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that trains, guides, and sup-

ports hundreds of poor
women with little or no business
experience to become successful
business owners. Such “micro-
franchise” efforts, though rela-
tively small in number, have been
gathering steam in the develop-
ment community and, recently,
attracting the attention of the
mainstream franchising indus-
try. Advocates have seized on
microfranchising as a natural complement or follow-on to
the widely acclaimed successes of the “microfinance” sector,
which provides small-scale finance services to over 150 mil-
lion of the world’s poor.!

Microfranchising today is where microfinance was a
decade or more ago. It is appropriate at this juncture, then,
to ask: What guidance can microfranchising usefully draw
from the microfinance experience? The first section of this
article examines lessons learned from the microfinance sec-
tor and then traces the origins of microfranchising. The
second section explores whether mainstream commercial
franchising practices are relevant for franchising that takes
place with those living at the base of the economic pyramid.
The final section recommends the legal and regulatory envi-
ronment that can best facilitate microfranchising.

I magine a franchise network

Deborah Burand

LESSONS FROM MICROFINANCE

Nearly half the world (approximately 3 billion people) lives
at the base of the economic pyramid.> Of those, around
1.4 billion people live in extreme poverty with incomes of
less than $1.25 a day.®* As shocking as these numbers are,
the good news is that, over the last three decades, poverty
rates have been falling globally.* The bad news, however, is
that the recent financial crisis has slowed the pace of poverty
reduction. Worse still, the continuing effects of the crisis are
expected to push yet another 64 million people into extreme
poverty by the end of 2010.°

There is no silver bullet for moving people out of pov-
erty. There are tools, however, that show striking success in
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spurring poverty reduction and
improving the lives of those liv-
ing at the base of the economic
pyramid. One of these is microfi-
nance, which has steadily gained
worldwide recognition.® Today,
over 150 million poor people in
the world enjoy access to micro-
credit, that is, loans as small as
$25.7 Microcredits typically are
used as working capital by peo-
ple, often poor women, with little
or no credit history and limited,
if any, physical collateral that might be pledged to secure
their debt obligations.

Champions of microfinance can be found around the
world. Many would agree with former Secretary General
Kofi Annan of the United Nations that “[m]icrofinance has
proved its value, in many countries, as a weapon against pov-
erty and hunger. It really can change peoples’ [sic] lives for
the better—especially the lives of those who need it most.”*

But is microfinance living up to its promise? Do poor
people who gain access to microcredit actually grow their
microenterprises into successful businesses?

Data suggests that microenterprises rarely grow into
small- or medium-size businesses, even where the owners of
these microenterprises have access to microcredit.’ Critics of
microfinance point to the lack of employment opportuni-
ties stimulated by microfinance. Some even go so far as to
suggest that the sizable financial resources now devoted to
the microfinance sector might be better spent on other, more
effective poverty-alleviation interventions.'

There may be sound reasons, however, why so many
microentrepreneurs keep their enterprises “micro.” Microen-
trepreneurs may prefer to diversify their income-producing
activities among several microenterprises instead of growing
a single business that would be more vulnerable to factors
outside of the microentrepreneurs’ control (including cor-
rupt local government officials). The microentrepreneur may
fear that a larger enterprise, particularly one that employs
paid labor, will demand more entrepreneurial expertise and
skills than the microentrepreneur currently commands.!!

Another important reason that so many of these enter-
prises stay “micro” is that microentrepreneurs may have
chosen to invest profits into feeding and educating their
children rather than expanding their businesses; in short,
these microentrepreneurs are betting on their children, rath-
er than on their businesses, to improve their families’ social
and economic condition.
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This is a strategy shared by parents the world over.
Unfortunately, however, it appears that microentrepreneurs’
investments in the education of their children are not gener-
ating the hoped-for returns because their working-age chil-
dren often find it difficult to secure jobs in the formal sector.
This was documented by FINCA International, a global net-
work of twenty-one microfinance institutions serving over
700,000 clients.'” In 2004, FINCA International conducted a
survey of 1,500 microfinance clients in Mexico, Guatemala,
Honduras, El Salvador, and Haiti. Of the surveyed clients’
children who had completed all or part of their secondary
education, only one in six was employed in the formal sector
(defined by FINCA as commanding a salary of at least $8
a day). The other working-age children of FINCA clients
were unemployed or employed in the informal sector where
they were earning less than $3 a day.” If the FINCA study
is representative of the microfinance sector as a whole, then
the investment that many microentrepreneurs worldwide are
making in the education of their children is not paying off.

