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We: dppl weidte: the opportumty to-submit comments’ to ‘the Federal Trade: Commiission
(“Commmsmn”) regarding ifs Notice of Propesed Ru]emak:mU (1 C FR Part. 437) (‘NPR”)
with respect to the proposed “Busmc Oppon ule? p.. ’
ini the Federal Register on Apnl 12, 2006. ‘71 FR. 19053, Thcsc commcms rcﬂect 1he views of
the authors and not this law firm or any client. Several of the authiors have over 25 ‘years of
experience adwsmg chents rovardmo_ federal 4tid state laws regulating the sale of frafichises and
business: opportunmgs The authors: also reguhrly Tepresent ‘manufacturers, ‘suppliers,
distribution tompaniss and oiher sellers ﬁlat ‘concéivably could be covercd by, the PlOpOSCd Bis:
Op. Rule:

These comments. respond to somc;zof the NPR’s requests for comments:and-also {o.several
othier important miatters thatwe believe deseive furthcr attcntmn by the: Commlssmn

‘ IO
General Comments

We' agree with the Commission’s assessment that it s ‘preferable. to regulate the sale of
business. opporuuntles in a separate nauowly tailored rule apart from the existing irade
regulation rule ‘governing franchise and business oppoitunity sales (“Existing Franchise Rule”),
The NPR does an excellent job focusmg on the key abuses in business opportum{y sales.
However; while the-Commission proposes to streamline the-disclosure burden when compared to -
{ranchisors, it has dramatwally fricreased the number of companies: subject to- the Proposed Bus.
Op. Rule and thus would impose-a new disclosure burden on’ ‘companies, not previously. covered
by eithier the Emstmg Franchise Rule: or any staté. business. opportunity law. Among other
persons, the Commission would rcgulatc ‘manufaciurers, supphets and other traditional
distribution f{irms that have relied solely -on the bona fide wholesale price exclusion to avoid
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i:overA(rc 4s° a franchise. Furthermiore; the Commmission. has swmhcanﬂy undcrestamau,d the
papérwork burden which the Proposed Bus, ‘Op. Rule-would impose on covered entities.

While the Commission estimates: “that there are approximately. 3,200 business
opportunity. sellers” consisting of 2,500 in the vending machine/rack display category; 550 in:
“work at home™ activities, and 150 in multilevel marketing (71 E.R. 19080), the broad coverage
of the Proposed Bus: Op. Rule: eaSi]y leads ‘one to believe that: it-will- -apply to a substantially
larger number of firms. Indeed, as noted-below, application of terms such as-a “new line or lypé
of business™ and “business assistance” will have the unintended effect of bringing thousands of .
01dinary'distribuﬁon a1ra11ge111011ts w‘ithm the P1oposed Bus Op Rule s a:mbll 111&1 have not been-
Pxoposed Bus. Op Rule is. lxkdy to have this effect The risk ot thJs unmtended consequcnce is
magnified even further in fight of the fact that, under many state consumer prolectxon and unfair
practice statutes, an ailcgcd violation of Federal Trade Commission rules can give rise to state

regulatory action ‘and, in many jUHSdlC'ﬂOﬂS to private: rights of action by ht:oants whose:
interests ate not aligned with the NPR’s _public policy dbjectives. Thus, it is critical that the
Commission draft the Proposed Bus. Op. Rule: circumspectly. The: definitions should be crafted
to emompass thosc spcc1f ca]]y known cateoones of busmess Dppm‘[umty actmty thal have

We urge: the Comm1s510n to: con51dcr the: Followmg comments ini conmection with the
rulemaking process, We will first respond to a number of spec1ﬁc questions raised by the:
Commission and then address several other critical matters,

11, :
Responses to Specific Questions

Section K of the NPR invites the publlc to comment on 27 specific questions. 71 F.R..
19088. Our comments below are kuyud to the Commission” s numbered questions.

1. Definitions - Limit to New Businesses. We believe proposed Section 437.1(k)
should limit the Proposed Bus. Op Ruleto persons entering into a new business, and should not.
“apply to persons entering into “a new line or type of business™ ther eby covering persons who
already own a busmess or'who have suffi¢ient general busingss experience, People alr eady in
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business for themselves are sufficiently sophisticated and do not require: the: protection of this
anti-fraud - rule. The Commission’s enforcement history shows most victimis of business.
opportunity frauds are unsophisticated and lack ‘any business ownership ‘experience.
Consequently, we suggest that the Commission delete: the phiase ‘or 2 new: line or type of
business™ from proposed Section 437.1(k). '

Alternatively, we urge the Commission to: e:\empt sales to buyers with. rcasonably recent:
prior business ownership experience, which we would propose to define-as:owning.a business of
any kind (or a majority interest in-an ‘entity that owns 4 business) for:at least 24 months at any
time dunng ihe pnm seven years ln Sectlon lll., we propose an addmonal exemphon akin to an

Anotlrer-;pOSSible way of exemptingg_pers(m_s ‘already in 'bus'iness;i'g'to adopt tlie'-fblio»yi'ng'f
exclusion, which appears in the Nebraska Seller<Assisted Marketing Plan Act (Rev. Stats; Neb.
§59-1718) and in the business oppottunity laws of several other states:

“A seller-assisted marketing plan shall not include:a sale or lease
to ai ongoing . business enterprise -which also: sells or leases
‘equipment, products or supplies of performs services which are
no,t_,supphcd by the seller and which: the purchaser. does not utilize
with the equipment, products, supplies; or services of the seller.”

