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Executive Summary
This paper outlines the use of disclosure in the regulation of the franchise sector in
Australia, demonstrating that it does not meet conditions considered necessary for
effective informational regulation. First, there is not enough reliable information to
gauge the risks in informing the design of regulatory process and the choice of tools;
second, the information in the disclosure document is not uniformly reliable, accessible
and useable; and, third, a franchisee’s ability to act on the information is limited because
the franchise contract is not subject to negotiation and there are limited alternatives in the
market. As potential solutions, this paper proposes that increased cooperation among and
fuller representation of stakeholders, better information from dispute resolution
processes, and registration of disclosure would improve the level of information about the
sector generally. To ensure reliable, accessible and useable information, the information
that is required to be disclosed should be identified by all stakeholders, with assurance
that it is provided in an accessible, useable way. Finally, educational initiatives are
needed to enhance franchisees’ ability to act on the information. This paper also briefly
surveys some other regulatory tools used in the regulation of franchising, but urges that
these tools be selected as part of a democratic and participative regulatory process that
accurately represents the interests of all stakeholders.

Keywords: Informational regulation, disclosure, consumer law, standard form contract,
relational contract

Introduction
The franchising sector employs over 600,000 people in Australia, and contributes an
estimated $90 billion per year (about 11%) to the Gross Domestic Product. The national
economy therefore derives significant benefit from the optimal operation and regulation
of the sector, but whether the sector is operating optimally is not clear. Franchising is
portrayed by trade associations as a perfect vehicle to transform inexperienced people
into successful business owners, with higher success rates than for independent small
business.

Yet stories are legion of disappointed, would-be entrepreneurs whose

experience of franchising leads them to claim it is a form of predation or servitude. Some
estimate that over 30 percent of franchise units in Australia fail to turn a profit.1
Franchising is a significant part of the economy, but there is little reliable evidence of the
effectiveness of its operation or of government regulation of the sector. Officials at the
Franchise Council of Australia (the FCA) declare that the Franchising Code of Conduct
(the Code) is effective, but the Motor Trades Association of Australia (MTAA) has called
for the strengthening of the Code. Pursuant to publicity of disputes between franchisors
and franchisees in the Midas, 7-Eleven and Quizno’s systems, the effectiveness of the
Code again became a political issue in 2006, prompting the Government to initiate a
Review of Disclosure. 2 The government response to this review, however, has not
stopped complaints about abuses in the sector; in October 2007 the South Australian
State Parliament Economic and Finance Committee announced plans to undertake its
own inquiry into the laws regulating the franchise industry.

After thirty years of

regulation of the franchise sector in Australia, there is still no conclusive evidence of the
effectiveness of this regulatory program, and the controversy continues.
This paper considers the effectiveness of the regulation of the franchise sector in
Australia, and suggests that the question of the effectiveness of franchise regulation is
important not only for Australia’s franchise sector, but for the regulation of the sector in
many countries. Australian franchising serves as an example for other countries seeking
to encourage competitive franchise sectors in their economies, and the regulation of the
franchise sector in Australia is instructive as a model for other countries for several
reasons. First, regulatory practice in Australia is of a generally high standard; it is more

detailed than that of many countries and more coherent than the complex interplay of
state and federal regulation in the US.3 Second, the fact that different approaches have
been tested means Australia has greater depth of experience than many countries. Third,
as Australia has a relatively high number of franchises per capita, its regulation is tested
in a significant and growing sector of the economy.4 In addition to the ever-increasing
importance of consistency in regulation across jurisdictions, the importance of uniformity
in franchising is a further, sector-specific reason why consistent regulation and
governance is particularly desirable.
This analysis begins with the premise that effective regulation is regulation that achieves
its goals. The Regulatory Impact Statement states that the objectives of the regulation are
to raise standards of conduct in the franchising sector without endangering the vitality
and growth of franchising; to reduce the cost of resolving disputes in the sector; to reduce
risk and generate growth in the sector by increasing the level of certainty for all
participants; and to address the imbalance of power between franchisors and franchisees.5
To achieve these goals the Code relies on three regulatory elements:
1) a handful of substantive provisions;6
2) prescribed dispute resolution procedure (mediation); and
3) disclosure by any franchisor entering into, extending or renewing a franchise
agreement to the prospective franchisee at least 14 days prior to signing the
franchise agreement.
The focus of this analysis is on the potential for effective regulation through disclosure.
Of the approximately 25 countries with sector-specific regulation of franchising, 18
countries (Australia, Belgium, Brazil, Canada, France, Indonesia, Italy, Japan,
Kazakhstan, Korea, Lithuania, Malaysia, Mexico, Romania, Russia, Spain, Taiwan, and
the US) rely on disclosure as a principal means of regulating the sector, as do17 US states
and a handful of Canadian provinces. Though they have not enacted sector-specific
legislation, New Zealand and Sweden have voluntary codes of conduct that require
disclosure. Disclosure is also the centrepiece of the International Institute for the
Unification of Private Law (UNIDROIT) Model Franchise Disclosure Law. In all these
jurisdictions regulation is based upon a rational economic model in which disclosure is

intended to enhance economic efficiency by addressing problems of information that is
withheld, or is misleading, or difficult to obtain or to evaluate or that cannot be used
because of behavioural bias (OECD Roundtable on Economics for Consumer Policy).
Part I: Evaluating Disclosure as a Principal Regulatory Tool against Conditions
for Effective Disclosure
Disclosure is a form of informational regulation used to influence the flow of information
in a market.7 Often favoured as a cost-efficient alternative to conventional regulatory
approaches, disclosure has been a popular regulatory strategy in the US since its
introduction in securities regulation in the 1930s (Case, 2001).

