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“Unlock the power of franchising! Franchise Your Business provides an easy-to-understand, well-defined guide for assessing fit and applying franchising to your business.”


—CRAIG DONALDSON, CEO OF AUTHORITY BRANDS


“Franchise Your Business offers the step-by-step, RIGHT way to franchise a business. I have always believed that knowledge is power and with this book, the power and reward of a successful franchise system is at your fingertips!”


—DEBBIE SHWETZ, COFOUNDER OF NOTHING BUNDT CAKES


“For anyone who is thinking about entering the mine field of franchising, Mark’s book is an absolute GPS that I recommend to guide them through it.”


—DON NEWCOMB, D.D.S., FOUNDER OF MCALISTER’S DELI AND COFOUNDER OF NEWK’S EATERY


“Franchise Your Business is the definitive how-to book for anyone trying to expand using other people’s money, written by someone who has helped hundreds of companies do it. It’s a great and highly informative read. Mark helped us successfully franchise our business, and this book will help you too!”


—NICK FRIEDMAN, COFOUNDER AND PRESIDENT OF COLLEGE HUNKS HAULING JUNK


“When I left my corporate life and became an entrepreneur, I discovered an amazing method to growing my business—franchising! Since this discovery, I have created three successful franchise brands with more than 500 units in the US. Franchise Your Business shows you how to use franchising to elevate your business far beyond your wildest dreams.”


—PETER ROSS, CEO AND COFOUNDER OF SENIOR HELPERS


“Mark Siebert gives you a thorough understanding of franchising as an expansion strategy and the steps you need to take to do franchising right! Especially valuable is Mark’s take on the franchisee-franchisor relationship, which is the key to a franchise’s long-term success. Honest and insightful, this book is an absolute must-read for anyone who is exploring alternatives for growing their business.”


—SCOT CRAIN, FORMER VICE PRESIDENT, FRANCHISE RELATIONS OF AUNTIE ANNE’S SOFT PRETZELS


“Franchise Your Business is a solid recounting of the many facets of franchising that we have learned over the years working with Mark. If you are thinking of franchising your business, or have recently started the process, read this comprehensive guide!”


—DAVE PAZGAN, COFOUNDER AND FORMER PRESIDENT OF 101 MOBILITY


“Whether you are trying to grow your business or just looking to get a better understanding of the franchise model, you will certainly come away from this book with a deeper understanding of the power of franchising as a growth engine.”


—PATRICK WALLS, FORMER PRESIDENT OF CAPRIOTTI’S


“Mark Siebert unpacks his wisdom and expertise to guide you through the franchise business model. Anyone interested in learning about the dynamics of franchising will benefit greatly from this book.”


—BRIAN MATTINGLY, PRESIDENT AND FOUNDER OF WELCOMEMAT SERVICES


“This book is an essential read if you are considering franchising as a growth strategy for your business. Mark boils down his 30 years in the business with client examples and secrets for success, sharing key elements for successful franchisee relationships, open communication, and supporting the financial success of the franchisee.”


—SCOTT LEHR, FORMER SENIOR VICE PRESIDENT OF THE INTERNATIONAL FRANCHISE ASSOCIATION


“Franchise Your Business is an invaluable resource for any successful entrepreneur who wants to explore franchising as a growth strategy. This book paints a high-definition picture of franchising that delivers the exact information and insights I spent countless hours trying to find and understand. If you think franchising is a possibility in your future, start here.”


—P. ALLAN YOUNG JR., COFOUNDER OF SHELFGENIE AND OUTBACK GUTTERVAC FRANCHISE SYSTEMS


“Mark Siebert has written the guide for the start-up franchisor or for anyone considering franchising their existing business. We learned a tremendous amount about franchising in working with Mark. Much of that wisdom is imparted in Franchise Your Business. I highly recommend reading this book.”


—JEFF PLATT, COFOUNDER AND FORMER CEO OF SKY ZONE FRANCHISE GROUP


“Franchise Your Business provides a road map for companies and individuals interested in the franchise model. Whether you’re considering franchising or already part of an established franchise brand like ours, this book gives you valuable insight into the world of franchising.”


—MARK DEMIS, FORMER DIRECTOR OF FRANCHISE DEVELOPMENT OF HONEYBAKED HAM


“I would have never been able to develop my commercial cleaning company without growing as a franchise. Mark Siebert’s book, Franchise Your Business, is the realization of years spent helping people structure their franchises and is a must-read for anyone looking to take the next step in growing their business.”


—TIM CONN, COFOUNDER OF IMAGE ONE USA
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Foreword by John Leonesio






FOUNDER OF MASSAGE ENVY


If you have an entrepreneurial spirit like me, my guess is that every time you see a business you look at the model and say to yourself, “How could I make that better?” Or if something is being done extremely well, you think, “How can I incorporate that idea into a business?” Like me, “in every problem or solution, you see an opportunity.”


And, if you are like me, you do not have an off switch. Your career is not about work. It’s about passion and the desire to build something that’s enduring. Something that can also help other people become successful—for many, for the first time in their lives.


The education I got on how to run my first business was priceless, and I never, ever get tired of teaching it to others. My journey, like many entrepreneurs, started with a concept, evolved into a model, and grew into a franchise.


I had been in the health club business for 30-plus years, and I was tired. I was tired of vying with local gyms, mega fitness chains, and all the new concepts to get the consumers’ attention. Tired of constantly striving to be different as the market was getting more and more crowded. In the health clubs we operated, we offered massage therapy as one of our services. I consistently received feedback from our members that if it was more convenient and more affordable, they would get more massages. This stuck in my mind.


I left the health club business in 2000 and began to work on a massage concept that had been in the back of my mind for a long time. With the help of my former massage therapy director and with no clear industry leader, no chains to follow, and no model to replicate, we set out to invent an entire model.


I have always said that I don’t change a product or service, like massage or chiropractic therapy; I just change how it is delivered to the consumer. Ask consumers what they want. And if you can deliver it and make a successful business model out of it, everyone wins.


In early 2002, I opened my first Massage Envy and immediately knew we had found a successful model. With that success, my vision became bigger than just a few locations. Massage Envy was going to change the way that therapeutic massage was delivered around the world. Yes, the world!


But there was a problem. Without the capital needed to grow, my fear was someone would capitalize on our model and be the first to market what we had created to the masses. We already had dozens of clients asking how they could get their own Massage Envy clinic. So I knew that if I wanted to build the brand, I had only one option. That option was to franchise the model … and so it began.


Like everything else I have always done, when venturing into a new business I seek out the best and brightest. I found long ago that they can help shorten my learning curve and help me avoid costly mistakes. I was learning the massage business. But I was honestly clueless about the franchise business.


In 2002, I met Mark Siebert. I had one location, an SBA loan, and only a vague knowledge of franchising. And to be honest, at that point I did not even know if I wanted to franchise my model. It all seemed so overwhelming. Mark and the team he had assembled at the iFranchise Group soon calmed my fears, provided strategic direction, and helped me bridge the knowledge gap. I knew I was in great hands as I transitioned from operator to franchisor in just one year.


