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Memorandum to: Our Clients and Friends

Re: Brief Introduction of PRC Franchise Law and Practice

Modern commercial franchise originated from Singer Sewing Machine Company in
the United States in the mid-nineteenth century. The success of the franchise
business model of Singer Sewing Machine Company has been spread widely to
different industries in different countries. Famous brands such as McDonald’s, KFC,
and Pizza Hut in the fast-food industry, Hilton and Holiday Inn in the hotel industry
and Coca Cola in the beverage industry all adhere to the typical franchise model. 'In
1987, KFC opened its first franchise store in Beijing and since then franchise has been
adopted in many industries in China.  According to incomplete statistics by China
Chain Store & Franchise Association, China had become the country with the largest
number of franchises in the world by the end of 2003.  Although the number of
franchise cases-in China is increasing rapidly, the overall market is still in its
beginning stage. The franchise business in China is facing many challenges and the
relevant legal environment is yet to be further developed.

Based on our understanding of applicable PRC laws and regulations and the relevant
practice of franchise, we have summarized a few commonly-seen legal disputes
related to franchise business and have also come up with certain legal protection
measures for those who intend to engage in or have interest in franchise business in
China.

I.  An Overview of Applicable PRC Laws and Regulations on Franchise

With regard to franchise, the applicable PRC laws and regulations mainly include the
Regulations on the Administration of Commercial Franchise (the “Regulations’)
issued by the State Council in 2007, the Administrative Regulations on Filing of
Commercial Franchise and the Administrative Regulations on the Information
Disclosure of Commercial Franchise, both issued by the PRC Ministry of Commerce
(“MOFCOM?”, together with-its local counterparts, “MOFCOM Offices”) in 2007.
According to these regulations, franchise activities should meet such main
requirements as the franchisor shall be an enterprise with a mature business model and
the term of franchise contracts shall generally be at least 3 years. With respect to the
franchise business to be operated within the same provinces, autonomous regions and
municipalities, the franchisors shall file the franchise contract with provincial level
MOFCOM offices. With respect to the franchise business to be operated across
different provinces, autonomous regions and municipalities, the franchisors shall file
the franchise contract with the central MOFCOM office.



Definition of Franchise

According to the Regulations, “franchise” means business activities where a
franchisor, by entering into a contract, authorizes a franchisee to use operating
resources such as registered trademark, trade name, patent and know-how
owned by the franchisor; and the franchisee, in accordance with the contract,
conducts operating activities under a uniform operating system and pays
franchise fees to the franchisor.

According to the Regulations, franchise activities have the following main
characteristics:

(i) There is a contractual relationship between the franchisor and franchisee.
The franchise contract is a bilateral and onerous contract between
franchisors and franchisees. The franchisor shall be an enterprise which
operates a minimum of two directly owned stores for at least one year.
The franchisee can be an enterprise, other economic organization or an
individual.

(i) The grant of intellectual property rights is the core of franchise. The
franchisor grants a package of intellectual property rights such as
trademark, patent, trade name and business model to the franchisee for
considerations in a certain period of time and within certain areas.

(iii) All franchisees should provide unified services under the same business
model. In order to keep the consistency of the franchise system, the
franchisors shall have the right to supervise the franchisees.

(iv) The franchisee shall pay certain considerations such as royalty fees to
obtain operating resources from the franchisor.

Noteworthy Differences between Franchise, Pyramid Selling and Direct Selling

It is noteworthy that some business activities conducted in the name of franchise
are pyramid selling in nature. Pyramid selling is against PRC law and is
expressly prohibited in China. For people who intend to operate franchise
business, it is essential to make sure that the proposed franchise activity is not a
disguised form of pyramid selling.

According to the Regulations on the Prohibition of Pyramid Selling issued by
the State Council in 2005, “pyramid selling” refers to an activity in which the
organizer or operator seeks illegal interests, disturbs the economic order and
affects the social stability by recruiting persons, calculating and paying
remunerations to recruiters on the basis of the number of persons a recruiter has
directly or indirectly recruited or the sales performance, or asking the recruiters
to pay certain fees for obtaining the qualification for participation.