The purpose of

informational regulation underlying the securities rules has been to reveal risks to
investors. Informational regulation is now not only used to protect investors, but also
consumers; notable examples are for insurance and home mortgage products. It has also
been applied in environmental regulation to equip the public with information about the
activities of companies and their potential risks to local communities (Ripkin, 2006).
As a low-intervention tool, where recipients of disclosed information remain responsible
for their decisions, disclosure reduces costs to the regulator in both monitoring and
enforcement. 8 Another benefit of the self-regulatory qualities of disclosure is the
reduction of guesswork and mistakes by the regulator. Disclosure may also help to avoid
the appearance of paternalistic approaches to regulating, a criticism commonly levelled at
substantive regulation. The attractiveness of disclosure, then, is due largely to its selfenforcing qualities which are seen to offer an effective, low-intervention and costefficient alternative to conventional regulatory approaches in facilitating the efficient
operation of markets.
Despite its advantages, however, informational regulation is not always the ideal
regulatory strategy. An analysis of environmental informational regulation concluded
that it has been ‘at best, a blunt and unfocused instrument’ (Case, 2006) with the
capacity to generate problems, for example, if it provides inaccurate or incomplete
information; fails to identify actual, existing concerns;

promotes unjustified fears;

produces a false sense of security; perpetuates misinformation; and/or promotes under or
over-reaction.9 Some studies indicate that consumers make wiser decisions when they

are provided with less information (OECD Roundtable on Economics for Consumer
Policy). In the regulation of franchising disclosure has been charged with harming the
very consumer it purports to protect.
Not only are its disadvantages sometimes underestimated, but also disclosure’s
advantages may not be as great as they seem. Though it is relatively low-cost from the
point of view of the regulator, costs to participants can be significant. The Review of the
Franchising Code of Conduct reported a range of estimated costs by franchise systems for
the preparation of disclosure documentation at $2,000-$65,000 per year. The Franchising
Council of Australia (the FCA) submission to the Review reported an average annual cost
per system of $52,000. Franchisors are able to pass these costs on to franchisees, but
what is not known is whether the benefits are worth the costs.
Generally, disclosure works by allowing the recipients of the disclosed information to
negotiate and/or to find alternatives in the market.

First, informational regulation

facilitates private bargaining due to improved transparency and efficiency of markets.10
By reducing information asymmetries and with them the transaction costs which impede
effective bargaining disclosure increases fairness and reduces market volatility. 11
Second, by providing market participants equal access to information, disclosed
information helps recipients to make better-informed choices among the alternatives in
the market. Disclosure can ‘level the playing field’ and so is thought to promote trust and
boost confidence in the market.
To the extent that informational regulation relies on, ‘market pressures…and public
pressure to enforce…standards’, it depends on the availability of reliable and ‘useable’
information. Informational regulation can be effective only if recipients have the ability
to understand and use the information; also there must be alternatives in the market.12
Research in the area of environmental regulation has identified several ‘functions’ as
necessary for the establishment of an effective information disclosure strategy. 13
According to this research, for informational regulation to be effective it is necessary to:
1) Gauge the extent and magnitude of the particular risks;
2) Obtain reliable information and to disseminate information in a form that is both
useable by and accessible to the community; and

3) Ensure options for the target audience to act upon the information.

Disclosed

information might work effectively through pre-existing channels, including market
interactions, and/or through new mechanisms including enforcement.14
These ‘functions’ of an effective disclosure strategy suggest a framework for evaluating
the effectiveness of disclosure in regulating the franchise sector.

First, informational

regulation must gauge the extent and magnitude of the risks, in order to be designed to
address these risks. Second, it must ensure that reliable information is obtained and
disseminated an accessible and useable form, so that franchisees can access and use
information that they can rely upon. Third, disclosure must ensure that franchisees can
act upon the information; otherwise no matter how reliable, accessible and useable the
information may be, it is ineffective. Because there is a transaction cost for a franchisee
to assimilate and use the information and because there may be opportunity costs, if it
does not meet these conditions, disclosure may be counter-productive.
1.1 Gauging the Risks
The first function of effective informational regulation is to ensure that the necessary
information is available in order to gauge the risks that regulation should address. The
Preamble to the UNIDROIT Model Franchise Disclosure Law recommends an extensive
list of factors for legislators to consider before instituting informational regulation.
Hayek observed that information available to regulators is incomplete; 15 therefore a
regulator must find ways to ensure reliable information for its purposes as well as for
market participants.
The lack of information about the franchising sector is a fundamental problem in the
design of appropriate regulation. There are several reasons for the lack of reliable and
accurate information about franchising. First, the sources of information about problems
in the sector are limited and are dominated by franchisors with a strong interest in
projecting a positive image of the sector.

Second, conflicts of interest between

franchisors and franchisees deter information sharing.