In early 2003 we began franchising, and now, 20 years later, I am working on my fourth franchise concept. Combined, these four concepts will generate more than $2 billion in annual sales and have more than 2,000 locations. What a journey!


In this book, Mark shares many of the secrets, strategies, and principles that have been at the core of many successful franchise programs—mine included. If you, like me, are pursuing a dream that involves rapid growth, the lessons in this book will provide you with a road map that can help you achieve that dream. It can also assist in avoiding costly mistakes that, unfortunately, many new franchisors tend to make.


At the same time, Mark cautions business owners to carefully consider whether franchising is the right strategy for them and their business. There are many ways to expand a sound business. Even if a business is a strong candidate for franchising, that does not mean it is the only option. The decision to franchise needs to fit both the business model and the owner’s personal goals, depending on where they want to take the brand.


The early chapters of the book take the reader through the process of understanding the core elements of franchising and issues to consider when evaluating franchising as a growth strategy. As Mark points out, franchising can be used as the sole strategy for growth, or it can be used in conjunction with other growth strategies such as company-owned locations.


A common theme throughout the book is the importance of building strong relationships with franchisees and ensuring that their success remains of paramount importance to you as a franchisor. A good franchisor will be a leader, coach, teacher, and communicator of best practices throughout the franchise system. A good franchisor welcomes franchisee input and, at times, criticism. A good franchisor knows that its franchisees will contribute many of the groundbreaking ideas that will propel the system forward.


Franchising comes with no guarantees. It takes hard work, long hours, good decision making, and, ultimately, the ability to assemble a strong team. And along the way there will be dozens of people who will tell you that you are crazy—that your dream is unachievable and that you should go out and get a job.


Franchising, like entrepreneurship itself, is not for the faint of heart. But if you have a sound concept and the “fire in the belly” that is so common among true entrepreneurs, this book can put you on the right path to building a successful franchise.


—John Leonesio, founder of Massage Envy












Preface






Over the course of my 30-plus years in franchising, I have had the privilege of working with some of the world’s premier franchisors. In the past 20-plus years, the iFranchise Group has received more than 100,000 inquiries from prospective franchisors. Of those, we have met with fewer than 2,000 companies. And of that number, we have worked with perhaps 500 that chose to franchise. Franchising is not an appropriate strategy for every business, and I hope that is one of the lessons this book conveys to its readers.


During my career, I have worked with many of the best and brightest in the franchise world, some of whom I have had the honor of calling my friends and colleagues at the iFranchise Group. Currently, our 30 consultants have more than 800 years of combined experience in franchising—much of which has come in senior roles with major brand-name franchise companies. Our average senior consultant brings more than 25 years of industry-specific expertise to a client’s engagement.


My partner at iFranchise Group, Dave Hood, is the former president of Auntie Anne’s Soft Pretzels, which he helped grow from the ground up to more than 650 units. One of our senior advisors, Leonard Swartz, has led six different franchise brands in senior-level positions—starting as the COO of Dunkin’ Donuts, and later holding senior management positions at Dunhill Staffing Systems, Snelling Staffing Services, Adia Services (now Adecco), PIP Printing, and a franchise division of ITT—and earned a lifetime achievement award from the International Franchise Association (IFA). Another senior consultant, Scott Jewett, grew Line-X from its entry into franchising to its sale to a private equity firm after opening more than 700 franchise units. Barry Falcon, the cofounder of ShelfGenie, has built and sold two franchise companies to private equity concerns. David Omholt, in addition to his decades of franchise sales experience, founded The Entrepreneur Authority, a premier franchise brokerage company. Emi Jöcker, with his experience as both a franchisee and a franchisor, has also helped educate me along the way. And our collective partner at TopFire Media, Matthew Jonas, has helped me transition into the digital world of modern franchise marketing and has, in the process, been responsible for generating tens of thousands of franchise sales leads. To all of them I owe a debt of gratitude.


Some of the other brands in which my consultants have held senior leadership positions include Armstrong World Industries, Banfield Pet Hospitals, Bath Fitter, Chem-Dry, Cinnabon, Concrete Craft, Famous Famiglia, Fuzzy’s Taco Shop, Jenny Craig, Long John Silver’s, McDonald’s, Nutrisystem, Pearle Vision Centers, Pinspiration, Ponderosa and Bonanza Steakhouses, RadioShack, RE/MAX, Rocky Rococo Pizza and Pasta, Saladworks, Schlotzsky’s, ShelfGenie, Snap-on Tools, Snip-its, Subway, Shurgard Storage Centers, Taco Bell, and many others. Between them, our consultants have provided consulting services to more than 40 Fortune 500 companies and to 98 of the world’s top 200 franchisors as rated by Franchise Times magazine.


Judy Janusz, the COO at the iFranchise Group, has been with me from the beginning—and without her steadfast leadership and unwavering commitment to quality, I could never have built this company, let alone found the time to write this book. And I certainly owe a debt of gratitude to Donna Imbery and Tammy McGrath, who helped make this text more readable.


It has been my distinct privilege and honor to learn from these people, and from the many others—clients, consultants, and lawyers alike—who have shared their franchise insight and experience with me over the years. It is my sincere hope that I will be able to impart some small part of the lessons that they have taught me in this book.





Notes for the Reader



In the interest of readability, this book is written to address a general audience of potential franchisors. Some of the discussions will have less relevance to you than they might have to others. The book will also focus on common practices in franchising, although new and innovative approaches should always be taken into consideration and may even be the key to your ultimate success.


Throughout this book, references are primarily to the laws of franchising in the United States. Franchise law, however, varies from country to country, as do laws that touch on franchising, such as trademark and intellectual property laws.


I have attempted to provide a businessperson’s perspective on a significant number of legal issues. In doing so, I have simplified language in an effort to make this text more readable and promote better understanding. I have thus eliminated a certain precision that lawyers might find more attractive. This book is not meant to provide you with anything approaching legal advice.


It is also important to point out that franchising can be found in literally hundreds of different industries. With this in mind, there will be some substantial differences when discussing restaurants, retail operations, B2B service businesses, consumer service businesses, hotels, medical practices, and some of the more esoteric franchises that are arising in today’s market. Some of these businesses will find real estate and site selection to be very important, some will find it less important, and some will be home-based businesses with no real estate needs. Some will call for sophisticated supply channels and inventory management, while others will carry little or no inventory. The metrics for measuring each business will be different. And the support needed to help a franchisee succeed will be very different as well.


Likewise, this book will often speak in generalities. Royalties, for example, are usually a percentage of revenue, but they can be flat fees, a percentage of gross margins, or any of a number of different configurations. The franchisee is responsible for the entire initial investment in most cases, but there are franchise companies like Chick-fil-A in which the franchisor shoulders most of this investment. The fact is that there are few absolutes in franchising, as a franchise ultimately is a reflection of the business decisions made by the franchisor.


Some franchises are home-based businesses that operate largely in a customer’s location, and others have physical locations. Regardless, I will, on occasion, refer to a “franchisee’s facilities” or “operation,” again in a concession to readability.


