BEFORE THE
DEPARTMENT OF CORPORATI ONS
STATE OF CALI FORNI A

In the Matter of the Desist and OAH No. L-9611021

Refrain Order |ssued by:

THE COVM SSI ONER OF CORPORATI ONS
OF THE STATE OF CALI FORNI A

Conpl ai nant .
NATI ONAL SCHOOL REPORTI NG
SERVI CES, INC., a New York
Cor poration; and
NEI L ROSEN, an I ndividual

Respondent s.

PROPOSED DECI SI ON

On March 28, 1997, in San Diego, California, Alan
S. Meth, Administrative Law Judge, O fice of Adm nistrative
Hearings, State of California, heard this matter.

Raynmond F. Burg, Senior Corporations Counsel,
represented conpl ai nant.

M chael G King, Attorney At Law, represented
respondent.

Evi dence was received, the record was cl osed, and
the matter was subm tted.

FI NDI NGS OF FACT

On Septenber 22, 1995, Alan S. Weinger, Supervising
Cor porations Counsel, issued a Desist and Refrain Order
pursuant to Corporations Code section 31402, the California
Franchi se I nvestnent Law, to respondents National School
Reporting Services, Inc., and Neil Rosen. The order directed
respondents to desist and refrain fromthe further offer and
sale in the State of California of a franchise unless and
until the offer was registered under the Franchi se | nvestnent
Law or unless exenpt. In the opinion of the Comm ssioner of



Corporations of the State of California, the offer or sale of
the franchi se was subject to registration under the Franchise
| nvest ment Law and such franchise was offered for sale w thout
the offer first being registered. 1In the further opinion of

t he Comm ssioner, this order was necessary and appropriate in
the public interest for the protection of franchi sees
consistent with the purposes of the Franchise I nvestnent Law.
The order was posted on the bulletin board in the office of

t he Comm ssioner of Corporations in San Diego, California, on
Septenber 28, 1995, and it was served on respondents.

By |l etter dated Septenber 19, 1996, respondents
requested a hearing and waived their right to have the matter
heard within 15 days.

On Novenber 22, 1996, M. Burg on behalf of Keith
Paul Bi shop, Commi ssioner of Corporations, filed an Accusation
in his official capacity. The matter was continued two tines
until finally heard on March 28, 1997. The desist and refrain
order remains in effect pending the final decision in this
matter.

Respondent Nati onal School Reporting Services, Inc.
(hereafter, "NSRS') is a New York corporation and is |ocated
in Stanford, Connecticut. Respondent Neil Rosen is the
presi dent of NSRS. The conpany is in the business of
gat hering information about schools and school districts, such
as district size, extra-curricular activities, special
educati on progranms, and so forth. It then conpiles that
information into school reports which it sells to real estate
agents and brokers, who in turn furnish the reports to
prospective home buyers. In 1994, NSRS nmarketed its reports
in three states: New York, New Jersey, and Connecticut. It
charged real estate agents and brokers a flat annual fee for
an unlimted number of reports.

Nati onal Schools of California, Ltd., (hereafter,
"NSC') is a limted partnership organi zed under the | aws of
California, with offices in San Diego, California. G egory
Lawm or and Jan Anton formed the partnership. Both are
experienced in the real estate industry. |In late 1993, Law or
| earned about NSRS and its business and contacted Rosen by
t el ephone. They di scussed the business and Rosen's plans to
expand. At that tine, Rosen was |ooking for capital and they
di scussed the possibility of Lawl or purchasing stock in NSRS.
After speaking to Rosen several tinmes, Lawl or told Anton
about NSRS and they both expressed an interest in NSRS.

During their discussions, Lawli or and Anton | earned



how NSRS marketed its products. They had different ideas
about how the school reports should be marketed, with which
Rosen di sagreed, and as a result of that disagreenent, the
parti es abandoned the idea of Lawl or and Anton purchasing
stock in NSRS. Nevertheless, Law or and Anton were still
interested in the business, and Rosen was still interested in
expandi ng his business into California. Eventually, they
entered into agreenent called "Exclusive Rights and License
Agreement” (hereafter, "the agreenment”). It becanme effective
on March 15, 1994.

