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INTPODUCTION 

After the Second World War, a rapid expansion of fast food chains 
took place in developed market economy countries. In the 1960s the 
:nternationalization of major restaurant chain operations began, mostly 
in developed market economy countries. On t:he other hand, the growing 
urban populations of developing countries ha~ resulted in an increased 
demand for fast food restaurant services beyond the scope of that which 
could be satisfied by traditional small-scale operations. As a result, 
the expansion of the activities of large transnational fast food chains 
began in these countries in the late 1960s and in the 1970s. 

The foreign-associated fast food outlets were mainly established in 
selected Latin Aae~ican and South-East Asian countries, but the current 
expansion programmes oi maj~r transnational restaurant chains indicate 
that the number of outlets in developing countries may increase 
substantially in the near future. 

Consequently, government agencies responsible for the formulation 
and implementation of development policies have been confronted with 
various aspects of the fast food chain operations. Such instituticns 
included, inter alia, those approving contractual arrangements entered 
into by local companies with foreign partners. As a result, those 
government bodies dealing with the evaluation and registration cf such 
arrangements !/ and participating in U?JJDO' s cooperative scheme called 
Technologica~ Information Exchange System (TIES), requested the UNIDO 
Secretariat to undertake a study and prepare guidelinas for the handling 
and evaluation ot contracts used in tt.e fa&t food sector.ti 

While complying with the above recoJllll\endation, the UNIDO 
Secretariat commissioned a preliminary study on the subject which was 
com~Jeted in 1983.11 The s~udy covered an analysis of the overall trends 
and major pclicy options with regard to the scope and forms of foreign 
participation in the fast food sector in developing countries. It also 
contained an empirical analysis of the major provisions based on a sample 
of five agreements provided oy technology transfer registries from 
selectc1 developing countries. The study had been discussed duri1g ~he 
Eighth TIES Meeting cf Heads of Transfer of Technology Regist1ies at 
Caracac, Venezuela in 1983, which formulated the suggestions and 
reconunendations as to tt<e future course of action in that area. 

The present report has to be viewed as a follow-up to the previous 
study. Unlike the former one, it deals exclusively with the con~ractual 
aspects of the 3dmini~tration and management of chain restaurants in 
developi~g coun~ries. The empirical background was broadeneJ and 
altogether P.iqht contracts, plus selected data on five additional ones 
were taken into consideration. An analysis of the substantive provisions 
W6s carried out with a view to providing assistance to the staff of 
government institutions dealing with thQ approval and monitoring of such 
contrac~s. Consequently, only selected a&pert~ of contractual 
arrange111er.ts were taken into consideration, Le. those '-hich may, 
directly or indirectly, affect the national interest represented by the 
government authoritjes. 'l'hus, the present sti.1dy should nc·t be viewed as 
a manual for drafting and/or negotiating contracts for launching chain 
restaurants in developing count~ies. It should 3Jso be made clear that 
the approach adopted in the present study is biased, as the ~espective 

provisions are evaluated and recommendations ~ade with a view to 
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protecting the interests of the recipient country and to some extent the 
local partner becoming a party to the contract. 

Access to the contents of contracts current-ly negotiated or under 
implementa~ion had a substantial effect on the scope and final results of 
the study. Firstly, it helped identify major trends and methods for 
defining various problems in the contracts, while taking into account the 
distinct features of the fast food sector. As a result it was ('Ossible 
to formulate pragmatic recommendations with due consideration to the 
traditions, standards and patterns prevailing in the fast food sector. 
Secondly, the ~reas where the interests of the recipient country were 
unsatisfactorily protected have been inentified and these guidelines 
concentrate on those areas. Last but not least, examples of clauses 
which adequately safequarded the interests of the recipient country were 
also found in the contracts surveyed. These are often quoted in the 
guidelines as being useful reference material. 

The study consists of five chapters. The first chapter contains a 
systemati~ overview of contractual arrangements, with an attempt at 
providing a conceptual framework for the classification of contracts used 
in the fast food sector and identifying major problems in that area. In 
the second chapter an analysis of contract provisions defining the 
services offered by the foreign partner is given. 'l'he question of 
control of restaurant operations by a foreign partner with special 
emphasis on restr~ctive clauses is covered in Chapter III. Chapter IV 
deals with the 1• .• 1st essential issue, i.e. payments to the foreign 
partner. Finally in Chapter V provisions relating to the contract 
duration and extension are discussed. 

I. CONTRACTUAL ARRANGEMENTS USED IN THE FAST FOOD SECTOR - AN OVERVIEW 

A. The rcle of contractual arrangements in the fast food sector 

The fas·;:- food business represents a rare example of an 
industry where a nationwide as well as international expansion of 
the leading chains has been achieved through non-equity (franchise) 
arrangements with independent restaurant operators rather than 
through establislling wholly-owned outlets. In far.t almost all 
leading fast food chains predominantly use franchises, although the 
largest and/or mo&t profitable outlets in th~ home country are 
generally controlled directly by the parent company. With respec~ 

to the internati.onal expansion, especially in developing countries, 
this is accomplished through franc~iae contracts which, in some 
cases, can be accoapanied by the foreign equity participation 
(majority or minority). 