Compared to franchise, participants in pyramid selling are all individuals and
they rely largely on their social network. The organizer or operator in pyramid
selling always requires the participants to recruit more people. The
participants are often asked to pay certain fees, known as participation payment
for participation and are promised payments for recruiting new participants.
According to applicable regulations, the act of pyramid selling in the name of
franchise shall be penalized in accordance with the Regulations on the
Prohibition of Pyramid Selling, namely by stopping the illegal act, confiscating
illegal gains, and fining the offending parties. Moreover, if the case involves a
crime, criminal responsibility shall be assumed.
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In addition, there is an activity called “direct selling”, which shares some
similarities with franchise and pyramid selling. Direct selling is a type of
business model, in which direct selling companies recruit sales promoters to sell
products directly to end consumers outside the companies’ fixed place of
business. Direct selling is permitted by the PRC laws and regulations and is
mainly regulated by the Regulations on Direct Selling Administration issued by
the State Council in 2005.

Compared with franchise, direct selling is not involved in the grant of operating
resources such as registered trademark, trade name and patent from the
enterprise to the salesmen and it is merely a way of selling commodities. For
those who want to conduct franchise business, it is-also important to
differentiate franchise from direct sales.

Major Legal Disputes Related to Franchise Business

Disputes Concerning Intellectual Property Rights

Disputes related to franchise contracts are usually categorized into disputes
involving intellectual property right contracts under the Provisions on the Cause
of Action of Civil Cases issued by the PRC Supreme People’s Court in 2008,
and shall be judged by the court dealing with intellectual property rights cases.
This not only shows that the increasing number of legal disputes arising from
franchise has already caught the attention of PRC courts, but also indicates that
from the judicial perspective, the core nature of franchise is the license of-a
package of intellectual property rights.

Legal disputes in this connection mainly include, among others:
(@) Legal Disputes Caused by Franchisors

» - Intellectual property rights such as trademark, patent and copyright
owned by the franchisor are in conflict with a prior right of another
person, who institutes legal proceedings for infringement against the
franchisor and wins the case. The lack of legal support for intellectual
property rights will cause losses to the franchisee.

» Certain important provisions such as protection measures on trade
secrets, non-compete and emergency mechanisms for disclosure of
trade secrets are not provided or clearly provided between the
franchisor and its employees, or the employees breach their obligations.
This will damage the core competitiveness of franchise business and
cause losses to both the franchisor and the franchisee.

(b) Legal Disputes Caused by Franchisees

» The franchisees employ the franchised trademark and patent beyond the
geographical area, term of validity or scope as specified in the franchise
contract, which will cause losses to the franchisor.

» The products or services provided by the franchisees are so poor and
terrible that the trademark or patent owned by the franchisor is revoked,
which will obviously cause huge losses to franchisor.

» Certain provisions such as protection measures on trade secrets,
non-compete, emergency mechanism for the disclosure of trade secrets
are not prescribed or clearly prescribed between the franchisee and its
employees, or the employees intentionally fail to perform their



obligations, which will all damage the core competitiveness of
franchise business and cause losses to both the franchisor and the
franchisee.

(c) Legal Disputes Caused by Third Parties
» Third parties’ infringement of intellectual property rights such as
registered trademark, patent and trade name damages the core
competitiveness of franchise business and causes losses to both the
franchisor and the franchisee.

Disputes Concerning Property L ease

The selection of business shops is-also vital in franchise business. In practice,
most franchisees rent business shops to conduct business. Therefore, if there is
any legal defect in the lease contract and the business shops are thus repossessed,
the franchisees will suffer economic losses, and there will also be negative
effects on the reputation and image of the overall franchise business. Major
legal disputes in this field include, among others:

(a) Disputes Between Franchisors and Franchisees

» The franchisee has agreed that it will sublease the business shop to the
franchisor if the franchise business doesn’t run well because of the
franchisee’s poor management. The franchisee breaches the
agreement and subleases the business shop to a third party.

(b) Disputes Between Franchisees and Lessors

» The business shop cannot be leased legally because of the following
situations: without the title of property or the certificate of land use
right; being recognized as illegal building; failure to meet the
mandatory safety and disaster prevention requirements; or illegal
change of the use of the properties, which will all cause losses to the
franchisee.

» The lease contract between the franchisee and the lessor is not filed
with the competent real estate registration office and the lessor signs a
new lease contract with a third party who has already occupied the
business shop. In this case, the franchisee is not entitled to claim
against the third party and will suffer losses.

» The lessor fails to perform the obligations of repairing the business
shop with hidden safety risks, which causes property loss and personal
injury to the franchisee during its business activity.

