The SBA Franchise Loan Transparency Act of 2019

Supported by the Coalition of Franchisee Associations (CFA)!; American Association of Franchisees and
Dealers (AAFD); Dunkin Donuts Independent Franchise Owners Association (DDIFO),; Independent
Organization of Little Caesar Franchisees, International Association of Kumon Franchisees; Maine
Franchise Owners Association; Max Independent Franchise Owners’ Association (MaxIFOA, Inc.);
Meineke Dealers Association (MDA), National Coalition of Associations of 7-Eleven Franchisees,
National TUPSSO Franchise Owner Association; North American Association of Subway Franchisees,
Pit Owner s Association; South Florida Franchise Owner Association of 7-Eleven, and Supercuts
Franchisee Association

The SBA Franchise Loan Transparency Act would bring about transparency in the Small
Business Administration guaranteed loan process and ensure that the franchisee borrower, the
lender, and the SBA would all have access to revenue and store closing data needed to make
informed business decisions.

Background

Franchise businesses represent a large segment of retail and service businesses and are rapidly
replacing more traditional forms of small business ownership in the American economy.?> One of
the benefits of franchising is the presence of accurate revenue, profit and loss, and other financial
data that can guide an entrepreneur deciding to buy a franchise business.

Many potential franchisees rely on SBA guaranteed lending programs to access credit to buy a
franchise. One of the key components of the SBA guaranteed loan process is the franchise
disclosure document (FDD) prepared and presented by the franchise corporation (franchisors) for
the franchise owner (franchisee). Unfortunately, franchisors are not required to disclose any
financial performance projections or estimates about franchised businesses, such as first-year
revenue estimates, which are used as a guide when determining the loan type, amount, and
payment schedule. As a result, according to a 2013 Government Accountability Office (GAO)
study,? this information is often left out of the FDD by franchisors. Furthermore, a 2011 audit*
conducted by the SBA Office of the Inspector General found that when franchisors did include
first-year revenue projections, they were significantly higher than historical actuals. Without
accurate financial disclosure, franchisees with SBA loans, especially veteran-owned businesses,
are more likely to fail; because they are guaranteed loans, lenders and borrowers -- and
sometimes taxpayers -- cover the loss.’

Although franchisors are not required to share financial performance projections or estimates
with prospective franchisees, they often must share it with franchise lenders in order to have the
loans approved. This means that entrepreneurs are kept in the dark about crucial financial
performance information about the business they are investing in, even though this same
information is compiled and distributed to their lenders.® As the author of a law review article put
it, “[o]ne of the ironies regarding FPRs [financial performance representations] is that even those
franchisors that do not make FPR claims in their FDD must often create and distribute those
exact same numbers to the financial institutions of prospective franchisees seeking financing to
purchase the franchise.”’



In 2012, the SBA released stunningly high levels of failure rates of small business loans sorted
by franchise brands from October 1, 2001 until September 30, 2011.%8 A 2015 independent study
similarly found that the failure rate on SBA-backed loans to franchisees is high and rising,
reaching nearly one in five in the most recent period.’ Since then, the SBA has stopped releasing
franchise loan default rates by brands; however, a recent letter finds some brands reaching high
loan default rates. '

The bill requires any taxpayer-backed SBA loan to a franchise to provide:

(a) The average and median first-year revenue for all franchise businesses for each of the
preceding three years, in accordance with the 2017 North American Securities Administrators
Association (NASAA) Franchise Commentary on Financial Performance Representation and

(b) The number of franchise locations that went out of business or were sold by the franchisee
during the first year of operation for each of the preceding three years.

(c) The franchisor shall not disclose any revenue numbers, directly or through a third party, that
conflict with the revenue numbers provided in the disclosure document, unless the franchise
purchase includes existing units, in which case the actual revenue numbers shall be disclosed
for those units.

This historic revenue disclosure is necessary to prevent failure and fraud in the SBA guaranteed
loan process and to ensure a fair and solid start for small business owners. This language
removes hidden discussions between the franchisor and the lender regarding financial data
critical to the SBA guaranteed loan process. It also lowers SBA borrowers’ default rates which
would result in lower fees and rates and possibly prevent taxpayers from compensating the
lenders for failed loans. This bill protects franchisees and the SBA itself by increasing the
likelihood that these small businesses will succeed.
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