B. Tf!e frJ!nchise pgreement 

The essence of a franchise agreement is the authorization of 
the franchisee by th~ franchisor to engage in business in a manner 
associated with and identified by a trade name. Although there is 
no uniform definition of franchi&e, the one given below seems to 
cover all essential aspects of such a contractual arrangement: 

• 
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"Franchise means a contract or agreement, either expressed or 
implied, whether oral or written, between two or more persons 
by which: 

(a) a franchisee is granted the right to engage in the business of 
offering, selling or distributing goods or services under a 
marketing-plan or system prescribed in subs£antial part by a 
franchisor; and 

(b) the operation of the f~anchisee's business pursuant to such 
plan or syste~ is substantially associated with the 
franchisor's trademark, Gervice mark, trade name, logotype, 
advertising or other Ct.lllllaercial symbol designating or its 
affiliate ; and 

(c) the franchisee is required to pay directly or indirectly, a 
franchise fee."~/ 

Two major types of franchises may be distinguished: "product 
distribution franchising" and ·business format franchising". The 
franchise arrangements used in the fast food industry belong to the 
second category. The "busine~s format" or "entire system" category 
"describes the system used by c: :omyany (franchisor) which grants 
to others (franchisees) the :_ght and license (franchise) to market 
a product and engage in a business developed by it under the 
franch~sor's trade names, trademarks, service marks, know-how and 
method of doing business. In addition, the franchisor may sell the 
products and sell or lease the equipment and /or the premises 
necessary to the operation, or designate, or approve sources 
therefore. This in essence is a licensing of trademarks 2nd the 
granting of a "bundle of ~ights"~ the franchising of entire 
business systems (such as those for restaurants, fast food 
establishments, convenience stores, motels, laundries, dry cleaning 
shops, aut:>mobile repair shops, etc)".~/ 

Accor3ing t? the above quoted definitions, the concept of the 
license and fran~hise are closely interrelated, although the 
franchise agreement covers a broader relationshiP. between partners 
as compared to trademark and/or know-how licences.~? 

Two types of franchises can be distinguished. Unit franchises 
are single retail outlets owned and operated by individual 
enterpreneurs. In contrast, an area franchise provides the 
franchisee with control of a geographic region with the right to 
~stabliah unit franchiset and sell addit!ona1 unit franchises 
within the region to individual P.nterpreneurs. In international 
fra•1chising area franchises ere the more common. However ir. 
practical terms a distinction has to be m~de between the area 
covering the whole territory of a gJven country and the franchise 
granted by the foreign partner to the local companie~ covering a 
specified region. 
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C. The modalities.of existing relationships in international fast 
food chain operations 

In order to adopt a systematic approach to the contractual 
arranqements used in the fast food sectGr it is necessary to 
identify major cateqories of partners who enter into such 
arranqementR. One may distinquish two principal levels of chain 
operations: T~e upper level. i.e. the parent company operatin9 the 
system on a worldwide basis and the grass root level, i.e. the 
restaurant operator. We shall however include the intermediate 
levels, i.e. companies 9r2nted are~ franchise coverin9 the whole 
country or a given reqion only. Such companies may operate their 
own outl~ts and/or 9rant sub-franchises to independent restaurant 
operators. The alternative arrangements and relationships most 
often found in the fast food sector are demonstrat~d in fiqure 1. 
It is worthwhile notin9 that only some contracts are formally 
concluded with foreign partnars, thereby subject to the 
~egistration procedure. During the course of a ~reliminary 

investiqation of contracts submitted for registration, special 
attention should be given to partners and their function within a 
chain, i.~. chain headquarters, intermediate level restaurant 
operators. Secondly, the identification of existin~ equity 
linkages between partners should be regarded as a crucial aspect of 
contract evaluation. 

The question of standardization of contracts usea in the fast 
food sector and their clauses deserves special atten~ion. It 
should be bornp in mind that the idea of unification and 
stan~ji·~ization represents the principal concept of chain 
operations and this affects contractual arrangements as wall. The 
largest chains operate several thousands of outlets and with such a 
broad scope of activity standardization of contracts is ~ecoming 
indispensable. Often reference is made to the standard or master 
franchise agreement used by a we:~-known int2rnational chain. 

An analysis of c;ample contrac:ts concluded by large 
transnati~nal chains confirmed in principle the uniformity of 
contract formats. At the &ame time the principal conditions 
including payments offered by the same i.:hain to their partners in 
various countries, differed substantially. Quite often additional 
provisions saf eguardinq the interests of the local partner were 
added to the standa~d format. The following remarks may lead to 
the conclusion that, with due respect to the unification of 
contractual arrangements in the fast food industry, there i~ also a 
f,ubstantial degree of flexibility in allowing for the effecti,,e 
negotiation and modification of t.he standa.r:d formats in order ~o 

protect the interests of local partners as well as the recipient 
country. 

D. Suggested !Pproach by R~g!ptriep 

In view of ti-,_, rapid expansion of transnational fast food 
chains in developing countries ana taking into ~~ount the 
economic, financial and socio-cultural implications of such 
operations conducted und~r franchise agreements, it is recommended 
that franr.hise contracts become the subject of scrutiny by the 
technology transfer registries lh developing countries. 
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In those countries where the legal framework for registration 
of franchise agreements has already been established, it is 
necessary to solve some principal questions prior to opening the 
registration procedure. The first question is linked to the 
geO']raphic coverage of the franchise granted by the foreiqn 
partner. Since direct unit franchises are extremely rare in 
international operations, the real alternative lies between 
regional or country-wide franchises. Regional franchi~es offer a 
greater opportunity for direct contacts by the local restaurant 
operators with the foreign partner as well as stimulate 
competition. This may not necessarily ensure an effective flow of 
knO"l~edge and skills due to geographic distance and the lack of 
adequate efforts on the part of the franchisor, who usually 
operates hundreds or even thousands of such outlets in various 
countries. It seems that except for a few developing countri~s 
with the largest population others prefer country-wide franchises 
where the chain activities are coordinated by one strong 
organization (franchisee) offering vari~us services, including 
training, to the local restaurant operators. The advantage of the 
latter arrangement is that the conditions for operation of a given 
chain in the recipient country are settled in one agreement. 

The second strategic question is linked to foreign equity 
participation. Although the attitudes of developing countries 
towards direct foreign investment vary substantially, it may be 
argued that restaurant services have traditionally been recognized 
as an area for expansion of local businesses. Foreign investment 
in this sector should not be encouraged. A somewhat different 
approach may be adopted to equity participation in cases where the 
company franchisee operates the system country-wide. Bearing in 
mind that such companies usually coordinate training and technical 
assistance progra111111es for individual outlets, some equity 
participation could contribute to a stronger involvement by the 
foreign partner in providing s1ch services. 

