintaining uniform standards of quality and a strong brand across the
franchise system.

Although the Shelanu decision recognized a franchisor’s duty of good faith
as a positive obligation to exercise its powers arising from the franchise
agreement in an honest, fair, and reasonable manner,*® the question that
most franchisors ask is “where does it end?”

First, under Canadian common law, no fiduciary duty applies in a franchisor-
franchisee relationship.?” Although the duty of good faith and a fiduciary duty
are very similar, they remain two very different obligations. If it is true that the
franchisor must consider the interests of the franchisees before exercising any

33. Franchises Act, SBC 2015, ¢ 35 (British Columbia) (not yet in force).

34. See, e.g., Section 3 of the Arthur Wishart Act.

35. Arts. 6, 7 & 1375 Civil Code of Québec, CLQR c. CCQ - 1991.

36. [1997] 3 S.C.R. 701, 1997 CanLlII 332 (SCC).

37. 64 O.R. (3d) 533 at para 66, [2003] O.J. No. 1919, [Shelanu]; Kentucky Fried Chicken Can-
ada v Scott’s Food Services, Inc., 41 BLR (2d) 42, 1998 CanLII 4427 (ON CA) (1998).

38. Shelanu, supra note 37, at para 70.

39. Firna Ltd v Mister Donut of Canada Ltd, [1971] 1 O.R. 251 (C.A.), confirmed by [1975] 1
R.CS. 2.
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powers, it must not act “only” in accordance with the franchisees’ interests. If
the franchisor deals honestly and reasonably with one franchisee and then pre-
fers its own interests or those of the franchise network more generally, the fran-
chisees’ interests might not be paramount.*

As also stated by now Chief Justice Strathy of the Ontario Court of Ap-
peal in Fairview Donut Inc.,*' the duty of good faith has been expressed in
Canadian common law to ensure that neither party substantially nullifies
the bargained objective or benefit for which the other party has contracted
or acts in a way that causes significant harm to the other party. Where a fran-
chisor is given discretion under the franchise agreement, the franchisor must
exercise such discretion reasonably and with a proper motive and may not do
so arbitrarily, capriciously, or in a manner inconsistent with the reasonable
expectations of the parties.*? As such, it is possible under Canadian common
law to conclude that one party failed to comply with its duty to act in good
faith, even if it strictly complied with the provisions of the franchise agree-
ment. On the other hand, the law does not consider every breach of an agree-
ment a breach of the duty of good faith.*

Shelanu raises some interesting points regarding whether a franchisor
breached a duty of good faith and to what end. The court concluded, for ex-
ample, that the franchisor (Print Three) breached its duty of good faith when
it denied a payment owed under the terms of the franchise agreement to gain
leverage or bargaining advantage.** On the other hand, the court rejected
the franchisee’s claim for damages based on the franchisor’s alleged misrep-
resentations and breach of its duty of good faith. The franchisee claimed that
the franchise agreement contained representations that Print Three was an
expanding organization, that it had committed itself to continue to introduce
leading-edge technologies and systems in document reproduction technol-
ogy, that it would continue to develop the credibility and presence of the
Print Three name and logo, and that it would continue to improve and
change the expertise it had developed. The court held that there had been
no misrepresentation as to what Print Three was to provide in exchange
for royalty payments and furthermore that Print Three had met the mini-
mum requirements in order to discharge its contractual obligations.* In
essence, the court concluded that the franchisor did not have a duty of
competence.

40. Shelanu, supra note 37, at para 69; 1117304 Ontario Inc. (c.0.b. Harvey’s Restaurant) v Cara
Operations Ltd., [2008] O.J. No. 4370 at para 68; Spina v Shoppers Drug Mart Inc., [2012] O.J. No
4659, at para 149.

41. Fairview Donut Inc. v TDL Grp. Corp., 2012 ONSC 1252, [2012] O.J. No. 834, [Fairview].

42. Fairview, supra note 39, at para 502; Shelanu, supra note 37, at para 96; Landsbridge Auto
Corp. v Midas Canada Inc., 2009 CanLII 13628 (ON SC) at para 17, [Landsbridge].

