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Introduction
Indonesia’s franchise industry has been significantly developing in recent years.  Dominated by small and medium companies, in 2009, Indonesian franchise’s yearly turnover reached US$ 9.5 billion and the number is still increasing to date. Recent research has expected yearly turnover to exceed US$ 10 billion by the end of 2010. The research also records domination of domestic franchise over foreign franchise distribution.  

Despite the fast growth of the franchise market, it is still deemed not significant enough in affecting the interest of the public.  This is why it is still governed under a government regulation level, a regulation one level below an act, and therefore no parliament approval is deemed required. The regulation, known as Government Regulation Number 42/2007 regarding Franchising (the Franchise Regulation 2007), was promulgated in the second semester of 2007. Before the Franchise Regulation 2007 comes into force, the franchising  business  was  regulated  under  the Government  Regulation Number 16/1997 and the Regulation of Minister of Trade Number 12/M-DAG/PER/3/2006 regarding Guidelines and Procedure for Issuance of Letter of Franchise Business Registration  (both regulations shall be referred as to the Former Franchise Regulation).

The Franchise Regulation 2007 itself was promulgated as a government’s response to the vast expansion of franchises, especially domestic ones, in Indonesia. In the elucidation of the Franchise Regulation 2007, the Government  states that the primary  reasons for the regulation are to enable small entrepreneurs in Indonesia to evolve into established franchisors, and to provide business certainty and legal certainty to franchisors and franchisees. 
The drive to encourage the development of franchise industry from the Government were also apparent from the enactment of the Law No. 20 Year 2008 regarding Micro, Small, and Medium Enterprise Business on 4 July 2008. Later on, the  government enacted the    Re-
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gulation of Minister of Trade Number 31/M-DAG/PER/8/2008 regarding Implementation of Franchise Business (the RMT 2008) on 21 August 2008, responding the need of many franchising business actors who have dealt with a lot of uncertainty from the previous regulations. 


Following the above, the government further enacts the Regulation of the Directorate General of Domestic Trade of the Ministry of Trade Number 138/PDN/KEP/10/2008 regarding Technical Guidance on the Implementation of Franchising Business (the RDG 2008) (all of franchise related regulations instrument shall hereinafter be referred as to the Franchise Regulation). More detailed provision on the administration of franchise undoubtedly represents strong commitment of the Government to provide business and legal certainty to franchise industry. As shall be elaborated further in the following pages, even though the Franchise Regulation turned franchise into a more regulated industry, they saved themselves from creating a considerable barrier to entry for foreign franchisors, as did China’s franchise law, which was dubbed as making China the most difficult country for foreign franchisors to enter.
 This Writing will elaborate the prevailing regulations on franchise whilst making comparisons to the franchise regulations in the State of New York, US.
Franchise Concept
Principally, there are no surprises in Indonesia’s concept of a franchise under the Franchise Regulation. The franchise concept is founded under the recognition and protection of intellectual property rights by the state and the basic legal principle of pacta sunt servanda (i.e., the binding force of an agreement), a combination that allows businessmen to use  the intellectual property rights of others, and hence promulgates the concept of a license for intellectual property rights, which is a fundamental instrument in a franchise arrangement.

Notably, Indonesia has made tremendous legislative reforms following its membership in the World Trade Organization (WTO), which incorporates the Agreement on Trade Related Aspects of Intellectual  Property Rights (the TRIPS Agreement) into national law. 

As the primary franchise regulation instrument, the Franchise Regulation 2007 provides clear definition of franchise as a "special right owned by individuals or a business entity over a business  system with a distinctive characteristic in marketing the goods and/or  services proven to be successful and can be utilized and/or used by another party based on a franchise agreement". On the other hand, pursuant to the Former Franchise Regulation, franchise was defined as "an agreement whereby one party is given the right to utilize or use the intellectual property or invention or distinctive business owned by another party, with a 
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fee based on terms conveyed  by  such  other  party,  for providing and/or selling goods and/or services".