2. Def Initioins - Earnmgs Clains: The Proposed Bus. Op. Rule i3 ovmbroad in
covering relationships where the seller promises: “business assistance”™ or makes ‘an “earnings:
claini” 'Rather than the disjunctive, coverage under the rule should require the | presence of both-
alternatives. Pr oposcd Section:437. l(d) should define a busincss opportunity-as an arrangement
. where the seller: provxdes or promises; to ‘provide, business assistance and makes .an garmings,
claim. ‘Earnings claims are the most prevalent type of claim raised by victims of busifess
opportunity fraud. However; if the only aglivity required -for jurisdiction of the Proposed. Bus.,
Op: Ruleis makmo ‘an éarnings claim, the Proposed Bus. Op. Rule might inadvertently reach’ the..
sale of an ongomo business, the solicitation of investors who will take an active role:in a tiew, or
ongoing business, or other distribution relationships nof. tesembling the classic. work-ai-home
schemes that have, by far, generated most-of the enforcement cases identified by the NPR.

for a busiress opportunity is offering or furnishing “business assistance,” the Proposed Bus. Op.
Rule will swallow a broad array of ordmary distribution 1e]auonsh1ps that have not been the
source of fraud complamts As we explain below, not only should the definition of business
opportunuy require the combination of business assistance aiid an earnings claim, but the scope
of activities that constitute “business assistance” should be narrowed.

Furthermore;-as discussed below in response to Question 4, if the only activity réquired
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Fmai]y, unless jurisdiction of the Proposed Rule reqmres both the delivery-or profmise-of
both “business assistance? and an “eamings: claim,” the only substantive distinction between a
franchise. underthe proposed revised Franchise Rule and a busmess opportunity under the
Proposed Bus: Op. Rule will be: that the former allows-a:$300 minimum monetary threshold for
non-inventory and -excludes inventory payments at bona fide wholesale. prices, while the latter
does not. All distribution and licensing arrangements not classified 4s franchises potentially
could be swept up as business opportunities: -Although we-endorse the Commission’s policy
dcclsmn to regulate ﬁanchlscs and busmess opportumhes in separate mlcs we note’ that 1he
rcgulauon We do not behcvc such a basis: ex1sts for the entlre 1anac of cutmcs that V\ould be
covered by the Proposed Biis. Op. Rule.

3. Def nitions -- Need fm a Monetary Threshold, ‘We believe the Proposed Bus.
Op. Rule'should have'both minimuin and niaximum monetary thresholds o rigger applicability
of the Proposed Bus. Op. Rule.

The Commission proposes to eliminate any-monetary threshold for the Proposud Bus. Op.

Rule despite retaining the minimum $500 non-inventory mionetary threshold in the proposed
revised Franchise Rule. The $500 threshold has been part of the Existing Franchise Rule (and
therefore part of the Commission’s definition of arrangements constituting business
opportunities) since the anstmg Franchise Rule was adoptcd in 1978 The threshold fig gure: has
never been changed despite accumulated inflation of over 210% since that time. A number of
state business opportunity laws exempt minimum’ paynients for non=inventory niaterials. See,
e.g., llinois Act; 815 ILCS 602/5-5.10(b). ‘Some states also exclude payments: for non—mventory
miaterials sold at cost or fair market vahic withiout doltar limit, See, e.g., New' ‘Hampsire
Distributor Disclosure Act, Section 358.E:l VII, which excludes: from “the definition of
distributorship fee “payments for the puichase of sales demonstration equipment and materials
furnished on a non-proﬁt basis for use: in making sales and not for resale’ without regard fo.
amount. We ‘are: not ‘aware ‘of’. any: state that c;ounts payments for reasonable. quanuues of
inventory dt bona fide wholesale prices in the minimum paymcnt threshold See, e.g., llinols:
Act, 815 ILCS 602/5-5. 10(g).

The Commission’s reason for elimindting the $500 minimum non-inventory threshold
from the Proposed Bus. Op: Rule is that a business opporiunity seller’s compliance hurden will
be significantly less' than a franchisor’s. We believe the Commission underestimates the-
practical impact of the Proposed Bus. Op. Rule on the greatly expanded category of business
opportunity sellers. The Commission’s estimates (NPR, p. 19081 -2); of up to°5 Hours and $1, 250?
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to prepare the initial disclosure document and-up to 4 hours and $1000 to update and maintain-
necessary -records, are unrealistic, in our:view, even with the Proposed Rule’s: streamlined
disclosure format. This is especially true for a seller that cheoses to make an earnings ¢laim and
for those that may have a substantial number (but not:necessarily relevant or helpful) of litigation
cases: to disclose. Although the disclosure form is fashioned as a seties of check-off boxes
requiring: relatively littleori gmal drafting of information (except.when‘a seller makes an earnings
claim), the work underlying ‘the check-off' disclosures still 1equxres a seller to compile and
organize ‘considerable ‘information. Based o our years of ekperience preparing disclosure:
documents under state franchise and business opportunity. laws, the. process of collectmg,
assimilating, vérifying, updating and certainly drafting information of the kind included within
the Proposed Bus. Op. Rule’s ‘categories rarely’ takcs justa couple of hours, particularly for a
seasoned sellerthat has been opcratmﬂ for.a reasonable length. of time:

The impression one gets from the NPR’s fone is that thc Commissions believes sellers: dre
fraudhilent if they price their opportinities under the current $500 mimimum threshold in order to
- avoid rule-caverage: (71.F.R. 19079) (*... a monetary:threshold simply provides scam operators:
- amieans to circumvent the [Franchise] Ruilé: . ). The Commission”s motivation for eliminating’
the; ‘monetary threshold seems fo be to plurr this perceived escape hatch. This loses sight of the
threshold’s ‘purpose, which is not ‘o allow -scandalous business oppor(unmes o escape
revulatxon but to strike an appropriate: rcgulatory balance:

It *work at home™ schemes generate the greatest number-of enforcement actions, the
Commlssmn may want t0 define these parucular arrangements spemf' cally. without fegard to any'
$500 mm1mum lhrcshold Howcvcr, thcre is no reason to dlscard the SSOO threshold f01 ail other'

histot y showm@ zmy abuse of the SSOO minimum ﬂu eshold. To address thc work at home &
situation spemf cdlly, the Commission. could add the f'ollowmg lanvuaoe to the definition of
“business assistance™ in Section 437.1(¢)(1):

“Providing the tools; equipment, components, parts, inputs,
software, data, instructions, directions or guidance to enable the
‘purchaser to make, produce; fabricate, grow, breed, modify or
produce.goods or services from a location of the purchaser’s
choice, including the person’s home;”

A maximum monetary threshold is equally imporiant because it will operate to exclude
sophisticated buyers who do not need the Proposed Bus, Op. Rule’s protections. Sophisticated
buyers often have prior business experience, but even if they do not, they have the means to seek
advice from-a business advisor or attorney. Therefore, they are less apt to be victims of fraud.
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- Using: 4. maxinium threshold - to. exclude - opportunmes from regulatory Goverage. is .mof
unprecedented among state business eppormmty laws:. As noted: below, the California Seller:

Assisted Matketing Plan Act exempts from coverage: investments requiring an initial cash’
payment of $50;000 or more. Cal. Civ. Code. §181? 201(a)

4. Dcf nmons - Remse the Definition of “Business Assistaitce”.. Webelieve the
list of activities set forth in the. definition of “business assistance” should be inclusive and.
exhaustive; and the training provision should either-be eliminated-or limited to-training for which:
a specific’separite payment is made:

A.]thouwh {he NPR states that the Commlssmn has relied on the Mlinois Act of 1995
(“Illinois Act™) to prepare its definition, the Pxoposcd Bus. Op. Rule does: not similarly draw-
upon the Illinois Act’s limiting language. Section 5-5.10(a) of the Illiniois Act, limits what the
Commission describes as business assistance to six prescribed activities. 815 ILCS 602/5-

5.10(a). We believe the Commission should-do likewise by changing the introductory clause. in
proposéd-Section 437. l(c)( 1) to-read: “Business assistance means that the seller is either:” and.
changing the-word “and” in proposed Section 437.1(c)(1)(iv) to

Futthermore, the [llinois statute. does not include anything equivalent to- the
exirdordmanly broad category proposed in Section 437. I(C)(l)(v), i.e., advice or training in the.
“promotion, operation, or management.of'a new business” or “operational, managerial, technical, ,
or financial guidance in the operation of a new business, ” Under this defi inition, any kind of
advice orrepresentation about training; no matter how nominal‘the:offer, could trigger the Rule.
Specifically, furnishing any type of sales kit, manual or even non-proprietary accounting.
software.might be:enough to constitute “business assistance” even if the buyer has 1o obligation®
to use:the materials. Companies that sell products or.services:thr ough independent contractors:
routinely also train their distributors in Low: to: use or ‘market the product or service. The:
exclusion for product warranty commitments is not broad enough to exclude these companies
from coverage. Interestingly, rather than discuss training by itself as oneof the elpments_ of what
constitutes a business oppoﬂumty most state business ‘opportunity laws refor to a- “marketing:
plan” as the mggcnng acuvxty, not training. We suggest deleting proposed Section
437.1{c)(1)(v) or, at a minimum, narrowing it to advice ‘o training getmane to marketing thé:
opportunity that requires. the payment of-a.separate fee. For example, Section 437.1(c)(1)(v)
could be approprxaluly narowed by adding the: followmg words' at ‘the begiming of the
subsection: “(v) For a separate payment for such services,”.
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S, D(.ﬁun‘mns - Sales: Represematzves Should Not Be Covered. By 1dent1fym 24
“yracking or paying >"commissions as an example of “business assistance” in order to capture
pyramid marketing programs, the: Proposed Bus: Op. Rule: will also cover ordmary sales:
1cpresentatxw relationships. where the sales rcprescntatwc buys 'a representative sample of the
scller’s product line for. display purposes and is. compensated by the seller on.a' commission
basis. Sales' represetitatives are alfeady ddequately protected by 35 state laws. ' See. Sales:
Representarive. Law Guide (CCH). We:suggest deleting Section 437. 1(c)(1)(iv) or revising it in
such'a way that these legitimate arrangements are ot needlessly covered by the Proposed Bus.
Op.Rule. For example, Section 437.1(c)(1)(iv) could be revised to focus on commissions pald'
forthe recruitment of other persons to sell goods or:services.