43. Shelanu, supra note 37, at para 76.

44. Id.

45. Id. at para 107.
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2. General Duty of Honesty Under Canadian Common Law

Strongly criticizing the piecemeal, unsettled, and unclear application of
the Canadian common law duty of good faith, Justice Cromwell, for the ma-
jority of the Supreme Court of Canada, concluded in the more recent case
Bhasin v Hrynew that it was time to take two steps to broaden the scope of
the duty of good faith and make it more coherent and consistent with reason-
able commercial expectations: (1) acknowledge that good faith contractual
performance is a general organizing principle of the common law of contract
and (2) acknowledge that there is a common law duty that applies to all con-
tracts to act honestly in the performance of contractual obligations.*

Although the Court in Bhasin recognized the existence of an active and
actual debate on a general common law duty of good faith in the perfor-
mance of contracts, this question was expressly avoided because the matter
at hand did not require the Court to address it, leaving the door wide
open for a future Supreme Court of Canada case to answer this question.
As for the courts that suggest there is a general duty of good faith, they
have relied on good faith obligations as an implied contractual provision
to establish minimum standards of acceptable commercial behavior. As for
the duty’s detractors, the concern is often that the recognition of a general
duty of good faith would undermine the freedom of contract concept and
lead to the creation of an uncertain commercial climate.*’

Quoting Professor John McCamus,*® who based his explication on the
many cases that have examined the duty of good faith’s application in the
performance of a contractual relationship, the Court in Bhasin attempted
to identify three situations where a duty of good faith in the performance
of a contract existed in a common law jurisdiction: (1) where the parties
must cooperate in order to achieve the objectives of the contract, (2) where
one party exercises discretionary powers under the contract, and (3) where
one party seeks to avoid its contractual obligations.*” Although these are help-
ful tools to understand the current state of law, it remains unclear whether a
good faith obligation is being imposed as a matter of law, as a matter of con-
tractual terms implied by law or facts, or as a matter of interpretation of the
contract. Nonetheless, the Court recognized that the implied terms of con-
tract at common law, whether implied by the terms of the law or as a matter
of fact, play a functionally similar role to the doctrine of good faith in civil law
jurisdictions by filling in the gaps in the written agreement of the parties,
mainly in classes of contracts where there is a power imbalance between the
parties.’®

46. 2014 SCC 71, [2014] 3 SCR 494, [Bhasin], paras 33, 66.

47. Id. at paras 38-39.

48. Joun McCamus, THE Law oF CoNTrRACTS 804-05 (2005).

49. Bhasin, supra note 46, at para 47; Shannon K. O’Byrne, The Implied Term of Good Faith and
Fair Dealing: Recent Developments, 86:2 CANADIAN B. Rev. 197-200 (2007).

50. London Drugs Ltd. v Kuebne & Nagel International Ltd., [1992] 3 S.C.R. 299, 1992 CanLII
41 (SCC) at p. 459.
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Although the exact source of the good faith obligations remains unclear,
and no Canadian common law courts can rely for the moment on a stand-
alone and floating duty of good faith, the Supreme Court of Canada in Bha-
sin nonetheless adopted new “organizing principles of good faith.” As a man-
ifestation of such organizing principles, a duty of honest performance now
applies to all contracts.’! While the commercial parties in a longer-term, re-
lational contract, which depends on trust and cooperation, are entitled to ex-
pect a minimum level of honest conduct and good faith in contractual deal-
ings,’? the duty of honest performance shall serve to better assess the scope

of the duty of good faith.>?

3. Duty to Police the Franchise System Under Common Law

Although the extent of any Duty to Police the Franchise System remains
unclear, but it is indisputable that Canadian common law courts have recog-
nized, for several years now, a common law and statutory duty of good faith
in a franchisor-franchisee relationship. More recently, and even while it has
refused to rule on whether the common law duty of good faith is a stand-
alone obligation or a duty to be applied (or not) sporadically by the courts
on a contextual basis, the Supreme Court of Canada ruled in Bhasin that
there is a uniform duty to perform contracts honestly. However, without dis-
puting that most parties to a contract expect a certain level of honesty from
the other party, what is the scope of this stand-alone obligation of “honesty”?
And at what point does it become a franchisor’s Duty to Police the Franchise
System?