NSRS nmarkets its products through direct sales by an
i ndependent sales force. Salespersons call on real estate
of fi ces and nmake presentations to try to sign up the office
br oker or owner. Law or and Anton thought they m ght
penetrate the market in California nore quickly by offering
their products to title and nortgage conpanies. They felt
t hese conpani es had account representatives who called on real
estate conpani es who could be used to market the school
reports to real estate agents and brokers. They were not
wedded solely to their plan, and consi dered NSRS s met hod of
mar keti ng the products as a potential nethod as well. Law or
and Anton also wanted to charge their custonmers differently
for the products. |Instead of the flat annual fee charged by
NSRS, they wanted to charge on a per report basis.

Lawm or's and Anton's ideas were incorporated into
the agreenent. It took a |ong series of negotiations to
prepare the agreenent. At first, the negotiations were heated
because Rosen did not want it done any way but his, but
eventual ly the agreenent was reached. Attached to the
agreenment is "Schedule 2" which was the marketing plan witten
by Lawl or and Ant on.

The agreenent between NSRS and NSC gave NSC
exclusive rights in certain California counties to nmarket the
school reports, to use NSRS s software systemto produce the
reports, and to use NSRS s trademark and service marks. In
exchange, NSC was to pay a fee of $300,000.00 to NSRS. In
connection with the marketing of the products, the agreenent
i n paragraph 8(b) provided as foll ows:

"Notwi t hst andi ng anything to the contrary above,

[ NSC] shall be entitled to Market the Licensed
Products only (i) to real estate agencies and
brokers in the sane manner as by [NSRS], its

franchi sees, |licensees and agents for other parts of
the country, (ii) to title conpanies, devel opers,
property management conpani es, and nortgage brokers
in accordance with the marketing plan attached as
Schedul e "2" hereto or (iii) as otherw se approved



in advance in writing by [NSRS] (such witten
approval or the refusal to grant the same shall be
made by [NSRS] within thirty (30) days of its
witten receipt of a request from|[NSC]."

The agreenent further provided:

"(c) I'n no event shall [NSC] charge, or permt
any real estate agency or broker, title conpany,
nort gage broker or any other person to charge, any
fee of any kind to the public for the Licensed
Products. "

Paragraph 8(b)(iii) was inserted into the agreenment because
the parties recognized the |icensed product could be narketed
in other ways and they felt there should be flexibility. The
parties understood they would be reasonabl e and any other form
of marketing had to be done in such a way as to maintain the
reputati on and standards of NSRS to ensure the conpany woul d
not be hurt. Nevertheless, Anton understood the nethods for
mar keti ng the school report were agreed upon jointly and NSRS
had to approve how NSC was going to market it. He knew NSC
could not do what it wanted independently and had to make its
intentions part of the agreenent.

After NSC began operation, it marketed the school
report in accordance with paragraph 8(b)(ii). In addition, it
al so marketed the school report to nultiple listing services
and Boards of Realtors. NSC used a brochure in its nmarketing
efforts which was witten by Lawl or but which was taken from
copy containing points describing the benefits of the school
report supplied by NSRS. NSRS al so supplied something akin to
a bookl et containing an independent distributor's agreenent,
answers to frequently asked questions, nmarketing information,
and sales pitches. NSRS suggested NSC use it. Sonme of it was
hel pful and may have been used by NSC in the begi nning.

NSC was not as successful as the parties hoped. It
defaulted on its paynents, the parties entered into a
For bearance Agreenent which granted NSC additional tinme to
neet its paynent obligations, and eventually NSC filed suit
against NSRS in California state court. That action was
renmoved to federal court.

Respondents did not register the agreenent with the
Depart nent of Corporations.



