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SUBJECT:  Inspection on SBA’s Experience with Defaulted Franchise Loans

We are pleased to submit our report on SBA’s Experience with Defaulted Franchise
Loans. The Office of Inspector General examined the franchise loan portfolio’s potential
exposure, purchase rates, and specific lenders’ performance.

Despite the popular view—publicly supported by SBA—that franchisees are much
more successful than non-franchisees, SBA’s experience with defaulted loans and some
outside studies do not support this. The Office of Financial Assistance (OFA), in
conjunction with the Office of Entrepreneurial Development, should ensure that the
Agency’s printed and electronic information on franchises no longer states this view.

SBA’s loan databases inaccurately identify some loans to non-franchisees as franchise
loans, thus hampering the monitoring of potential franchisor control over franchisees.
Despite this, the databases may still be useful because the control issue could apply to
any situation in which a large entity allows the use of its brand name. OFA should define
what constitutes either a franchise loan or loans to small businesses that use a larger
firm’s brand name, communicate the definition(s), and recategorize its loan data.

Finally, of the large defaulted loans examined in depth, most exhibited early warning
signs. However, any deficiencies in credit analysis cannot be attributed solely to lender
bias in favor of loans involving a franchise system or its functional equivalent.

We appreciate the excellent cooperation received from your staff and the field offices.
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EXECUTIVE SUMMARY

Background. Franchising accounts for over one-third of all retail sales. Although some
have maintained that a franchise provides a franchisee a greater chance of success than
would starting a completely independent business, not all studies support that conclusion.

The U.S. Small Business Administration (SBA) publicly supports the notion that
franchise-based businesses are less failure-prone than independent businesses. If
franchise-based businesses are indeed “safer,” then Section 7(a) and Section 504 loans to
franchisees—hereafter called franchise loans—should have significantly lower
purchase rates for defaults than those of non-franchise loans.

Despite the notion of franchisee success, the Office of Inspector General (OIG) has
identified potential origination problems in some purchased loans identified by SBA as
franchise loans. Moreover, an SBA-funded study found that a franchisor must reach a
minimum efficient scale to lower its costs. Thus, franchisors have an incentive to
encourage as many prospective entrepreneurs as possible to become franchisees,
including underqualified ones who may obtain—and default on—SBA guaranteed loans.

Issues. This inspection examined (1) the franchise loan portfolio’s potential exposure,
(2) whether Section 7(a) and Section 504 franchise loans have significantly lower
purchase rates than non-franchise loans, (3) whether certain lenders have significant
franchise loan purchases relative to the amounts they loan, and (4) whether there were
actions such lenders could have taken during loan origination to prevent some purchases.

Methodology and Scope. The inspection team conducted database research on the
423,393 Section 7(a) and Section 504 loans made from Fiscal Year (FY) 1991 through
FY 2000. Loans were also divided into recent originations and “seasoned” loans.

The team identified the two lenders that proportionately had the highest franchise (and
non-franchise) loan purchases relative to disbursements. A judgmental sample of these
lenders’ largest purchased franchise loans was used to gain an in-depth qualitative look at
potential weaknesses. The team analyzed district office and lender loan files to determine
what factors lenders considered at origination and interviewed SBA officials.

Findings. Despite the popular view that franchiisees are much more successful than
non-franchisees, SBA’s experience with defaulted loans does not support this. YFor

example, the loans identified by SBA as franchise loans that originated from FY 1991
through FY 2000 actually performed slightly worse than non-franchise loans. In terms of
dollars, loans identified by SBA as franchise loans performed only slightly better than
non-franchise loans. Moreover, franchise loans made by Small Business Lending
Companies (SBLCs) had significantly higher purchase rates than franchise loans made by
other lenders. The two lenders mentioned previously are SBLCs.

There is also potentially more exposure per loan on franchise loans. In FY 2000, the
average (mean) franchise loan origination size was 40% larger than that of the average
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non-franchise loan. In FY 1991, the comparable figure was only 1%.

Based on literature presenting conflicting views and the above findings, franchisees are
not necessarily significantly more successful than independent businesses. As a trusted
information source, SBA has a responsibility to avoid inadvertently raising false
expectations among prospective entrepreneurs and creating possible lender credit bias.

Recommendation 1 of 2: 7o provide prospective entrepreneurs and lenders with
accurate information, the Office of Financial Assistance (OFA), in conjunction
with the Office of Entrepreneurial Development, should ensure that the Agency’s
printed and electronic information on franchises no longer states that franchise-
based businesses are significantly more successful than independent businesses.