6. Definitions — Do Not Cover Persons Already.in Bzzsme?s As' dlscussed mn
response to Question 1, persons already in business do not need the protections of the Proposed
Bus: Op. Rulg simply because they are adding a new line of business to their existing business.
In résponse to Question 1, we recommiend eaemptmg sales (o buyers with reasonably recent prior
business ownership expenence ‘Additionally, in Section III, we recommend adding a fractional
éxemption.

7. Timing Provision - Seven Days is Too Long. A seven calendar day waiting

. period before the purchaser can sign a contract or pay any consideration is: too: long and will
“urireasonably interfere with legitimate direct. belhnc activities. Ifa ‘waiting period.approach is to.
be used, we suggest a five calendar day waiting penod Several states use the equivalent.or
shorter wamng period. See, e.g., California Seller Assisted Marketing Plan Act; 1812:206 (48
hours) Florida Sale of Business Oppomxmuus Act. Section 559,803 (3 workirig’ days), Maine
Sale of Business Opportumt:es Section 4692 (72 hotrs),

Alternatively, instead of a pra-sale wa1tmg pulod we recommeid thatthe Comnnssmn
‘adopt. a five: day post-sale right of cancellation, following the approach of a number of state-
busingss Opportunity laws. See, e.g., California Seller Assisted Marketing Plan Act, 1812.208 (3
‘business- days); lowa Business Opportunny Promotions, Section 5512.A6 (3 business days),
‘Ohio Business Opportunity Purchasers Protection. Act, Section. 1334.05 (5 business: days)
.order ‘to protect investors against post-sale’ claims involving the' faﬂure to. return money, the.
Commission may want to adopt a bond requirement, which many state business oppormmty laws
require 1n connection with a post-sale cancellation offer. As we doubt the Commission would
want to undertake the burden of holding bonds, this may be something that an industry trade
group would undertake as part of its self-r cgulatory agenda.

8. Liability - Seller’s Obligation. Although the Commission’s questions reveal its
‘concern. over defining “seller” too narrowly, we have the opposite concern. We: feel the
definition of “seller” is not sufficiently articulate and could be read to capture every downline
direct seller involved in a multilével marketing program. We do not believe the Commission
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intends this result, nor-are:we aware of any enforcement. history against. downline sellers for
deceptive conduct perpetrated entirely. independent of, :and not in-collaboration with, an. upline:
direct selling firm. However, nowhere ‘does ‘the NPR consider “seller” in the context of
multilevel: relatxonslups ie, accordmg towhich party-entets.into the contract with the pulchaser

pays commissions, supphes start up: materials. or sells inventory. The: Proposed Bus. Op. Rule:
defines “seller™ as the confluenss of'j Just thiee thmgs which downline sellers that recruit would.
easily satisfy: (i) solicitation to enter-info: a new business, which. occurs through a downline:
seller’s normal recruifing activities; (ii) a direct: or indirect paymient, which downline sellers:
would receive, foriexample; when' they: sell-a demonstration kit-or in ventory to their recruits; and
(ili). an earnings claim or offer of business assistance; which downline. sellers. would meet, for
example, by providing their recruits with-a copy of the direct selling firm’s sales manual even-if
the purchaser has no obligation:to use it:or pay forit.

It would be one thing if every downline direct seller is required fo. furnish the same
disclosure document with "il_iﬁjnhaiibn"p‘c“r"tziinind‘ to the direet selling firm. However, given the
ambiguities” in: the definition of “seller,”” it is unclear if the Commission intends for each
downline seller to create its own disclosure document with information about that downline
seller’s earnings claims, legal actions, cancellation or refund policies, and references. We
understand thdt the D1rect Selling Assocmtton a national frade association of over 200 of the:
]eau:imU dnect se]imo firms, states that its members collechvely have 13.7 Mﬂhon Americans in’
varying levels of downline difect selling. If each downline seller is cxpected to create its own
dlsclosure document, purchasers of the business opportunity would receive vastly different
information not germiane to the direct: sellmg firm depénding on the particular selle who recruits:
them. To the extent the Proposed Bus. Op. Rule applies:to multilevel marketing firms, only the
multilevel marketing firm should be reqmrcd to-prepare a disclosure documerit. Otherwise, the.
Commission’s estimated paperwork burdens. would need 1o be multiplied by the thousands, if not:
by the lumdrcds of thousands. The Comnussxon should better articulate who is a “seller” in
order to avoid this unplamned. outcomne.