Third, franchisees who may

consider sharing negative experiences in franchising have legitimate concerns about the
threat of defamation and breach of contract as well as breach of competition law. Fourth,
evidence from dispute resolution processes is not available due to confidentiality of

mediation. The dearth of reliable information about the franchising sector is therefore a
perennial problem that impedes efforts to tailor a regulatory program to the needs of the
sector.
1.2 Ensuring Reliable Information
If disclosure is to work effectively, the second condition dictates that a franchisee must
have access to reliable information.

This includes information about the nature of the

relationship between franchisor and franchisee (the franchise relationship) in general and
about the franchise system in particular. The previous section on ‘gauging the risks’
outlined the obstacles to obtaining reliable information about the Australian franchise
sector generally. Franchising is the subject of ongoing academic study, but there is still
much about this business structure that is controversial and/or poorly understood.16 If
marketing experts, economists, courts, regulators, and lawyers who study and analyse the
sector have difficulty in characterizing franchising, it is understandable that prospective
franchisees entertain misperceptions about the nature of this complex and multi-faceted
relationship.
For example, the importance of the interaction of the standard form and relational
characteristics of the contract is not explained to a franchisee. The power imbalance of
the standard form combined with the reliance on trust and reciprocity of the relational
contract results in a marked inequality of bargaining power; a franchisor has control,
while a franchisee must rely on trust, reputation and other factors outside the contract. A
typical prospective franchisee will not be aware that the lack of negotiation of the
contract of the standard form combined with the flexibility, discretion, and vaguely
defined obligation required by the relational quality of the franchise contract mean that a
franchisor accords flexibility to itself (while at the same time imposing specific
obligations upon franchisees) thus increasing uncertainty and risk for a franchisee. A
franchisor can manage risk through contract, but a franchisee cannot. Finally, a
franchisee will not be aware that the ‘contract as commodity’ approach of the standard
form means that a franchisee takes on qualities of consumer of product, rather than an
equal party to negotiation of terms. A fully-informed franchisee should understand how
the contract sets up the conditions of imbalance of power and uncertainty in the

relationship, conditions that regulatory intervention sets as stated goals to redress (while
in fact these conditions actually impair effective regulation through disclosure).
In addition to an understanding of the general nature of franchising, a prospective
franchisee needs information about a particular franchise system in which it may choose
to participate and invest. While disclosure purports to provide a franchisee with the
necessary information about the nature of the investment and business commitment, the
information that is most needed is not always provided. Of the 21 items required to be
disclosed, the following illustrate how disclosure requirements may fail to adequately
inform a franchisee.
•

Payments and earnings information:

A franchisor is not required to specify

franchisee payments but may opt to provide a range. With respect to earnings, these
figures need to be provided; a franchisor can simply state that it does not furnish
earnings information. Not only does this raise the question on what basis the sale of
the business is to be made, but also highlights potential inconsistency with the Trade
Practices Act 1974 (Cth) (the TPA) misleading or deceptive conduct provisions
where the Code allows a franchisor to decline to provide earnings information, while
on the other hand failure to disclose material information can constitute a breach of
TPA section 52.
•

Site information:

A franchisor can structure the legal aspects of a franchisee’s

premises occupancy in a variety of ways. A franchisee should be aware of how the
nature of the tenancy of the franchised premises may impact his or her operation on
an ongoing basis and at transfer or termination, but this information is not required to
be provided.17
•

Intellectual property: For any ‘confidential’ information a franchisor is permitted by
the legislation to provide (a) a general description of the subject matter; and (b) a
summary of conditions for use by a franchisee. A franchisee makes a significant upfront investment in the franchisor’s intellectual property, but details about the
ownership of and control over the intellectual property are not required to be
disclosed.

•

Franchisee obligations: A franchisor is permitted to refer to the contract in lieu of
providing this information in the disclosure document.18 Where it is provided as a
separate document, disclosure can simply summarize franchisee obligations in the
contract.

As franchisee obligations are usually extensive, the impact of any

information disclosed may be lost.

One solicitor’s disclosure boilerplate, for

example, lists items (a) through (s) with item (g) ‘regarding franchisee goodwill, if
any, upon expiry’. The impact of such important information may be lost in the
middle of nineteen other terms. Other significant items grouped together in this list
include a franchisee’s right to sell its business, conditions of renewal, variation, and
restraint of trade. Also, there is no registration of disclosure, and no publicly shared
information about franchisor reputations.
•

Franchisor reputation: Because of the high levels of control and discretion enjoyed
by a franchisor, the reputation of a franchisor, including the nature of a franchisor’s
management of the system and the relationships within it, is critical to a franchisee in
making its decision about buying a franchise. While some information about past
business endeavours, business associates, and financial track record is provided,
franchisees are likely to be frustrated in learning about this aspect of a franchisor’s
operation, first because no contact information is given for franchisees who have
exited the system, and second because there is no information about franchisees in
mediation because of confidentiality of mediation processes.

A prospective

franchisees’ ability to obtain information and to understand the nature of problems in
the sector and in that franchise system is thus compromised.
Monitoring of disclosure also helps to ensure reliable information. Just as franchisors
collectively have an interest in marketing franchising as a business opportunity, each
individual franchisor is in the business of selling franchises and so has an interest in
projecting a positive image. The lack of monitoring of disclosure documents increases
any franchisor temptation to provide more favourable information that is warranted, to
leave out select details, or to minimise the importance of the disclosed information in
discussions with a franchisee.

