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INTRODUCTION


Good morning Senator Chandler, Representative Petruccelli and members of the committee.  My name is Troy Flanagan and I am the Director of Government Relations for the International Franchise Association (IFA). I would like to thank you for the opportunity to share with you the IFA’s concerns about Senate Bill 142, by Sen. Patricia Jehlen, which would have serious negative repercussions on franchised businesses in Massachusetts if enacted.

Simply put, this legislation would undermine the ability of franchise systems to enforce uniform standards of brand quality and integrity outlined in franchise agreements. This hurts franchisors and franchisees alike since the basis of a successful franchise operation is providing a predictable and consistent product for the marketplace. For this reason, in the last decade laws similar to S.B. 142 have been rejected here and in several other states around the country.
The IFA


The IFA is the world’s oldest and largest franchise association and represents more than 1,200 franchisors, 9,600 franchisees and 475 supplier members.  Franchise systems operate in more than 80 different industries in more than 100 countries around the world. Since its founding in 1960 by Bill Rosenberg, founder of Dunkin’ Donuts, the IFA has been “the voice of  franchising,” representing Massachusetts-based franchise companies like Dunkin’ Donuts, Super Coups, Pizzeria Uno, Fantastic Sams, Friendly’s Restaurants and many more.  However, the vast majority of franchise systems are themselves small businesses, owned and operated by individual investors who chose franchising as a way to fulfill their entrepreneurial spirit.  The IFA takes a special interest in franchise legislation like S.B. 142 as we believe it would have serious long-term detrimental effects on the entire franchise community.

What Is Franchising?


Franchising is not an industry, but a business strategy for the expansion and growth of small business and a proven method of distributing goods and services.  There are two types of franchises, business-format franchises such as Dunkin’ Donuts, Holiday Inn and Blockbuster and product and trade name franchises such as auto dealers, gasoline stations, and soft drink bottlers. In a business format franchise, there are no manufactured products distributed by the franchisee, but rather a license is granted to use the intellectual property of the franchisor. A business-format franchise relationship is an interdependent relationship in which the franchisor licenses to the franchisee the right to use its trademark, intellectual property and business and operating plan in exchange for a fee, usually royalty payment. 

In return for the royalty payment, franchisees have the advantage of operating a business with a recognized trademark, a proven business and operating plan and the on-going support and training provided by the franchisor. The result is a relationship in which both the franchisor, who is able to develop new units more efficiently than through corporate units, and the franchisee, who operates an independent business but with the power of a recognized brand and proven operating system, wins. This mutually dependent relationship requires that the franchisor and the franchisee work together to achieve mutual success, since neither will be successful without the other.

Existing Franchise Regulations Protect Franchise Investors 

For more than two decades, the Federal Trade Commission (FTC) Trade Regulation Rule on Franchising has required extensive pre-sale disclosure of information about the franchise investment.  In addition to the format of the FTC Franchise Rule, the North American Securities Administrators’ Association (NASAA) also provides the Uniform Franchise Offering Circular, or UFOC, for franchise companies to utilize.  These disclosure documents make comprehensive information available to prospective franchisees.  There is perhaps no other business investment where one can find out so much information upfront.  For instance, franchise companies are required to disclose their litigation and bankruptcy history and that of their officers and directors; the initial investment, royalty, advertising fund and other fees; the rights and obligations of both the franchisor and franchisee; the conditions under which the franchise can be transferred, terminated or not renewed; the restrictions on what the franchisee may sell or is required to purchase from the franchisor; and much other similar information.  

One of the most important items that must be disclosed is the name, address and telephone number for current and former franchisees of the system.  This provides potential franchise investors with information that is critical in evaluating a franchise investment, since they can contact current and former franchisees and learn from their experiences with the franchise system.  The exhaustive information provided during the presale disclosure process provides investors with an opportunity to do due diligence so they can make an informed decision about buying that company’s franchise.  
In short, the FTC Rule already requires franchisors to provide to prospective franchisees all of the information addressed in S.B. 142, permitting franchise operators a more than adequate opportunity to review the terms of the agreement prior to entering into the contract.
What’s more, after more than 12 years of contemplation, the Federal Trade Commission released in January of this year an overhaul of its Franchise Rule.  While many of the changes are technical in nature, the FTC considered and specifically decided against creating any type of federal rule further regulating the relationship between franchisees and franchisors, as S.B. 142 seeks to do. 

The IFA & Self-Regulatory Programs
In addition to the Federal Franchise Rule and NASAA guidelines, franchisors and franchisees have worked together to establish effective self-regulatory efforts in order to make further government regulation unnecessary.  At IFA, we have set up on-line compliance education programs to help would-be franchisees and franchisors.  IFA has implemented a Code of Ethics for its members that sets forth standards of conduct for relationships between franchisors and franchisees.  While this Code does not purport to anticipate the solution to every problem that may arise during the course of these relationships, it does provide a set of core values that is the basis for successful franchise relationship.  Further, IFA members who fail to live by the Code of Ethics could be subject to expulsion from the organization depending upon the severity of the violation.   

The IFA has also created a program to assist in the avoidance and resolution of franchise disputes.  The IFA Ombudsman Program was established to provide franchisees and franchisors with an independent, confidential and objective resource to assist in resolving franchise disputes.  Participation in the IFA Ombudsman program is strictly voluntary, but a number of franchisees and franchisors have used the Ombudsman to avoid prolonged, costly and divisive litigation.  The goal of the IFA Ombudsman is to serve as a change agent in resolving disputes while also preserving the franchise relationship.  Finally, the IFA, along with major franchise companies, supports the National Franchise Mediation Program (NFMP) for times when a more formal mediation process is needed. 

