“HEART AND SOUL”
OF FRANCHISING,

or Intellectual Property Rights in Franchise Agreements

n view of continuing glo-

balization, capturing new

markets and expanding

presence thereon recently

became a top priority for
all companies. Franchising is
one of the possible options of
such “expansion’. It is a conve-
nient vehicle for both “captur-
ing companies” and franchisees,
as the former can ensure their
widespread presence on the ac-
count of franchisees, while the
latter become members of the
well-established franchising
family that significantly miti-
gate the risks of defaults.

It goes without saying that,
in order to be strong enough
to enable both franchisors and
franchisees to succeed in their
businesses, a franchising chain
shall be founded and developed
on the basis of a strong brand
name/trademark known and
clearly identified by the public
as well as substantial amount
of know-how, and be compared
favorably with the business sys-
tems of competitors.

Our aim in this article is not
to analyze in details the fran-
chising relations as a whole, but
to focus in the main on major
issues as regards the granting
of intellectual property rights
objects (IP objects), which are
their “heart and soul”. Even
though usually franchise agree-
ments concluded with a Ukrain-
ian counterparty are subject to
a foreign law, we will try to
cover in the present article the
issues related to the practical

enforceability and safe use of IP
objects thereunder in Ukraine.

Subject matter of
franchise agreements

Notably, under Ukrainian
law and the law of various fo-
reign countries (e.g. Italy, USA,
Germany, UK, Canada®) IP objects
(e.g. trademarks, utility models,
inventions, know-how, writings,
etc.) make up the subject matter
of a franchise agreement.

The crucial importance of IP
objects (especially the well-es-
tablished and clearly identified
trademarks) for franchising is
confirmed by several provisions
of the Civil Code of Ukraine (Civil
Code). Firstly, if the trademark
or another designation granted
to the franchisee under the fran-
chise agreement is changed, the
franchisee is entitled to request
for franchise agreement ter-
mination and indemnification
of damages caused or if such
agreement remains in force,
the franchisee may request a
decrease of the relevant pay-
ments. Secondly, if rights of the
franchisor to the trademark or
another designation are termi-
nated without replacement by
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another trademark or designa-
tion, the franchise agreement
shall be terminated. Hence, due
use and protection of the IP
objects within the franchising
chain and from actions of third
parties shall be a top priority
for both franchisors and fran-
chisees.

Issues of major
concern

In order to conclude the mu-
tually advantageous franchise
agreement, the franchisors and
the franchisees shall take into
account plenty of different is-
sues. However, the IP objects
and related issues shall be ne-
gotiated with due considera-
tion. We believe that parties to
franchise agreements shall at
least pay attention to the fol-
lowing issues to ensure smooth
use and protection of IP objects
in Ukraine.

IP objects to be granted
under the franchise agree-
ment

Quite often franchise agree-
ments just indicate that the
franchisee is granted with the
rights to use trademarks, logos
and other IP objects. Such un-
clear wording may potentially
result in disputes between the
franchisors and the franchisees
in respect of the IP objects to be
actually used and paid by the
franchisee. To avoid any misun-
derstandings, it is crucial to stip-
ulate in franchise agreements
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(or in separate annexes there-
to) an exhaustive list of the IP
objects granted, including de-
tails of the relevant certificates
and patents for the IP objects
conditional upon registration
(e.g. trademarks, inventions, uti-
lity models, etc.). In addition, it is
advisable that franchise agree-
ments envisage exact terms and
conditions of the allowed use for
each IP object granted.

Status of IP objects

It is well-known that as
a rule franchise agreements
grant right to use IP objects
conditional upon registra-
tion. Pursuant to the Civil Code
rights to use the IP objects that
are not valid as of the date of
entering into the licensing
agreement shall not be subject-
matter thereof. Thus, only duly
registered under the national
or international procedure (if
applicable) IP objects may be
licensed. Hence, if the fran-
chisor intends to expand either
domestically or internationally,
it is crucial to take care of due
registration of all IP objects in
the target countries.

The franchisee, in its turn,
shall carefully verify the status
of each IP object granted under
the franchise agreement (i.e. due
registration, etc.). For the IP ob-
jects registered in Ukraine, the
franchisor shall provide an ex-
cerpt from the relevant Ukrain-
ian registers of the particular IP
objects or in case of internation-
al registration (if applicable) —
an excerpt from the respective
international registers and in-
formation of the Ministry of
Educationand Science of Ukraine
on effectiveness of international
registration in Ukraine.

Otherwise, there is a poten-
tial risk that the franchisee will
be granted only with designation
not regarded as an [P object un-
der Ukrainian law and thus, be-
ing not subject to legal protection
allowing either to franchisors or
franchisees to prohibit third per-
sons (usually direct competitors)

from using the same or very sim-
ilar IP objects.

Sometimes franchisors try to
convince a franchisee that they
have already applied for regis-
tration of the IP objects with the
relevant authorities. However,
such assurances most probably
will not fully protect the fran-
chisee’s rights as it may well
be that the relevant authorities
refuse to register IP objects and
the franchisor will not be in a
position to oppose such refusal.