1.3 Ensuring Accessible Information
For disclosure to be effective, the information must be accessible to a franchisee, but
physical accessibility and presentation can detract from this effectiveness. Accessibility
may be compromised by the use of obscure language or ‘legalese’ and discrepancies in
legal advice.

Disclosure documents written by franchisors’ lawyers often employ

formalized language a franchisee is not likely to be able to use if it does not understand.
Franchisees often fail to secure adequate legal representation and advice which means
they operate at a disadvantage, not only with respect to their understanding of the
contract but also disclosure and other documents such as hire-purchase agreements,
leases and security agreements. In some cases a franchisee must make an appointment
to view certain information at a franchisor’s place of business.

This practice has been

expressly permitted by the Code with respect to such critical information as past
performance of the particular unit or territory.
Because the disclosure document may be provided at a different date from the contract, it
is important that the two documents are consistent. Franchisors sometimes provide more
detailed information about payments in final documents that are presented to a franchisee
to sign on the day at closing than was provided as part of the disclosure process.19 Most
jurisdictions that require disclosure specify a time period to allow a franchisee reasonable
time to review the information; in Australia it is 14 days.20 The recruitment process,
however, can take months.

There can be a considerable amount of time and

psychological investment in the deal by the time disclosure is introduced.
1.4 Ensuring Useable Information
Franchisee inexperience and behavioural bias can impair the ‘useability’ of disclosed
information.

Prospective franchisees often lack the sophistication and awareness

necessary to properly assimilate and benefit from the information disclosed, particularly
as many are inexperienced in business. Most franchisees have never signed a franchise
contract before. Lack of skill in deciphering what the information means or in using it
effectively can have debilitating consequences when a franchisee is faced with large
amounts of information with the result that lengthy and complex disclosure may impede
rather than facilitate decision-making.

Further limits to franchisees’ ability to use information include psychological factors
such as optimism and overconfidence.

Studies show that people often have higher

expectations of their own abilities than are justified by objective tests.21 A prospective
franchisee may look at an underperforming location and be overconfident in his or her
ability to overcome obstacles. Studies also show that overconfidence can lead people to
believe they have better-than-average abilities to judge character so that they
substantially overrate their own capacity to evaluate the trustworthiness of others. 22
These factors can prevent a franchisee from realistic assessment of its future business
partner.23 Further, confirmation bias creates a tendency to discount new information.24
Information may come too late, when a franchisee feels committed, has made specific
investments and/or when confirmation bias prevents a franchisee from making use of the
information, thus preventing a franchisee from effectively using disclosure.25
As will be discussed in the next section, it may be also that a franchisee is not able to use
disclosure to find alternatives in the market because of the timing of disclosure.26 If
disclosure fails to coincide with the time that a franchisee may be comparing alternatives,
it cannot help a franchisee with this function.
1.5 Ensuring Options to Act
Disclosure helps a recipient of information to negotiate and/or to select alternatives. The
standard form and relational characteristics of a franchise contract, however, impair the
ability of a franchisee both to negotiate and to find alternatives. First, standard form
contracting implies an imbalance of negotiating power. 27

In a situation where a

franchisor writes the contract and does not allow negotiation of contract terms, a
franchisee is unable to bargain even if it has the necessary information. Disclosure may
have the potential to ‘level the playing field’, but less so if a franchisee cannot use the
information to negotiate.
As the possibility of negotiation is foreclosed by the standard form, the principal function
of disclosure in the franchising context would seem to be to enable a franchisee to make
alternative selections in the market. Disclosure can be effective in this way, however,
only if a franchisee has options. Investors and consumers, for example, can compare
what is on offer in the market, and typically can find alternatives. The problem in

franchising is that there is often a lack of viable alternatives. A franchisee may not be
able to find a substitutable product because of the importance of brand and the unique
nature of the franchise concept.

If an alternative is available, it may be on non-

competitive terms because the terms in franchise contracts tend toward uniformity not
only within each franchise system, but also across different franchise systems. 28

A

franchisee’s choice is thus effectively limited to either complete acceptance of the offered
terms or walking away from a business to which it has become psychologically and often
also financially committed.
In addition to the problems raised by the standard form, the relational quality of the
contract impairs the ability of a franchisee to use the information. Relational contracts
are not amenable to regulation by disclosure because they reflect the uncertainty of the
long term largely through the use of open-ended terms, flexibility and discretion in the
contract. 29 The relational qualities of flexibility and discretion mean that there are
significant aspects of the contractual relationship that are left to be arranged by the parties
over time. Because these aspects are not specified, much of the ‘deal’ remains to be
determined and therefore cannot be disclosed at the time of contract formation.