Please forgive these literary shortcuts.















INTRODUCTIONFranchising: A David Becomes Goliath Story








“Franchising has been the savior of free enterprise in this country. It has given the small businessman a way to survive.”





—ART BARTLETT, FOUNDER, CENTURY 21 REAL ESTATE


In 1954, Ray Kroc was a little down on his luck. At the age of 52, Kroc had sold just about everything in his life and was now selling Multi-mixers—a five-spindle milkshake machine that was losing market share fast to lower-priced competitors. So when he received an order for eight Multi-mixers, he had to find out what was going on.


After a trip to San Bernardino, California, to meet Dick and Mac McDonald and seeing the efficiency of their operation, he knew he was on to something. With visions of selling Multi-mixers to every McDonald’s that would open, Kroc pitched his expansion plan to the brothers and began franchising. Shortly thereafter, Kroc was forced to file for bankruptcy, but even that would not slow him down. He focused on his vision and on franchising.


The McDonald brothers, who were doing quite well with their business, did not share the same vision for a national chain. And so when Kroc made them an offer to buy the rights to the franchise for $2.7 million (so that each would have $1 million after taxes), they jumped at it. And I am fairly sure they danced a little jig when the checks arrived.


Fast-forward a decade.


In 1965, a 17-year-old named Fred DeLuca needed money to fund his education and talked to his family friend, Dr. Peter Buck, at a picnic—perhaps hoping the nuclear physicist might give him a loan. Buck, instead, suggested that DeLuca open a sandwich shop and agreed to invest $1,000 in the venture—which would be called Pete’s Super Submarines. They started by setting a goal: they would get to 34 stores in 10 years—a number they chose because it was the size of a competitor after which they had, in part, patterned their store.


Sales started strong but then started falling until February 1966, when during their weekly meeting, DeLuca told Buck they had sold only seven sandwiches for the entire day. Buck began to sketch out their alternatives. The first alternative he listed was abbreviated simply “LTDATATK.” When DeLuca asked him what it stood for, Buck replied, “Lock the door and throw away the key.” Instead of doing that, however, they decided, perhaps against all reason, to open a second location to show the community how well they were doing. Eventually, they began to make money, and within eight years, they had 16 stores. And while 16 stores certainly made them a successful chain, they realized they weren’t going to get to their goal of 34 stores in 10 years. Rather than lowering their sights, they decided to try to franchise their business, which by now had been rebranded to the name it carries today: Subway.


Fast-forward to the turn of the century.


I first met John Leonesio shortly after a handful of fanatical terrorists had killed nearly 3,000 innocent people, throwing the nation and the economy into shock. Flags were flying in the streets. But on Wall Street—and on Main Street—the economy was flying at half-mast, as the one-two punch that had started with the dotcom bubble bursting was now overshadowed by the fear that these maniacs would strike again. In the immediate aftermath, the Dow Jones Industrial Average plummeted 14.3 percent in a week—then a record number—on top of the losses already sustained from the end of the dotcom bubble. Unemployment jumped from 3.9 percent to 6 percent in a matter of months. And fear was everywhere. The sale of gas masks in some quarters jumped 500 percent overnight as anthrax was found in the postal system. Would our malls be next? A sporting event?


In the face of this market, Leonesio had developed a therapeutic massage concept that was different from those around the country. And despite their economic woes, people loved it. In fact, the economic times may have contributed to his success. At the time, fewer than 15 percent of Americans had ever experienced a therapeutic massage, and Leonesio knew a tremendous opportunity existed in the marketplace.


Using his decades of experience in the health club industry, he had created a new, membership-based model for marketing spa and therapeutic massage services. He first opened the new concept in a strip mall in suburban Phoenix, and now the business was so successful that he was actually turning away new members.


But Leonesio had a dilemma, the same dilemma I have seen dozens of times over the years. People were walking through his newly opened operation with notepads and cameras. And while he tried to keep them out, he knew it wouldn’t be long before the competition jumped into his market.


He knew what would happen next. People would begin knocking off his concept, and if he didn’t move fast, someone else would get the financial rewards for the concept he had developed.


Leonesio was sitting on a gold mine. His concept, he was sure, could be expanded throughout the country and even internationally.


The problem was capital.


To take advantage of the market, Leonesio needed tens of millions of dollars. Bankers weren’t going to lend him the money. He only had a single unit, his concept was too new, and he had limited collateral. He was too small to consider an IPO, of course. Likewise, venture capitalists and private equity investors had no interest in a company his size and would need to see more of a track record. And even if they wanted to invest, Leonesio was unwilling to give up control of the company.


In short, Leonesio found himself in precisely the same dilemma that thousands of entrepreneurs are facing today: How do you expand a great business quickly and with minimal capital? His answer: franchising.


Fast-forward four years.


Leonesio’s company had sold more than 720 franchises, of which some 300 were open. And while he now had a half-dozen competitors, he had rapidly dominated the market by moving quickly into franchising. More important, Leonesio was able to do this without bringing in outside capital. He estimates his total cost of expansion at $300,000—about the cost of opening two more company locations.


In May 2008, Leonesio sold Massage Envy for close to $100 million—a feat that would never have been achievable without the leverage of franchising.


Today, Massage Envy has more than 1,100 locations nationwide that collectively provide more than 1.5 million massages every year. In 2012 it was acquired again by Roark Capital, a private equity firm with investments in more than 60 different franchise companies (some 15 of which I have had the privilege of helping during my career). And Leonesio? He moved on to franchise The Joint Chiropractic—a chiropractic company that as of this writing has about 775 locations in operation. From there, he began working with Amazing Lash Studio (another iFranchise Group client), which has sold 300 locations. And most recently, he worked with Redline Athletics, a youth sports training company that at the time of this writing had more than 50 locations.


And while not every company that turns to franchising will experience this level of success, every year, like clockwork, brand-new success stories emerge to illustrate the power of franchising. In the six years since I wrote the first edition of this book, franchisor clients like Big Blue Swim School, CBD American Shaman, Clean Juice, Freeway Insurance, Fuzzy’s Taco Shop, Hissho Sushi, Mayweather Boxing + Fitness, Nick the Greek, QC Kinetix, Pet Supplies Plus, Pinspiration, Rent-A-Center, Scooter’s Coffee, Topgolf, Wahlburgers, Woofie’s, and others are now emerging as some of the major success stories of the next decade—despite launching in the middle of one of the biggest pandemics in history.


These stories show just how fast a company can grow using franchising. Today, more and more entrepreneurs are finding that franchising has a number of advantages that makes it worth considering. More and more are asking, “Is franchising the answer?”


If you are a business owner who is thinking about franchising, this book will help you answer that question and, in the process, gain a better understanding of franchising as an expansion strategy.


Franchising is not the right choice for everyone. But for those companies for whom franchising is a good match, the explosive growth potential franchising affords is unparalleled in the world of business.


It is worth pointing out that in each of the franchise success stories above, persistence and belief in their vision of what the company could become played a significant role in their ultimate success. I am sure there were plenty of doubters and naysayers along the way. But each of these entrepreneurs persisted in the face of adversity.