Government Regulation Number 16/1997 views franchising as "an agreement", which makes it closer to the concept of licensing. This is the view adopted in most jurisdictions, including, for example, in the State of New York, under the New York State Franchise Act.
 It is therefore a little surprising how the Franchise Regulation 2007 takes an entirely different perspective by defining a franchise as a "special right", which could easily be identified as a particular intellectual property right (or rights), to the extent they can be recognized as "special rights".

Nevertheless, the use of the term "franchise" as a combination of distinctive characteristics also is common, and the authors believe that the Franchise Regulation 2007 has the correct approach in terms of providing a more consistent definition. The use of the term "franchise agreement" (as it is used in Government Regulation Number 16/1997 and the New York State Franchise Act) will be more accurate, as it avoids redundancy of the term "agreement".

The manner in which the Franchise Regulation 2007 is drafted also makes the definition sensible (e.g., "Franchisor" is defined as "an individual or business entity granting the right to utilize and/or use the Franchise it owns to the Franchisee").

Franchise Characteristics
One of the most significant additions made by the Franchise Regulation 2007, compared to the Former Franchise Regulation, is the provisions that have to be complied with in every franchise arrangement.

Article 3 of the Franchise Regulation 2007 requires that a franchise arrangement must fulfill the following criteria:

(1)
The franchise must have a distinctive business character; (2)
The franchise must be proven to be beneficial;

(3)
The franchise must have a written Statement of Purpose for goods and/or services being offered;

(4)
The franchising arrangement must be easy to apply, and should provide simple training procedures;

(5)
The franchisor must provide continuous support; and

(6)
The franchisor ’s intellectual property rights must be registered or at least be in the process of registration.

These requirements do not exist under the Former Franchise Regulation, although the rationale is apparent (i.e., to protect the franchisee). With


the increasing number of local franchises that do not yet possess the long-


standing reputation enjoyed by foreign franchises, a franchisee needs  assu-

rance that it is not getting into a bad franchising business.
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RMT 2008 stipulates that non-fulfillment of the above characteristics shall receive legal sanction. However, there is no clear provision on what kind of sanction to be imposed while the regulation only refers the sanction to be in accordance with the prevailing regulations. In this regards, the Government, via the Ministry of Trade, who shall control the fulfillment of the above requirements through (the prospectus, which under the Franchise Regulation is required to be submitted to the Ministry of Trade prior to signing the franchise agreement) is the one to determine what kind of sanction to be imposed upon non-fulfillment to the above.
Franchise Prospectus
A franchise offering prospectus is a common feature in the franchise legislation of many jurisdictions. However, the Franchise Regulation 2007 sets out very simple requirements for prospectus contents, compared to, say, the New York State Franchise Regulations, which includes  detailed disclosure by the franchisor on litigation, bankruptcy,  restrictions, and sources of products and services.
 It also stipulates  the detailed obligations of the franchisee, including the franchisee’s obligation to participate personally in the direct operation of the franchised business, if required to do so by the franchisor.

The difference in prospectus requirements signifies the disparity in the stage of development of franchise arrangements in the United States and in Indonesia. Indonesia’s franchise industry had just taken off, and is still dominated by small and medium companies engaging in the business of restaurants, travel bureaus, and educational institutions, among others.

Pursuant to Article 5 of the Franchise Regulation 2007, a franchise offering prospectus must contain, at least:

(1)
The identity of the franchisor;

(2)
The legality of the franchisor ’s business;

(3)
A history of the franchisor ’s business;

(4)
The organizational structure of the franchisor; 

(5)
Financial reports for the last two years;

(6)
The number of business outlets; 

(7)
A list of franchisees; and

(8)
The rights and obligations of the franchisor and the franchisee.

In the framework of supervision, the Government through the RMT 2008 requires franchisors to register their prospectus prior  to  entering into the franchise agreement with the franchisee. This registration is required for the franchisor to obtain Letter of Franchise Business Registration, a mandatory license for franchise in Indonesia.  