II. SERVICES AND BENEFITS OFFERED BY THE FRANCHISOR 

A. IntroductpfY re!Df[~! 

An analysis of the contractual provisions defining the scope 
of services and henefits offered by the foreign partner should be 
carried out by the Registry with three major objectives in mind. 
Firstly, the contract must ensure the effective conditions for 
transfer of technology, skills and expertise to the local fast food 
sector as well as to the suppliers of raw materials, supplies, 
equipment etc. Secondly, the identification of 3ervices and 
benefits offered by the franchisor should assist in defining 
whether the contract resembles a typical tradema~k licence or a 
composite licensing agreement. The latter questi~n is essential in 
view of the rigid approach adopted by many Registries with respect 
to pure trademark licenses. Finally, the services and benefits are 
usually weighted against payments involved in a given ag1eement and 
therefore serve as an indispensable element for payment 
evaluation. This will be discussed in c:1apter IV. 
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B. Transmission of property rights 

A typica~ f~anchise cuntract 
stipujates directly or indirectly, 
property rights to the franchisee:2f 

in 
the 

the fast food sector 
granting of the follcwin9 

use of trademarks, trade names and patents of the franchisor; 
use of brand iroage and design and decor of premises developed 
by the franchisor in projecting that image1 
use of franchisor's secret oe~hods; 
use of recipes, formula, specifications and processes, and 
methods of manufacture developed by the franchisor. 

In order to avoid future conflicts the granting of the above 
rights should bP clearly defined in the contract. Unfortunately 
this is not standard practice in leading fast food chains. The 
agreements surveyed usually emphasized only one element of the 
•property package•, i.e. the right to use trademarks, whereas other 
elements were expressed as strict obligations imposed upon the 
franchisee, (e.g. an obligation to comply with the standard methods 
of operation). 

Since the transmission of prcperty rights is the key element 
of a franchise agreement,the Registries should insist o~ a clear 
definition of all rights granted to the franchisee. 

The question of 
further clarification. 
approaches adopted 
franchises: 

exclusivity in 
The empirical 

in the area of 

franchise agreements require 
survey 
regional 

revealed various 
and country-wide 

exclusive J.1cence was granted for a given territory; 
first priority was gi~en to the franchisee providing he/or she 
complied with the expansion programme included in the 
contract. The failure on the part of the franchisee gave the 
franchisor the right to automatically grant franchises to 
someone else; 

the franchise was clearly stipulated as non-exclusive. 

It is suggested that Registries consider the question of 
exclusivity, with due attention to the overall development 
programme of the fast food sector. Based on this, the Registries 
may come to the conclusion that one local partner can sufficiently 
coordinate the activities of an inte1·national chain in a given 
country, thus favouring an exclusive arran~ement or stimulate 
fierce competi-.ion in that sector, which can be achieved by 
non-exclusive arrangements. 

The c.uestion of sub-licensing rights should be resolved in a 
aimilar way. In principle a Registry should favo•1r explicit 
clauses granting sub-franchising rights to the franchisee. In the 
latter case, a fu~ther expansion of the chain operations will be 
covered by subsequent agreements among local partner&. ~he clauses 
limiting the franchise coverage to outlets directly controlled by 
the franchisee should l:>e deemed restrictive as the expansion of 
chain 09eratior1s may n'.'.>t ~ecessarily be accompliGhed through equity 
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arrangements. On the other hand, the standard require~ent calling 
for the approval of each sub-franchise by the franchisor see~s to 
be justified in view of trends and ~raditions ir. t~e fast food 
business. 

c. Training of local personnel 

In the area of training of local personnel a considerable 
common interest exists between the franchisee and the franchisor. 
For the former this becomes the most effective way of assimilating 
unique methods, ~rganization and management techniques of the fast 
food restaurants. The franchisor, on the other hand, can achieve 
worldwide unification and high levels of operational standards. 
For that purpose, the leading international fast food chains ha~e 
established special training facilities which carry out various 
training pr09rammes for restaurant personnel in the parent country 
as well as abroad. 

An analysis of the respective contract previsions showed that 
th~ formulation of the rights and obligations of partners left much 
to ~e desired. Some contrncts did not specify the training 
services at all. Others contained extensive lists of courses 
offered at the international training centre without adequate 
specific~tion ~f the condit5ons for using such services. Another 
questionable aspect is the obligatory character of training. In 
some contracts the respective formulations clearly stipulateJ that 
prior to as&uming managerial responsibilities, the key personnel of 
the franchisee should undergo specialized training offered by the 
franchisor. T~e ~ayment conditions were not adequately defined 
either (this will b~ discussed in Chapter IV). 

During the course of contract evaluation the Registries should 
carefully screen tlae p~ov1s1ons relating to training in order to 
make s~re that at least the basic problems are adequately covered, 
i.e.: 

description of services to be provided hy the franchisori 
clear expression of the obligatory versus voluntary character 
of such services (in line with COllll!lents made in Chapter III)J 
detailed specification of the financial problems associated 
with training in line with recommen~ations made in Chapter IV. 

The above coanents are mai·11y concerned with training carried 
out abroad. In view of the distance and costs involved it is 
obvious that only a limited ~1umber of th· franchisee's personnel 
can take advantage of thQ franchisor's training prograaanes and 
facilities. The effective transmission of knowledge and experience 
might be further accelerated by introducing additional training in 
the recipient country. 

An intereating clause on the establishment of training 
facilities in the host country with the assistance of the 
franchisor was found in one contract: •An educational installation 
will b~ created in the best country for the future training and 
education of the franchisee's employees and managers. The 
pr09ramme will be developed with the help of the faculty and will 
be taught by personnel e111ployed by the franchisee and epecially 
trained by the franchisor. It is hoped to construct and commission 
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this faci!ity as sOt:>n as possible after the franchisee has opened 
his initial restaurants and in it will be trained tht: greater part 
of the personnel required to provide the system restaurants in th£ 
host country with personn~1·. 

In those countries where the expansion programme stipulated 
the opening of a substantial number of fast f..x>d restaurants of a 
given chain {e.g. 10-20 within ten years), the Registry may 
recommend the establishment of a local training centre. The 
eventual extension of the initial agree111ent could be linked to the 
proc;ress achieved in that area. 