Who is the owner of IP ob-
jects?

Frequently, especially in
case of famous global franchi-
sing chains, there are several
affiliated companies involved
in franchise transactions.
For example, franchisors re-
sponsible for concluding the
franchise agreements and the
due owners of the IP objects to
be granted under the franchise
agreements (usually franchisors
and the owners are affiliated or
otherwise related companies).

In the latter case, so as to
avoid any possible risks (e.g. re-
lated to infringement of rights
of the due owner of the IP ob-
jects, impossibility to carry out
payments in foreign currency in
favour of a person who is not a
party to the franchise agreement,
etc.), it goes without saying that
the franchisee shall, first, identify
the due owner of the IP objects?
and, second, carefully verify the
authorities of the franchisor to
license the [P objects under the
franchise agreement®.

Ways of using IP objects

According to the Civil Code,
“the rights to use IP objects and
ways of use thereof that are not

2 For such purposes excerpts from the rel-
evant national or international registers may
be used.

% For such purposes the relevant agreement,
under which the due owner of the IP objects
has authorized the franchisor to license
rights to the IP objects or at least the letter
of assurance executed by the franchisor and
the owner of the IP objects shall be requested
by the franchisee.

directly defined in a licensing
agreement shall be regarded as
not granted to a licensee”.

It is noteworthy that the
laws specifically regulating par-
ticular IP objects provide for a
list of ways of using the respec-
tive objects. For example, the
On Protection of Rights to Trade-
marks for Goods and Services Act
envisages a wide range of ways
to be regarded as trademark use:
(@) trademark placement on a
product, product package, sign-
board, labeling, tags as well as
other objects placed on a prod-
uct; storage of products with the
trademark placed thereon for
the purposes of offering the lat-
ter for sale; sale, import and ex-
port of products with the trade-
mark placed thereon; (b) use of
trademark, while offering and
rendering any services; (b) appli-
cation of trademark in commer-
cial documents or advertising
and on the Internet. The On Pro-
tection of Rights to Utility Mo-
dels Act stipulates the following
ways of using a utility model:
production of goods with appli-
cation of patented utility model,
application of such products, of-
fering the latter for sale incl. via
the Internet, sale, import as well
as other ways of introduction in
commerce or storage of the said
products for the indicated pur-
poses. Hence, all relevant ways
of use for each particular IP ob-
ject shall be set out in the fran-
chise agreement.

Validity of rights to IP ob-
jects

For the successful opera-
tion of the franchise, it is cru-
cial for the franchisee that the
licensed IP objects are still valid
and efficiently protected during
the entire term of the franchise
agreement. For such purposes, it
is advisable to stipulate in fran-
chise agreements the following
franchisor’s obligations: (a) to
maintain rights to the licensed
[P objects (the latter is espe-
cially important for those IP ob-
jects, the rights to which shall
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be renewed by paying the re-
spective duties e.g. trademarks,
utility models); (b) to preserve
confidential information, com-
mercial secret and know-how
from disclosure to third parties;
(c) to take the relevant actions
in case of an infringement by a
third party of rights to the IP ob-
jects. Moreover, for such purpo-
ses franchise agreements shall
stipulate considerable penalties
for infringement of the above
obligations by the franchisors.

Franchise vs.
agreement

There are different options
for granting rights to IP objects
currently in use to franchisees,
namely: either a franchise
agreement containing the so-
called “licensing clause” or a
separate licensing agreement.
To avoid any potential dis-
putes, the parties shall clearly
define in the franchise agree-
ment whether the franchisee

licensing

is entitled to start using the
[P objects under the franchise
agreement or an additional li-
censing agreement shall be
entered into. In the said case,
it is crucial to stipulate in the
franchise agreement when the
said licensing agreement shall
be concluded and agree upon
all the essential terms and con-
ditions thereof.

Registration of licensing
agreement or licensing clause
of franchise agreement

Neither the Civil Code nor
the special laws specifically
regulating particular IP objects
in Ukraine require mandatory
state registration of the licens-
ing agreement. At the same
time, the said registration may
be performed at the request of
either the licensor or licensee.

It is worth noting that
from the practical standpoint,
state registration may be ben-
eficial for both parties, amongst

advertisement

others, for protection of IP rights
against any violations by third
parties. In addition, from the
procedural standpoint, state
registration is a very flexible
vehicle. For example, it may be
performed at any moment af-
ter conclusion of the licensing
agreement; only extracts thereof
related to terms and conditions
of license transfer may be sub-
mitted for registration purposes
eliminating risks of disclosure
of confidential information, etc.
However, whilst deciding on
registration, the parties shall
also consider ownership issues
in respect of the IP objects as
well as business and corporate
structure of the project.

It goes without saying that
both franchisors and franchisees
are interested in mutually ad-
vantageous franchise agree-
ments and safe relations. There-
fore, they shall jointly identify
and overcome all hidden reefs in
respect of applicable IP issues.
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