


As franchising has gained prevalence in the economy, it has also expanded to many new
industries. The first wave of explosive growth in franchising occurred in the 2880sas
dominated by chains requiring investment in physical locations and equiprhese chains
ranged from fast food chains to Midas mufflers to Holiday Inn hétdtswever, more recently
franchising hagxpandedo less capitaintensive industries—to areas wittvestment costs
starting at just a few thousand dollars—suchlaaning services and event plannfrihese are
some of the fastest growing franchises in the ndtion.

As this business model has proliferated, concerns dtamahisor




store operations, which can mask and even encourage violattéxsdne academic study
found, for an overwhelming percentage of franchistesfranchisorestrics operations through
terms likemandatory operating houasid required price rangéSFranchisees are alsdten
restriced in their ability to exit the franchise through noncompete clauses and framdhsor
of first refusalto purchasé?

. Top Dozen Concerns Raised by Franchisees

In response to thETC staff’'s 202RFI, the Commission received]291 comments. Of those,

2,216 were publicly posted on the docket; the remainder were unresptridieCommission

heard from a wide range péarticipants in the franchise model. A little over half of commenters

said they were franchisees, and a very small percentage of commenters, accounting for less than
10% of all comments, identified themselves as franchisors, organizations, trade groups,
attorneys, and suppliers. Nearly 40% did not identify any role in the model. A wide range of
industries were represented. Aboue third of commests indicated thewere involved in

general services franchise models (e.g., hair salohsalthcare), followed by resteants, and

then relatively few from hotels and janitorial franchises. Comments were submitted by




Top Dozen Concerndor Franchisees




or Franchise Agreement. The franchisee didn’t “believe that could be legpalu}ithe threat
is sufficient to scare us?® Franchisees risk terminatidfithey attempt to reject these chandes

Supporters of franchisorability to makeunilateral changes said they are necesakgep up
with changing “consumer expectations, competitive pressures, and the regulatory
environment.?! In the words of one franchisee, “| am reliant on the franchisor to not only
develop a high[quality swim lesson curriculum that is systemized stathdard, but also to
continuously invest in research and development to bet@eiment best practices for the
brand.??

One commentés proposed solution “would be to allow franchise owners the ability to negotiate
the terms of operation manual changes and/or postpone them until the time of réhewal.”
addition, one franchisor noted th&ianges fhade in consultation with. . franchise owners’
association, advisory boards, or committegsre less likely tde conceriing to franchisee$t

Washington &te has a-tlay waiting period fordlter[ing] unilaterally and materially the terms
and conditions of the basic franchise agreement or any related agreements attached to the
disclosure document®

¥ FTC-202300260044, Comment from Anonymous.

20 FTC-20230026:1655, Comment frorhagarias, Petef* Almost every franchise agreement provides that the
franchisor can change the operations manual, and the franchisee must strictly comply with all provisions or face
default and terminatiot).

21 FTC-20230026:1645, Comment from International Dairy Queen, Inc.
22 FTC-20230026:0831, Comment from Anonymous.

2 FTC-202300262171, Comment from Small Business Majority (“Failure to comply with new operating
regulatimns could result in termination. One solution to offset the power imbalance would be to allow franchise
owners the ability to negotiate the terms of operation manual changes and/or postpone them until the time of
renewal.”)

24 FTC-20230026:1935, Comment from CerroPainters, Ltd.

25Wash. Rev. Code § 19.100.080. In addition, Franchise Rule item 11 requires disclosure of “the table of contents of
thefranchisofs operating manual provided to franchisées6 C.F.R. § 436.5(k)(6)On a related note, some states
regulate changes to the franchise agreement ig&e#fnd. Code Ann. § 23-2-7-1(3) (prohibiting “[a]llowing

substantial modification of the franchise agreement by the franchisor without the consent in writing of the
franchisee.”) and Wis. Stat. Ann. § 135.03 (“No grantor, directly or through any officer, agent or employee, may
terminate, cancel, fail to renew or substantially change the competitive circumstances of a dealership agreement
without good cause.”).






These concerns camplicateboth state and federal lawsohibiting unfairor deceptive actsr
practices’? The Franchise Rule also requires financial performance representations to “have a
reasonable basis and written substantiatfén.”