11.  The Disclosure Document. - Eammgs Claims Are. Not Required. The title:
“Earnings’ afler the first set of chieck-off boxes on-the éne page disclosure form may misléad
- buyers into assuming that earnings’ ‘claims are‘mandated, when in fact they are not. The form
should incorporale language ‘indicating that earnings. claims are voluntary and no negative:
inference should be drawn  when a business dpportunity séller chooses not 1o make one:
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12. The Disclostire Document - Previous Busiiess Opportunity Activities Shoald be
Disclosed. Topreserve a streamlined disclosure document, we suggest confining “seller” to the
conipany- and omitting. disclosure of priricipal officers and affiliates. However, we suggest
addmg a check-off box rctrcndma pnor busmess expenence and ruqmre ﬂle sellcr to atlach a l1stf.

predecessors durmv the pI’lOl‘ ﬁve years.

1340 15. = The Disclosure Document - The Litigation Dzsclosw;e_fﬁurden is
Extessive. Proposed Section 437.3(a)(3), which requires disclosure of “certain litigation
information” (71 F.R. 19083), is lll\ely, in-our view, fo-create a significant burden on firms (hat
are.part-of large business enterprises-and may-have wide-ranging business operations with little:
sotiniection fo the business opportunity or germane. to the interests of a proposed purchaser. In
today s environment, claims of “fraud”, “unfair or.deceptive practices” and * xmsrcprcsentatap,n
have, unfortunalely, become an automalic part of a comp]ammg party’s: arsenal. They flow
eas;ly from the pleaders® pen without any effective restraint. When the scope of disclosure is
expanded 1o affiliates, and the time Jframe set at 10 years, there is a substantial risk. that the
sompilation of litigation information will be ‘extensive and costly to update-and its informative
value w11] be reduccd by lhc bulk of mformauon bemg p1esenled fo buyers On iop of thai the

in fermatwc since thcrc is-no Way for the plospectxvc purchascr to Oauge whuchcr the 11t1 oatlon 1s
orisingt germane to the transaction under consideration. '

In ouf view, disclosure should be limited to the scllm*7 entity or its predecessors and to.
affiliates if the: litigation directly involves claims-in U.S. courts that: pertain to the business
opportunity. While pending actions should be:nioted (with::an: opportunity to briefly state the
scller’s position), we believe that seitled or dismissed actions should be listed for a limited périod:
of time (e. g., iwo years following resolution). By way of contrast, where the litigation has
resulted in an adverse judgment, that judgmenit should be disclosed for a loriger perlod (eg,
years, or'while any- remedlai order:isin effect and 5 years thereafter )

We would also note that mclus)_on_;of “affiliates” in the scope of the litigation disclosure:
requirement may create a significant barrier in intemational trade, inasmuch as companics.
conmdeung entry into. United States markets: will typically utilize: subsidiary or affiliated
coinipanies. ‘Where such niew entrants are part of major multinational business operations, the.
burden-of disclosure (and the potential irrelevance of the information being disclosed) can be
substantial.
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16.10.20.. - Disclosure Docusment. - The Comntission’s; Information Goals Can Be

Achieved With Fewer Disclosure Requirements; While the information discussed in Questions
16 to 20 may be useful for the prospective: buyer, we: believe that those disclosure requirements:
are too. burdensome for most sellers. The: requlrument to, provide at least. 10, references and
information on thie number of cancellation requests is redundant. Both' requited disclosures:
provide similar inforniation about other purchasers experience postssale: with- the: buyer.  If
plospectva buyers can talk to 10 or more referenccs thcy can obtam mformahon dbout
Thus; the mformaﬂou about the number of cancellatxons is unnecessary Accordmgiy, even: 1f
the Commission ‘arguably miay meet its burden of showing that each requirement is: rationally.
relau,d lo the goal of prevcntmcy dcceptwc prdchcc,s and consumer mJury, cumulatwely the two

sellms the opuon to prowde one of 1hesc cateuorles of mfonnanon

Additionally, we: w‘ould r‘ec’omm’en’d that ifa sé‘lier‘hds' 'cancellal"ion or ref und policy, ‘fh‘e-
submitted duuna its ﬁnor ﬁscal year Ordl 1equesls -are too uncertain d.l'ld shou]d be: excludedf
from reporting requirements: ‘

21, The Dzscz’oezzre Document - Clarify the Scope-of Disclosure: The Commission
should confine the required disclosure information. to activities-conducted. in the United States,
not foreign countries. Thére shou]d also be an exclusion for sales made to a foreign buyer to
operate a business opporlumiy in.a foteign country: In addition, sellers stiould be free' to
annotate:the outcome of concluded actions if they desire:(as long as'they uniformly do so for. all
conicluded 4ctions) witholt running -afoul ‘of the Proposed Bus. Op. Rule’s prohibition on‘
including nion-required information as stated iri pmposed Section 437, 5(c).

