Disclosing Financial Performance Representations in the Time of COVID-19

Several state franchise administrators have asked the NASAA Franchise Project Group'
for guidance in reviewing historical financial performance representations based on data from
2019 in franchise disclosure documents filed with state franchise authorities in 2020, when a
COVID-19 pandemic has significantly impacted many businesses and the entire global economy.

Background

Beginning in March of 2020, the COVID-19 pandemic, and government responses to the
pandemic, started having a significant impact on business and the economy. In most of the United
States, many businesses have had to cease operations for several months in 2020 and others have
had to change how they deliver goods and services to customers. These changes may continue for
many months, even after states begin allowing more businesses to resume operations. The
pandemic has already altered consumer attitudes and, indeed, our everyday lives. The long-term
impact of the COVID-19 pandemic is unknown. It is possible that some franchise businesses may
need to change their business models permanently, and some may cease operating entirely.
Although franchising has weathered other economic upheavals and natural disasters in the past,
the COVID-19 pandemic’s impact on franchise systems appears to be unprecedented.

As required by the FTC Franchise Rule and applicable state franchise laws, many
franchisors updated their franchise disclosure documents (“FDDs”) in the spring of 2020, and
those FDDs include information from the franchisor’s last fiscal year end, which, in most cases,
is December 31, 2019. Franchisors filed those FDDs with state franchise authorities requiring
registration or a notice filing. Many franchisors included in Item 19 of those FDDs a financial
performance representation based on historical data (“Historical FPR”) from franchisee or
company-owned outlets from fiscal year 2019 and previous periods that predate the impact of the
COVID-19 pandemic.

State franchise administrators reviewing FDDs of franchisors that have applied for
registration have asked for guidance on whether franchisors can make Historical FPRs in 2020
considering the significant impact the COVID-19 pandemic has had on many franchise
businesses and what, if anything, franchisors must do in the future to ensure that the information
contained in a Historical FPR meets the requirements of federal and state franchise law.

Discussion

Under federal and state franchise disclosure laws, a franchisor is permitted to make a
Historical FPR if the franchisor has a reasonable basis and written substantiation for the
representation, and the franchisor discloses the material bases for the representation.” Under the
FTC Franchise Rule, franchisors that have already provided FDDs to prospective franchisees may
have to provide updated information, including revised FPRs, to those prospective franchisees to
reflect material changes in the information provided.' Franchisors have an affirmative obligation
under state franchise disclosure laws to continue to update all material disclosures they include in



their FDDs, including FPRs. Specifically, under state franchise laws, franchisors must amend a
registration to reflect any material changes in the information contained in a registered FDD."

Franchisors also must comply with anti-fraud provisions in state franchise registration and
disclosure laws in states where those laws apply. These state franchise laws make it unlawful,
generally, for a franchisor, in connection with the offer or sale of a franchise, to make an untrue
statement of material fact or to omit to state a material fact that would make a statement not
misleading.” Whether a statement of fact or omission of fact is “material” is factbased and viewed
from the standpoint of a reasonable prospective franchisee."!

Under some circumstances, an FPR that discloses historically accurate data may contain
an omission of a material fact, or an untrue statement of material fact, if material changes have
occurred to that FPR by the time it is provided to a prospective franchisee. Whether a franchisor
can make and continue to use a Historical FPR in 2020 (and beyond) without amending that
disclosure depends on a number of factors, including:

*  Whether the franchise business has been significantly impacted by the COVID-19
pandemic;

* The type of data the franchisor includes in the FPR;
* The reasonable inferences a prospective franchisee can draw from the FPR:

*  When the franchisor estimates a prospective franchisee can expect to open for business
after entering into a franchise agreement;

*  Whether and how the franchisor adapts the franchise business to account for current
market conditions resulting from the COVID-19 pandemic; and

*  Whether and how the franchisor adapts the franchise business to account for future
market conditions resulting from the COVID-19 pandemic.

Not all franchise businesses have been negatively impacted in a significant way by the
COVID-19 pandemic. In fact, some franchise businesses have experienced an increase in
revenues with no material modification to the operations of the franchise system. Other franchise
systems have experienced reductions in revenues or increased costs because of the pandemic, but
those changes may not be material.

If outlets represented in an FPR have experienced material changes in financial
performance, the franchisor may no longer make a Historical FPR that is not updated to reflect
those changes. Therefore, franchise systems that have been significantly impacted by the
COVID-19 pandemic should consider whether they can continue to make a Historical FPR in
2020 that does not include updated disclosure reflecting the impact of the COVID-19 pandemic
on the franchise business.

In addition, as a result of the COVID-19 pandemic, some franchise systems have
changed or will change how they deliver goods and services to the public. For example, dine-in
food service establishments may have started or expanded take-out and delivery services. Fitness
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franchises may limit the number of members allowed in a facility at one time. Some of these
adaptations may be temporary, but some franchisors may alter their business models permanently
to adapt to new consumer demands and attitudes in a post-COVID world. Once management of a
franchisor concludes that it will make changes to its franchise system or business model that will
materially impact a Historical FPR, the franchisor no longer may include a Historical FPR that is
not updated to reflect those changes and their impact on the FPR.

It is impossible at this time to provide more specific guidance to franchisors about
making a Historical FPR in 2020 and beyond. Each franchise system is unique, and the
determination of whether a franchisor has a reasonable basis to make an FPR is based on the
specific facts and circumstances relating to the franchise offering. Therefore, franchisors making
Historical FPRs in the FDDs they file with state franchise regulatory authorities should be
prepared to respond to comments from state examiners asking for them to explain how the FPR
complies with federal and state requirements.

If franchisors do make a Historical FPR in 2020 (and beyond) based on pre-COVID-19
data, they cannot avoid the obligation to update that disclosure to reflect a material change by
stating that the Historical FPR is not representative of what prospective franchisees can expect as
a consequence of COVID-19, that the franchisor cannot predict how the franchise system will be
affected by COVID-19, or otherwise suggest that prospective franchisees should not rely on the
disclosure."! Although some franchisors may argue that statements like these are purely factual
and accurate, the language can only be viewed by a prospective franchisee as a further
admonition not to rely on the information presented.

June 10, 2020 The NASAA Franchise Project Group

! This document represents the position of the NASAA Franchise and Business Opportunities Project Group and does
not necessarily represent the views of the North American Securities Administrators Association, Inc., or of any state
franchise administrator.
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