Letter of Franchise Business Registration shall be valid for 5(five) years 
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and extendable for another 5 (five) years and will automatically be terminated upon its the expiry date or termination of the franchise agreement or business activity of the franchisor and/or franchisee. Pursuant to the RMT 2008, the franchisor is only required to register their prospectus once, meaning that the franchisor may extend its franchise business to other franchisees without making other registrations. Conclusively, a Letter of Franchise Business Registration is a prerequisite for the franchisor to expand their franchise in Indonesia.


This “single” registration is also adopted under the New York State Franchise Act, whereby a franchisor is required to register the prospectus once, prior to making any franchise offer; subsequently, the franchisor need only to provide a copy of the registered prospectus to the franchisee each time it engages a prospective franchisee.

Franchise Agreement

Pursuant to the Franchise Regulation, franchise agreement is defined as a written agreement between franchisor and franchisee with a rationale that there should be a documentation of cooperation between franchisor and franchisee. 

The Franchise Regulations also requires the franchisee to register the franchise agreement as a prerequisite to obtain the Letter of Franchise Registration. The letter will have the same terms of validity with the one given to the franchisor.

Failing to register the franchise prospectus (by the franchisor) and agreement  (by the franchisee)  may, in accordance with the Franchise Regulation 2007, result in a penalty in the amount of IDR 100,000,000 (approximately US $11,000).

Registration of Intellectual Property Rights

As elaborated previously, franchise cooperation is principally based on the acknowledgement and endorsement to use intellectual property rights. Indonesia has several instruments which regulates the protection of intellectual property rights, which mainly requires registration to relevant authority. In other words,  only registered intellectual property rights shall be acknowledged and protected by the state. Consequently, franchisor should only enter into franchise arrangement following the due registration of intellectual property rights attached to the offered franchise. 

Notwithstanding the above, pursuant to the RDG 2008, the franchisors may register their franchise prior to completing registration process of intellectual property rights, provided that the franchise agreement clearly stipulate the likelihood of rejection on the registration of intellectual property right. Rejection of registration of intellectual property right shall cause revocation of the Letter of Franchise Registration and consequently
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shall cause a halt for the franchisor’s business expansion in Indonesia.

Master Franchising
The Franchise Regulation 2007 mentions a master franchise only indirectly, by stipulating that a franchise agreement may incorporate a clause giving a franchisee the right to appoint other franchisees.
 The master franchise itself is required to own and undertake at least one franchise business.

The RMT 2008 redefined the way on which the Franchise Regulation 2007 acknowledge master franchising by providing definition of master franchisor as “individual or business entity that obtains a right from the franchisor to utilize and/ or use the franchise of the respective franchisor by appointing sub-franchisees”. By having this definition, pursuant to the RMT 2008 classification of franchising business is as follow:

(1)
Franchisor, consists of (i) foreign franchisor; (ii) domestic franchisor; 
and 
(iii) master franchisor of domestic and/or foreign franchise.

(2)
Franchisee, consists of (i) franchisee of foreign franchise; (ii) franchisee of 
domestic franchise; and (iii) sub-franchisee of domestic and/or foreign 
franchise.

More detailed classification signifies the Government’s commitment to empower franchising business development in Indonesia through their supervision role. 


Although master franchises are quite common in Indonesia, it is still advisable for franchisors to carefully choose the franchising arrangement to be agreed. The grant of sub-franchising right by the franchisor should account many aspects of cooperation including the state policy and market trend. One issue on the rising in the Indonesian franchise market is the ineffective enforcement of non-competition covenant. 


Recent example is McDonalds, one of the world’s franchise giants. The US-based franchisor is currently entangled in a long-running public dispute with their former domestic master franchisee. The dispute arised upon the termination of the master franchising cooperation and appointment of sole master franchisee rights to another business group in Indonesia. However, with the knowledge and expertise it gained throughout their period of cooperation, the former Indonesian was able to implement and apply the business system of franchisor independently and thus engage in direct competition with McDonalds by opening a relatively similar type of food establishments. In some countries like the Philippines, the domestic franchisor has even posed as serious competitor for their former foreign franchisors, including 


Sigit Ardianto and Ibrahim Senen
259

the likes of McDonalds.