While

contract formation, the target of disclosure, is a critical stage, performance of the
franchise contract extends over a period of many years. The franchise contract is not
conducive to regulation by disclosure because the relational quality of the franchise
contract is inconsistent with the regulatory focus on formation. Further, the relational
contract emphasizes the ‘trust us’ aspect of the relationship, and detracts from the
psychological importance of franchisee due diligence.
Perhaps most importantly, a franchisee cannot act on the information because a
franchisee cannot rely on the information. A franchisor typically protects against the risk
of a TPA section 52 breach by requiring a franchisee to sign a deed of representation,30 as
well as through contractual provisions that may include a merger clause, 31 and/or a
clause that states that the ‘sales representative is not our agent’. 32

Together these

measures form multiple barriers to successful claims by franchisees of misleading or
deceptive conduct on the part of a franchisor in recruitment and negotiation.33 The Code
disclosure requirements, when taken together with the risk of misleading or deceptive
conduct under TPA section 52, create an incentive for franchisors to disclose required

information but to do so in such a way that a franchisee cannot later claim to have relied
upon the information. Perversely, then, rather than reinforcing the Code, the misleading
or deceptive conduct provision of TPA section 52 may actually diminish the utility of
disclosure.
To summarise, Part I has shown that disclosure does not meet the conditions that are
considered essential for effective regulation by disclosure, gauging the extent and
magnitude of the particular risks; obtaining reliable information; disseminating
information in a form that is both useable by and accessible to the community; and
ensuring options for the target audience to act upon the information. First, there is not
enough reliable information to gauge the risks in informing the design of regulatory
process and the application of regulatory tools. Therefore it has been impossible to
inform the design of disclosure with a systematic assessment of the risks through a
participative regulatory process that determines what information must be provided,
about the nature of the enterprise generally and about specific franchise systems.
Second, the information a franchisee receives in the disclosure document is not reliable,
accessible and useable because the right information is not always provided; there is no
registration and no monitoring to ensure compliance; the language of disclosure can be
unclear; the presentation and timing of the information is not always consistent with the
need for the information; there are inconsistencies with other regulation; and franchisees
who are often inexperienced and ill-equipped to use the information are subject to
behavioural biases. Third, the standard form and relational qualities of the contract
impair a franchisee’s ability to act on the information because the franchise contract is
not subject to negotiation, because there are limited alternatives for contract terms, and
because any available alternatives may not be practicable due to the late timing of
disclosure. The relational nature of the contract is also inconsistent with disclosure as a
regulatory tool as significant parts of the contract are left unspecified, and therefore
cannot be disclosed. Disclosure provides select pieces of information, but not necessarily
the ‘right’ information, to individual franchisees at a particular point in time and in a
form that may not be useful or accessible, to help them negotiate a deal that is not
negotiable, and/or to select alternatives where there are effectively very limited
alternatives.

Part II: Enhancing Disclosure
Part II describes some measures aimed toward addressing the problems with respect to
each of the conditions necessary for effective regulation through disclosure. It also
suggests revising regulation of the sector generally in order to improve the effectiveness
of regulation in achieving its goals.
2.1 Measures to better gauge the risks
More meaningful measurements to inform regulatory process generally could be obtained
through a variety of avenues including legitimate studies and surveys carried out through
transparent processes that accurately reflect all stakeholders’ interests. This would require
cooperation of industry leaders and regulators with diverse independent research
initiatives to reduce the dominance of the trade association as a source of information
about the sector to franchisees, the regulator and the public. 34

More complete and

balanced information could be obtained from franchisees and franchisors, through, for
example, the use of an intranet, possibly in the form of chat groups and blogs, as there is
currently no resource of this kind for Australian franchisees. Other measures to improve
the quantity and quality of information about the sector include full representation of
stakeholder interests on consultative panels; more information from dispute processes,
especially the Code-mandated process of mediation; and registration of franchise systems
and disclosure documentation.

In addition to these measures the regulator should

consider employing a range of other analytic tools, including comparative risk
assessment, cost-benefit analysis, and cost-effectiveness analysis to inform, monitor and
assess regulatory activity.35
2.2 Measures to enhance the reliability of disclosed information
Better information about the nature of the contractual relationship would help a
franchisee in making a decision about whether to operate an independent small business
or to purchase a franchise and, if the latter, the information would inform further choices
about which franchise to purchase.

Measures to ensure reliable information about the

franchising relationship and the nature of franchising generally might include educational
initiatives that involve franchisors, franchisees and the regulator on an ongoing basis,
rather than the being limited to the franchisor/franchisee interaction at the time of

entering the contract. With respect to the standard form and relational nature of the
franchise contract, a franchisee can be apprised of, for example, the significance of the
non-negotiability of the standard form contract, of the discretion left to a franchisor in the
unspecified aspects of the relational contractual arrangement, and of the high levels of
risk assumed by a franchisee.
Giving a franchisee the right information also raises the issue of ensuring reliable
information about the particular franchise system. This should begin with stakeholders’
collective identification through participative process of the nature and extent of the risks
to both sides in order to legitimately determine what information should be disclosed to a
franchisee. Some examples are discussed here, but it is important that franchisors and
franchisees identify the risks and the issues for themselves, with the participation of
experts and other stakeholders.
•

Earnings information: Earnings information can be provided to a franchisee in a way
that is consistent with both the Code and TPA section 52. Under TPA section 52,
failure to provide material information can constitute misleading or deceptive
conduct. If a franchisor still does not disclose earnings information, a franchisee
should not simply be required to sign a document to this effect and a Deed of
Representation to the effect that a franchisee has not relied.