DETERM NATI ON OF | SSUES

At the hearing, respondents offered the deposition
transcripts of Lawm or and Anton into evidence under Evi dence
Code section 1292. In support of the offer, respondents
submtted the declaration of M. King as to his efforts to
| ocate Law or and Anton, and the declarations of a process
server describing his efforts to serve them wi th subpoenas.
Respondents established Anton and Law or were unavail abl e.
Peopl e v. Saucedo (1995) 33 Cal.App.3rd 1230, 1236-39. They
al so established the forner testinmony was offered in a civil
action and otherwi se satisfies the requirenents of section
1292. The deposition transcripts of Lawl or and Anton are
adm tt ed.

Respondents requested the court take
official/judicial notice of the "Order Denying Mtion For
Summary Judgnent And Granting Mdtion For Leave To File Third
Amended Conplaint” issued by United States District Judge
Barry Ted Moskowi tz on Novenber 12, 1996. The request was
granted during a tel ephonic conference call with counsel prior
to the hearing. The notion was based upon the transcripts of
Anton and Law or. The court's discussion of the background of
t he dispute was taken fromthose transcripts and the
agreenent. Both the transcripts and the district court order
were considered by the adm nistrative |aw judge in this
pr oceedi ng.

The Comm ssioner of Corporations established the
agreenment between NSRS and NSC was a franchise within the
meani ng of Corporations Code section 31005. Respondents did
not establish an exenption or exception to the requirenent of
registration. The agreenent was not registered as required
under section 31110. The Desist and Refrain Order was
properly issued and is therefore affirned.

Cor porations Code section 31005 defines "franchise"
as:

"a contract or agreement, either expressed or

i nplied, whether oral or witten, between two or
nore persons by which:

(1) A franchisee is granted the right to engage in
t he business of offering, selling or distributing
goods or services under a marketing plan or system
prescribed in substantial part by a franchisor: and
(2) The operation of the franchisee's business



pursuant to such plan or systemis substantially
associated with the franchisor's trademark, service
mar k, trade name, |ogotype, advertising or other
commerci al synbol designating the franchisor or its
affiliate; and

(3) The franchisee is required to pay directly or
indirectly, a franchise fee."

O the four elenments needed to establish a
franchise, three are not in dispute in this proceeding. The
only issue is whether the agreenent creates a nmarketing plan
prescribed in substantial part by NSRS. Respondents contend

it does not. The Departnent contends it does, and offers in
support of that conclusion Release No. 3-F, Revised, entitled
"When Does An Agreenent Constitute A "Franchise,'" issued by

t he Comm ssioner of Corporations on June 22, 1994.

The first step in determining if the agreenent in
this matter is a franchise is to ascertain the Legislative
intent so as to effectuate its purpose. People v. Kline (1980)
110 Cal . App. 3d 587, 593. The Legislative intent in enacting
the Franchise Investnment Law is contained in section 31001
whi ch indicates the intent is to provide prospective
franchi sees with information necessary to nake an intelligent
deci si on about the franchise offered, to prohibit the sale of
franchises if it would lead to fraud or a |ikelihood the
franchisor's prom ses would not be fulfilled, and to protect
the franchi sor by ensuring the parties better understood the
rel ati onship between them Generally, statutes like the
Franchi se I nvestnent Law, which are renedial and protective,
are liberally construed to effect their object, and with
respect to each elenment of the statutory definition of
"franchise," the court in Kimv. Servosnax, Inc. (1992) 10
Cal . App. 4th 1346, 1356 indicated "...each elenent should be
construed liberally to broaden the group of investors
protected by the law and to carry out the legislative intent."

Rel ease 3-F is an expression of the Conm ssioner's
interpretation of the relevant statutes and as such, is
entitled to great weight. People v. Kline, supra. At pages 2
t hrough 7 of the release, the Conm ssioner analyzes the
mar keti ng plan or system el enent, and at page 4, analyzes the
phrase "prescribed in substantial part" as it relates to a
mar keti ng plan. The Comm ssi oner noted there are close
gquestions of interpretation where an agreenent grants to a
person the right to engage in a business subject to sone
restrictions but with a neasure of freedom Such is the case

here. \Whether the directions are "substantial” is a question
whi ch nust be determ ned after an evaluation of all the
provi sions of the agreenent "... and the effect which these

provi sions have as a whole on the ability of the person



engaged in the business to make decisions substantially
wi t hout being subject to restrictions or having to obtain the
consent or approval of other persons.”