D. '.!'.!.!nS111ission of secret formula and reciB@S 

The secre~ formula and recipt;s constituting the essence of 
know-how possessed by a given chain are usually contained in the 
operating manual transmitted to the franchisee u~on signature of 
the contract. The franchisee is obliged to strictly follow the 
rules for operating the restaurant and preparing the meals in 
accordance with the recipes developed by the franchisor. Since 
such formula and recipes are the major source of competitive 
advantage of the whole chain, the franchisor attempts to prohibit 
leakages of such proprietary technology to unauthorized users by 
inclusion of secrecy provisions which often extend beyond the time 
span of the contract. Additional protective measures against the 
potential leakage of secret information include the limiting of the 
nUJ11ber of operating manuals provided to the franchisee, and the 
n:quirement of additional payment for extra copies etc. 
Unfortunately such methods, directly or indirectly, hinder the 
effective transfer of technology as this limits the number of the 
franchisee's personnel who may have direct access to the 
proprietary know-how. The Registry should therefore insist that ? 

sufficient number of copies of the operating manual be providec 
free of charge. It should be borne in mind that the franchisee 
cannot simply duplicate the manual as this would violate the 
copyrights of the franchisor. 

E. Additional technicpl ass!stpnr.e services 

In addition to training and handing over of the confidential 
operatinq manual discussed above, additional technical services are 
rendered by the franchisor prior to opening and in the course of 
operation of an outlet. These include, inter alia, assistance in 
the selection of suitable premises for the fast food outletJ advice 
in design, construction or remodellingJ communication of new 
developments, techniques and improvements in the preparation of 
foodsJ and assistance in the area of management, marketin~, 

accounting, transmission of reseaich results, advertising material, 
etc. 

Two approaches could be adopted in respect of additional 
technical services. The first relies on the assumption that thia 
is an additional oenefit for the franchisee, subject to separate 
remuneration or at leaet re~mbursement of cost incurred. 
Alternatively, such services could be regarded as an inherent part 
of the operation of the whole chain. It is obvious that in order 
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outlet 
staff 

location 
of the 

and design c~nform with 
franchisor has to check the 

to make sure that 
uniform standards, 
premises and provide 

the 
the 
the franchisee with relevant 1ocumentation, 

specifications, advertising materials, etc. 

It is recommended that the Registry ought, in principle, to 
follow the second approach. Thus, the general type contract 
provisions could be acceptable if no additional remuneration is 
involved. If, for some reason, the Registry has to approve some 
sort of remuneration, it shall insist on a detailed description of 
the scope of such services in the contract. 

III. CONTROL OF THE FRAN~HISEE'S OPERATIONS 

A. Jntroductory comments 

One of the main objectives of registering technology transfer 
co"'tracts is to eliminate rest:rictive provisions which allow, ~~ 
!:....J!., e~ceasive control of the franchisee's operations by the 
foreign partner. The laws and regulations qoverning technology 
transfer recently introduced in a number of developing countries 
contain lists of clauses which are considered to be restrictive and 
hav~ been eliminated during the ~ourse of contract evaluation. A 
major question which arisPs in this respect is the applicability of 
the standard measures used for the registration of technology 
transfer agreement£ to the fAst food chain operations. It mal be 
argued that the specific features of the fast food chain industry 
call for a flexible approach by the Registries to that issue. As a 
!"\lle, the extensive uniformity and standardization oi all aspects 
of business activities was the fundamental principle behind the 
fast food chain operation5. In view of this, the Registries ought 
to maintain a flexible attitude towards certain provisions which 
are of a restrictive character but are predominantly aimed at 
safeguarding uniformity and a high level c~ standard of fast food 
services. At the same time the Registry should insist on 
eliminating those provisions which lead to eAcessive controls of 
the outlet operations by the franchisor. The areas calling for the 
Registry's special attention are as follows: 

B. £1>£~rol of kex mana~rial personnel 

In principle the franchi3ors do not interfer~ di~ectly in the 
selection of outlet managers. An indirect control_ kcund in one 
contract W3s achieved by the obligation to comple'.:e a t:l?,>eciali zed 
training programme a~ t~e franchisor's wuniversityR prior to 
assuming managerial responsibility. In p~actical ~~r.ne this 
requirement seemad justified as this was the r>n.ly way "·f 3'-'quirh.~ 

chein-11pecific knowledge. However, th~ Regie.try- m .. y r~cn111::.: :v.i tf'le 
modification of such respective pro~isions so tha~ it i$ exfresb~d 

as a general requirement, but not as ~ restrictive o~ligati~n. 

The question of tied purchases calla f.or :ipeciaJ -l~l"Jnti0'.1 or 
the part of the Registry. This i.s becatise the value of +-.) .,e, 
purchases COUld exceed by a large misrqin t"ne re111itt;OlrlCeli Of 
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franchise fees and royalties. Obviously the fran~hisor is keenly 
interested in the use of food supplies, ingredients, equipment, 
etc. which are supplied by well-known approved suppliers from the 
home countit by all foreign franchisees. This contributes to a 
greater worldwide uniformity and higher quality of services 
re:.1dered. On the other hand the francldsor may achieve additional 
benefits from such purchases through equity or non-ec;uity 
relationships with the suppliers. The local partner is also 
interested in t"he acquisition of necessary supplies, equipment and 
ingredients from abroad especially during the initial period of the 
opening of the restaurant, when local suppliers cannot be fully 
relied upon. 

The Registry representing the national interest 
consequently aim at eliminating all tie-in provisions, but 
respect to the uniform standards. A positive example 
Registry's intervention was found in one contract. The 
clause suggested by the foreign partner read as follows: 

should 
with due 

of a 
relevant 

•operator agrees to purchase from approved suppliers all food 
supplies, ingredients and equipment in precise conformity 
with the company standards.• 

Pri~r to re9istration the Registry requested the amendment of 
the above quoted clause so that the words: •from appro;red 
suppliers• were omitted. The new formulation leaves the question 
of supplier to the discretion of t~e franchisee provided the 
franchisor's s~andards are met. 