The Supreme Court of Canada in Bhasin reminds us that a duty to per-
form contracts honestly will stand as a general standard to be weighted dif-
ferently depending on the context.’* As to the meaning of “honestly,” it re-
fers to an obligation of the parties to not lie or otherwise knowingly mislead
each other about matters directly linked to the performance of the contract.
In all cases, this does not impose on a party a duty of loyalty or require a
party to forego advantages flowing from the contract.’® Therefore, and as
long as the contract does not oblige a franchisor to comply with specific per-
formance obligations toward the franchise system, the circumstances where a
franchisor will be held liable for not performing its obligations honestly as a
result of not enhancing its brand or not sustaining the viability of its franchi-
sees operations will likely be very limited. Deciding otherwise would likely
lead to the creation of a duty of competence for the franchisor.

By accepting that the duty of honest performance has to be weighted in its
particular context, it is inevitable, however, that the long-term contract of

51. Bhasin, supra note 46, at para 93.
52. Id. at para 66.
53. Id. at para 69.
54. Id. at para 64.
55. Id. at para 73.
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mutual cooperation involved in a franchisor-franchisee relationship may cre-
ate situations where the franchisor’s duty of honest performance could im-
pose affirmative obligations, despite the lack of any such obligations within
the express terms of the franchise agreement.’®

It seems accepted, therefore, that a franchisor’s good faith obligations re-
quire, at the most basic level, that the franchisor shall not deprive a franchi-
see of the benefit of its bargain under the franchise agreement.*” The essence
of such bargain is the integrity of the franchisor’s brand, which in turn may
be affected by the quality of the infrastructure and standards the franchisor
defines from time to time. The franchisees depend on this minimal obliga-
tion to maintain brand integrity as a means of making any profit; yet, it is
the franchisor that typically has broad discretdonary power under the fran-
chise agreement, including how it will create a favorable infrastructure and
viable unit operations. Without imposing on the franchisor a duty of com-
petence, the duty of honest performance requires nonetheless a franchisor
to make minimal efforts to create a viable operating environment for its
franchisees.

4. Duty of Good Faith in Civil Law Jurisdictions (Province of Québec)

The duty of good faith in the Québec civil law jurisdiction has been cod-
ified under articles 6, 7, and 1375 of the Civil Code of Québec. In fact, the im-
plementation of the concept of good faith in the performance of contracts in
Québec had been a central point of prior important decisions that led to the
concept’s codification.’®

Article 1434 of the Civil Code of Québec provides that a validly formed con-
tract binds the parties that have entered into it not only to what they have
expressed in it but also to what is incident to it according to its nature and
in conformity with usage, equity, or law. Such provisions impose on each
party a duty to deal with each other honestly and fairly so as not to harm
the rights of the other contracting party at all times during negotiation, per-
formance, and enforcement of the contract.

While the foregoing provisions of the Civil Code of Québec apply to any
type of contract, including franchise agreements,’” the Québec Court of Ap-
peal issued two major decisions over the past twenty years, which, although
very fact-specific, have defined the obligations arising out of franchisor-
franchisee relationship in light of the duty to act in good faith. In the absence

56. In Shelanu, the Ontario Court of Appeal compared the franchisor-franchisee relationship
to that of an employer-employee relationship and created what appears to be a floating guardian
obligation based on the duty of good faith for the benefit of franchisees. See supra note 37, at
para 5.

57. Katotikidis v Mr. Submarine Ltd., [2002] O.J. No 1959 (S.CJ.) at para 72; TDL Grp. Ltd. v
Zabco Holdings Inc., [2008] M.J. No 316 (Q.B.) at para 272.

58. Houle v Canadian Nat’l Bank, [1990] 3 SCR 122, 1990 CanLII 58 (SCC); Nat’l Bank v
Soucisse et al., [1981] 2 SCR 339, 1981 CanLII 31 (SCC).