There is good reason to think that this is a pervasive issue
that reaches far beyond FINCA’s network of microfinance
providers. The world is facing a youth employment crisis.
The International Labor Organization (ILO) reports that
“of the 1.1 billion young people aged 15 to 24 worldwide,
one out of three is either seeking but unable to find work,
has given up the job search entirely or is working but living
on less than $2 a day.”'* Moreover, ILO data indicates that
youth unemployment is a growing problem. In the decade
between 1995 and 2005, the number of unemployed youth
aged 15 to 24 increased by approximately 15 percent, from
74 million to 85 million."

FROM MICROFINANCE TO MICROFRANCHISE

What can be done to bring scalable business opportunities
to the base of the economic pyramid, in particular to micro-
entrepreneurs and their working-age children? One possible
answer is to look to commercial franchising models and
practices. After all, a franchise network trains, guides, and
supports individuals with little or no business experience to
become successful business owners.

Is it a pipe dream to think that a franchise network could
do the same for hundreds of poor women? Not if you were
to step back in time to the 1890s to talk with former domes-
tic servant Martha Matilda Harper. Harper established the
first Harper Hairdressing Parlor in Rochester, New York,
in 1891 and then extended her hair parlor into a business
format franchise that trained and employed thousands of
poor women. By 1928, there were 500 Harper Hairdressing
Parlors around the world.'

If Martha Matilda Harper could build scalable business
opportunities for poor women at the turn of the nineteenth
century through the use of one of the earliest business for-
mat franchises, how might franchise practices and business
models be enlisted to build scalable business opportunities
at the base of the economic pyramid in today’s world? Stan-
dardized business systems; strong brand identity; valuable

know-how and experience; financing assistance; training
and start-up support; establishment of supply channels;
marketing services; research and development; and con-
tinuing franchisee support, including peer learning oppor-
tunities for franchisees, are but some of the hallmarks of
commercial franchising that might be enlisted and adapted
to grow scalable business opportunities so that more micro-
entrepreneurs can bridge the gap between microenterprises
and small enterprises while also providing improved employ-
ment opportunities for their working-age children.

There is no common definition of microfranchise.'” Some
have called it “a scaled down franchise with a small enough
price tag that low income people can afford it.”'® Others
have described microfranchising as “a variety of franchise
types . . . [that aim] to impact poverty by facilitating job
creation, economic activity and distribution of goods and
services to the base of the pyramid markets.”" In this arti-
cle, the term microfranchise means a business model that,
although adopting many of the business practices employed
in mainstream commercial franchising, involves businesses
that are affordable enough to be owned and operated by
people living at the base of the economic pyramid. Even this
definition, however, leaves much room for interpretation,
particularly as one tries to determine what an “affordable
franchise” is from the point of view of the world’s poor.
To this point, Jason Fairbourne, author of MicroFranchis-
ing: Creating Wealth at the Bottom of the Pyramid, founder
of the Fairbourne Consulting Group, and Peery Fellow at
the Ballard Center for Economic Self-Reliance at Brigham
Young University’s Marriott School of Management, has
offered some loose boundaries, noting that although “. . .
the average US franchise costs roughly $250,000 . . . micro-
franchises range from $25 to $25,000.”%

Microfranchising, as used in this article, is distinct from
the related concept of “social franchising.” Social (sector)
franchising typically is aimed at bringing products and ser-
vices, like education and health care, to people living at the
base of the economic pyramid through the use of business
format franchise practices. Some researchers have suggested
that social franchising necessarily does not generate profit.?!
This assertion has been contested vigorously by others, how-
ever, who cite a network like The HealthStore Foundation’s
CFWshops in Kenya as an example of a social sector fran-
chise that aims to be profitable. This Kenyan chain of 80
microfranchised drug shops and clinics served over 540,000
patients and customers in 2009, according to its program
sponsor, The HealthStore Foundation.?

Perhaps a more relevant differentiation between social
franchising and microfranchising is not that of profitabil-
ity but rather of who is the target franchisee. To put it dif-
ferently, unlike social franchising, microfranchising may
or may not deliver goods and services to the poor, but it
will always aim to build franchisable business opportunities
that are affordable for the poor. In contrast, social sector
franchising may or may not draw its franchisees from the
poor, but it will always aim to deliver needed products and
services to the poor.
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Microfranchise networks are still relatively few in num-
ber. Although no single repository purports to have a com-
plete list, one source recently listed over sixty microfranchise
opportunities in twenty countries.”> Some of these opportu-
nities are relatively large, such as SPOT City Taxis, which
reportedly has grown into the largest taxi operator in Banga-
lore, India, with more than 300 cars, each owned by a micro-
franchisee;** and Fan Milk, which is listed on the Ghana
stock exchange and is reportedly the leading distributor
of dairy products in Ghana with some 8,500 microfranchi-
sees selling milk, ice cream,

of microfranchise sponsors, ranging from nongovernmental
organizations (NGOs) to foundations to for-profit entities,
have launched microfranchise networks with varying levels of
the skills needed for key franchisor functions such as creating a
supply chain, assessing business talent, enforcing system stan-
dards, and managing relationships for commercial success.