Focusing on the sole question of whether there is a
mar keti ng plan or system substantially prescribed by NSRS in
t he agreenent, the answer clearly is there is. NSRS operated
its business in the East by distributing its school report
directly to real estate agents and brokers, and that is how
Rosen wanted the reports marketed in California. Law or and
Ant on persuaded hi m anot her nmethod of marketing m ght work in
California, and both parties recogni zed ot her nmethods m ght
al so work. But respondents did not relinquish their control
over their product and all ow Anton and Lawl or the freedomto
do whatever they wanted. Rather, they set forth two specific
pl ans in paragraph 8(b) of the agreement which all owed NSC to
mar ket the school reports in only one way or the other. O,
i f another nethod was |ater created, NSC could use it if NSRS
gave its approval. \Wiichever nethod NSC chose, it was still
one contained in the agreenment and therefore one which
required the consent and approval of NSRS.

Respondent s enphasi ze the plan to market the school
report to title conpanies, devel opers, property managenent
conpani es, and nortgage brokers came from Law or and Anton.
Respondents believe that if the franchisor did not create the
mar keti ng plan or system before they entered into the
agreenent, or used another plan or systemin its own business
operations, then there is no franchise. However, the
definition of "franchise" in section 31005 does not |ook to
t he source of the marketing plan or system it |ooks to the
contract or agreenment between the parties. The agreenent here
is entirely restrictive regarding the nmethod by which the
school report may be marketed, and the only way NSC coul d use
anot her nethod is with respondents’' approval.

The restrictions placed on the ability of NSC to
mar ket the school report as it saw fit are not solely
contai ned in paragraph 8(b). For exanple, paragraph 8(c)
prohibits NSC from charging or permtting a real estate
agency or broker, etc. to charge any fee to the public for the
school report. Thus, even though the ultimte consuner of the
school report is a potential honme buyer under either paragraph
8(b)i or 8(b)ii, respondents provided that no one, including
NSC, could sell a school report to such consuners. Another
exanpl e is paragraph 8(d) which requires NSCin its sale of
NSRS's products to maintain the high standards and reputation
of NSRS and its products.

Respondents point to a number of considerations set
forth in Release 3-F (paragraph B 2 (c)) which the



Comm ssi oner in the past used to find a franchi se, and
denonstrated they were not part of this agreenent and
consequently argued this agreenent cannot be a franchise.
That argunent is not persuasive. Consideration of other
factors contained in paragraph B 2 (g) of the Rel ease points
to the opposite conclusion, such as an exclusive territory
awarded to NSC, permtting NSC to purchase adverti sing copy
and pronotional materials from NSRS and requiring approval by
NSRS of materials not purchased from NSRS (paragraph 12),
limting the sale of conpetitive products (paragraph 22),
providing training (paragraph 12), providing trade secrets
(paragraph 5(a)), and so forth.

In light of the direction to liberally construe each
el ement of the definition of "franchise" to broaden the group
of investors protected by the law, and to carry out the
legislative intent of the law, it nust be concl uded the
agreenment in this case contains a nmarketing plan or system
prescribed in substantial part by respondents. Since it is
conceded all the other elenents of a franchise are present,
the agreenent is a franchise and required registration under
t he Franchi se I nvestnent Law.

ORDER

The Desi st and Refrain Order issued by the
Comm ssi oner of Corporations on Septenmber 22, 1995 agai nst
respondents is affirmed.

Dated: April 15, 1997

ALAN S. METH

Adm ni strative Law Judge

O fice of Adm nistrative
Heari ngs