This provides a

franchisee with little recourse when earnings do not meet those it has been lead to
expect through oral representations, inferences and agents’ representations. Instead, it
is suggested that a franchisee include a statement of what information it does rely
upon in making the decision to purchase the license.
•

Payments information: If this information, or any other information that is supposed
to be disclosed, is contained in the final contract but not in disclosure documents, the
omission amounts to non-compliance which should be subject to procedures for
monitoring and enforcement of the regulation.36

•

Earnings information: Earnings information is critical to the decision to purchase a
franchise. A franchisor should be required to certify whatever earnings estimates are
provided. This information should not be permitted to be exchanged entirely via the
back of a napkin by unofficial agents followed by the signing by a franchisee of a

deed of representation and other disclaimers that leave a franchisee without recourse
when the unofficial earnings estimates prove to be exaggerated.
•

Site information: Disclosure is needed about the nature of the legal entities involved
and what rights these entities can exercise in a variety of circumstances, including
transfer, termination, and franchisor insolvency.

•

Intellectual property:

A franchisee should be informed of how specifically the

franchisor owns the specific property it is licensing to a franchisee and a franchisee’s
rights with respect to that property should a franchisor’s rights be compromised, for
example through insolvency.
•

Franchisee obligations: A franchisee’s obligations under the agreement including
and in addition to the contract (e.g. through the operations manual) must be clearly
and specifically explained, including any franchisor right to unilaterally alter these
obligations.

•

Franchisor reputation: A prospective franchisee needs information about franchisees
that have left the system. The 2006 Review of Disclosure recommended that the
Code ‘be amended to require not just the numbers but also names, location and
contact details…’ of former franchisees. The government ‘agreed’ to the
recommendation, stating that the Code be amended ‘to allow franchisors to provide
details of names, location and contact details where consent has been obtained and
where that information is available to the franchisor.’ The added italics highlight the
permissive nature of this provision. It is not a requirement of franchisors, and will
only operate where a franchisor has made an effort to keep such information and has
sought and obtained consent, conditions which are unlikely given that providing the
information is not in a franchisor’s interest in the first place. There is a need for
collective initiatives to make information available about reputations of franchise
systems.

Though informational regulation is largely self-regulatory, the regulator has a continuing
role in monitoring the ability of participants in the sector to adequately perform their selfregulatory functions.

While some jurisdictions have set up a separate regulatory

institution and/or a separate advisory entity for one or more functions,37 Australia relies

on the Australian Competition and Consumer Commission (the ACCC).

The 2006

Review of the Disclosure Provisions of the Franchising Code of Conduct found, however,
that, ‘A number of submissions from franchisees expressed concern about the level and
extent of action by the ACCC to deal with claims of breaches of the Code by
franchisors.’38 A franchising ‘consultative panel’ meets periodically to enable the sector
participants to consult with the regulator, but there is no prescribed procedure for
monitoring the effectiveness of the Code. If the Code is to be effective, there must be
adequate capacity by the regulator to enforce the Code where necessary. Measures are
also needed to harmonize enforcement and interpretation of misleading or deceptive
conduct of the Trade Practices Act and the Code disclosure.

Standardization of

procedures regarding measurement and collection methods for disclosed information
could help assure disclosure of reliable information.

In particular registration is a

potentially very valuable tool to help ensure that franchisors are in compliance with
regulatory requirements.
In France and the US there are penalties for non-compliance with disclosure. In Australia
there are penalties for providing false or misleading information under the TPA
misleading or deceptive conduct provisions, but there are no fines for failure to comply
with the Code. Though it seems clear that the regulation of franchising in Australia needs
more effective and comprehensive enforcement, monitoring and review procedures,
several items of the 2006 Review of Disclosure were rejected by the government on the
grounds that they would be difficult or inappropriate for the ACCC to enforce. Perhaps,
if the administrative burden is too great for the ACCC, other stakeholders should be
enabled to assist with enforcement. For example, some monitoring of franchisors may be
carried out through collective action by franchisees.39
2.3 Measures to enhance the accessibility of disclosed information
Further assurances of physical accessibility and proper timing of disclosure can be
instituted.

The recent review did recommend that franchisees no longer should be

required to go through the extra step of making an appointment to visit a franchisor’s
office or other locations to view disclosed information and the government agreed. As
previously discussed, it may also be beneficial to provide disclosure earlier, possibly

through staged disclosure. Because the language of disclosure in some cases may be
confusing, further measures can help to ensure franchisee access to legal advice. If
franchisees are to understand the terms of a franchise contract without having to consult
with a lawyer, a ‘plain language’ requirement could be included in the legislation.
2.4 Measures to enhance the ‘useability’ of disclosed information
Education is a critical component of the success of participative processes; it
complements disclosure as a regulatory tool.40 The focus of regulatory intervention is on
the supply side, but the fact that recipients are often inexperienced and/or naïve about
business practices indicates a need for regulation to better address behavioral bias on the
demand side. A collective effort within the franchisee community to provide education
to prospective franchisees could help, but such an effort assumes the existence of a
franchisee ‘contracting community’41 that currently does not exist. For this reason it may
be necessary for the regulator to take the lead in encouraging the development of such a
community to fulfill this function.
2.5 Measures to ensure franchisees’ ability to act on the information
The first two conditions for effective disclosure have focussed on the supply-side and its
provision of reliable, accessible and useable information.