Another story serves to illustrate that point. When Harlan Sanders began selling franchises at the age of 65, it was said he spent two years driving around the U.S., often sleeping in the back seat of his beat-up old car, going from restaurant to restaurant trying to sell his recipe for a better fried chicken. On the 1,009th visit, he persuaded Pete Harman in Salt Lake City to open the first Kentucky Fried Chicken in 1952.


I sometimes wonder what the world would look like today if Colonel Sanders had said, “I’ll try this 1,000 times, but if nobody buys it, I will need to move on.”












PART ONEExploring Franchising
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CHAPTER 1What Is Franchising?








“Do … or do not. There is no try.”





—YODA


Everyone knows what a franchise is, right? It’s McDonald’s and Jiffy Lube and Century 21. It’s Subway and Massage Envy and Holiday Inn.


But many people would be surprised to hear that some of the biggest companies in janitorial services are also franchises. The same holds true for carpet cleaning, wood restoration, lawn care, and dozens of other industries. The largest providers of in-home, nonmedical care for senior citizens are franchises. And so are many of the world’s largest hotel brands. There are franchises that specialize in cleaning bathrooms, removing pet waste, urgent-care clinics, and regenerative medicine practices. You name it, and chances are it has been franchised.




How It Works


Generally speaking, a franchisee is someone who pays a franchisor an initial franchise fee, averaging close to $35,000 in today’s market, for the right to operate a business under the franchisor’s name using the franchisor’s business model. The franchisee furnishes all the capital required for opening the business and assumes full financial and operational responsibility for running the business. The franchisee generally will also pay a continuing royalty (usually between 4 and 10 percent of gross sales, or even higher) to the franchisor, and often the franchisee will buy products from the franchisor.


The franchisor, for its part, will allow the franchisee to use its trademark. The franchisor trains the franchisee to run the business according to its standards. The franchisor will generally assist the franchisee during the startup period and will provide ongoing support and assistance to the franchisee in the years thereafter. The level, type, and quality of this ongoing support will often differ, but for many franchisors, it will take the form of advertising assistance, purchasing power, brand maintenance, financial guidance, and ongoing operational support.


Generalities aside, it is important to understand exactly what constitutes a franchise. Most people probably have a good idea of what a franchise is—at least we think we know one when we see one, even if we cannot define it. That said, the term “franchise” has a very specific legal definition within the U.S. and in other countries in which they are regulated.







The Federal Definition


In the U.S., the Federal Trade Commission in FTC Rule 436 (which was amended effective July 1, 2008) defines a franchise as a business relationship that has three essential elements:




	The use of a common name or trademark


	The presence of “significant operating control” or “significant operating assistance”


	A required payment of more than $500 in the first six months of operation by the franchisee (including initial fees, royalties, advertising fees, training fees, or fees for equipment)





The first element of this definition is self-explanatory. It is triggered by the right (not the obligation) to use the name. If a contract is silent on this issue, that alone may be enough to trigger the law. A good rule of thumb is that if you are hoping to avoid franchise laws by eliminating the trademark element of the definition, you should specify in the contract that your licensee is prohibited from using your name.


The “significant control” or “assistance” element of the definition can be triggered by any of at least 18 operational elements. The commentary to the original rule goes into detail here. It states:




Among the significant types of controls over the franchisee’s method of operation are those involving a) site approval for an unestablished business, b) site design or appearance requirements, c) hours of operation, d) production techniques, e) accounting practices, f) personnel policies and practices, g) promotional campaigns requiring franchisee participation or financial contribution, h) restrictions on customers, and i) locations or sales area restrictions.


Among the significant types of promises of assistance to the franchisee’s method of operation are a) formal sales, repair, or business training programs, b) establishing accounting programs, c) furnishing management, marketing, or personnel advice, d) selecting site locations, and e) furnishing a detailed Operations Manual.


In addition to the above listed elements—the presence of any of which would suggest the existence of “significant control or assistance”—the following additional elements will, to a lesser extent, be considered when determining whether “significant” control or assistance is present in a relationship: a) a requirement that a franchisee service or repair a product (except warranty work), b) inventory controls, c) required displays of goods, and d) on-the-job assistance in sales or repairs. (Emphasis added by author.)





The important point to remember is that just one of these elements could trigger the “significant control and assistance” element of the definition.


The FTC makes few exceptions. It does not include trademark controls designed to protect trademark ownership rights. It does not include health or safety restrictions. It does not include product-specific controls that do not extend to the entire business. But for the most part, the commission intends for this law to be interpreted broadly, and franchise lawyers will tell you that this particular element of the definition is probably the easiest to trigger.


The required payment element is interpreted in the same broad light. It is intended to capture any payment of at least $500 during the first six months of the franchisee’s operations. Quoting from the same commentary to the rule:




The Commission’s objective in interpreting the term “required payments” is to capture all sources of revenue which the franchisee must pay to the franchisor or its affiliate for the right to associate with the franchisor and market its goods or services. Often, required payments are not limited to a simple franchise fee, but entail other payments which the franchisee is required to pay to the franchisor or an affiliate, either by contract or by practical necessity. Among the forms of required payments are initial franchise fees as well as those for rent, advertising assistance, required equipment or supplies—including those from third parties where the franchisor or its affiliate receives payment as a result of such purchases—training, security deposits, escrows, deposits, nonrefundable bookkeeping charges, promotional literature, payments for services of persons to be established in business, equipment rental, and continuing royalties on sales.





The one exclusion from the rule involves the sale of inventory at a bona fide wholesale price. Again, quoting from this commentary:




In order to minimize ambiguity in this respect, but consistent with the Commission’s objective that “required payment” capture all sources of hidden franchise fees, the Commission will not construe as required payments any payments made by a person at a bona fide wholesale price for reasonable amounts of merchandise to be used for resale. (Emphasis added by author.)





Thus, if you sell someone goods for resale at a genuine wholesale price and do not take any other fees in the process, you will not trigger this element of the definition. But exercise caution: If you sell them products that are not intended for resale—for example, display merchandise, displays, point-of-purchase material, and other items they would not sell to customers—you may trigger this rule if the price exceeds $500.


In looking at this exclusion, one should note that nowhere in the commentary is there any mention that the franchisor must make a profit on these items to trigger the rule. For many, this element seems an oversight. After all, if they are not making a profit, how can they possibly be a franchisor? But those people would be well-advised to remember that the FTC’s intent in drafting these laws was to protect the person buying a franchise—not the franchisor. And if someone spends money, they are at risk.







What It Means to Be a Franchisor


If a business relationship has the definitional elements of a franchise under the FTC rule, the franchisor must provide the prospective franchisee with a Franchise Disclosure Document (FDD), which makes certain disclosures to the franchisees prior to the sale of a franchise. Along with these disclosure obligations, the franchisor’s sales process is also regulated by this rule.