24, Proiubtted Acts and Practices: - Some Categories of Sellers Should Only be.
Covered by the Anti-Fiqud Provisions.. We believe that proposed :Section 437.5, which sets
forth a number of plolubnted acts or practices, is the real heart of the Proposed Bus. Op Rule. A
reasonable: regulatory balance would be fo limit the disclosure duties only to “work at home™
schiemes; since they have produced the most enforcément: activity,: bt have Section 437.5 apply
to all business opportunity sellers. ‘Section 437.5 would need to be appropriately modified to-
také into dccount that: only certdin sellers aie réquiredto furnish a disclosure document. This
approach would propetly balance the regulatory burdens while. stmiplifying the Commission’s: .
prosecutorial burden of proof in bringing enforcement actions against any seller of a business:
opportunity for ‘which there is substantial evidence showihg unfair or deceptive acts and
practices.
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26.  Federal and State Regulationr - Preemption is Essential, The failure to provide
for- preemption: may make the paperwork burden excessive for many legitimate business
opportumty sellefs. Curtently, business opportunity sellers under most state laws have the option
of: usmg, one-document nationally (the UFOC penmtted under the Existing Franchise Rule) or,
alternatively, the: state’s :specific business opportunity disclosure statéments. Because state
business opportunity disclosure statermnents are different for each state, most national business-
opportunity-sellers use the UFOC. By failing: to preempt state business opportunity laws, a
businiess ‘opportunity seller that finds itself covered by both the Proposed Bus. Op. Rule and a
‘state business opportunity law will have to prepare both the Commission’s business opportunity
disclosure dogument and the state-spécific business opportunity disclosure document (unless
cach. state amends its statute to permit: use -of the Commission’s new business opportiiity
disclosure statement, a: process that could take years). It is far more preferable for purchasers
throtighiout the:country to receive one uniforii docurment that would consistently be used by
business -opportunity sellers.  Accordingly, we urge the FTC to preempt all state business
opportunity laws. States would be ablé to.bfing_actions’ against deceptive sellers who violate the
Proposéd Bus. Op. Rule to ‘the extent their comsumer protection laws inco‘ap‘oratc the
Commission’s. rules or treat violations of the Commission’s m]es as a predicale act in violation
of tHeirstaté law.

1L
Other Critical Revisions Are Needed

We have a number of ‘additional suggestions for focusing the definition of “business
opportunuy so that the regulated activities are .consistent with the types of enforcement
‘complaiiits that the-Commission has addressed over the years.

Con’ﬁ;iiz‘e to Exclude tlze Pz:rcliase of Goods at 4 Bona Fide Wl’wlcsale Price. Wh(.th'c'r
cxcludc pdyments f01 maieuals at no- more than fair market value as prev:ously proposed the
Commission should, at a minimum, continue to exclude purchases of reasonable quantities of .
inventory-at no more than-a bona fide wholesale price. Asnoted earlier, we are not aware of any
‘state thatincludes inventory purchases in the: minimum payment threshold: See e.g., Illinois Act,
815 ILCS - 605/5-5.10(b)(7) (excluding “cash payments made by a purchaser not exceeding $500
and the payment is made for the 1101~for—prof t sale of sales demonstration equipment, material ‘or
saniples, or the payment is made for product inventory sold to the purchaser at a bona fide
wholesale price”).

While the. Co'mmi’ssion’s: Interpretative Guides to 'thé..E;{'is”tjng- Franchise Rule recognize
that “required payment” is intended to capture all sources of hidden franchise fees, the

'(’.u:
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Conumss;on has amcu]ated a pohcy not to ‘construe as - requlred paymcnts” -‘--any payments

a bona ﬁdc wholcsaie p1 ice is that the purchaser Can resell thc mvcntory at W holesale or hlgher_
and thereby recoup its investment. The policy appropnately allocates: regula.tory resources. -An
unhappy buyer:of inventory can look to the marketplace to Tecover'its costs and, conséquently, is:
“not ovetly dependent on the seller and in need of goveriment supervision.

I‘he NPR cites no énforcemenl reason, for eiimilmtihc {lle imentm y exemption in 1he;=
inventor y exemptlon n: eﬂect since 1979 thout an enfowement Jusuﬁcanon 1he Connmssmn
should respect the,_pphc_y rationale for the inventory cxem_puon and incorporate the exemption in.
the Proposed Bus: Op. Rule. :

Although the NPR discusses, the Commission’s experience with “work al home™ and.
pyramid schemes that have been excluded from the Existing Franchise- Rule by its minimum
investment requirement and mventory exemption, the abuses associated with these arrangements
do not justify broadly expanding regulation to other distribution models: As mentioned earlier, if

“work at home™ schemes generate the greatest number of enforcement actions, the Comm;sswn
can define “work at home” arrangements without regard to the inventory exemption, but preserve
it for all other distribution programs.