The focus of the third

condition shifts to a franchisee’s ability to act on the disclosed information through
negotiation and/or choice of alternatives in the market.

This is the element of

‘responsibilizing’ the consumer, to assume its share of the duty to avoid risks.
First, as discussed above, negotiation is not generally available to an individual
franchisee. Disclosure may, however, help franchisees to negotiate collectively, as in the
case of the Culligan franchise system in the US. 42 Because disclosure does little to
enhance a franchisee’s ability to negotiate, there is greater emphasis on disclosure’s other
key role, that of increasing a franchisee’s ability to make alternative selections in the
market. Where standard form contracts are used, the ‘market for terms’ is seen as a
means to balance bargaining positions. A franchisee may not be able to negotiate, but if it
does not agree to the terms, it can in theory ‘enter the market through alternative
means.’43 Potential benefits include engendering contracting parties’ awareness of their
rights and obligations under the contract, and reducing the incidence of unfair surprise. A

market for terms can supplement consumer education about the nature of the contract by
enhancing both parties’ attentiveness to contract terms from the outset. Further, by
bringing business people back into their own contracts, the roles of both solicitors and
regulators may be trimmed, thus making the contract more relevant to the parties
themselves.44
Because the alternatives are limited for a franchisee to find favourable contractual terms
and because, even where there are discernable differences among contract terms, the
prospective franchisee may not be able to shop for terms because of timing or bias,
complementary measures are crucial, for example a contracting community and wide use
and understanding of terms through education and public relations. When it does choose
to enter a contract, a franchisee needs education and guidance about the arrangement.
Currently, disclosure may not protect franchisees partly because there is no explanation
of the risks involved with particular contract terms.

Education can highlight the

differences in contract terms where there are differences, to help parties make more
informed use of the contract and to raise awareness not only of the alternatives but also of
the potential, if any, for collective negotiation. Much of the information that is needed
could be provided through a process of collaboration in educational initiatives that
involve franchisors, franchisees and the regulator, and not by the particular prospective
franchisor as part of the contracting process.

There is a role for the regulator to

coordinate collaborative initiatives to improve educational programs by the regulator or
associations.
With respect to the problems engendered by the relational aspects of the contract, because
a relational contract emphasizes the ‘trust us’ aspect of the relationship, and so detracts
from the psychological importance of franchisee due diligence, it may be necessary to
counter-balance this with educational programs that do highlight the risks in the
relationship and emphasize the importance of franchisee due diligence.
Reputation offers several advantages for franchisees to act on the information in finding
alternatives in the market; it is available early; it can be made widely available; and it can
be used for comparison, whereas disclosure is only available relatively late in the
decision process and for the one system, so it has less value as a comparative tool. A

franchisee needs information about the reputation of the particular franchisor, including
business history and dispute resolution patterns. Enhancing the importance of reputation
in the sales process would benefit high-quality franchisors and the overall image of the
sector.

Some of the information about franchisor reputation can be provided by a

franchisor in disclosure, 45 but much of this information can only be provided by
participants in the market, by franchisees, and also by suppliers, and consumer
organizations.

Provision of information through the market may require regulator

intervention; to the extent it happens commercially, the information will probably not be
widely available and will be less available to the prospective franchisees that most need
it. There has been no successful, centralized effort at gathering data about the reputations
of franchisor systems that could be made publicly available.
Of all these measures the single most important way to improve the function of disclosure
is through the registration of disclosure because it addresses all three conditions for
effective disclosure.46 Registration of disclosure documents can improve the function of
disclosure because it:
1) provides important baseline data about the sector as a whole. In the US, ‘Using
these documents has generated a volume of highly reliable data unmatched in any
prior survey-based studies.’ 47

In Australia such information could prove

invaluable in identifying the problems in the sector, formulating regulatory goals,
and in selecting the appropriate tools to achieve them;
2) improves compliance in order to increase the reliability of information; and
3) allows the possibility of comparison to supports a market for terms.
In addition, registration increases transparency in regulatory process.

In a sense,

registration enables disclosure to begin to address imbalances of power in the
relationship, because it makes information available to franchisees collectively, rather
than parsed to individual franchisees just days prior to signing the contract. Though
registration of disclosure was recommended by the 2006 Review, the government did not
agree, expressing concerns that registration would overburden the regulator and could be
seen as regulator endorsement. 48

2.6 Beyond Disclosure: Expanding the Tools through Revised Regulatory Process
Improvement to disclosure is one avenue towards better regulation, but it does not
address the systemic problem. There is a call for the expansion, diversification and
improved calibration in the use of regulatory tools in which participative process is used
to select from a full range of private and public regulatory instruments. 49
A wider range of tools.
As an alternative to reliance on a limited number of tools whose efficacy is unproven,
current theories of regulation and formulations of best practice require that regulatory
process comprehend the dynamics and interactions among a versatile range of regulatory
tools and that it take advantage of synergies among these tools to achieve regulatory
objectives.
Prescriptive standards include mandatory warranties; confidentiality requirements; and
prescription of the contents of the contract including specification of unfair terms,
mandatory contract duration, and good faith requirements. Prescriptive regulation may
also prohibit certain practices.