#3 Franchisee ConcernFees andoyalties

Many franchisees commented high fees and royalties imposed by franchisors, particularly
credit card processing fees and technology fees. Repedsddr one commentérent from an
additional 3%, 5%, 7%, 10% to now . . . 14%” making it “impossiblgtf@m]to earn a good

living anymore.® Commenters also noted that mandatory rigsblso lockhem into failing
businesses, even after the franchisee ceases operatims.franchisors collected fees was also
an issue, as one franceediscussed their franchisor “[not] even allowing us to pay for [a]
convention out of our own pockets in the manner we decide, but pulling $25 a week out of our
sales money for the next five monti8 Different commenters described “surprise fees” not
properly disclosed, with oneferring tothem as “junk fees> c3



https://operations.35



https://suppliers.45

One commenter observed that this concern is exacerbated when the franchisor receives
kickbacks from their franchisees buying from preferred suppliers that are not passed on to the
franchiseé'®

Franchisors and some franchiseeantered that brand consistency and access to the franchise
supply chain is one of the key benefits of the franchise model, giving franchisees “purchasing
power” and “consistent quality** One franchisor described the symbiotic relationsHigrées
[franchiseeslp to focus on their people and their restaurants and business, knowing that they
have support in strategic supply chain, operations, marketing, development, and the technology
areas that they then don’t have to worry about as nmiich.”

The Franchise Rule requires disclosure of goods and serfr@eshisees are obligated to
purchase from certain suppliers, including the frarmtaginancial interest in and payments
from mandated suppliefs.Some state franchise lawsbstantively limit supply requirements
(i.e., include requirements in addition to transparency). For examglana prohibits
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of the agreement for any reason where | am not allawéeé involved with anotheestaurant
that is vaguely wordedsimilar.” 3

Franchisorstatel that noneompetes were needea ‘protect both the new operator ... and other
nearby franchisees, and to preserve the sale value of the restaurant for the departihg owner.
They also assertatiat noneompetes prote¢against misappropriation of trade secr&ts
Franchisees advocated for “the eliminatfondrastic redction)” of noneompetes, as one was

“2 years. | camgo a 2 full years without income, so it might as well be 10 yé&ars.”

The FTC recently banned naompete agreements between busieeéscluding franchised
businessesand their workers, but the rule does not apply tocmnpete agreements between
franchisors and franchisees as the evidentiary record in that rulemaking proceeding related
primarily to non-competes that arise out of employment. However, the Commissienciear

that “[nJon-competes used in the context of franchisor/franchisee relationships remain subject to
State common law and Federal and State antitrust laws, including section 5 of the FTC Act.”

State norcompete bans can implicate franchise agreements. California’s franchise law explicitly
requires that “[u]pon expiration of the franchise, the franchisor agrees not to seek to enforce any
covenant of the nonrenewed franchisee not to compe@ther states that ban noompetes

have exceptions for “a person that sells the good will of a business,” maichermit

enforcement of those n@ompetes against franchise@s.

Franchisees also commented about negative impactspdaadht clauses that prevent franchisees
from hiring workers employed by their fellow franokes. Franchisees discussed how no-
poaches can be unfair and hurt franchisees by narrowing “the pool of qualified candidates for
employment and can lead to a lack of competition for talented individ{¥als.”

Washington &te baned non-solicitation and neeach restrictions in franchise agreememts
20198 In response to the FTC staff RFlg@mment from t






https://legiscan.com/MN/text/SF3035/2023
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laws 2 One authoargues thaffi




money knowing that the franchisees are on an even playing field” and a “lack of uniformity” can
lead toan “inability to enforce brand standards hurt[itigg franchiseg!%?

Virginia allows franchisees to void franchises within 30 daisey have'not [been]afforded
the opportunity to negotiate with the franchisor on all provisions” provided negotiating “shall not
result in the impairment of the uniform image and quality standards of the frantise.”