To what extent can sponsors of microfranchise networks
look to commercial franchising for guidance? Microfranchis-
ing and commercial franchising may have less in common
than meets the eye. First, the objectives of microfranchisors

and mainstream commer-

yogurt, and popsicles from
carts and bicycles.”

As previously noted,
microfranchising today is
where microfinance was a
decade or more ago. Many

Despite significant differences,
commercial franchising can contribute
much to microfranchising efforts.

cial franchisors are likely to
be very different. Some start
microfranchise  networks
in order to bridge the gap
between  microbusinesses
and small businesses, that

microfranchises have yet
to demonstrate that they
are financially sustainable at the network level and even, at
times, at the unit level.”® Transparency in measuring the per-
formance of microfranchise networks lags far behind that of
its cousin, the microfinance sector.”’ And like microfinance
of ten or more years ago, microfranchising activity generally
appears to be taking place off the radar screen of any regula-
tory or legal authority.?

WHAT LESSONS CAN MICROFRANCHISING
LEARN FROM COMMERCIAL FRANCHISING?

All organizations that begin franchising face a steep learning
curve; in fact, it is often said that franchising organizations
are entering a whole new business because the business of
franchising is so different from the business concept that is
being franchised. Persuading a customer to part with money
for a desired good or service is a very different exercise from
persuading a prospective franchisee to invest money and
time in building a franchise. It is hard and unfamiliar work
to market a franchise opportunity, recruit prospective fran-
chisees, screen applicants, train successful candidates, and
complete all of the other steps necessary to help these fran-
chisees open for business.

And the franchisor’s job does not end when the franchise
opens. The new franchisor might not be prepared for the full
weight of franchisees’ expectations, namely, the expectation
that the franchisor has expertise in the business model that
the franchisees are trying to execute; that the franchisor can
teach that expertise and will be available to share it at all
hours; that the franchisor will provide ongoing support in
the form of product research, marketing research, sourcing
of inputs, etc.; that the franchisor will enforce system stan-
dards to promote uniformity of image and consistency of
operations; and that the franchisor will demonstrate overall
leadership of the brand.

So franchising is a leap for any organization, but micro-
franchising by an organization with little or no experience in
commercial franchising is likely a much longer leap. A variety

is, to provide a financially
sustainable model that will
permit microentrepreneurs to “graduate” into small-busi-
ness owners. Others start microfranchise networks (or social
sector franchise networks) as a distribution channel to sell
products and/or services to the economically disadvantaged.
In either case, the focus of the microfranchise network is
likely to be on the financial performance of the microfran-
chisee and the resulting economic impact of the microfran-
chising operations at the local level, be it through increasing
employment opportunities or increasing unit sales.”” Gen-
erating financial returns for the microfranchisor appears to
be a secondary consideration for many microfranchise net-
works, although financial sustainability at the network level
is a long-term goal of many microfranchise networks—even
those initially funded by donor grants.*

Commercial franchisors, of course, similarly must be
mindful of the financial performance of franchisees if the
system is to succeed. But the emphasis is different; put
simply, commercial franchisors launch franchise programs
primarily to benefit themselves, with potential side benefits
to franchisees, whereas many of today’s microfranchisors
appear to be launching their microfranchise programs pri-
marily to benefit the poor.

Microfranchising and commercial franchising also differ
markedly in the nature and capabilities of the franchisees.
Microfranchisees are drawn from poor populations. They are
likely to have very little, if any, money to invest in a microfran-
chise. They may have little or no education. They may live in
remote areas and have no reliable means of transportation.
They may not have access to technology or even to electricity.
Moreover, they are unlikely to have significant business expe-
rience other than on a subsistence level.’' For these reasons,
traditional product distribution franchises, which require less
capital and are far less complex than business format fran-
chises, have dominated microfranchising thus far.*

Despite these significant differences, commercial franchis-
ing can contribute much to microfranchising efforts. First,
as unlikely as it may seem today, mainstream commercial
franchisors might consider offering their own microfranchise
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brands. The development community and the mainstream
franchising community are rapidly learning more about
each other, and one result is a heightened focus on profit-
ability of the microfranchise brand at the network level. This
focus might eventually offer mainstream franchisors a profit
opportunity that they instinctively dismiss today. Even if sig-
nificant profit is not on the near horizon, a mainstream fran-
chisor might be willing to offer a microfranchise opportunity
in order to lay the groundwork for its brand in a developing
country that shows promise or to gain a jump on its competi-
tors or simply as a charitable endeavor to enhance its reputa-
tion. The franchisor might wish to tout itself to its customers
as a do-gooder in developing countries even if it means taking
a small loss on microfranchising.*

A mainstream franchisor could contain its investment and
risk by developing the microfranchise as a second brand, per-
haps with little or no public association with its primary com-
mercial brand but with the ability to leverage the back-end
support of the principal brand. Under this approach, if the
secondary microfranchise brand fails, its failure would not
taint the primary brand in the market. The information box
accompanying this article provides mainstream franchisors
with some reference works and organizations to consult for
more information on how to get started in microfranchising.