Prescriptive standards are often specific and can be

perceived as being imposed on the sector rather than undertaken voluntarily, so that they
may be incompatible with self-regulation, engendering attitudes of ‘creative
compliance’.50 They are, nevertheless, widely used in franchise regulation.

Procedural standards are often used where measurement is difficult; they include, for
example, licensing and specified procedures for the parties’ interactions during contract
formation and/or performance, such as disclosure. The cooling-off period required at
contract formation (Australia and Malaysia) is a procedural regulation as are the transfer
and termination procedures (Australia and some US states), such as those that provide
that a franchisor must not unreasonably withhold consent for franchisee to transfer a
franchise.

Procedures for franchisor’s changes to territory allocations, selection of

franchisees, and matching franchisees to units and territories are also possible. Dispute
resolution procedures include mandatory mediation (Australia and Korea). In Australia
mediation is a Code-mandated dispute resolution procedure thought to engender greater
participation, greater transparency, and assistance to parties in understanding and utilising
conflict management procedures. In practice, however, mediation can reinforce existing
imbalances in the franchise relationship, necessitating consideration of other dispute
resolution processes. One such option is an ombudsman service that provides a resource
for information and communication, feedback, advice, and dispute resolution.51
Performance standards define the regulated interest’s responsibility in terms of the goal to
be achieved; they include certain requirements of a franchise business before it can sell
franchise units; minimum qualifications for franchisors (Romania); and fiscal solvency
requirements before registering franchise offerings (Virginia). A franchise system might
be required to operate a certain number of pilot units for a certain number of years before
it can sell franchise units (China and Vietnam), or the franchise (Italy). Performance
standards for franchising might also include Codes of Ethics and/or Practice (New
Zealand and the European Community).
The roles of participants in regulatory process.
Disclosure puts a heavy burden on a prospective franchisee to be equipped to receive,
understand and act upon the disclosed information.

It can be effective only if a

franchisee is properly positioned to fulfil this role, but a franchisee is neither adequately
equipped to play its role in the disclosure process, nor is it a full participant in the broader
regulatory process.

A broader range of tools can ameliorate the problems of imbalance of power and
uncertainty in the franchise relationship. The most important step required in the revision
of the regulation of franchising, however, is to begin with process, democratic,
participative, collaborative process consistent with the ‘new learning’ about regulation.
This requires a reframing of the roles not only of a franchisee, but also of franchisors and
of the regulator.
Regulators have viewed franchising as a business-to-business transaction, and have not
regarded franchisees as needing consumer-like regulatory protection. This evaluation of
the power in the relationship is inaccurate; in fact the imbalance of power in every aspect
of the franchising relationship, including the regulatory process itself, contributes
significantly to the ineffectiveness of disclosure as the principal tool used to regulate
franchising. Franchisors control information about the sector generally and dominate
discourse within and about regulation of the sector. Franchisors provide the disclosed
information as they see fit, without the benefit of monitoring.

Franchisor trade

associations are the only organizations ‘educating’ franchisees to equip them to use the
information, and franchisors draft ‘industry standard’ contract terms that they are
unwilling to negotiate, thus depriving franchisees of their ability to act on disclosed
information. The regulator facilitates this arrangement; there is no reason to expect
franchisors to try to change it. Recognition by the regulator and representation to the
regulator of franchisees as consumers is therefore a critical aspect of establishing fair
conditions in the sector
The under-representation of franchisee interests is a major problem, but the various
attempts that have been made to organize franchisees have met with little success. In
Australia, as in most countries, the trade association that promotes the sector, lobbies, and
educates is dominated by franchisors. The responsibility falls to the government to drive
the needed change, to ensure a program of efficient and effective regulation that
comprehends, acknowledges and involves the interests of all stakeholders at all stages.
Instead of command-and-control, a participative process offers an alternative to the
regulator to the role of imposing rules, allowing it to more fully involve a franchisee and
to better assist all stakeholders in the development, enforcement and monitoring of
regulation.

Conclusion
Regulators rely on disclosure in franchising, as they do in other contexts, largely because
of its self-regulatory qualities. It allows the people who are in many ways best suited to
the task, the parties themselves, to play a role in their own regulation. Though it is
believed to be efficient as a regulatory tool, however, there is no evidence that disclosure
makes a significant difference in consumer or market behaviour in the franchising sector.
This paper demonstrates that disclosure cannot be expected to be effective because the
conditions considered essential for effective regulation by disclosure are not met.
There are measures that can be taken to improve the function of disclosure. There is a
need for better information about the nature of franchising generally. Accurate and
reliable information is needed from franchisees about their needs to inform the design of
appropriate regulation. Then, to the extent that such regulation does rely upon disclosure,
a franchisee needs the right information; that information must be reliable, accessible and
useable; and a franchisee must be able to act upon the information.
Despite its traditional appeal as a low-cost, low-intervention regulatory tool, disclosure is
not the only method by which the sector can be regulated. There is a range of other tools
that can enhance, supplement or replace disclosure.

Most importantly, however,

regulatory process must involve the full participation of stakeholders. There is a need for
a comprehensive regulatory scheme that does not leave the self-regulatory sphere to run
itself, but rather supports and enhances self-regulation through effective direct
intervention.
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