A somewhat different approach may be adopted as regards the 
specific spice blends which are prepared according to the s~~ret 

recipes and represent the essence of the franchiser's know-how. 
These blends are usually manufactured by the franchisor, who 
strictly controls their P~"1Cluction and distribution. With respect 
to secret spice blends the typical tie-in clause reads as followss 

•Franchisee agrees to use only the 
in the preparation of products 
buy from the franchisor, or, at the 
designated by the franchisor, 
franchisor's spicL blends•. 

franchisor's secret spice 
designed by the franchisor 
franchisor's option, a 
its full requir2ment 

blends 
and to 
source 

of the 

Consequently the Registry mentioned earlier introduced an 
alternative form~lation to that clause: 

"Franchisee. agrees to use only the franchisor's approved spice 
blends in the preparation of products designed by th·e 
franchisor and to purchase the ingredients rerj~ired for suc'h 
spice blends etrictly in accoraance with the franchisor's 
quality standards•. 

It should be made clear however that the elimination of tie-in 
provisions merely represen~s the first step towardd decreasing the 
import dependency of the chain food restaurant services. Effective 
results in that ~=ea can be achieved once backward linkages, i.e. 
local suppliers of raw materials, ingredients, equipment, etc. are 
strong enough to meet quality standards, pricing, delivery 
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The r.e~istry may therefore recoamiend the 
expansion prograJ'llille outlined in the contract to 
services offered to local suppliers. Furthermore, 

consider the effects achieved in the above 
once the request for contract extension is 

D. !.on-comestition and secrecy [eguiremepts 

The franchisor is normally interested in the franchisee's 
engaging his fu~l attention to running chain outlets, ann therefore 
the provisions prohibiting the franchisee engaging in similar 
business prac~ices were found in practically all contracts. 
Similarly, the clauses defining secrecy provisions are typical for 

franchise agreer.ent~ in the fast food sector. Taking into account 
the specific features of the chain restaurant business, such 
requirements seem justified. However the Registry should object to 
the extension of such requirements beyond the ter:ns of the 
contract, as was found in several cases. 

IV. REMUNERATI0N TO THE FOREIGN PARTNER 

A. Introductory remarks 

The remuneration to the foreign partner constitutes the most 
difficult problem in the process of contract evaluation. As a rule 
the position of the franchisee during the negotiation phase is 
rather weak, as the franchisor will aim at applying standard rat~s 

and lP.vels of fees charged in the home count~y, which are 
relatively high. Thus the Reqistry's intervention will play a 
decisive role in lowering the total value of payments to the 
franchisor. It has been established without a do~bt that the 
leading transnatir•nal fast food chains accepted fee levels in a 
number of developing countries which were st.bstantially lower than 
those applied in the home country and other developed market 
econC1111y countries. This could be used as a strong argument in the 
course of contract negotiation and registration. 

Another argument for lowering fee levels can be drawn from the 
fact that the fast food restaurants are generally run by small 
enterpreneurs with limited financial resources. Thus the higt. fees 
paid to the franchisor, especially during the initial period, may 
hamper their growth potential. 

In the fast food industry a substantial deqree of uniformity 
was found as to the forms of remuneration to the foreign partner. 
Basically the combination of initial fee and ~oyalty was applied. 
Additional financial transfers made by the franchisee to the 
franchisor include the remuneration for technical servic~s and a 
contribution to the advertising programme. 

An initi~l foe is usually paid prior to the opening o! each 
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In the sa•ple of contracts surveyed 
USSS,000 and USIJ0,000. As a rule higher 
newly constructed outlets compared to 

to the chain systeJl'I. 

this fee ranged 
fees were charged 
those which are 

The principal question which has to be resolved first is the 
justification for payment of the initial fee. Originslly, it was 
meant as a reimbursement for the initial costs incurred by the 
franchisor prior to opening the outlet (mostly costs for field 
visits of the franchisor's personnel assisting in the site 
selection, construction, decoration, etc.). Such justification was 
stipulated in a straight-forward way in one contract: 

KThe franchisee recognizes that the franchisor will incur 
substantial direct expenses in connection with the initial 
development and pre-inaugural support services and agrees to 
reimburse the franchisor for those direct expenses up to an 
amount of ust X per each chain restaurant•. 

Although in most cases no justification was givpn for the 
payment of the initial fee this approach should he followed by the 
Registries while evaluating the l~vel of the ir.itial fee stipulated 
in the contract. Consequently, the scope of pre-opening services 

ought to be used as a major ya~dstick in determining the level of 
the initial fee. In view of the above the Registry s~ould consider 
the following options: 

accepting the flat initial fee, b•1t at the lowest possible 
level; 
replacing the flat fee by the cost reimbursement formula, e.g.: 

•The franchisee agrees to pay to the franchisor the 
out-of-pocket expenses in providing marketing and technical 
services to the franchisor during the period necessary to 
establish the first six restaurants hereunder, includin~, 

without limitation, the travel and on-site living expenses of 
the franchisor's personnel as well as any architectural, 
engineering, accounting, advertising or other expenses 
incurred by the franchisor in connection with rendering such 
services". 

The flat fee formula is ... ore convenient for both partners and 
if a reasonable i~vel is stipulated in the contract (e.g. in the 
range of USSS,000), it could be accepted by the Registry. 

The recommended approach to the initial fee question in 
franchise agreements has an additional essential implication, 
namely the simultaneous payment of the initial fee and 
reimbursemt. of cost of pre-opening assi<Jt:ance should be rejected 
as this wo~ld mean repetitive charging for the same services. Such 
a situation has been identified in or.e contract and the Registry 
took proper action by eliminating the clause on the payment of the 
initial fee. 
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C. Royalty level 

1. Principal factors affecting the royalty rate 

In order to define the acceptable 
Registry shculd establish a general 
franchise agreeaents ~n tne fast food 
ali:ernative approaches were Uentified: 

level of 
pol.:cy 

sectc.£'. 

royalty, t:he 
regarding ~hain 
The following 

chain fra·:ichise agreeaents were treated in a :dllilar way 
as pure trademark licen~es, which are generally 
discouraged by Registries, inter alla, through defining 
an upper ceiling for the r_o_y_al __ t_y __ r_a_t_e at the level of 0.5 
to 1.0 per cent of gross sales. 

chain franchise agreements are viewed in a similar ~anner 
to composite licensing agreements covering technical 
assistance. 