SBA data on franchise loans is not clear. Agency officials have expressed concern as to
what extent franchisors may control franchisees. Monitoring such a situation requires
identifying the loans subject to such control issues. SBA’s loan databases inaccurately
identify some loans to non-franchisees as franchise loans. For example, loans associated
with one major hotel chain are not franchise loans but are technically loans to members
of a not-for-profit corporation. Such inconsistency results from the lack of a clear
definition of what a franchise is, processing center dependence on the lender’s decision as
to whether a loan is a franchise loan, and the apparent similarities between franchisees
and businesses operating under various types of licensing agreements.

The paradox is that, although SBA's loan databases are not technically accurate, they
may be functionally useful. The concern over who controls small businesses could apply
to any situation in which a large entity allows a small business to use its brand name.

To remedy its database situation, SBA has various options. Whatever method is chosen,
the Agency needs definitional consistency that field offices and lenders can use.

Recommendation 2 of 2: To enhance the accuracy and usefulness of its data,
the Office of Financial Assistance should (1) clearly define what constitutes
either a franchise loan or, in more general terms, loans to small businesses that
use a larger firm’s brand name, (2) communicate the definition(s) through an
information notice to SBA offices and lenders, and (3) use the definition(s) to
recategorize the data in the loan databases.

Results of Case Studies. Most of the 12 defaulted loans examined in depth exhibited
warning signs—such as a weak starting financial position, limited management
experience or presence, and bad business locations—at the time of origination that should
have raised concerns. Any deficiencies in credit analysis cannot be attributed solely to
lender bias in favor of loans involving a franchise system or its functional equivalent.

SBA Comments. The Associate Administrator for Financial Assistance agreed with the
report’s findings and recommendations.
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BACKGROUND

Franchising represents a major part of the U.S. economy, accounting for over one-third of
all retail sales.! For years, franchisors, franchise lobbying groups, and the press have
maintained that a franchise provides a franchisee a greater chance of success than would
starting a completely independent business.” Some studies support that conclusion, such
as a Frandata Inc. study showing a yearly failure rate of only 4.4% for the establishments
of the 584 leading U.S. franchise systems. > In contrast, a study funded by the U.S.

Small Business Administration (SBA) found franchisee failure rates to be greater than
those of independent businesses.”

Further complicating the picture is the finding of another SBA-funded study that
“approximately three-quarters of new franchise systems [emphasis added] cease to
franchise within 12 years of beginning to franchise.™ In other words, the branding,
marketing, and training support that some franchisees rely on can disappear after a few
years.

Despite these differences among studies, SBA publicly supports the widespread notion
that franchise-based businesses are less failure-prone than independent businesses.
SBA’s web site states, “Although the success rate for franchise-owned businesses is
significantly better than the success rate for many independent businesses, there is no
formula to guarantee success.”® (emphasis added) Lenders also appear to believe in the
presumed safety of franchises. According to SBA field officials, lenders look more
favorably on a borrower having a franchisor behind it. If franchise-based businesses are
indeed “safer,” then Section 7(a) and Section 504 loans to franchisees—hereafter called
franchise loans—should perform better than non-franchise loans in terms of SBA having
to purchase defaulted guaranteed loans. In other words, franchise loans should have
significantly lower purchase rates than those of non-franchise loans.

Despite the notion of franchisee success, OIG audits and investigations have identified
potential origination problems in some purchased loans identified by SBA as franchise
loans. Moreover, a previously mentioned SBA-funded study found that a franchisor must

' Shane, Scott, “Why New Franchisers Succeed,” Small Business Research Summary, No. 178, August
1997, (U.S. Small Business Administration, Office of Advocacy), p. 1.
2 A franchise is an agreement in which one company (the franchisor) grants to an individual or firm (the
franchisee) the right to sell the franchisor’s product or service under the franchisor’s name in a specific
location for a specified period. In return, the franchisee pays fees, royalties, and a contribution for
advemsmg

? Lafontaine, Francine, “Myths and Strengths of Franchising,” Mastering Strategy, p. 3,
http://www.bus.umich.edu/ft/lafontaine html.
4 Bates, Timothy, “Survival Patterns Among Franchisee and Nonfranchise Firms Started in 1986 and
1987,” February 1996, (Wayne State University), p. 3.
® Shane, p. 1.
% U.S. Small Business Administration, “Is Franchising For Me? What Is Franchising?”
http://www.sba.gov/gopher/Business-Development/Business-Initiatives-Education-Training/Franchise-
Plan/fran2.txt.




reach a minimum efficient scale to lower its (as opposed to a franchisee’s) costs.” Given
this necessity plus the need to collect franchisee-paid fees, franchisors have an incentive
to encourage as many prospective entrepreneurs as possible to become franchisees and
find financing. Moreover, there is always a risk of some franchisors’ overly optimistic
financial projections enabling underqualified prospective franchisees to obtain—and
default on—SBA guaranteed loans.