Second, and more likely, commercial franchising can
contribute to microfranchising by providing ideas and refer-
ence points for structuring and managing microfranchised
brands. A microfranchisor can readily draw from the vast
body of materials and resources developed in franchising
over the last thirty or forty years. But the information shar-
ing could also take place through direct mentoring relation-
ships whereby established commercial franchisors actively
mentor franchisors that are working with the economically
disadvantaged. Just as the microfinance sector has benefited
from mentor relationships with the commercial banking
sector, so too could microfranchising benefit from similar
arrangements with commercial franchisors.

Even if, in some ways, commercial franchising might
instruct more effectively by contrast than by similarity, it
can offer useful lessons. The following paragraphs provide
a few examples.

Brand Management
A threshold question is who should serve as the “brand
manager” for a microfranchise brand in a particular mar-
ket. In commercial franchising, foreign brands typically,
though not always, enter a market through master franchis-
ing, in which a local party is appointed to fulfill the role of
the “franchisor.” The master franchisee, as brand manager,
grants subfranchises, provides training and opening assis-
tance, supervises marketing efforts, and supports ongoing
operations of the subfranchisees. By contrast, if the brand
is homegrown, master franchising typically is unnecessary
(the brand owner knows its own market) and potentially
even detrimental (because it inserts a middleman between
the brand owner and the ultimate operator).
Microfranchisors can draw from these commercial

practices by performing a similar self-analysis of their inter-
nal capabilities to grow and manage the microfranchise
brand in a particular market. The microfranchisor might
lack the business expertise to maximize its brand, particular-
ly if the microfranchisor is an NGO or development agency.
Or the microfranchisor might lack the organizational scale
and resources to fulfill the franchisor support functions for
an expanding network of small-scale, intensely local micro-
franchised businesses. In either case, a master franchising
model could offer a solution. It would permit the micro-
franchisor to retain sponsorship of the program as well as
an in-country connection to the ultimate operators.* At
the same time, the microfranchise brand owner could hand
off day-to-day implementation to a better-qualified brand
manager. Conceivably, that brand manager might even be
a mainstream franchisor with a primary commercial brand
that is looking to do some good in the world, gain a foothold
in a new market, or both.

Of course, the microfranchisor has other alternatives; for
example, it could simply hire employees or consultants with
the necessary franchising expertise. However, this alterna-
tive requires the microfranchisor to have sufficient funds to
hire the required talent, whereas the appointment of a mas-
ter franchisee assumes that the master franchisee will use
its own resources to manage the brand in exchange for the
lion’s share of the revenue stream from subfranchisees.

Experience has taught that the success of master franchis-
ing in the commercial context depends greatly on choosing
the right local partner. The challenge would be no less for
a microfranchisor. For example, the brand owner might be
reluctant to grant a master franchise to a commercial enter-
prise that it suspects would not fully embrace its poverty-
fighting mission or that has little experience in dealing with
a subfranchisee pool comprising those living at the base of
the economic pyramid. Nevertheless, the master franchise
structure and the considerations that underlie its use could
be instructive for microfranchising, particularly for those
aiming to develop a global or regional footprint.

Contracts
In commercial franchising, the franchisor typically presents
prospective franchisees with a long, detailed franchise agree-
ment spelling out the respective rights and obligations of the
parties. The goals of these franchise agreements have evolved
over time. Although franchisee advocates believe that these
agreements continue to be largely protective of the franchi-
sor at the expense of the franchisee, there has been some
movement toward more balanced terms governing the cre-
ation, operation, and termination of franchise relationships.
Given the characteristics of prospective microfranchi-
sees and the very different risks inherent in a microfranchise
from those encountered in a mainstream commercial fran-
chise, standard commercial contracting practices may not be
appropriate for microfranchises. Microfranchisees may not
have the ability to read, let alone understand the legal com-
plexities of, a lengthy written agreement. In fact, in some
circumstances one could argue that individualized contracts
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should not be used at all.

This is not to say that there should not be franchisee pro-
tections built into the microfranchisor-microfranchisee rela-
tionship. Indeed, one might argue that the inherent power
and information asymmetries between a microfranchisor
and its microfranchisees make franchisee protections even
more important than in the commercial context. Microfi-
nance experts have noted, “Not only may low-income con-
sumers be more vulnerable to misconduct by providers [of
microfinance services and products] and less able to protect
themselves, the consequences of their financial missteps may
be more severe, resulting in lost income, assets, and con-
sumption.” If this is true of microfinance borrowers, it is
likely to be true of microfranchisees too.