59. Provigo Distribution, Inc. v Supermarché A.R.G. Inc., 1997 CanLII 10209 (QC CA), AZ-
98011010, [Provigo].
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of a specific franchise law, these two cases are now acknowledged as land-
mark rulings in franchise law in Québec.

a. Supermarché ARG v Provigo

In Supermarché ARG v Provigo,*° the Québec Court of Appeal was asked to
rule whether Provigo failed to abide by its contractual obligations toward its
franchisee as a result of its decision to launch a new low-cost concept, which
had the perverse effect of having the new stores compete directly with its
franchisees. Although the court noted in its decision that the franchise agree-
ment contained no explicit obligation on the franchisor to refrain from di-
rectly or indirectly competing against its franchisees, the court pointed out
that a contract is not limited to the obligations that are specifically provided
for therein and that it would consider obligations implied from the nature of
the contract itself in accordance with usage, equity, or law. For example, if a
franchisor decides to compete with its franchisees, whereas no contrary pro-
vision exists in the franchise agreement, the franchisor should nonetheless
and concurrently take steps to avoid depriving the franchisee of its opportu-
nity to maintain viable franchise operations as the result of such competition.

According to the court, once the parties execute a franchise agreement,
the duty of good faith to which the franchisor and the franchisee are legally
bound in the performance of their contract creates a partnership and collab-
oration commitment toward each other.®! Thus, one of the fundamental ob-
ligations underlying this general duty of partnership and collaboration is the
franchisor’s obligation of technical and commercial assistance toward its
franchisees. The franchisor must, in consideration of its duty of good
faith, provide its franchisee with the tools or means by which the franchisee
can legitimately and honestly maintain the relevance of both parties’ rights in
the franchise agreement.? On the other hand, a franchisor’s actions that re-
sult in an unreasonable increase in a franchisee’s contractual burden or that
alter the nature of the contract are actions in breach of the franchisor’s duty
of good faith. As set forth in Provigo, the considerations seem to involve the
same considerations under the duty of honest performance recently adopted
by the Supreme Court of Canada in Bbasin.

b. Bertico v Dunkin’ Brands

Based on the lessons of Provigo, the Québec Court of Appeal recently
ruled on the concept of an implied duty of good faith in the Dunkin’ Brands
case.®® The court confirmed the ruling of the trial court April 15, 2015, and
ordered Dunkin’ Brands Canada Ltd. to pay an amount totaling $10.9 million

60. Id.

61. Id. at p. 30.

62. Id. at p. 31.

63. Dunkin’, supra note 7. On June 15, 2015, Dunkin’ Brands Canada Ltd. filed an application
for leave to appeal to the Supreme Court of Canada, raising an issue of public importance that
must be addressed by the Court: whether general obligation of good faith imposes on franchisors
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(plus interests and costs) to a group of franchisees for lost investments and
profits. The court found that the franchise agreements between Dunkin’
and its franchisees included both explicit and implied obligations to provide
the franchisees with continuous collaboration and support that they legiti-
mately expected in order to protect and enhance the brand, maintain high
and uniform standards within the franchise system, and generally preserve
the integrity of the franchise system as a whole.®*

To better understand the position adopted by the Québec Court of Ap-
peal, it is pertinent to reiterate the factual situation that led to that case.
Until the mid-1990s, Dunkin’, with more than 200 stores, was a leader in
the fast-food industry in Québec. However, Dunkin’s fortune declined
when Tim Hortons, also a quick service provider of coffee and donuts, as-
serted its presence in Québec. During a meeting in 1996 to respond to
this new challenge, Dunkin’ franchisees complained about insufficient sup-
port and collaboration from their franchisor as well as its inappropriate tol-
erance of underperforming franchisees.®® In early 2000, the situation wors-
ened, and a group of these franchisees wrote a formal letter reiterating
their concerns and complaining about the breach of the franchisor’s obliga-
tions, including the failure to invest the required money, time, and resources
to protect and increase the brand’s image and value in Québec.

As a potential solution to those complaints, Dunkin’ presented a renova-
tion program under which the franchisees that committed to invest $200,000
to renovate their restaurants and comply with some additional conditions
would receive a $46,000 subsidy from the franchisor in return. The renova-
tion program failed to stave off increasing competition from Tim Hortons.
By 2003, Dunkin’s market share in Québec had plummeted while Tim Hor-
tons captured the growth in the coffee and donut quick service market.