ISSUES

This inspection examined issues related to (1) the portfolio of defaulted guaranteed loans
identified by SBA as franchise loans and (2) the quality of credit analysis on a
judgmental sample of such loans. Specifically, the inspection sought to explore the
following issues:

o The potential exposure to SBA in terms of the size of the franchise loan portfolio and
the average size of individual franchise loans;

e Whether Section 7(a) and Section 504 franchise loans perform better than non-
franchise loans in terms of having significantly lower purchase rates;

o Whether certain lenders have significant franchise loan purchases relative to the
amounts they loan; and

e Whether there were actions that such lenders could have taken during loan origination
that might have prevented some of the loan purchases.

METHODOLOGY AND SCOPE

The inspection team conducted database research to analyze characteristics of the loans
that SBA identifies as franchise loans and to determine if such loans have a significantly
higher purchase rate than non-franchise loans for the 423,393 Section 7(a) and Section
504 loans made from Fiscal Year (FY) 1991 through FY 2000 (excluding Small Business
Investment Company loans and microloans). Of these, franchisees received 27,516 loans
(6.5 percent of the universe). To further assess risk, franchise systems having more than
$1 million in loan purchases and their lenders were identified.

Loans were further divided into recent originations (FY 1998 through FY 2000) and
“seasoned” loans that originated during FY 1991 through 1997. Generally speaking, if a
loan defaults during its first three to five years, the likely cause is a problem in
origination. Conversely, older defaulted loans could have been subject to any number of
non-origination-related causes, e.g., a loss of sales. :

7 Shane, p. 1.
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Further research focused on which lenders’ franchise loans were most likely to default.
This required finding which lenders proportionately had the highest franchise loan
purchases relative to disbursements over the 10-year period. To accomplish this, we
divided each lender’s dollar amount of franchise loan purchases by all lenders’ total
dollar franchise loan purchases to arrive at a percentage, repeated the process for
disbursements, and compared the resulting two percentages. Thus, a lender with 15% of
the total franchise loan purchases but only 5% of the franchise loan disbursements could
be considered a potentially risky lender. For comparison purposes, we performed the
same research for non-franchise loans. '

In order to review specific conditions that had led to purchases for franchise loans
originated during both the periods FY 1991-2000 and the more recent subset of FY 1998
through FY 2000, we identified the two lenders with the highest franchise (and non-
franchise) loan purchases relative to disbursements. The team concentrated on the lenders
instead of the franchise systems because two lenders accounted for 30.05% of the total
dollar amount of franchise loan purchases for the 10-year period. See Appendix B,
Tables 5, 6, and 7 for details.

The team used the case study approach to select a judgmental sample of the largest—and
thus potentially most costly—purchased franchise loans from the lenders previously
identified. Although results cannot be projected to the universe of purchased franchise
loans, the case study approach offers an in-depth and targeted qualitative look at
processes and potential weaknesses, especially if the same types of problems occur in
different locations.

The team obtained and analyzed loan files from district offices and lenders to determine
what factors the lenders considered at the time of origination, which problems were
known at that time, and whether any are unique to franchise loans. - The loans had
originated from FY 1997 through FY 1999, with one turning out to be associated with an
OIG investigative case. Interviews with SBA officials were also performed.

All work on this inspection was conducted in accordance with the Quality Standards for
Inspections issued in March 1993 by the President’s Council on Integrity and Efficiency.

FINDINGS

Despite the popular view that franchisees are much more successful than non-
franchisees, SBA’s experience with defaulted loans does not support this.

o Loans identified by SBA as franchise loans that had originated from FY 1991 through
FY 2000 actually performed slightly worse than non-franchise loans originating
during the same period, with 7.01% of franchise loans being purchased as opposed to
6.32% of non-franchise loans. See Appendix A, Table 1.
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