On the other hand, at this early stage of development
of the microfranchise sector, it may be more appropriate
to advance microfranchisee protections outside of an indi-
vidual contract, given the limitations of the microfranchisee
to understand its terms and, ultimately, the challenges of
enforcing such a contract in any meaningful manner.

Maturation of the Network

The current literature on microfranchising rarely provides
more than a glimpse of the business terms between the
microfranchisor and its microfranchisees. To some extent,
this may be a function of the dominance in microfranchis-
ing of simple product distribution business models. When

the microfranchisor-microfranchisee relationship involves
only the purchase and resale of tangible products, along
with instructions for the microfranchisee’s use of the brand
in downstream sales to consumers, elaborate business terms
are not necessary.

If microfranchising begins to reach meaningful scale,
however, even relatively simple microfranchise networks are
likely to encounter new challenges, such as (1) growing pains
from expansion of their networks, (2) competition from
rival brands for microfranchisees and end customers, and
(3) migration into the more complex arrangements of busi-
ness format franchising.

Commercial franchising offers some approaches to adjust-
ing and expanding the business terms as challenges like these
arise. For example, microfranchisors must be prepared to deal
with intrabrand conflicts if and when the number of micro-
franchises in operation approaches a saturation point in a
particular geographic area. Commercial franchisors try to
avoid such conflicts through market studies that estimate how
many franchises a market will support and/or by assigning
territories, locations, or customers in a way that will assure
that each franchisee has a viable business opportunity.

Listed below in summary form are further examples of
problems that maturing microfranchise networks might
encounter that may not be addressed in their original busi-
ness terms, along with corresponding potential adjustments
or expansions drawn from the commercial franchising world:

Copycat businesses,
especially those started
by former or breakaway
franchisees

Dilution of management
quality

Inconsistent marketing

Failure to comply with
operating requirements

Failure to pay amounts
owed

Implementing updates
to the business model

e Confidentiality clauses that prohibit franchisees from using proprietary information
outside of the franchise

e Noncompete clauses

e Ability to cut off inputs or repossess key equipment

e Owner/operator requirement
e Restrictions on transfer of the franchise
e |f the business is large enough, right to approve manager(s) of the franchise

¢ Pooled contributions from franchisees to be used for brand advertising con-
trolled by the franchisor
e Formation of franchisee advisory council to provide coordinated input

¢ Reporting obligations, including direct electronic access by franchisor to franchi-
see data, if feasible

¢ Inspection and audit rights

¢ Franchisee peer pressure

¢ Requirement of payment by direct debit to account established by or for franchisee
¢ |Inspection and audit rights
¢ Self-help remedies, such as ability to cut off supplies or require cash on delivery

¢ Unilateral right to update operations manual that franchisees must follow

e Shorten term of franchise

e Requirement of franchisee’s agreement to then-current terms at key milestones
(e.g., renewal or transfer of the franchise)

28
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This list is by no means exhaustive. Moreover, it begs the
questions how effectively these adjustments can be made in
the absence of written contracts between the microfranchi-
sor and its microfranchisees and how effectively they can be
enforced absent a stable and transparent legal system in the
microfranchisee’s country.

Putting specific business terms aside, the single most impor-
tant lesson of commercial franchising is that successful fran-
chising always depends on good relationships. As franchise
networks expand, however, it is increasingly difficult to man-
age the brand by direct contact with individual franchisees.
Distances grow, schedules conflict, personnel change, and
voices multiply, all of which present obstacles to maintaining
the quality of communication that the franchise system knew
in its earlier life.’” Microfranchisors will need to construct
channels of communication (from the outset, if possible) that
ensure microfranchisees receive important microfranchisor
communications in a consistent form at the same time and
thereby avoid distortions that can undercut brand image. The
reach of mobile technology into rural areas potentially makes
this goal achievable where it would not have been a decade ago.

Microfranchisors also must embrace the notion that com-
plaints from microfranchisees are not necessarily destructive.
Just as microfinance providers have grown increasingly aware
of the importance of developing effective grievance and
redress mechanisms for consumers of microfinance prod-
ucts and services, so too should microfranchisors develop
effective channels for microfranchisees to lodge complaints
and criticisms. In fact, complaints show that the complainer
cares enough to bring the matter to the microfranchisor’s
attention. What is more dangerous for any franchisor, com-
mercial or micro, is silence, which could signify either a lack
of complaints or, alternatively, that unexpressed complaints
are festering into something even less healthy. Encouraging
complaints, of course, is easier said than done when working
with the poor. Microfinance providers have found that these
populations, even when made aware of their right to com-
plain, often fear expressing their views due to age, gender,
societal position, language, or undue deference to authority
figures, to name just a few factors.?®