More Excmptions. 0'(’- Exclusions Are Merited. We urge the Commission to -consider
additional exemptions or exclusions-to conform the Proposed Bus. Op. Rule-to the Commission’s.
limited eviderice about abuses in direct selling and other ordinary distribution models that would
othetwise be covered. -As proposed, Section437.7 would limit the only available exemptlon to
business opportunities:that qualify as:a franchise, have a written contract and meet the minimum.
payment requirement of the: Existing Franchise Rule. Mary companies' currently excluded “or-
exempt from the “franchise” defimition, but which will not be- specifically excluded or exempt
under the proposed 1cv1sgd.F1_.anclnsc Rule, such-as cooperatives, run the risk of being deemed a
business oppbrtmﬁty uﬂdé'r"ﬂac Pro‘po‘séd B'u‘s 'Op Rul‘c ‘The" 'Pr’(‘)posed Bus Op. Rule s‘ho‘u’ld

iex_prcssl y cm,mpt .ﬁ om_ the * franc_inse, _deﬁmt;o_n ,undsr 1};(; Ex;s'tmg F.ranchl se Rule.

Further, the exemption provision of the Proposed Bus. Op. Rule is much too limited 4nd
ignores the guiding policy that absent substantial evidence of illegal activity, the Commission.
should not-regulate. In this regard, the Commission should be guided by the expetiences of the
states.  Specifically, exemptions "or exclusions. currently included in many state -business
opportunity laws should be'added to the Proposed Bus. Op. Rule: Some of the exemptions or
exclusions used.at the state leyel that should be considered for inclusion are:

302725140



S-nner \schein

THEW AU & 1 QEEHIHAL AL
Federal Trade Commiission
Office-of the Secretary
July 17,2006

Page 13

All of the exclusions listed in the Illinois-Act (§5-10) (from which
-gtate Jaw the Commission took its-definition: of business
opportumty) Hiinois Act, 815 ILCS 602/5-5.10(b).

All of the exclusions listed in the California Seller Assisted
Marketing Plan Aet (§1812:201(b)), including the exclusion for
investments above a maximum threshold.. Cal. Civ. Code;
§1812.201(b).

An exclusion for cooperatives which appears. iz the business
opportunity, laws:of sever al states and currently as an exclusion in
{the Existing Franchise-Rule. See, ¢:g., Georgia Business.
-Opponumly Sdlcs Secuon 10 1 410(7)(}3)(11)(1]) 16 C F.R:
:§436 2(2)(4).

Not-for-profit sales, where the seller sells non-inventory materials
to thc buy“«,r’ at the 'seuer 's cost so the buyer can us“e'them for

' busmess oppommlly laws See, eg Vu‘gmm Busmcss
Opportumty Sales Act; Section 59 ] -263.B.6; Ilinois Act, Section
815 ILCS-605/5-. 10(b)(.7)

Sales 6f non«mventmy matcrlals to ths ‘buyer-at no-more thana fdll‘
~market value; which is. excluded from the definition of a franchise.

Tee by numerous states regulating franchise sales. See, e.g.,

Hawaii Revised Statutes, Title 26, Chapter 482E; Section-482E-2..

We urge the Commission to include:a “fractional” exemption comparable:to the one'in
the Emstmg Franichise Rule (16 C.F.R: §436. 2(a)(3)(i) and §436.2(h)) and which will be carried
on in the proposed revised Franchise Rule. The NPR. rejects -a “fractional” “exemption ‘as
unnecessary based on the Comimissior’s assessment that the Proposed Bus, Op. Rule’s
compliance burdens are modest: 71 F.R. 19066. As noted above, we disagrec with that
assessment and find no enforcement justification for eliminating: the. “fracuonal” gxemption in
the-business oppottunity context: By defmition, the factional exemplwn would dpply only in
the case'where a person already in business. buys an; opportunlty that is' not: reasonably expected

to account for’ more than 20% of its total revenue. Not only is such a person sufficiently =

sophisticated. in. busmcss, but the person is not:so overly dependent 'ofi-the seller‘as to-warrant

‘governmiént supervision. The policy reasons for the fractional excmpnon in the franchise contexi
cqually apply to the business opportunity coritext.

@uauw
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We also urgs-the Comimission to ‘exempt other: “sophisticated invesior” iransactions
comparable to that which the Commission proposes to add to the proposed revised Franchise
Rulé (i.e.; “large investments,” “large franchisees,” arid “insider transactions™). These proposed
exemptions (WhEﬂlﬁl fashioned as an. exemption or-an exclusmn) would enable the Commission.
to. strike an appr opnale revulatory ‘balance and éxtend profection to the buycrs that ‘most need
protection:

We would reduce the thresholds for what constitutes a “large” investment or “large -
purchaser” from the levels used in the proposed revised Franchise Rule recognizing, as the
Commission does, that busmeSS opportimnities lyplcally require a much lower initial investment
than. franchises.. For: “large” investments, we would draw upon the experience of states
regulating. busmess opportunities and ‘exempt’ busmess opportunities that require an investment-
during the first six months of $50,000 or more. “This follows the California Seller Assisted
Marketing Plan Act, which exempts from coverage investments requiring’ ‘an ihitial cash payment

of $50,000 or more. Cal. Civ. Code §1812.201(a).

or “large” business opportunity purchasers, we would propose exempting transactions
where thc purchaser has ‘a net worth of not Tess than $250,000, exclusive of principal residence;
furnishings, and antomobiles. Seee. g, Tllinois Act, 815 1LCS 60715-10((1)

We would also recommend an ms’idé exemption comparable to that in thc proposed
revised Franchise Rule fof the sanie: redsons which make it a reasonablé addition in the franchise
context. We realize that most-business opportunity sales and buyers may not quallfy for these
sophisticated investor exemptions, but for therfew that do, there is no réason not to exempt them.