In May 2003, a group of twenty-one franchisees operating thirty-two lo-
cations filed a lawsuit against the franchisor claiming damages for breach of
contract. The franchisees alleged that the franchisor had failed to meet its
contractual obligations to adequately protect and enhance the Dunkin’
brand in Québec. The trial judge agreed to award damages of $16.4 million
to the franchisees for lost investments and lost profits under the agreements.
The Court of Appeal agreed with the trial judge but reduced the total award
to $10.9 million (plus interest and costs) and found that the franchise agree-
ments imposed, either expressly or implicitly, an obligation to protect and
enhance Dunkin’s brand in Québec. The decision outlined the elements
that franchisors should consider when developing their franchise systems
and establishing a collaborative approach in their relationships with their
franchisees.

duties to enhance their brands and stave off competition. This application was dismissed with
costs on March 17, 2016.

64. Dunkin’, supra note 7, at paras 77-88.

65. Id. at paras 23-26.
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The 1992 franchise agreements in Dunkin’ contained performance provi-
sions that said Dunkin’ would “continue efforts to maintain high and uni-
form standards of quality, cleanliness, appearances and service at all DUN-
KIN’ DONUTS SHOPS, thus protecting and enhancing the reputation of
DUNKIN’ DONUTS CANADA.”% The 2002 franchise agreement in-
cluded a recital in which the franchisee acknowledged the importance of
high standards and specifications regarding quality, cleanliness, appearance,
and service to increase the efficacy of the system.%” The agreement also con-
tained provisions pursuant to which the franchisor expressly undertook to as-
sist and support the franchisee for the entire term of the franchise contract,
including an ongoing advisory relationship, operational revisions, and ad-
ministration of the franchise owners’ advertising fund.

In addition to the above-mentioned explicit performance obligations, the
court concluded that the long-term nature of the franchise agreement, along
with the legal duty of the franchisor to act in good faith, implicitly estab-
lished ongoing cooperation and collaboration between the franchisor and
its franchisees. Considering the explosive mix resulting in the application
of Dunkins’ extraordinary contract provisions, the implied duty of good
faith, and the very particular factual context of that case. But, as a result,
the Québec Court of Appeal in Dunkin’ identified various considerations
within the scope of the franchisor’s duty of good faith, such as an implied
and affirmative obligation of the franchisor to protect and enhance the
brand in the face of competition, which go much further than any common
law counterpart and far beyond what has been previously decided by any
other Québec courts.

For example, the court recognized that the franchisor-franchisee relation-
ship imposes on franchisors a duty to ensure adequate supervision of the
franchise system, which occasionally could require the franchisor to termi-
nate the contractual relationship with weaker franchisees (such as underper-
forming franchisees that fail to meet uniform standards, thereby tarnishing
the brand and negatively impacting the franchise system).®® Pointing out
that toleration of free riders could undermine the value of the franchise®
and franchisees lack discretionary power to act against franchisors, in such
cases, the court noted that they rely on the franchisor to undertake the ap-
propriate measures to protect the integrity of the franchise system.”® Consid-
ering the foregoing, the court concluded that Dunkin’s franchisees were en-
titled to rely on the franchisor to take reasonable measures to protect them
from the challenges and competition offered by Tim Hortons and to re-
spond and adjust to new market conditions.”!

66. Id. at para 52.

68. Id. at para 62.
69. Id. at para 83.
70. Id. at paras 83-85.
71. Id. at para 66.
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Discussing what seems to be a bitter and harsh decision for numerous
franchisors, the Québec Court of Appeal noted that a franchisor does not
have an obligation to outperform the competition or guarantee the profit-
ability of its franchisees. However, it does have an obligation to undertake
positive actions to protect its franchisees from competitors and support
the brand.”? The court further stated that if Dunkin’ had taken reasonable
measures to counter Tim Hortons’ expansion, protect, and enhance its
brand, even if “Tim Hortons or another competitor had encroached on
some of the Franchisees’ market,””? the franchisees would probably not
have had any basis for their complaint. Ultimately, this result is not that dis-
similar to the result in Shelanu under Canadian common law—weighing the
franchisor’s minimal efforts to determine if it complied with its good faith
obligations.”*