Disputes Concerning Employment Relationships

Although theoretically speaking the franchisors and the franchisees are
independent legal persons and should recruit their own employees
independently, in practice, the franchisors are sometimes involved in the
recruiting and training of the franchisees’ employees. If the employees
recruited and trained by the franchisors suffer physical injury or cause physical
or property damages to any third party because of their unqualified skills, the
franchisors may need to bear relevant legal liabilities pursuant to their
agreement with the franchisees.
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I11. Certain Measures Recommended for Prevention of Legal Risks

Franchise business is at its beginning stage in China and the market environment and
legal environment needs further improvement. Moreover, there are a growing
number of disputes and frauds related to franchise business. Based on the features of
franchise business and our own experience, we propose the following suggestions for
the franchisor and franchisee’s reference:

1. Entering into Well Drafted Franchise Contracts

The franchise contract is not only vital to the establishment and maintenance of
a franchise relationship but isalso essential to solve the potential disputes
arising from franchise. . Both the franchisor and franchisee need a well drafted
franchise contract.

During the process of drafting and negotiating the franchise contract, it is
suggested that both parties reach an explicit agreement on the following
provisions in addition to certain contents of the franchise contract suggested by
Avrticle 11 of the Regulations:

» Provisions on authorizing: explicit agreement on the scope, term of
validity and geographical areas of a package of intellectual property
rights such as registered trademark, patent and trade secret.

» Provisions on royalty fees and deposit: explicit agreement on the types,
scopes and payment of royalty fees as well as the nature, scope and
conditions of return of the deposit.

» Provisions on supervision and control: explicit agreement on
supervision-and control over the business location, business operation,
quality of products and/or services and training for employees in order
to ensure the consistency of the franchise system.

» Provisions on trade secrets and non-compete: explicit agreement on the
scope, protection measures and liability of breach of contract.

» Provisions on transfer of rights and obligations under franchise
contracts and sublease of premises: explicit agreement on conditions
and procedures for the transfer of rights and obligations under the
franchise contract by the franchisor or franchisee as well as for the
premises subleasing of the franchisee.

» Provisions on liabilities: explicit agreement on the liabilities between
the franchisor and the franchisee if either of them breaches the contract
or commits a tort against any third party.

2. Further Measures for Franchisors to Take:

(@) Entering into Separate Trademark or Patent Licensing Contract and Filing
with Competent Authorities

Considering the importance and complexity of the licensing of registered
trademarks, patents and other intellectual property rights, in order to better
protect the intellectual property rights of the franchisor, the franchisor may
request the franchisee to enter into a separate trademark or patent licensing
contract in conjunction with the execution of the franchise contract, to
address specific issues regarding trademark or patent licensing, and file
such trademark or patent licensing contract with competent authorities in



(b)

charge of intellectual property rights.

Establishing Open Communication Channels by Sending Supervisors and
Holding Coordination Meetings

Smooth communications will not only help the franchisee effectively
implement the business philosophy and business model of the franchise
business, but will also promote a good relationship between the franchisor
and the franchisee, which helps avoid unnecessary disputes.

3. Further Measures for Franchisees to Take:

(@)

(b)

Conducting Due Diligence Investigation Before Entering into the
Franchise System

Although the franchisor shall have the obligations to disclose certain
information to the franchisee according to Article 22 of the Regulations, it
is also necessary for the franchisee to further check the information by
conducting due diligence investigations in order to avoid risks. With
regard to legal due diligence, the following matters are noteworthy:

»  Whether the franchisor is incorporated legally and existing validly;
whether it has lawful franchise qualifications.

»  Basic information of the registered trademark, patent; trade name and
etc. of the franchisor.

»  Basic information of the business reputation and business model of
the franchisor and the quality of the products or services provided by
the franchisor.

»  Whether the franchisor, its legal representative or key officers are
involved in any illegal practice or significant litigation or arbitration
cases.

Effectively Excising the Right to Unilaterally Terminate the Contract

Considering that many resources are often controlled by the franchisor
who is in a relatively strong position, the PRC legislation allows
franchisees to unilaterally terminate the franchise contract under certain
circumstances (e.g., the franchisee may terminate the contract a certain
period after the establishment of the contract or whenever it finds that the
franchisor provides false information or omits material information
pursuant to Article 12 and Article 23 of the Regulations). = The franchisees
can of course employ this right flexibly to protect their own interests to the
greatest extent.

* * *

This memo is a brief introduction of the franchise laws and practices in China. This
memorandum-is for your reference purpose only and cannot be deemed as our formal
legal opinions with respect to the relevant issues. If there is any discrepancy
between our discussions herein and any rule or official interpretation to be issued by
the relevant PRC government authorities, such new rule or interpretation shall prevail.

If you have any questions, please feel free to contact us at inquiry@hanyilaw.com.

©Han Yi Law Offices
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