An FDD must contain 23 specific items of disclosure in a specific format. In addition, the FDD must include all contracts the prospective franchisee must sign (including the franchise agreement and other ancillary legal documents, such as any financing agreement or an area development agreement, for example) and a copy of the franchisor’s audited financial statements. (If you do not have audited financial statements, don’t worry. Almost all new franchisors will create a new corporation and simply disclose the newly audited balance sheet of that corporation to satisfy the requirement.)




No Audit Year One


Under the Franchise Rule, there is a phase-in exception to the audit requirement for companies that qualify as “startup franchisors.” Those companies may provide an unaudited opening balance sheet as long as it is prepared in accordance with generally accepted accounting principles (GAAP) and is reviewed by an accountant who will provide an accountant’s consent letter. They may then phase in their audited financial statements over the next three years. But keep in mind that not all registration states will honor this phase-in exception, so be sure to check the law in your state.





You must then follow a fairly simple set of rules governing the sale of franchises, including:




	
[image: ] You must present the FDD to the prospective franchisee at least 14 days prior to the sale of the franchise (not counting the day you present the FDD or the day on which the contract is signed), or within a reasonable time upon request of the prospective franchisee.


	
[image: ] You must provide the prospective franchisee with a fully completed franchise agreement at least 7 days prior to the sale of a franchise. (This time can run concurrently with the 14 days discussed above if the agreement is filled out.)


	
[image: ] You must limit what you say on certain matters (financial performance representations, etc.) to only what you have included in your FDD. If you choose not to do a financial performance representation (previously called an earnings claim), you cannot provide the prospect with any information on sales or earnings. And while you can provide them with information on expenses, you cannot do so in a format that would allow them to calculate sales or earnings—so percentages of revenues are not allowed. You must treat all similarly situated prospects in the same way—so the material terms of the agreement cannot be negotiated unless you are willing to enter into those same negotiations with all similarly situated franchisees and fully disclose both your willingness to negotiate and the range within which you will negotiate (which, of course, is negotiating suicide).





While there are other compliance and documentation issues you will need to be aware of, the process is fairly simple.


We will deal more with the legal aspects of franchising and presale disclosure in Chapter 7.







Further Complications: State Definitions


This is all made more fun by the fact that, at present, 23 states currently regulate either franchises or business opportunities and there are additional states that have relationship laws that could impact you as a franchisor. These state laws come in a variety of flavors.


There are 14 states that have franchise registration laws, in which you must go through a formal registration and review process with various state agencies to sell franchises in that state (see Appendix). These states may require changes to your FDD based on their specific concerns. While almost all states allow you to enforce noncompetition language, California, for example, will not register an FDD that contains it. And, of course, those changes must be disclosed to any prospective franchisee in that state (usually through a state-specific addendum to the contract). There are an additional 9 states that have business opportunity laws that require any business opportunity (including but not limited to franchises) to file its legal documents with the state to be approved to sell franchises in that state. And there are franchise relationship laws governing what can and cannot be done in a franchise relationship within a particular state.


To complicate things even further, there are a slew of various exemptions to these state laws as well. For example, in certain states, franchisors are exempt from business opportunity laws if they will grant the right to operate under a registered trademark. In some states, there are exemptions for large franchisors, based on net worth and number of operating franchises.


Of course, many of these states have their own definition of just what constitutes a franchise under their laws.


For many, the legal definition involves: a) the use of the trademark, b) a community of interest or a common marketing plan, and c) the payment of a fee. But in some states (like New York), you can trigger franchise laws even without allowing someone to use your trademark. In others, like Illinois, the triggering element for the required payment is not $500 in the first six months of operation, but $500 throughout the lifetime of the relationship. Moreover, the disclosure exemptions that are recognized at the federal level may not be recognized at the state level as exemptions to registration or filing.


The list of complexities goes on and on. Eight of these states require you to submit your franchise advertising for approval before you use it. Moreover, the situations that trigger the need to register or file your documents will vary from state to state. These include:




	
[image: ] If the franchisor is physically located in that state


	
[image: ] If the franchisor is incorporated in that state


	
[image: ] If the franchisee is a resident of that state


	
[image: ] If the franchisee’s territory will include territory in that state


	
[image: ] If the discussion of the sale of the franchise takes place in that state





And, of course, it is worth mentioning that these laws are constantly changing; by the time you read this, the definitions or exemptions above may already be out of date. If you are exploring franchising as an expansion vehicle, it is important to retain an experienced franchise attorney who deals with these issues on a daily basis. Your franchise attorney will help keep you on the right track and make navigating the franchise laws seem much less complex. But before you find an attorney, understand the business issues to be sure that franchising is right for you.


The key point to take away from this section is that in these states, you must comply with both the state and federal laws.


We will go into the state and federal franchise laws in more detail in Chapter 7. But for now, we will focus on the federal definition, which we will use throughout this book.


THE BOTTOM LINE







If It Looks Like a Duck …


Differentiating between a franchise and any other form of third-party distribution is relatively easy. Look for the three definitional elements:




	The franchisee uses your name.


	The franchisee uses your systems of operations.


	The franchisee pays you fees.





If all three are present, it probably is a franchise. If they are not, they probably are not.















CHAPTER 2Advantages and Disadvantages of Franchising








“I think a dream is just a suggestion to start something out, do something.”





—COLONEL HARLAN SANDERS, FOUNDER, KENTUCKY FRIED CHICKEN


The primary advantages for most companies entering the realm of franchising are capital, speed of growth, motivated management, and risk reduction—but there are many others as well. We often see companies that choose to franchise for a variety of other reasons.


Some business owners choose to franchise because they want to create opportunities for their heirs. Some want to provide additional opportunities to their employees. Some want to build a legacy that will last beyond their lifetime. Some do it purely out of opportunism, because someone has come to them asking to buy a franchise (while it does not happen often, it does happen). And some simply enjoy the challenge of building a business.


Of course, none of those reasons are wrong. Ultimately, your business should be designed to do one thing: to meet your goals (and the goals of your shareholders, if you have them).


And yes, there are disadvantages as well. We’ll discuss those later in the chapter.


So ultimately, any decision you make on franchising your business should start with your goals and take both the advantages and disadvantages into account.




The Advantages of Franchising




Capital


The most common barrier to expansion faced by today’s small businesses is lack of access to capital. Even before the credit-tightening of 2008-2009 and the “new normal” that ensued, entrepreneurs often found that their growth goals outstripped their ability to fund them.


When thinking about financing the growth of company-owned locations, entrepreneurs have typical choices for capital formation: debt or equity. Debt can come from a variety of sources, ranging from banks, leasing companies, friends, relatives, and angels. Even credit cards have provided nervy entrepreneurs the capital they have needed to grow their business—at substantial cost and risk, I hasten to add.


Anyone who has been to a bank recently knows how difficult it is to secure a loan for a new business venture. Unlike the “go-go” days of the 1980s, when banks would often lend a company several times its net worth on little more than a cursory review, banks today are often reluctant to lend even in situations in which they are fully secured. It is tougher than ever for most entrepreneurs to obtain the expansion capital they need from a bank.