One can also conclude, in Dunkin’s case, that the franchisor’s breach of its
obligation weighed more heavily because the breach was not the result of a
single act or omission, but rather multiple, systemic failures over the course
of its contractual relationship with its franchisees. The court, in fact, noted
that during the period when Tim Hortons was gaining an important foot-
hold in Québec, Dunkin’s strategy was essentially one of “business as
usual”—with only minor adjustments being made. This was not enough
for the court, and the evidence supported a finding of fault that caused the
group of franchisees to lose significant amounts in profits and investments.
For the court, this egregious, blind-eye behavior justified the damages
award of $10.9 million.”>

Finally, it is important to take into account that the Dunkin’ decision is a
logical follow up to the Provigo case, and as such, it did not create new ob-
ligations for franchisors in Québec. The Québec Court of Appeal reported

72. Id. at para 72.

73. Id. at para 93.

74. Shelanu, supra note 37, at para 107.

75. Without trying to argue the extent of Dunkin’s case finding in a civil law jurisdiction and
whether the Québec Court of Appeal meant to create a universal stand-alone obligation to pro-
tect and enhance the brand outside a specific set of facts, the Amercan co-author queries whether
the express language of Dunkin’s franchise agreement would have supported a good faith obli-
gation under U.S. law. U.S. law would not imply a performance obligation absent express lan-
guage benchmarking the performance. For example, how would a court determine whether the
franchisor had earmarked and expended sufficient marketing funds or support for a franchisee
absent an express formula in the contract? Another way to look at the equation is whether during
the performance of the contract the franchisees could have sought specific performance of the
franchisor’s obligation, the failure of which ultimately resulted in damages. In other words, if
the performance expected under the contract was too indefinite to enforce during the period
of operations, how could the parties eliminate or mitigate damages during the period of oper-
ations and why reward with damages the indefiniteness of the obligation that the plaintiffs failed
to enforce during the period of operations? If the franchisor is charged with the policing of fran-
chisees, only the performance articulated in the contract should be enforced rather than the ex-
treme consequence of the aspirational goal of having all franchisees meet or succeed system
standards.
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that the outcome in the Dunkin’ case was well founded and merely involved
the “application of established law to a new set of facts.””¢

5. Duty to Police the Franchise System Under Civil Law

Although the Dunkin’ decision has great significance for franchisors in
Québec, it is important to remember that the ruling by the trial judge,
and supported by the Court of Appeal, was very fact-oriented and influenced
by the extraordinary terms of the franchise agreement. Moreover, the use of
highly debatable wording by the Québec Court of Appeal when describing a
franchisor’s duty—including an “obligation of means to protect and enhance
the brand;””7 a “duty, in cooperation with its franchisees, to respond and ad-
just to new market condition;””® and a “duty to assist and cooperate with the
franchisees by taking certain active measures in support of the brand””’—
may certainly have induced an implied duty to take affirmative measures
to avoid abandoning the franchisees in a sinking ship. In any event, the
court does not specify exactly when and how those affirmative measures
should come into play.

Does this case establish a stand-alone obligation to protect and enhance
the brand and a Duty to Police the Franchise System? Likely not. Rather,
in determining the scope of a franchisor’s duty of good faith, the only gen-
eral applicable rule in Québec franchising law on which one can rely is the
general duty of partnership and collaboration.

In the view of the authors, it was the very particular and significant cir-
cumstances, and the wording suggested by the franchise agreement itself,
that drove the Québec Court of Appeal in Dunkin’ to call the actual franchi-
sor’s duty of partnership and collaboration a duty to enhance and protect the
brand. The conclusion suggests to the entire franchise world that, at least in
Québec, there is an increased contractual burden on a franchisor in favor of
its franchisees. Regardless of how broadly this so-called duty to enhance and
protect the brand was applied in Dunkin’, in the future, courts should look
only to whether a franchisor has behaved in (1) a non-excessive and reason-
able manner and (2) with respect to its obligation of partnership and collab-
oration toward its franchisees. If not, the application of this broad and ge-
neric duty would remain too vague and uncertain for most cases that will
lack the substantial and severe circumstances found in Dunkin’.