The fact that there are no regulatory restriction for the franchisee to compete with their former franchisor should also be taken into account by franchisors, notably foreign franchisor, before entering into master franchise arrangement with domestic franchisee.


Legal Issues Related to the Franchise Arrangement
Obligation to Prioritize Local Products and Services
As provided under Government Regulation Number 16/1997, the Franchise  Regulation 2007 also requires a franchisor and a franchisee prioritize the use of local goods and or services, as far as possible. The Franchise Regulation also obliges the franchisor to grant  franchises  to or  obtain  goods  and  services  from  micro-, small-  and medium- size enterprises (MSMEs) in their region. Oddly enough, the Franchise Regulation only requires this insofar as it complies with  the  quality  standards  or  qualifications  determined  by  the franchisor. Such a requirement does not exist under the New York State Franchise Act or the corresponding Regulations. In a business context, why would a franchisor benefit local entrepreneurs?

The requirement to give priority to local products or entrepreneurs obviously is designed to empower the economic growth of the local population. It can be traced back to the spirit of the Indonesian (Foreign) Investment Law.

However, can such a stipulation be effective, given that it is basically  up  to  the  franchisor  whether  it  wants  to  comply  with  this requirement  (i.e.,  by  adjusting  the  quality  standard  or  qualifications)? In the authors’ opinion, it is best left to the market to decide whether local products or entrepreneurs are utilized by a franchise, whether these suppliers or entrepreneurs are SMEs or multinational companies.  The  Government  should  provide  other  methods  of empowerment for local  entrepreneurs/SMEs, rather than imposing obligations that, in the first place, would not be applicable anyway.
Obligation to Provide Guidance
Another obligation imposed by the Franchise Regulation is for a franchisor to provide guidance in the form of training, operat i o n a l  m a n a g e m e n t  d i r e c t i o n ,  m a r k e t i n g ,  a n d  r e s e a r c h  a n d development, for the benefit of the franchisee.
 The government will supervise the fulfillment of this obligation through an annual report which must be submitted by both by the franchisor and 
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franchisee.


Pursuant to Article 24 of the RMT 2008, save for the foreign franchisors, all holders of the Letter of Franchise Business Registration are required to provide the Government an annual report by the latest of 31 March of the subsequent year. Failure to comply with these obligations, i.e. to provide guidance and annual report,  may result in the revocation of the franchisor ’s Letter of Franchise Business Registration.


The obligation of franchisor to provide guidance can also be a powerful arsenal for franchisees to file lawsuits against their franchisors if, for whatever  reason,  their particular franchise does not work out. They  may  claim  for  losses  on  the  grounds  of  lack  of  guidance, whether in the form of unavailability of training, bad marketing strategy,  or  inadequate  research  and  development  provided  to  them, allegedly resulting in their franchise business losing money.


This threat should not be underestimated by franchisors, as Indonesians are getting increasingly aware of their legal rights and the means of access to litigation to pursue their economical interests. This is indicated by the ever-increasing commercial lawsuits filed by individuals.

Although the Franchise Regulation already stipulates a sanction  for  such  violations  (i.e.,  revocation  of  Letter  of  Franchise Business Registration), under Indonesian law, there is room for franchisees to claim under tort or unlawful acts, as governed by Article 1365 of the Indonesian Civil Code (Burgerlijk Wetboek).

Under Article 1365 of the Civil Code, every unlawful act (in this case, failure of a franchisor to comply with the guidance obligation under the Franchise Regulation) that brings loss to another  person (in this case, a franchisee), obliges the person on account of whom such loss arose (in this case, a franchisor) to compensate for that loss. With the level of uncertainty in court decisions, a franchisee may stand a chance of succeeding. Given this probability,  w o u l d  a  p r u d e n t  f r a n c h i s o r  s t i l l  w a n t  t o  p r o c e e d  w i t h  a franchising business in Indonesia?