Accordingly, another useful technique that could be bor-
rowed from commercial franchising is the formation of a
franchisee advisory committee (FAC). The FAC gives the
franchisee community a common outlet to express opinions,
share ideas, and vent criticism about marketing, franchisor
support, and other aspects of business operations. At the
same time, the FAC gives the franchisor a venue to float trial
balloons and adjust strategy with less risk of provoking anxi-
ety in the franchisee community. For example, the franchisor
might go to the FAC with a presentation on a new product
or service before staking out a systemwide position from
which it will be difficult to back away.* An FAC might be
even more important and useful in the microfranchise con-
text as it offers a way to mitigate at least some of the power
and information asymmetries that are likely to exist between
microfranchisors and microfranchisees. Although a single
microfranchisee may be reluctant to lodge a complaint or

raise a criticism directly with the microfranchisor, it may be
less intimidating to speak up within the FAC, particularly if
other microfranchisees share the concern being voiced.
There is another reason why the establishment of FACs
may be wise for microfranchisors: the creation of social
capital among participating microfranchisees. FACs could
serve some of the functions that village banking groups have
served in the microfinance context. Village banking groups,
which can range in size from ten to thirty borrowers or even
more, provide opportunities for village leadership and peer
learning and support, among other things.** A significant
challenge in establishing such an FAC, however, will be over-
coming the physical distance likely to exist between micro-
franchisees, particularly those who live in rural areas.

Franchisor Support

As noted previously, microfranchisors with limited commer-
cial experience might not be prepared for the full weight of
ongoing microfranchisee expectations. Perhaps it is true that
microfranchisees at the base of the economic pyramid, also
inexperienced with franchising, will have few expectations
at the beginning and that they will be relatively easy to sat-
isfy.#! Over time, however, microfranchisors should expect
(and even hope) that their microfranchisees will evolve in the
same way that they do in maturing commercial networks,
namely, that microfranchisees will become empowered and
likely more demanding of the microfranchisor.

In a maturing franchise system, it is not uncommon to
hear two types of complaint. The first complaint is that the
franchisor simply does not understand the franchisee’s prob-
lems, especially if the franchisor operates no or only a few
company-owned businesses of the type operated by the fran-
chisee. The franchisor’s directives come across to the franchi-
see much like the parent’s dreaded “do as I say, not as I do.”*?

The second type of complaint is that the franchisor is no
longer “earning” the royalty that the franchisee must pay to
be in the system. To the franchisor, this comes across as a
flippant “what have you done for me lately?”

From the viewpoint of an experienced practitioner, these
tensions seem to be inherent in franchising. But when they
arise, microfranchisors can reduce tensions by embracing two
business principles borrowed from the commercial context:

1. Continuously strive to add value to the microfranchi-
see’s operations

2. Make a sound business case for microfranchisor-
imposed requirements

The microfranchisor can add value by, for example, offer-
ing ongoing training and undertaking product develop-
ment, marketing research, and operations analysis for which
microfranchisees have neither the time nor the resources. The
microfranchisor can make a sound business case by, among
other things, using data collected from microfranchisees
(preferably on an aggregate basis that protects individual
results) to benchmark each microfranchisee’s performance
against the network and derive best practices. In commercial
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franchising, these activities typically are not obligations in
the franchise agreement, but they are assumed in practice
by a responsible franchisor. Responsible microfranchisors
should consider doing the same.

HOW (ORWHETHER) TO REGULATE
MICROFRANCHISING: ARETHERE LESSONS
TO BE LEARNED FROM REGULATION AND
SELF-REGULATION OF FRANCHISING?

For more than thirty years, commercial franchisors have
been accustomed to operating under the franchise sales laws
at the federal level and in fifteen of the United States. Twen-
ty years ago, however, commercial franchisors faced consid-
erable uncertainty in taking their franchise systems abroad.
Absent express statutory or regulatory recognition of the
franchise method of doing business, commercial franchisors
could not be sure whether or how their franchise offerings
would be regulated and in some cases whether franchising
was permitted at all.

Today, almost two dozen countries have adopted statutes
governing the offer and sale of franchises, including several
countries with significant populations of the poor: Brazil,
Indonesia, Malaysia, Mexico, and South Africa. In other
countries, such as India, commercial franchising has thrived
without the imprimatur of a franchise law.

Self-regulation also plays a role in commercial franchising,
though some franchisee advocates question whether it is more
than a public relations exercise. The International Franchise
Association (IFA), for example, takes a four-step approach
to self-regulation: (1) a code of conduct, (2) a streamlined
code enforcement mechanism, (3) an ombudsman program,
and (4) educational programs. This commitment to self-
regulation is intended to provide an “effective alternative to
litigation and legislation, both of which are costly, time con-
suming, and potentially destructive to franchising.”