The first approach has in principle been followed by ~he 
Technology Tranafer Board of the Philippines. Following 
policy guidelines (Resolution Ho. 188, S'79 dated 3 October 
1979) the Board approved royalties in fast food chain 
agreeaents at 1 per cent. 

The second approach wgs followed by Suprintendencia de 
Inversiones Extranjeras of Venezuela. The Registry in Caracas 
rec011111ended a royalty rate of 3 per cent of net sales (against 
5 per cent requested by the franchisor) disaggregated in the 
following way: 

0.5 per cent - use of trademark 
1.5 per cent - technical assistancP. 
0.5 per cent - transmission of design, documentation, etc. 
6.5 per cent - advisory and consultancy services 

3.0 per cent - total fee 

Obviously the first approach will result in a substantial 
decrease in royalty payments. It could be argued however that 
the example of the Philippine Technology Transfer Board will 
be very difficult to follow by other countries. As a matter 
of fact the foreign partner could uPe a strong argU11ent by 
pointing out that in the fast food sector the franchise 
agreement has definitely a broader coverage than a pure 
trademark licensing agreement. 

2. Trends in royal~y levels in the fast food business 

Some indication of an acceptable level of royalty may be 
drawn from worldwide trends in the fast food busiDP.ss. A 
comprehensive survey recently carried out in the USA revealed 
that the royalties ranged fr011 2 to 5 per cent of gross 
sales.!/ The largest international chains who most of ten 
extend their operations to developing countrie~, apply royalty 
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raties at the level of 4 to 5 ;H!r cent. Thase rhtes were 
requested in all contracts surveyed which bad been subaitted 
for registration. As has been pointed out earlier. the 
l~~ding fast food chains seea to accept lover royalty rates in 
the auxiliary markets in developing countries. Therefore the 
pressure exerted by the Registry towards decreasing the 
royalty rate level should bring positive results. 

3. Th2 application of th~ inc<>11~-sharing concept to the 
franchise agreeaent 

The income-sharing concept could be used as an analytical 
tool when evaluating payments in franchise agreeaents in the 
fast food industry. This concept, often referred to as the 
UNIDO method", basically views payaents f~r technology as an 
·incame-sharing device· between the transferor and the 
transferee. It was originally designed for the evaluation of 
straight licensing agreements but was further aodified in 
order to cover equity sharing by the transferor.9/ 

For the pur?ose of demonstration we shall use the project 
data of one franchise agreement evaluated by 5IEX of 
Venez~ela. The foreign partnPr had requested a royalty rate 
of 5 per cent of gross sales (equal to 5.05 per cent of net 
sales). The projected cumulative figures for the period 
1982-1986 were the following (in millions of bolivars): 

net sales 
royalties 
net profit 
cost of production 

We shall calcula.te 
(net) 

royalties 

the 

- 195.1 
9.8 

21.5 
- 173.6 

Licensor Share 

9.8 

in 

LSIP ""' ------------------- ... ---------
net profit + royalties 21.5 + 9.8 

Intrinsic Profit 

9.8 - - 31% 
31.3 

As a result of contract evaluation, SIEX rec0111Dended a 
royalty of 3 per cent of net sa!es. Consequently: 

net sales 
royalties 
net profit 
cost of production 

Thus 
5.8 

LSIP • ---------- • 19% 
25.5 + 5.8 

- 195.1 
5.8 

25.5 
- 169.6 

The prof it-sharing concept should be predominantly used 
fot comparative analysis by relating the I.SIP coefficients in 
the fast food sector to those calculated in other industries 
as well as for international c011parisons. 
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4. Basi;t for calculating ro:x;aH.ies 

Traditionally royalties in the fast food business are 
expressed as a percentage of gross sales. In principle 
technology transfer Registries prefer net sales as a hasi~ for 
calculating royalties but in the fast food industry the 
difference between gross and net sales is practically 
insigniffcant. The tena •gross sales• excludes sales taxes, 
whereas discounts and price reductions are negligiblE because 
food and beveraqes are served ~xclusively on restaurant 
premises. 

However, the q-~estion of defining gross sales calls for 
special attention on the part of the Registry. This is 
because it sometimes includes the sale of alco:aolic beverages 
(beer) as well as cigarettes. The laws of several countries 
do not allow for the collection of fees from sales of 
cigarettes and/or alcoholic bev~rages, and in one case the 
franchisors attempted to protect their interests by 
introducing an adjustment formula as follows: 

•If the franchisor is not permitted by 
percentage of the sale of alcoholic 
monthly royalties shall be adjusted 
manner to reflect a per~entage of the 
and non-alcoholic beverages, instead of 

law to receive a 
drinks ,r beer, the 
in an appropriate 
gross sales of food 
gross sales•. 

It is reconnended that Registries exclude such provisions 
from contracts submitted for registration as this violates the 
already mentioned regulations. As a rule there are strong 
ar'JWllents for disregarding the sale of alcohol and cigarettes 
¥hen calculating royalties. It could be argued ~hat t~e 

serving of beer and the selling of cigarettes does not belong 
to the concept of chain r~staurants which are predominantly 
patroni%ed by youth and children and consequently do not 
require chain-specific technology and skills. 