#9 Franchisee ConcernFranchise Disclosure Documenissues

Franchisors are required to comply with the Franchise Rule’s disclosure requirements. However,
many franchisees complained of incomplete or misleading FB@sxample, one franchisee

says the FDD indicated a “41% profit margin,” but those numbers were from “using a different
business model” so “81% of owners are profiting less than $2,500 a month or losing money
(51% losing more than $2.5k/mo’Y* Some franchisees complained of new fees that should

have beenlisclosed in the FDE?® Others reported that builoat cost estimates were artificially

low




Fourteen states have registration laws that generally require a franchisor to “register its FDD and
submit a copy to the state regulator for approval prior to offering or selling franchises in the
state, absent an applicable exemptibid Four of these states make the FDDs publicly available

in databases operated bygtstregulator$* Many states have staspecific FDD cover sheet$®
Michigan requires a statpecific FDDaddendum, listing “unfair provisions” such as

prohibitions on franchisee association membership, in franchise documents and informing
prospective franchisees that “the provisions are void and cannot be enforced agaif$t you.”

#10 Franchisee ConcernPrivate-equity takeovers

Many comments illustrated why the franchise business model is often an appealing investment
for privateequity firms and how the private-equity business model can incentivize business
decisions that benefit franchisors and their investors at the expenseobigees?!’ Private

equity’s reliance on debt and the mandate for growttshédnfranchisor resources toward

interest payments, rather thinstrengthening the brand or providing franchisees with
operational support. Indeed, many franchisemments noted decreased levels of franchisor
support after acquisition by a private-equity fufilese commenters noted increased t&es,
costcutting measures that harmed laiegm franchisee interest$’ loss of renewal

representatives have sprung up at a meteoric rate. Licensed business brokers are REAL brokers. Franchise ‘brokers’



https://www.nasaa.org/wp-content/uploads/2019/06/New-Frachise-State-Cover-Sheets-Instructions.pdf
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opportunities:?®and compromising product or service quality to maximize sieomt-

profitability.1?! For example, one commenter said that “Private]agrcompanies areuining
franchising. . . We have no protection, no support, no options — just punitive restrictions and way
higher fees 22

The focus on maximizing revenue, from which franchisee royalty fees are calculated, rather than
franchisee profitabilitys also anssue highlighted in the comments. One example that several
commenters noted is excessive use of discount promotions that maximize revenue, on which
franchisor royalty fees are often based, while decreasing franchisee. profitse franchisee,
“discount percentage is 20% of revenue vs industry standard of 3% . . . if not accepted the
franchisees has to deal with angry customers .he fthnchisor wins every time however the
franchisee always losé$*

Franchisees also noted concerns that arise from the tension between private equity investors’
desire for short term profits and franchisees’ desire for long term, stakilgiginable profits,

and positive reputation with customefs one commenter noted, “private equity firms often
implement costutting measures that negatively impact franchisees and their employees. These
measures can include reducing labastspdownsizing staff, and compromising product or

service quality to maximize shae¥m profitability.24

#11 Franchisee ConcernMarketing strategy and marketing fund transparencyissues

Under the Franchise Rulmarketingfund information is a required disclosure in Item 11 of the
FDD, which requires disclosure quired franchiseeontributions, types of marketing used,
and whether the fundllected must bepentin the franchisee’s area or can be used to solicit
new franchisee$¥® Although such disclosurese required prior tentering a franchise

from Anonymoug(* Private equity firms are known for their aggressive-cogting measures, and they often focus
on maximizing profits at the expense of franchisges.

20FTC-202300260679, Comment from Anonymous (“Our right to renew the franchise agreement has been
removed. After signing the new agreement, we no longer have the option to renew, regardless of our adherence to all
obligations. This new provision, coupled with the noncompete agreement, empowers the franchisor to shut down our
businesses or seize control, disregarding the years of effort and investments made by franchisees to establish,
maintain, and expand their businesses. This aligns with Honor's strategy of delivering care through its centralized
business platform rather than independent businesses like mine.”).

121 FTC-20230026:0756, Comment from Home Instead Tucson (“I appeal to your sense of decency to help restrict
these flagrant violations of common decency which will rob the franchise owners of what could be a lifetime of
building their biggest asset and an assumed retirement strategy into a fire sale of desks and computers with no
recourse whatsoever. The franchisor needs greater limitations on their ability to harm the franchisee for their short
term gains and investors satisfaction.”)