One can imagine that self-regulation will be equally
important, perhaps even more so, in building, structur-
ing, and maintaining healthy microfranchise relationships.
This is in part due to the disparity of negotiating power
and the potential for misunderstandings between even well-
intentioned, socially motivated microfranchisors and their
respective microfranchisees. It also is due to the costs and
time involved in pursuing court-led dispute resolution in
markets where microfranchising is likely to take place. The
lack of efficient and well-functioning court systems makes
litigation an unlikely solution for either the microfranchisor
or the microfranchisee.*

Microfranchising, as noted above, appears to be taking
place beneath the radar of any regulatory authority. In fact,
most microfranchise programs have appeared in countries
that do not have franchise sales laws. This is not surprising:
franchise laws generally have arisen in jurisdictions where
they were preceded by a substantial amount of commercial
franchising activity, and commercial franchisors generally
have not entered developing countries marked by extreme
poverty, at least not beyond the major metropolitan markets.

Yet one can legitimately ask: Would microfranchising be
further along today if it had experienced explicit regulatory
recognition in poverty-stricken countries? More pointedly,
would express recognition stimulate or impede microfran-
chising going forward?

The concept of regulation as promotion has precedent
in both commercial franchising and microfinance. In com-
mercial franchising, for example, the introduction of fran-
chise regulation in China answered the question of whether
franchising was legally permitted. In that sense, the Chinese
regulation could be viewed as “enabling.” Similarly, in micro-
finance, “providing an explicit regulatory space . . . may very
well have the effect of increasing the volume of financial ser-
vices delivered and the number of clients served.” In the
last ten years, specialized laws and regulations have been
adopted to promote microfinance, many of which are aimed
at prudential regulation of deposit-taking microfinance pro-
viders.*® However, as commentators in microfinance have
noted over the years, any discussion of an explicit new regu-
latory space must weigh potential unintended consequences,
in particular, the risk that the political process of regulatory
change might stymie innovation and competition.’

Franchising is well enough known worldwide that, as
a general matter, it should not need enabling legislation
beyond the general law of contracts in any jurisdiction. If
enabling regulations were proposed, however, they would
likely mimic existing franchise laws and regulations, which
are built on an investor protection model that was borrowed
originally from regulation of the sale of securities. In both
franchising and securities, regulation was a response to
fraudulent conduct by fly-by-night operators. So, one must
ask: Do investors in microfranchises (that is, the microfran-
chisees) need the protection of the type of franchise sales
laws that regulate commercial franchising?

Nothing in the literature on microfranchising suggests
that microfranchisees have been victimized by widespread
fraud to date. It is certainly possible that unscrupulous par-
ties could try to exploit potential microfranchisees with
empty promises, and a pattern of such abuse might make
it necessary to create a regulated channel as a marker of
legitimacy. But the mere possibility of future fraud is not an
adequate basis for regulation of microfranchising.

Moreover, the traditional approach to investor protection
in commercial franchising is mandated disclosure of detailed
information to the prospective franchisee, sometimes accom-
panied by a requirement to register the franchise offering
with government authorities. Consider, for example, the
Franchise Act 1998 of Malaysia, which requires the fran-
chisor, before making an offer or sale of a franchise, to reg-
ister a disclosure document, a sample franchise agreement,
the operations manual, the training manual, and audited
accounts and financial statements with a Registrar of Fran-
chises.* Registered franchisors must file updated disclosures
in an annual report. Violations of the law are punishable by
fine, and a court can declare the agreement void and order a
refund of all payments by the franchisee.

Would microfranchisors, faced with the compliance
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burdens of Franchise Act 1998, be inclined to launch a
microfranchise program in Malaysia? The compliance costs
seem likely to overwhelm the modest financial and social
returns to be expected from microfranchising.

Worse, the Malaysia statute confirms the danger that creat-
ing a regulatory space will invite interference in business terms.
For example, the Malaysian law requires that franchise agree-
ments have a term of at least five years and prohibits termi-
nation except for good cause. Moreover, the franchisor must
compensate the franchisee if it refuses to renew or extend the
franchise at the end of its term. The law contains no exception
that would apply to microfranchises, although it authorizes
the supervising ministry by

which microfranchising is successful or not success-
ful, which would help microfranchise sponsors tar-
get their efforts and perhaps help governments tailor
incentives or policies.