In addition, we also recoimmend thefollowing:

Exclude business opportunity-sellers that are pablic compamcs
since they ate already-subject t6 exténsive regulauon and puiblic
disclosure of ﬁnancml -operational and managem ent ‘information;
and

Exclude non-public business.opportunity sellers: w1th anet worth
of at least:$1 million. Section 3-10(c) of the Llinois Actis a:good
model. Hlinois-Act, Section 815 ILCS: 602/5 -10(c).

The foregoing proposals: for new exemptlons OF exclusmns are: consistent wilh the
Commission’s articulated policies that sophlshcated sellers-are less: hke}y to.skirt uovernmcnt
regulations and SOphlSthdted investots can protect their own interests: in. making investment.
decisions and do not require costly federal regulation to protect them,

QUALTY]

302725104



Scnnenschein

oLH(sb\of"‘r i AA 1(“ b RHtE I‘HA\.LL!

Federal Trade-Commission
Office-of the Secretary
July 17,2006

Page 15

The Commission’s Burden of Proof

The Comimission pubhshed its NPR for the onposed Bus: Op. Rule, pursuant.to Section
18 of the FTC Act, 15 U.S.C. § 57a et seq. and Part 1, subpart B, of its Rules-of Practice, 16
‘CFR.§1.7and 5 US.C. § 551, et seq. As a proposed Magnuson Moss rulemaking proceeding,
the Commission needs substantial evidénce of the prevalence of deceptive practices by those:it
proposes to regulate to support the scope of its rulemaking. As discussed above, we believe the
NPR is devoid -of substaritial evidence on the néed. to regulate: as business opportumucs
.manufacturers, suppliers and others involved in ordinary distribution’ programs.. ‘The:
‘Comriission has cited, at best, limited evidéncé: of abuse outside of the work at home” industry
‘segment. Further, ‘as ‘noted previously, certain of the Comuiission’s proposed remedies;
individually and - cumuldnvely, are overly: bload and not reasonably-related to: the goal of
preventing déceptive practices.

Y.
Projected Compliance Costs

Not only do we believe, for ihe reasons previously. stated, that ‘the. Commission’s.
'_pchcu,d comphancc cosls -are: uima]lstlcaily low, but the Commission’s. estimates ignore the
‘costs associated with the quarterly updating requirement. For example, the task.of calculatmg,
the. number of purchasers each quarter and the number of oral ‘and written requests: -for
céncellation and updating the information fof. the prior eight quarters (we urge that this be
reduced to the prior four quatters) ate substantial and time-consuming. For-those sellers that
make:eamings claims, the updahng obligations are: particularly onerous: The Commission’s
vearly estimates miore likely approximate the paperwork burden sellers will face each quarter
(not annual]y), and even then they probably are too low based on our expérience.

Further, the Proposed Bus, Op. Rule fails to provide a grace petiod for updating the
d1sclosurcs As-drafled, once'the quarter ‘énds; the very next day the sellm wonld have t6 begin
using: an updaicd disclosure document - reflecting changes during the quarter ]ust ended.
Although we recognize that the Commiission may exercise prosecutonal discretion and ‘choose
not-to penahze sellers who ‘do ot produce updaled disclosure documents: mstantaneously, the
preferable course would be fo allow a reasonable time to create the required updated documents
comparable to the 90 day period allowed by the Existing Franchise Rule (which: thie’ proposed
new: Franchise Rule-will change to' 120 days for the annual update and keep at 90 days for
quarterly updates, although we think in the business opportunity ‘context 90 days/quarter is all
that is riceded). :
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We beligve that the benefits of requiring frequerit updates should be balaticed against the
burdeti and costs this requirement imposes. The Commission shiould require. updates no’ more,
-Irequenlly than annually {except for reference: for- sellers-who have fewer than 10 purchasers):
Further, we recommend that sellérs be al]owcd 90 days in which 1o complete the updating of
their disclosure documents. :

VL ) .
Request for Workshop

We believe it would be appropriate for the-Commission to hold a workshop to.address the:
issues raised in these comments and by the comments:of-other persons.

Thank you for the opportunity to provide comments on the Proposed Bus. Op. Rule: If
there is'a workshop or public hearing, we would like the opportunity to parficipate,

Very trulvivours. =
\ chheﬂc_-,B,i_.._Slaanerf - »

JolmR. F}._fB-ae'r‘--

Elairi¢ Kolish

Alan H. ESEiBermau

Robert T. Joseph
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