122 FTC-202300262196, Comment from Anonymous.

123FTC-20230026:0085, Comment from AnonymouSee alsd-TC-202300260356, Comment from JBL Subs

Inc (“I am unhappy that corporate can dictatedhestant coupons that make our profitability tank because they
want their bottom line to look good to sell.”) and F2G2300261938, Comment from Asian American Hotel
Owners Association, Inc. (“According to one AAHOA Member, one Franchisor pays just $30 for award nights
redeemed any time hotel occupancy is less than 96% (e.g., the vast majority of nights in a year), which means



agreementzoncerns about transparency in how marketing funds are wednmong the top
concerns raised by franchisees

Some franchiseeommented that thefranchisos’ ability to collect marketing feeend

advertise on behalf of the franchise brand writ largevialuable service provided by the
franchisor, citing the “pooling of resources” and relative sophistication of the franchisor with
respect tdadvertising and marketing depths a beefit of the franchise business mod#.
However, othefranchisees disagreed thmioled marketindpenefited franchised’ Fees can be
high; onefranchisee decried a “4.5% advertising fee of which we have been refused any
accounting information on how these funds are being Ug&th’the words of another, “[w]

pay a 2% marketing fee to the ‘Brand Funife have never received any type of inforiorat
wherc 0.004 Tw 14(24.(t)-2 (i1 ( t)-w)2645i<</14)-6 (r)40( t)-2 (0)-10d.”




However, other state franchise laws ntiayit misuses of marketing funds, such as laws
requiring franchisor goothkith dealing non-discrimination provisions, and supply restriction
prohibitions that could be applied to advertising suppli&rs.

One commenter suggested addressing the issue by creating a fiduciary duty for fransleisors
of franchisee funds, including for advertisitijOne franchise author and attorreafled for
expanded use dfanchisee-represented advertising councils to govern marketing spending,
along with fuler and mordrequentaccounting3 One franchisee reported success with this
model, stating that their “collective advertising fees are democratically directed through our
Franchisee Counsel composed of Franchisee elected representatidkesably, concerns about
the need to ensure fair mechanisms lafcalting collectively pooled marketing resources are not
unique to the franchise context. For example, in the agricultural sector, transparency and
accountability in the use of pooled marketing funds has been a subject of bipartisan ¥8ncern.

#12 Franchisee ConcernLiquidated damages clauses and early termination fees

Several franchisees singled out liquidated damages clauses as trapping them in unprofitable
franchise systems. Many franchise agreements require fees when the franchisee prematurely
terminates the agreement, which can include unpaid royalties oalotdated damage sums,

known as liquidated damag¥$.Franchisees reported being locked into losing investments, as
theyare unable to afford the early termination fee. As one franchisee said, they face “a very
tough choice of keeping a money losing store open and losing money slowly . . . or com[ing] up
with a large sum of money” to exit? Another saw liquidated damages as “strong arming
franchisees to pay future royalties on a business they can’t suétdihiers reported liquidated
damages clauses beingedgo keep franchisees in line with threats of premature défais.

one commenter explained, they “can also serve as the final trap that forces franchisees to submit
to the antieompetitive practices of the franchisor without any ability to cancel witho

136 See, e.g., lowa Code § 523H.10 (gdaith dealing); 815 Ill. Comp. Stat. 705/18 (Adiscrimination); and Haw.
Rev. Stat. § 4826(2)(B) (supply restrictions).
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significant harm.**> One franchisee argued “liquidated damages should be eliminated or limited
to only a few months and paid only after paying other creditors” to “try to avoid bankrdfftcy.”
Others went further, arguing “the only damages that should be allowed is the forfeit of the un-
used term of the agreemeit’

Supporters of liquidated damages clauses argue they promote efficiency, add predictability for
all parties, and can promote settleméit.

Courts have generally upheld liquidated damages awards in franchise agreements so long as they
are compensatory, not punitiaed reasonably related to a franchisor’s actual dantatstate

laws around calculating and enforcing liquidated damages are “relatively similar from state to
staté 1°°with two notable exceptions: Minnesota and North Dakota ban liquidatedydaima

franchise agreements!