D. Recollllllended levels for initial and bdsjc fra~chise feep 

The foregoing analysis leads to the conclusion that the upper 
and lower fee levels applied in the fast food chain industry were 
well defined. The initial feee r~nge from USSS,000 to USS30,000 
and franchise royalties from l to 5 per cent of gross sales. 
Obviously both the fr4nchisor as well as the Registry should strive 
at achieving lower levels, i.e. USSS,000 for the initial fee and a 
royalty rate equal to 2 per cent of gross sales. Taking into 
consideration the prevailing conditions in a given countt'y as well 
as the bargaining strength of both partners, the Registry should 
adopt a flexible attitude and if necessary approve middle-range fee 
levels. With respect ti;, the royalty rate, the l. per cent level may 
be extremely difficult to achieve and therefore the 3 per cP.nt 
level could be regarded a• a more realistic goal. 
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~. The level of fees in franchise asreeaents ipvoJ.,,·ipg_ foreign 
!9!1itx P!rticip!tioe 

As has already been pointed out in Chapter I the franchise 
contracts are quite often accoapanied by tha sharing of the 
franchisor in the franchisee's equity. Under such circumstances 
the Registry should apply a different approach compared to the 
straight-forward franchise agreement, with due consider~tion of 
course to local laws regulating direct foreign investment. 

As a matter of principle the payment of fees and royalties on 
franchise agreements concluded with wt-olly or majority owned 
subsidiL .. ies should not be approved, even though a formal aqreement 
«Jrantin; property rights to the subsidiary company might be 
accept~. In the case of minority equity control, the whole 
proble. becamies somewhat complicated. In this respect we shall 
refer again to the experience of SIEX. In the above quoted example 
the foreign partner ¥ished to retain control of 49 per cent equity 
while demanding a rcyalty rate of 5 per cent on gross sales. As a 
result of contract evalua~ion, SIEX recommended the following 
opt.ion: 

19 per cent of equity control (i.e. maxiaua 
cOlllpanies classified in Venezuela as national) and 
on net salesJ 

cont:-ol ~or 

3 per cent 

49 per cent of equity control and a nominal royalty of 1 per 
cent on net sales. 

In order to compare existing alternatives we shall use the 
modified profit-sharing concept in the joint venture. The 
respective expression of I.SIP reads as follows: 

royalty + percenta9e of foreign equity + profit after tax 
LS!PJV•---------------------------------------------------------

profi t after tax plus royalty 

While again taking as an e~le the project data quoted 
above, we arrived at the following results. 

9.8 + 49 per cent x 21.5 
1. Franchisors request LSIPJV ~ 

21.5 + 9.8 

20.3 
• .. 65 per cent 

31.3 

5.8 + 19 per cent x 25.5 
2. Registry rec011mendation • 

(a) LSIPJV 25.5 + 5.8 

10.6 
• • 34 per cent 

31.l 
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2.0 + 49 per cent x 29.3 
{b) LS IP JV = 

29.3 + :?.Q 

16.4 
= 52 per cent 

31.3 

'l'he results of the calculation of LSIPJV seem to suggest that 
the first proposal made by the Registry is pr~ferable to the second 
one, bearing in mind however that additional taxes are usually 
imposed upon profits remitted abroad, and frOlll the country's 
perspective, the final differences may be insignificant. 

F. Rf!P!!!!eration for technical services 

1. Reauneratiop for training servic~~ 

As already mentioned in Chapter Il the provisions 
relating to training lacked precision. '!'his a~plies to 
payment conditions as well. During contract evaluation, the 
Reqistry !118Y distinguish between basic and a~ditional 

training. The former should be seen as the obliqation of the 
franchisor already covered by the payment of an initial fee. 
Several contracts stipulated that during the pre-opening 
period one or two trainees from each outlet would be trained 
abroad free of charge, the franchisor covering living expenses 
as well. However the cost of additional training had to be 
covered by the franchisee. The above conditions for training 
seem acceptab~e and may be reconanen~ed by a Registry. 

The majority of contracts surveyed ralied on the 
principle of cost reimbursement with respect to training. 
Since this applied mostly to training conducted abroad at the 
franchisor's training centre, the defjnition of cost should be 
fur~her clarified. The cost formula could be accepted by the 
Reyistry providing it includes travel and living expenses only 
for the participants, without any charges for running the 
educational facility. Consequently the Registry could insist 
on an adequate definition of the cost formula. It is also 
recommended that the cost for obligatory training should be 
cov£ree in full by the franchisor. 

2. R!ppneratiS>D t21; 1ervice1 rende£@d to lospl suepliers 

In Chapter III we pointed out the need to assist local 
suppliers of raw materials, ingredients, etc. in order to 
decrease the overall import dependency of th~ chain restaurant 
industry in developing countries. The import substi~ution 
prograJllllle may be further sti•ulated by additional financial 
incentives to the franchisor for services rendered to local 
sup·pliers. An exa.-ple of such an arrangement was found in one 
contracts 

•A bonus of X per cent on gross sales shall be payable 
upon proof that the franchisor assisted local raw 
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material suppliers and business in 
of their products, or searching 
the generation of net foreign 
export activity". 

improving the quality 
for export markets for 

exchanqe earnings from 

It is hat0ever suggested that an eventual bonus for the 
services rendered to local suppliers be directly linked to the 
positive results of such activities, i.e., it should be 
expressed as a percentage of the value of local purchases 
subst;tuting imports. 

3. Remuneration for other technical services 

Follouing the recommenda~ion made in Chapter II the 
Registry could consider various technical services renderee in 
the c~ursc of restaurant operations as an inherent aspect of 
chain activities, the cost of which is covered by the initial 
and basic franchise fees. Therefore additional payments for 
technical services should be eliminated as much as possible. 
If this cannot be avoided the Registry may C!ccept the 
reimburseJnent of c<1st for rendering certain services 
specifically defined in the contract. 

G. Contr!bution to the advertising pr09iamme 

The overwhelming majority of contracts surveyed contained the 
requirement that the franchisee spend a minimum amount expressed as 
a percentage of gross sales on advertising (usually between 3 and 5 
per cent). The idea behind this requirement is that the fast food 
industry has always been characterized by fierce advertising 
campaigns and the relativel~ high advertising expenditures are an 
inherent aspect of the functioning of that industry. On the other 

band one can argue that the above quoted provision has a 
reetrictive character as it allows excessive control of the 
franchisee's operations. The latter question could be only 
resolved by taking into consideration the local laws and 
regulations. The level of advertising expenditures sho~ld also be 
c~11Aidered against conditions locally prevailing. If the required 
advertising ~udget by far exceeds the average local trends in that 
field then the Registry may recommend decreasing the obligatory 
advertising fund. 