Even if an entrepreneur could get the needed capital, one needs only to look at the effects of the Great Recession or the more recent pandemic to fully understand the risks associated with heavy borrowing. Many otherwise profitable companies went under because they could not withstand the debt load they were carrying in a down market. When sales and profits decline, debt service that was once manageable can quickly become impossible to meet without government intervention.


As an alternative to borrowing, expansion-minded businesses can look to equity markets for growth capital. Equity financing at its simplest involves selling a portion of your company to investors. The influx of capital can go to you personally or can be invested back into the growth of the company. In either case, if you choose to go the equity route, you will lose absolute control of your company.


Again, the first problem is availability. Entrepreneurs usually start by turning to the most obvious sources of equity capital—friends, relatives, business partners, and sometimes suppliers. But these sources of funds are quickly exhausted and the process can put stress on personal relationships.


At this point, some entrepreneurs will turn to the professional investment community to raise capital. Here, too, the first problem they are likely to face is that of availability. Venture capitalists may fund only one business plan out of every 100 or more that they receive. The issues of cost and control are important as well, because while venture capitalists generally do not collect interest, they usually value your company in such a way that provides them a minimum 35 percent annualized ROI. And while most venture capitalists want you to run the company, that will quickly change if you do not make your projections.


Franchising, as an alternative form of capital acquisition, offers some advantages. The primary reason most entrepreneurs turn to franchising is that it allows them to expand without the risk of debt or the cost of equity. First, since the franchisee provides all the capital required to open and operate a unit, it allows companies to grow using the resources of others. By using other people’s money, the franchisor can grow largely unfettered by debt.


Moreover, since the franchisee—not the franchisor—signs the lease and commits to various contracts, franchising allows for expansion with virtually no contingent liability, thus greatly reducing the risk to the franchisor. This means that as a franchisor, not only do you need far less capital with which to expand, your risk is largely limited to the capital you invest in developing your franchise company—an amount that is often less than the cost of opening one additional company-owned location.







Motivated Management


Another stumbling block facing many entrepreneurs wanting to expand is finding and retaining good unit managers. All too often, a business owner spends months looking for and training a new manager, only to see them leave or, worse yet, get hired away by a competitor. And hired managers are only employees who may or may not have a genuine commitment to their jobs, which makes supervising their work from a distance a challenge.


Hiring and retaining quality managers has become even more of an issue since the onset of the Great Resignation in 2021, in which a combination of high job demand, health concerns, Covid-induced changes in work conditions, and workers’ demand for schedule flexibility and better work-life balance caused the rate at which American workers were quitting their jobs to soar – especially among Millennials and Gen Zers. (The good news is that more and more of those who are resigning are turning to self-employment—and in some cases franchising—in the process.)


But franchising allows the business owner to overcome these problems by substituting an owner for the manager. No one is more motivated than someone who is materially invested in the success of the operation. Your franchisee will be an owner—often with their life’s savings invested in the business. And their compensation will come largely in the form of profits.


The combination of these factors can have several positive effects on unit level performance.




	
[image: ] Long-term commitment. Since the franchisee is invested, they will find it difficult to walk away from their business. If their franchise is going through a rough patch that might cause you to close a company-owned unit, chances are the franchisee will tighten their belt (by working more hours, by using family members as a workforce, by taking a lower salary, etc.) or reinvest in the business, allowing units to stay open through tough times.


	
[image: ] Better-quality management. As a long-term “manager,” your franchisee will continue to learn about the business. When a manager walks out the door, you find yourself needing to replace that knowledge. But a franchisee is less likely to walk and more likely to gain institutional knowledge of your business that will make them a better operator as they spend years, maybe decades, of their life in the business. In fact, some franchisors are seeing second- and even third-generation franchisees as a franchise is passed down from parent to child. Moreover, the average franchisee (who may be a displaced senior executive) tends to be a cut above the average manager (who may be a younger worker looking to learn on the job).


	
[image: ] Improved operational quality. While there are no specific studies that measure this variable, franchise operators typically take the pride of ownership very seriously. They will keep their locations cleaner and train their employees better. This was driven home to me some years ago when I worked on a study on the impact of franchising for Texaco in the United Kingdom. The company wanted to test the impact of franchising on financial performance and operational quality. So they identified 10 locations and 10 directly comparable “sister sites” to act as a control group. They then sold the 10 locations as franchises and compared their before-and-after performance to these sister sites. As expected, we saw an improvement in sales in the franchised stores—both at the gasoline pump and in the convenience store itself. But equally interesting, consumer surveys showed a dramatic improvement in terms of overall unit operations, including unit cleanliness, helpfulness of staff, and overall service levels.


	
[image: ] Innovation. Franchisees, because they have a stake in the success of their business, are always looking for opportunities to improve their business—a trait most managers do not share. While franchisees are not allowed to experiment on product introductions without the approval of the franchisor, their ideas can help drive the business forward. For example, at McDonald’s, franchisees invented the Filet-O-Fish, the Big Mac, the Egg McMuffin, the Happy Meal, the McChicken sandwich, and even Ronald McDonald. Ray Kroc, on the other hand, famously introduced the Hula Burger to the McDonald’s menu in 1962. A meatless burger made with a slice of grilled pineapple and American cheese, Kroc was so certain that it would be a hit that he bet grill operator Fred Turner a new suit that the Hula Burger would outsell the Filet-O-Fish when McDonald’s did a head-to-head product-introduction test. When the tally was final, the Filet-O-Fish sold 350, the Hula Burger sold 6, and Fred Turner (who ultimately went on to become the CEO of McDonald’s) got a new suit. The Hula Burger story, perhaps as much as any story in franchising, serves to illustrate the importance of listening to your franchisees.


	
[image: ] Franchisees typically out-manage managers. Franchisees will also keep a sharper eye on the expense side of the equation. If it is a slow day, a manager might play cards (or, today, a game on their phone) with an employee to kill time. A franchisee, on the other hand, will send that same employee home. In fact, labor costs are generally managed much better in a franchise. Franchisees keep a closer eye on theft (by both employees and customers), so shrinkage is generally reduced. And depending on the nature of the business, other line item expenses may also be reduced.


	
[image: ] Franchisees typically outperform managers. Over the years, both studies and anecdotal information have confirmed that franchisees will outperform managers when it comes to revenue generation. Based on our experience, this performance improvement can be significant—often in the range of 10 to 30 percent. Franchisees are very intent on running their operation professionally—especially on the sales side. They always focus on the add-on sale. While a manager may be reluctant to fire a friend who is not selling up to standards (after all, it is not their money), a franchisee has no such hesitation. And a franchisee, who lives and breathes this business, constantly promotes it in the local community.





Decades ago, I was involved in the transition of Sterling Optical into franchising. The company had recently undergone a leveraged buyout and planned to pay down the debt they had accumulated by selling off some of their 200 operating units as franchises. In the planning process, we realized the easiest way to sell the units off would be to sell them to existing store managers—in fact, we devised a very aggressive internal financing vehicle to accomplish that by letting managers buy units for only 5 percent down. (We later bundled these notes together after we had “aged” the paper for about six months and sold them off to Sanwa Business Credit.)