6. Is There a Duty to Police the Franchise System Arising from the
Reconciliation of the Common Law and the Civil Law?

Although interpreted with few differences, both Canadian common law
and civil law jurisdictions appear to recognize an implied good faith obliga-

76. Dunkin’, supra note 7, at para 76.
77. Id. at para 64.

78. Id.

79. 1d. at para 72.
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tion on the parties in the performance of their contracts, but a Duty to Police
the Franchise System has yet to be recognized. As much as there is a some-
what uniform law since Bhasin related to Canadian good faith obligations
and the duty of honest contractual performance, any Duty to Police the
Franchise System remains highly uncertain. Thus, until the courts bring a
level of certainty as to what type of affirmative measures a franchisor must
take to discharge a theoretical Duty to Police the Franchise System, the rec-
ognition of such duty would inevitably and erroneously lead to a duty of
competence on behalf of the franchisor, which would undermine the very

purpose of the duty of good faith.

III. Business Judgment Rule

In discussions of the implied duty of good faith in the United States, a sig-
nificant exception may even threaten to swallow the rule: the business judg-
ment rule, which permits a company (or franchisor) to make discretionary
decisions that may conflict with the interests of other parties, including fran-
chisees, as long as the decision was reached as product of rational business
judgment. Because of the impact of this rule and its potential ability to pre-
vent any Duty to Police the Franchise System from ever developing under
U.S. law, the authors address it briefly.

A. Implied Duty of Good Faith and Fair Dealing and the Business fudgment
Rule in a Franchising Context in the United States

In the United States, every contract or duty within the Uniform Commer-
cial Code (UCC) (and very often without) creates an obligation of good faith
in its performance and enforcement.®” Such obligation has been given legis-
lative effect in all fifty states by the adoption of portions of the UCC,3! al-
though each state is free to adopt its own version of such duty. Nonetheless,
both at common law and under the UCC, U.S. courts recognize that the
duty of good faith is not an abstract and independent term of the contract.
If the parties have complied with the express terms of the agreement, the
duty of good faith has no role to play.?? It merely conditions the exercise
of discretion, but even that limited role can still create liability.

Therefore, many franchisors in the United States seek to incorporate the
business judgment rule into their franchise agreements to temper discretion-
ary decisions and displace any implied duty of good faith.#* The business
judgment rule, thus incorporated in the franchise agreement, allows a fran-
chisor to exercise its rights on the basis of its “reasonable business judg-
ment.”%* It typically provides that as long as the franchisor exercises reason-

80. Unrr. CoMMERCIAL CODE § 1-304 (2001).

81. Bbhasin, supra note 46, at para 84.

82. See, e.g., Burger King Corp. v. Holder, 844 F. Supp. 1528 (S.D. Fla. 1993).
83. Id. at 167.

84. Id. at 168.
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able business judgment when making discretionary decisions, the good faith
obligation will be satisfied,® even if there are other reasonable or arguably
preferable options, and even if the decision benefits the franchisor itself, pro-
vided that the decision is intended to promote or benefit the franchise system
generally.8¢

B. Business fudgment Rule in Canada and Its Application to the
Franchisor-Franchise Relationship

In Peoples Department Stores,3” the Supreme Court of Canada confirmed
the existence of a business judgment rule in Canada. The Court examined
the decision of the Ontario Court of Appeal in Maple Leaf Foods Inc. v Schnei-
der Corp.®® to determine the scope of the rule.?’ Maple Leaf Foods held:

The law as it has evolved in Ontario and Delaware has the common require-
ments that the court must be satisfied that the directors have acted reasonably
and fairly. The court looks to see that the directors made a reasonable decision not
a perfect decision. Provided the decision taken is within a range of reasonableness,
the court ought not to substitute its opinion for that of the board even though sub-
sequent events may have cast doubt on the board’s determination. As long as the
directors have selected one of several reasonable alternatives, deference is accorded to the
board’s decision [. . .J. This formulation of deference to the decision of the Board is
known as the “business judgment rule.”