The above comments refer mainly to situations where the 
franchisee is required to spend a given amount on advertising. 
Alterna-t.ive.1y the contract 1111:y stipulate that the franchisee should 
contribute to the worldwide or. reqional advertising programme 
administered by the franchisor. In practical terms this might be 
interpreted as an increase of royalty, although the franchisee is 
often authorized to draw from this fund to cover certain 
advertising expenses. 

It is recommended that the flnancial contributions to global 
or regional advertising programmes should not be acce9ted as world 
wide advertising campaigns are the sole responsibility of the 
franchisor. 
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H. ?aYJ!!Pt QL.a dep::::sit 

In some contracts pcovi.ions were found imposinq the 
franchisee to pay a deposit prior to signing the agreement. Such a 
typical clause would read as follows: 

•As a deposit for the payment of the foregoing initial fees, 
the franc~isee shall pay upon execution hereof, and the 
franchisor hereby acknowledges receipt of, the sum of X. Such 
deposit shall ne used and applied against the payment of the 
above mentioned initial franchise fees until the deposit is 
completely used. In the event the franchisee does not meet 
the development requirement as set forth in Article z, any 
amount of such deposit payment not credited to initial fees 
hereunder will be retained by the franchisor as liquidatPd 
damages•. 

As 3 rule clauses imposing payment 
regarded as one-sided and tD some extent 
therefore suggested that these should net 
Registries. Payment of deposits usually 
difficult period for the franchisee who is 
middle-sized enterpreneur. 

of a deposit should be 
restrictive. It is 
be sanctioned by 

take place at a very 
usually a small or 

V. DURATION AND EXTENSION OF FRANCHISE AGREEMENTS IN THE FAST FOOD 
SECTOR 

A. ~planatory remarks 

Based on the accumulated experience gained in the process of 
evaluatin9 and registering technology transfer agreements in the 
manufacturing industry, many Registries introduced universal rules 

contract duration. Such 
existing local laws and 
to a contract duration 
further extension under 

with respect to the acceptable length of 
rules were sometimes reflected in the 
regulations. Usually the Registries agree 
not exceeding fiv2 years, subject to 
clearly defined conditions. It has been 
mentioned r11les are •Jniversally applied 
services sector as well. 

noted that the above 
to contracts in the 

However, it could be argued that the conditions prev~iling in 
the fast fo.od business call for a dif f er.ent approach to that 
adopted for contrac~ durations in the lbanufacturing industry. This 
ia because the c. 1~fective assimilation of technolO<Jy and skills for 
chain r£staurant operations do not call for the ending of a 
contract~aJ relationship with the foreign partner. On the 
contrary, the success of the local franchi~ee represents the major 
argument for continuing such relationships. In the manu!ac~uring 

sector the Registries recoaanend a shortening of the contract 
duration in order to eliminate unnec~ssary p6yments beyond the 
period required for the effective assimilation of technology. With 
respect to the fast food sector however. the objectives for 
defining the rules for contract duration and extension are s0111ewtat 
differents 
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to terminate an agreement which bas not brought expected 
results at the micro levels 

to terminate 
socio-cultural 
given country; 

~n agreement which brought negative 
effects to the development objectives of a 

to review the progress achieved in s0111e crucial areas (e.g. 
training, import-substitution programmes, etc.)J 

to revise principal contract conditionsJ 

to amend a contract in order to 
objectives. 

implement new policy 

R. Pesults of the empirical survey 

The period stipulated in the contracts surveyed ranged fr0111 

five to twenty years. In the case of a five-year duration the 

automatic extension was foreseen for a further one or two 
consecutive five-year period. 

c. Recommendations with resJ)!!ct to contract duration and extension 

In •Tiew of the arguments presented it is recommended that 
Registries follow a more flexible approach compared to the 
licensing agre~ments in the manufacturing sector. Since the 
initial five-year period may be too short for the assimilation of 
technology and the acqu1r1ng of experience for a successful 
operation of a fast food restaurant, an initial period of ten years 
ma1 ue justified. As for extensions, the automatic extension 
formula should be avoided. A;.ternatively, the Registry may 
indicate areas to be reviewed towards the end of the initial term 
an affect a final decision on contract extension. 
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Notes 

1/ For the sake of siaplicity, the word MRegistry• is used throughout 
the text when referring to these institutions. 

2/ 

3/ 

4/ 

5/ 

This recomaendation was aade 
Technology Transfer Registries, 
1982. 

by the Seventh Meeting of Heads of 
New Delhi, India, 7-10 Deceaber 

See J. Cieslik, Contractual Arrangements 
Technology in the Fast Food Sector (UNIDO, 
1983). 

for the Transfer of 
ID/WG.405/2, Vienna, 

See Franchise Investment Law and Related Rules, State 
Comaissioner 

of 
of California, Departaent of Corporations, 

Corporations, January 1971, p. 5 

J. L. Fels, Investigate before Investing. 
Propspective Franchises, International Franchise 
Washington, 1971, p. 2 

Guidance for 
Association, 

6/ One has therefore to be very careful with the names of the 
contractual arrangements and the definitions of privileges 
granted. Quite often a typical franchise is called a "license 
agreeaent". As for the rights granted, three alternative 
foraulations can be found covering in principle the same 
privileges: (1) granting of a license; (2) granting of a franc~ise; 
and (3) granting of license and franchise. 

7/ See M. Mendelsohn, The Guide to Franchising, Pergamon Press, 
Oxford, U. K. 1982, p. 122 

8/ See C. Vaughn, Franchising. Its Nature, Scope, Advantages, ar.1 
Development, Lexington Books, Lexington, Mass., p. 224 

9/ The moot up-to-date version of the profit-sharing concept can be 
found in V. R. S. Arni, Evaluation of Technology Payments, 
ID/WG.429/S. UKIDO, Vienna, 1984 