S.B. 142 Will Undermine the Integrity of Franchise Systems
The IFA believes passage of S.B. 142 will make it nearly impossible to enforce system-wide standards established in franchise agreements for the benefit of franchisors, franchisees and consumers.  It will also lead to an avalanche of litigation over the contractual relationship between franchisors and franchisees.  Moreover, we view such legislation to be unnecessary because business format franchising is already extensively regulated by the FTC.  The most important function of the franchise system and its franchise agreements is to protect the integrity of the brand and the value of the franchisees’ investments in the franchised business.  The brand and what it represents are the reasons consumers are drawn to franchised businesses.  They know that when they shop at a franchise they will receive a consistent, high quality product at a good value.  In franchising predictability is everything – the public knows what it is going to get at a hotel or motel along the highway, or that it can count on a particular meal at any restaurant in a chain.  This uniformity also distinguishes a franchised business from an independently owned business.  Therefore, protection of the brand and uniform delivery of a product or system are the foundations of the franchisee’s investment and the keys to the successful franchise system. 

S. B. 142, however, would severely restrict the ability of a franchise system to enforce standards that ensure uniformity in the operations of franchise systems and in the quality of their products.  For example, this legislation effectively prohibits a franchisor from taking action against a franchisee unless it gives 60-days notice and establishes “just cause,” a term that is narrowly defined in the bill.  Because of this provision, it would be difficult to end a relationship with a particular operator even when there are serious violations such as safety and health code problems, violations of state or local law ordinances, or failure to obtain and maintain insurance.  Under these circumstances the brand and consuming public would suffer greatly.  Also, under S.B. 142, a franchisor and franchisee would have to renew their franchise agreement unless “just cause” could be established even when it fails to make economic sense.
In addition to the harmful provisions listed above, the bill further jeopardizes the brand’s reputation by allowing the transfer of managerial duties of a franchise to almost anyone, regardless of that person’s qualifications to operate the establishment. It also allows franchise ownership to be transferred to a spouse or child regardless of whether or not that person meets the franchise system’s guidelines to attain ownership. 

Ironically, most franchisors spend lots of time and resources to determine the person to whom they will license their trademark and operating system has the skills necessary to manage a successful business.  S.B. 142 turns this careful vetting process on its head by empowering the franchisee to appoint anyone he or she wants to run the business, regardless of their qualifications.  Unfortunately, one substandard franchise operation can undercut the value of all of the other franchises in the chain, so it is imperative for the franchisor to maintain the ability to set standards for succession and management of its individual operations.

There are other troubling provisions in this legislation that are vague and will likely generate litigation to determine their meaning.  For example, S.B. 142 says that a franchisor shall not “impose unreasonable standards of performance upon a franchisee” or “fail to deal in good faith with a franchisee.”  Establishing system-wide performance standards is essential to building a strong and successful franchise system. Furthermore, the difference between a “reasonable” standard and one that is “unreasonable” is not defined in this legislation, again leaving the courts to decide.  In addition, a duty to deal in good faith is already implied in the common law of contracts. 
Comprehensive Franchise Law Similar to S.B. 142 Had Disastrous Effects
Over the past decade more than 30 states, including Massachusetts, have rejected legislation similar to S.B. 142 because the FTC Franchise Rule and state laws already provides substantial protections for franchise investors and the enactment of such a bill would likely have a negative impact on the franchise community.  Iowa is the only state in the country to have passed a sweeping franchise relationship law.  After enactment, more than 130 franchise companies eliminated or significantly reduced their franchised operations the state.  The Iowa franchise law cost the state $226 million in lost tax revenue.  Since its passage in 1992, parts of the Iowa law have been declared unconstitutional and it has been amended twice to make it less onerous.  Unfortunately, substantial damage to franchising has been done and it will take years to overcome.  Enacting S.B. 142 could have similar consequences in Massachusetts.

Additionally, a 2006 paper entitled “The Effect of Contract Regulation: The Case of Franchising” illustrates that restricting franchisor termination rights, as S.B. 142 would do, leads to a reduction in franchising, which is not offset by subsequent increases in other non-franchised business growth.  Indeed, this bill would be bad for economic growth. (Klick, Koyabashi & Ribstein – http://papers.ssrn.com/so13/papers.cfm?abstract_id=951464) 
Conclusion

The IFA strongly urges members of this committee to consider S.B. 142’s potentially harmful effects on franchised businesses in the state. We ask you to reject this unnecessary legislation as you have wisely done in the past.
We believe that current federal and state presale disclosure requirements provide franchise investors with meaningful and reliable information necessary to evaluate a franchise investment, and that this regulatory format gives potential franchisees the opportunity to compare franchise opportunities in order to make an informed decision about whether and when to invest in a particular franchise system.  

S.B. 142 will make it virtually impossible for franchise systems to enforce standards of quality, predictability and value, which are the bedrocks of successful franchise systems.  This burdensome legislation will force franchise systems to turn to the courts to resolve their differences, which is a costly and time-consuming process, taking money away from businesses’ bottom lines.  IFA believes that decisions about the terms and conditions of the franchise agreement, including those matters addressed by S.B. 142, are best left to the parties to the contract to resolve, not the government.

Thank you for the opportunity to submit these remarks on behalf of the IFA. If you have any questions, please contact me directly at (202) 662-0792 or tflanagan@franchise.org. 
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