Burdens Imposed by the Franchise Regulation
The business community has viewed the franchise regulation reform as burdensome. For one, they do not see it as a means of protection. In a way, it does provide a more stringent obligation for the franchisor in terms of disclosure and the requirement to provide the prospectus of the business it offers, which clearly benefits the franchisee. However, there are too many obligations:

(1)
The requirement to submit a franchise prospectus prior to entering into a franchise agreement with every new franchisee;

(2)
The obligation to give priority to local SME products and ser- vices and local entrepreneurs; and
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(3)
The obligation to provide sustainable guidance in the form of training,  operational  management  direction,  marketing,  and research and development to franchisees. In addition, there is the threat of sanction, including penalty of more than US$ 10,000.

Given these obligations and penalties, the obvious question is how does the Franchise Regulation benefit the franchisor? Basically, other than legal certainty, which, as explained above, is still lacking, it does not. One might think that a possible benefit is the protection of intellectual property rights, yet that is already provided for by the prevailing laws and regulations on intellectual property rights, covering nearly every identifiable intellectual property right.

All these reasons lead franchisors to basically avoid being subjected to the requirements of the Franchise Regulation 2007. It can be physically verified that there are still many local (and foreign) franchises  that  are  not  registered  with  the  Ministry  of  Trade.  They normally count on the lack of enforcement of the franchise registration requirements by the Ministry.

The main problem is that a franchise is a purely commercial undertaking. It will not be disclosed to the public or public officials unless:

(1)
It is a well-known entity; or

(2)
The franchise is exposed to the public.

Therefore, it would take quite an effort for the Ministry of Trade to chase down all unregistered franchises in Indonesia.

Licensing as an Alternative for Franchisors
As to a franchisor’s own protection, there is an alternative for evading the requirements of the Franchise Regulation. A franchisor only needs to  avoid being labeled a franchisor (i.e., by not granting franchises). Instead, it can return to the basic form of franchising: licensing.

What is the difference between franchising and licensing? Pursuant to Law Number 14/2001 regarding patents, a license is a permit granted by the patent holder (intellectual property rights holder) to another party, based on an agreement granting the right to enjoy the economical benefit of a patent (intellectual property right), which is granted protection within a certain period and under specific terms. Other laws on intellectual property rights provide similar definitions.

As discussed above, the Franchise Regulation 2007 defines a franchise as the granting of special rights covering a business system with a distinctive characteristic in marketing the goods and/or services. The  definition clearly covers a lot more than intellectual property rights. Therefore, a franchisor can arrange for a scheme 
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involving:

(1)
A license agreement or agreements to permit a franchisee’s use of all the franchisors’ intellectual property rights; and

(2)
A cooperation scheme, to cover assistance on, or sharing of, means for marketing the goods and/or services concerned. Neither  the Franchise Regulation nor any other prevailing laws firmly prevent this.

Conclusion
The enactment and contents of the Franchise Regulation denotes the government’s intention to turn the franchise industry into a more regulated field.  This is done through imposing several obligations for establishing a franchise, which culminated in the required annual reporting which will ensure a continuous supervision. This set of prerequisites should causes a revaluation  of  whether or not to proceed with carrying out a franchising business.

The new obligations imposed on the franchisor would probably draw franchisors and franchisees alike away from being subjected to the Franchise Regulation. These include the somewhat inapplicable obligation to give priority to local entrepreneurs and SMEs as franchisees  or suppliers and also the need to submit the franchise offering prospectus each time a franchisor is marketing its franchise to a new franchisee.

The most serious problem for franchisors is the possibility that franchisees may claim against their franchisors for losses suffered by them due to inadequate guidance from the franchisors. It is therefore understandable that franchisors are seeking alternatives to carry out "franchising" without being imposed with the obligations under the Franchise Regulation.

There are even franchisors that do not pay any attention at all to the Franchise Regulation, and have little fear of the legal consequences of such disregard. 
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