The business judgment rule is therefore useful in providing the directors
of a corporation with a defense to liability while exercising their functions. It
also allows the courts to defer to the decisions reached by the directors of a
corporation acting fairly and in good faith, with an appropriate degree of
prudence and diligence.”®

Two issues differentiate the application of the business judgment rule in
Canada from comparable application in the United States. In accordance
with the Canadian business judgment rule, directors’ decisions must be in
the interest of the corporation and not in the interest of shareholders or
creditors (even if these groups have to be treated fairly), which is contrary
to the U.S. business judgment rule, where, if the directors’ decision is “ratio-
nal,” it protects the directors from any liability without more. In Canada, di-
rectors’ decisions must be “reasonable,” but the test to determine if they have
reached a proper decision is different than the test in the United States.”!

No court of justice in Canada has ruled to effect the business judgment
rule in a franchisor-franchisee relationship. In fact, only the Québec Court

85. Id. at 168-69.

86. Id.

87. 2004 SCC 68, [2004] 3 SCR 461, [Peoples].

88. 42 O.R. (3d) 177 at 192, [1998] CanLII 5121 (ON CA).

89. Peoples, supra note 87, at para 65.

90. Id. at para 61.

91. Osler, Hoskin & Harcourt LLP, Directors’ Responsibilities in Canada, at p. 11 (Oct. 2014),
https://www.icd.ca/getmedia/581897ca-d69d-4d4f-a2a2-ca6b06ef223b/5467_Osler_Directors_
Responsibilities_-Canada-FINAL.pdf.aspx.
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of Appeal in Dunkin®? addressed that potential application because the fran-
chisor raised it as a possible defense. The court, considering whether the
business judgment rule applied to the franchisor’s actions and prevented
the court from intervening and second-guessing Dunkin’s business decision,
refused to give any merit to such argument.”? According to the court, the
franchisor failed to consider that rule in its proper meaning by trying to
avoid ordinary liability for breach of contract. The business judgment rule
usually applies to matters regarding the personal responsibility of directors
or officers of a corporation to shareholders and not in a way of “exculpating
a corporate contracting party from liability or fault under a contract with third par-
ties.”** The court thus found it unusual and inconsistent with Canadian law
to shield a franchisor from contractual liability in circumstances where the
franchisee would otherwise be entitled to remedies for breach of contract.””
The court dismissed the franchisor’s proposed application of the rule as out
of step with its purpose and stated its finding was consistent with a prior de-
cision by the court in Videotron v Bell ExpressVu.®

As a result of the foregoing, application of the business judgment rule in a
Canadian franchisor-franchisee relationship appears to be an unsuitable
means to achieve a balance between a franchisor’s interests and the some-
times conflicting interests of its franchisees or of the system as a whole.
Under Canadian law, the business judgment rule as a discretionary standard
does not mesh well with the application of a duty of good faith, in part be-
cause they serve different objectives. And, the result has the potential to cre-
ate confusion for the parties with regard to the performance of contractual
obligations. Although in the United States it is possible to waive the implied
covenant to engraft the business judgment rule into a specific clause in the
franchise agreement,”’ this result is unlikely in Canada.”®

This information or any portion thereof may not be copied or
disseminated in any form or by any means or downloaded or stored
in an electronic database or retrieval system without the express
written consent of the American Bar Association.

92. Dunkin’, supra note 7.

93. Id. at paras 97-102.

94. Id. at para 101.

95. Id. at para 102.

96. Vidéotron, s.e.n.c. v Bell ExpressVu, l.p., 2015 QCCA 422 at para 71, JE 2015-446.

97. Schnell & Gardner, supra note 9, at 185.

98. In the common law, the obligation of fair dealing appears immune to entire agreement
clauses. See generally Landsbridge, supra note 40, at para 25. In Québec, the implied good faith
obligation under both articles 1375 and 1434 of the Civil Code of Québec cannot be excluded
by agreement. See generally Didier Lluelles & Benoit Moore, DRoIT DES OBLIGATIONS 1118-19
(Montréal: Editions Thémis 2d ed., 2012). Finally, statutory obligations cannot be excluded. See
generally Franchises Act, RSA 2000, ¢ ¥-23; Arthur Wishart Act (Franchise Disclosure), SO 2000, c 3;
Franchises Act, RSPEI 1988, ¢ F-14.1; Franchises Act, SNB 2014, ¢ 111; The Franchises Act, CCSM
Franchises Act, CCSM c F156.
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