V. SBA Loan Data Analysis

To gain further insight into the frequency that franchisees face financial problems, FTtastaff
reviewed data published by the SBA about SBA loans to franchisees and other buthagésses

are made through the SBA’s 7(a) and 504 loan progtéhStaff aralyzed 66,291 SBAacked

loans for investment in franchises. The loans dated from January 1, 2013, to September 30, 2023.
The data showed rates of defaults and charge offs. The SBA loan data, and Staff's analysis of
that data, may be a useful resource for borrowers when assessing how to limit potential risks and
maximize rewards when deciding whether to purchase a franchise.

Staff'sanalysis found that franchise borrowers had a slightly higher default rate on their loans
than nonfranchise borrowers (i.esmall business loans that were not franchises). The default
rate for franchise loans was 3.9%, as compared to 3.5% for other borteteenchise loan

MSFTC-202300260159, Comment from Anonymous.
16 FTC-202300260464, Comment from Anonymous.
M7FTC-202300260395, Comment from Anonymous.

8 paul J. FerandChristopher A. MairLiquidated Damages Provisions: &ePractices & Key Considerations,
INTERNATIONAL FRANCHISEASSOCIATIONS50™ ANNUAL LEGAL SYMPOSIUM 3-5 (2017).

149 Ferak and Mair, at 34.

150 Benjamin B. Reed.iquidated Damages Provisions: Strategic Drafting and Enforcement |S3GERANCHISE
L.J.523,552(2018).

1 Deborah S. Coldwell, Altresha Q. Burch@tilliams, Melissa L. Celestd,iquidated Damage<29 RRANCHISE
L.J.211, 218 (2010) (appendix containing a chart of each stateson liquidated damages).

152The SBA’s 7(a) prograris designed to encourage business lending that would otherwise be too costly or
unavailable to small business startupise data concerning loan defaults is available at
https://data.sba.gov/en/dataseir304-foia. FTC staff thanks SBA staff for their assistance in helping FTC staff
identify and interpret this datas&fTC staff also notes that the loans in these SBA programs may not be
representative of franchise investment loans through private lenders outside the SBA’s 7(a) and 504 programs.

153 Although this difference is statistically significant, FTC staff cannot say with certainty that franchise loans are
necessarilyiskier simplybeause they are franchise loamkis difference remained statistically significant when
controlled for loan amount, location, general industry, and time of loan app@ikal. factorsot fully available to
Commission staffsuch as business agmight impact the analysis



default rates did not meaningfully vary based on location and median household income for the
relevantarea.

Smaller franchise loans had a higher default rate than larger ones; each time the loan amount
increased by 100%, defaults fell by 0.8 to 1.4%. Newer businesses and start-up loans were
associated with slightly higher rates of default than loans older than 2 years (around a 1 to 2%
higher default rate}>*

There generally was no meaningful variation in default rates among different franchise
industries>®> However, among Accommodation and Food Services franchise loans, rates of
default varied widely, with bar, tavern, and nightclub loans 9 times more likely to default (9%




the FDD and included in the franchise agreement, the franchisor may be engaging in an
unfair act or practice in violation of Section 5 of the FTC Act.

x Launching ftc.gov/franchis®©n our new website, franchisees and prospective
franchiseesan find Commission guidanemdlinks to other helpful resourceBhe new




classified agmployes under the state stattitbut that either way franchisors
can and must comply with botft

In November 2021, the Commission approved an order settling charges that 7-
Eleven’sacquisition of Marathon’s Speedway violated antitrust laws. Among

other things, the order prohibits 7-Eleven from enforcing any noncompete
provisions as to any franchisees or employees working at, or doing business with,
the divested asset®

In October 2021, the FTC issued Notices of Penalty OffgiiNfe®s) regarding
endorsements and money-making opportunities to more than 700 and 1100
businesses respectively, including franchisét3hese NPOs put recipients on
notice that, if they deceive or mislead consumers about potential earnings or use
endorsements in ways that run counter to FTC administrative cases, they may be
liable for hefty civil penalties.

In September 2021, the FTC modified its ReportFraud.ftc.gov website to make it
easier for franchise stakeholders to file franchedated reportsThe changes
resulted in an ovahreefoldincrease in franchise repotfs.

In February 2019, the FTC initiated a regulatory review ofFtfa@chise Rulé®®
As part of the review, the Commission sought public comment on a wide range of
topics, including: (1)