After selling about 66 locations to franchisees, we had the basis for a wonderful experiment. We had the exact same stores: same locations, traffic, parking, signage, layout, inventory, décor, and staff. Nothing had changed. The only difference was that one day the manager was a manager, and the next day the manager was a franchisee. You can probably guess what happened. While sales at the corporate stores remained relatively flat, sales at these stores increased 32 percent! That is the power of motivated management.







Speed of Growth


Every entrepreneur I have ever met who has developed something truly innovative has the same recurring nightmare: that someone else will beat them to the market with their own concept. And often these fears are based on reality. In the old days, we would hear stories of people with cameras and notepads sitting in stores blatantly preparing to copy the hard work and ingenuity that went into making that business a success. Today, it is virtually impossible to distinguish your future competitor from a customer taking photos to post on social media. And even if the photos are taken with the best intentions, if they go viral, people around the world can knock off your idea without so much as a store visit. Today’s entrepreneurs realize that even if they had all the capital they needed to expand, they would probably be unable to do so as fast as they needed to in order to get ahead of their competitors.


The problem is that opening a single additional unit takes time. Depending on the nature of the business, you may need to hunt for appropriate sites, negotiate leases, arrange for the design and build-out, secure financing, hire and train staff, research local competitors, set pricing, arrange supply channels, purchase equipment and inventory, advertise, and then pray a little. Even if capital was not an issue, the number of units you can open in any given time is limited.


For entrepreneurs, franchising may be the only way to ensure that they capture a market leadership position before competitors encroach on their space, because the franchisee performs most of these tasks. The franchisor provides the guidance, of course, but the franchisee does the legwork. Franchising not only allows the franchisor financial leverage, but also allows it to leverage human resources as well. Franchising allows companies to compete with much larger businesses so they can saturate markets before potential competitors can respond.








Staffing Leverage



Moreover, franchising allows the franchisor to function effectively with a much leaner organization. Since franchisees will assume many of the responsibilities otherwise shouldered by the corporate home office, franchisors can leverage these efforts to reduce overall staffing. While franchisors will typically have a marketing department, for example, the franchisees will generally coordinate all local advertising. The same holds true for human resources—since the franchisee does all the unit-level hiring, this department is typically far smaller in a franchise organization. For the most part, you can go right down the line of administrative functions—finance, accounting, legal, real estate, etc.—and pretty much assume they would either be more lightly staffed or their functionality would be outsourced within a franchise organization.


Even areas like field support tend to offer the franchisor staffing advantages. In a corporate environment, the field support function will have responsibility for managerial-level hiring and training, and it will be more deeply involved in daily operations. An area manager might typically be responsible for overseeing five or six corporate locations. In a franchise organization, because the franchisee is usually in place for the long term, these functions are replaced with more of an emphasis on business planning, financial analysis, and key performance indicators. While this will differ from industry to industry, a field support person in a franchise organization might service up to five times as many operating units. And if the field staff is dealing with multi-unit operators (who will have their own field staff), a single field support person for the franchisor might be responsible for a much larger number of operating units.


The combined result is that the overall staffing in a franchise organization will allow the franchisor significant leverage. And again, while these numbers will vary substantially—based on the industry, the type of franchisee targeted, the franchisor’s philosophy, the age of the franchisor, etc.—a top-performing franchise organization may have one person on staff for every 11 operating units or so. So a franchisor with 100 units in operation might have only 9 people on staff.








Ease of Supervision



From a managerial point of view, franchising provides other advantages as well. For one, the franchisor is not responsible for the day-to-day management of the individual franchise units. Moreover, since a franchisor’s income is typically based on franchisees’ gross sales, not profitability, monitoring unit-level expenses becomes much less cumbersome.


At a micro level, this means that if a shift leader or crew member calls in sick in the middle of the night, they are calling your franchisee—not you—to let them know. And it is the franchisee’s responsibility to find a replacement or cover their shift. Again, from your perspective, if they choose to pay salaries that are not in line with the marketplace, employ their friends and relatives, or spend money on unnecessary or frivolous purchases, it will not impact your financial returns.


Of course, the best franchisors will want to focus on the brand and on franchisee performance. If any of the franchisees’ actions impact the brand, you will need to deal with it swiftly and sternly. Likewise, if a franchisee’s financial performance is leading to a degradation of potential unit financial performance, that should also be a concern—both from the standpoint of royalty generation and franchisee longevity.


As I will emphasize repeatedly throughout this book, franchisee satisfaction and success are the key to your long-term success as a franchisor. That said, your responsibility is to protect the brand and provide your franchisee with effective coaching on how to improve their financial performance. It is not your job to implement any necessary changes, and, aside from those changes impacting the brand, it is not your responsibility.


By eliminating this responsibility, franchising allows you to direct your efforts toward improving the big picture. Instead of focusing on mundane day-to-day activities, your job as a franchisor is to focus on strategy—both at the micro level (improving unit-level performance) and at the franchisor level.







Increased Profitability


This staffing leverage and ease of supervision allows franchise organizations to run in a highly profitable manner. Since franchisors can depend on their franchisees to undertake site selection, lease negotiation, local marketing, hiring, training, accounting, payroll, and other human resources functions (just to name a few), the franchisor’s organization is typically much leaner and often leverages off the organization that is already in place to support company operations. So the net result is that a franchise organization can be much more profitable.


Unfortunately, it is difficult to quantify or prove this contention. Since most franchise companies are privately held, they often choose to minimize the bottom line and minimize their tax burden. Since they often do not maintain their income statements using a consistent chart of accounts, it is difficult to aggregate data across different franchise networks. And since their non-franchise small-business brethren have the same issues and do not need to make their financials public, a direct comparison is impossible.


This much we do know: a 2002 Financial Benchmarking Study (published in 2004) prepared by Business Resource Services for the International Franchise Association (IFA) Educational Foundation and a study of 2000 data (prepared by Profit Planning Group and published in 2001) for the IFA showed top quartile franchisors put an average of 40 and 45.6 percent to the bottom line in 2001 and 2002 respectively. I would be the first to note that there was limited statistical validity to these numbers at the time they were produced, and they are now more than two decades old. But that said, how many industries can you think of where net incomes in this range are even possible?







Improved Valuations


The combination of faster growth, increased profitability, and increased organizational leverage helps account for the fact that franchisors are often valued at a higher multiple than other businesses. So when it comes time to sell your business, the fact that you are a successful franchisor that has established a scalable growth model could certainly be an advantage.


Since franchisors can be found in dozens of different industries, it is difficult to conduct this analysis across the spectrum of private industry. But one relatively easy method is to compare publicly traded franchisors to publicly traded companies.


When the iFranchise Group compared the valuation of the S&P 500 vs. the franchisors tracked in Franchise Times magazine in 2012, for example, the average price/earnings ratio of franchise companies was 26.5, while the average P/E ratio of the S&P 500 was 16.7. This represents a staggering 59 percent premium to the S&P. Moreover, more than two-thirds of the franchisors surveyed beat the S&P ratio.