* A basic code of practice to which members of the
registry would subscribe. This would be similar to
the codes that IFA and other commercial franchising
trade groups have established for their members. The
code of practice would informally govern relationships
between microfranchisors and their microfranchisees
by reference to a set of business norms. The code
would not be regulatory or contractual in the sense

that it could be enforced

order to exempt any person
or class of people from part
or all of the act.®

On the microfranchisee
side, it is questionable wheth-
er the receipt of a detailed
set of disclosures would be

Microfranchising appears to be
taking place beneath the radar of
any regulatory authority.

by government authorities
or privately, other than by
affecting membership in the
registry. However, to some
extent, the code of practice
would stand in for the pri-
vate contract terms found

of real benefit to poor pop-

ulations living in Malaysia or elsewhere. The recipients may
not have the ability to read or the business sophistication to
understand the information presented. On the other hand,
the obligation to prepare (and possibly register) a disclosure
document can have a disciplining effect on the franchisor
regardless of whether franchisees actually read it.

Rather than a comprehensive registration-and-disclosure
regime, microfranchising would be better served by a self-
regulatory structure that is simpler for both the microfran-
chisor and its microfranchisees. The basic elements would
include the following:

* A registry in which microfranchisors would simply
give notice of their intention to offer a microfranchise
program (similar to the one-page “notice” registra-
tion that franchisors make in the states of Indiana,
Michigan, and Wisconsin). A registry could be vol-
untary or mandatory, and it could be government-
managed or privately run. The registry would help to
distinguish legitimate microfranchise programs from
any fraudsters that might seek to exploit poor people.
To determine who may or must register, the registry
would necessarily have to define microfranchise as
appropriate for the jurisdiction.

e Annual reporting to provide very basic information
on the performance of microfranchise networks,
such as the number of microfranchises granted,
microfranchisee turnover (i.e., numbers dropping
out or terminated by the brand owner), and per-
haps certain economic results such as impact on
employment (if such data can be collected from
microfranchisees).”® The transparency of this infor-
mation would (1) foster competition between micro-
franchise brands as potential microfranchisees learn
to use the information to decide among particular
systems; and (2) help identify the business sectors in

in commercial franchise
agreements but sometimes lacking in microfranchis-
ing. Moreover, if signatories of such a code of prac-
tice were made public, then market forces (which are
likely to include funders of microfranchise networks,
namely, their donors and investors) could be brought
to bear on the signatories.

This is akin to the approach that microfinance recently
has taken with the adoption of the microfinance sector’s
Client Protection Principles, which describe the minimum
protection that microfinance clients should expect to receive
from microfinance providers. These Client Protection Prin-
ciples for microfinance are focused on the particular risks
that low-income clients are likely to face when procur-
ing financial services.”! A growing number of providers of
financial services, microfinance networks, donors and inves-
tors, and individuals working in microfinance have endorsed
these principles since they were first announced in 2009.5

So what would a code of practice look like in the micro-
franchise context? For starters, it likely would include all
of the five basic value statements now found in the IFA
Code of Ethics: (1) trust, truth, and honesty—foundations
of franchising, (2) mutual respect and reward—winning
together as a team, (3) open and frequent communica-
tion—successful franchise systems thrive on it, (4) obey the
law—a responsibility to preserve the promise of franchis-
ing, and (5) conflict resolution.>

The challenge is that the expression of these values may
need to shift significantly to accommodate the needs of a
microfranchisee population comprising those living at
the base of the economic pyramid. Take, for example, the
absence of any ombudsman framework to facilitate dispute
resolution between microfranchisors and microfranchisees.
Or, even stickier, consider the challenges in determining the
suitability of potential microfranchisees in a world where
credit bureaus are largely absent and even national identity
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cards are sometimes nonexistent. Yet these challenges must
be faced. And, importantly, transferable learnings should be
shared amongst microfranchise networks.

The IFA Code of Ethics reminds us:

The public image and reputation of the franchise system is
one of its most valuable and enduring assets. A positive image
and reputation will create value for franchisors and fran-
chisees, attract investment in existing and new outlets from
franchisees and from new franchise operators, help capture
additional market share, and enhance consumer loyalty and
satisfaction. This can only be achieved with trust, truth, and
honesty between franchisors and franchisees.**

For microfranchising to build on the success of microfi-

nance and to grow to an equally meaningful scale, uphold-
ing a similar positive reputation will be crucial.

CONCLUSION
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to identify areas for improvement and (2) active promotion of
Smart Microfinance and the core Client Protection Principles
among staff.

For networks and associations: Endorsement is a commit-
ment to engage with affiliated organizations to endorse, promote
and support The Smart Campaign and the implementation of
the six core principles of client protection.

For investors and donors: Endorsement is a commitment
to support providers of financial services that adequately pro-
tect their clients by incorporating Smart Microfinance into their
screening, due diligence, audits, funding agreements, monitoring,
reporting, and governance roles.

For supporting organizations and individuals: Endorsement
is a commitment to personally practice Smart Microfinance and
to work within their own organizations to implement the core
Client Protection Principles throughout their operations when
applicable.

See What Does It Mean to Endorse the Smart Campaign?,
www.smartcampaign.org.

53. See IFA Code of Ethics, available at www.franchise.org.
54. Id.
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