These numbers are even more astounding when you track the performance of franchise companies over time. In 2000, the Rosenberg International Franchise Center compiled an index of 50 publicly traded franchise companies and began tracking their performance over time. When comparing the Rosenberg Center Franchise 50 Index to the S&P 500 Index, they found that between 2000 and 2022, the Franchise Index provided a return of 379.7 percent, as compared to the more moderate return of 175.3 percent provided by the S&P 500 Index.


This holds true in the private equity (PE) world as well. Alicia Miller, a managing director of the Catalyst Insight Group, said that the franchise sector reported more than 100 M&A transactions between the middle of 2020 and 2022, with very aggressive deal prices. And we at the iFranchise Group have seen a number of our clients selling in the PE markets recently, with P/E ratios between 15 and 20—and, in one case, we heard of one well-known brand commanding 25 times its earnings. Those numbers are, quite frankly, staggering for anything outside the public marketplace.


So the premium commanded by franchise companies appears to be a long-term and sustainable trend. From an investor’s point of view, of course, it is relatively easy to understand. Franchising allows for much faster growth without an influx of additional capital. Franchise companies can thus grow without incurring cumbersome debt—providing leverage without the associated risk.


When it comes to strategic sales, this leverage is even more important. In a strategic sale, the buyer typically gains an additional advantage from the sale because the franchise channel also provides the buyer with a distribution channel for their products. In the franchise world, not only can the strategic buyer acquire a distribution channel, but each time they sell a franchise, they can also get an otherwise independent business in which they have no investment to commit to a supply relationship that can, in essence, last decades.







Penetration of Secondary and Tertiary Markets


This ability for franchisees to improve unit-level financial performance has some weighty implications. Remember, a typical franchisee will not only be able to generate higher revenues than a manager in a similar location, but will also keep a closer eye on expenses. Moreover, since the franchisee will likely have a different cost structure than you do as a franchisor (they may pay lower salaries, may not provide the same benefits packages, etc.), they can often operate a unit more profitably even after accounting for the royalties they must pay you.


As a franchisor, this can give you the flexibility to consider markets in which corporate returns might be marginal. Of course, you never want to consider a market you do not feel provides the franchisee with a strong likelihood of success. But if your strategy involves developing corporate units in addition to franchising, you will likely find your limited capital development budget will not allow you to open as many locations as you would like. Franchisees, on the other hand, could open and operate successfully in markets that are not high on your priority list for development.







Reduced Risk


Finally, by its very nature, franchising also reduces risk for the franchisor. Unless you choose to structure it differently (and few do), the franchisee has all the responsibility for the investment in the franchise operation. They pay for any build-out, purchase any inventory, hire any employees, and take responsibility for any working capital needed to establish the business.


Not only is the franchisee responsible for these investments, but generally it is also the franchisee who executes leases for equipment, autos, and the physical location. The franchisee has the liability for what happens within the unit itself, so you are largely out from under any liability for employee litigation (e.g., sexual harassment, age discrimination, EEOC), consumer litigation (the hot coffee spilled in your customer’s lap), or accidents that occur in your franchise (slip-and-fall, workers’ comp, etc.). The issue of vicarious liability will be discussed in more detail in Chapter 7; a well-constructed franchise should largely allow you to avoid these risks.


Moreover, it is very likely that your attorney and other advisors will suggest you create a new legal entity to act as the franchisor. This will further limit your exposure. And since the cost of becoming a franchisor is often less than the cost of opening one more location (or entering one more market), your startup risk is greatly reduced.


The combination of these factors provides you with substantially reduced risk. Franchisors can grow to hundreds or even thousands of units with limited investment and without spending any of their own capital on unit expansion.


The bankruptcy of Bennigan’s in 2008 makes an interesting case. At the time of its bankruptcy, Bennigan’s boasted 150 corporate restaurants and 138 franchise locations. When consumers began tightening their belts early in the Great Recession (2007-2009), the losses Bennigan’s was incurring in the company locations were simply too great to cover the overhead necessary to support the company. And while Bennigan’s had to close their 150 corporate restaurants during the bankruptcy, their franchisees hunkered down. While some of these franchisees failed, most continued to operate—sending royalties to the franchisor. Within months, a new parent company bought the franchise and began repositioning it for growth, with plans to open 50 to 60 new franchises in locations that were previously company-owned. While no one can say for certain, one can speculate that had the majority of units been owned by franchisees, a leaner franchise organization that generated royalties from these franchisees might have stood a much better chance of survival.










The Disadvantages of Franchising


Of course, franchising is not without its drawbacks. Like any other form of business expansion, it comes with certain disadvantages that should be considered when deciding on a growth strategy.




Per-Unit Contribution


As a franchisor, you will not profit from every dollar that goes to the franchisee’s bottom line. The revenue you generate from each franchisee will be a fraction of what you might otherwise achieve if you owned and operated the franchise unit yourself.


If you were to open a company-owned location, you would be entitled to 100 percent of the profits from that unit (and, of course, would be responsible for 100 percent of the losses). As a franchisor, your revenues instead come from some combination of royalties, product sales, rebates, advertising assessments, and other fees.


As a franchisor, you might need to sell four to five franchises or more to realize the same financial gain as you would with just one company-owned operation—assuming, of course, that it was profitable. And while your ROI will be immeasurably higher through franchising, you will have the potential for higher total dollar returns if you grow through a company-owned-and-operated channel if you can achieve market saturation without significantly taxing your resources.







The Specter of Litigation


At least once a month, someone tells me they are worried about franchising not for business reasons, but because they are afraid of litigation.


They have all heard the horror stories: McDonald’s hit with a multimillion-dollar lawsuit because its coffee was too hot. Franchisees suing franchisors. The Big Bad Wolf is outside the door, in the form of a franchisee attorney, huffing and puffing and threatening to blow your house down.


And it can be scary. Litigation is a fact of life in America, and ignoring that is the business equivalent of building a straw house—good shelter, but not in the long run.


That said, litigation is much less of an issue in franchising than most people imagine it is. A franchisor’s contractual liability is largely limited to the commitments you make in your franchise agreement. And if you know what you are doing, your franchise agreement will be written by an attorney who is an expert at limiting that liability. The fact of the matter is that most franchise agreements are decidedly one-sided in favor of the franchisor, making successful litigation very difficult for franchisees.


Let me tell you another story. My business partner at the iFranchise Group, Dave Hood, is the former president of Auntie Anne’s. Over a decade or so, he helped grow that company from six to more than 650 locations in the U.S. and another 100 locations internationally. In that time, Auntie Anne’s had just one franchise lawsuit—initiated when a franchisee opened a competing location in the Mall of America.


In 2000, Dave moved on and became my partner at the iFranchise Group. Auntie Anne’s continued to grow under new leadership. When it was sold to Roark Capital in 2009, they had grown to more than 1,200 locations. And at that time (and I expect this is still true today), they benefited from excellent franchisee relations and have avoided franchisee-initiated litigation for almost three decades at the time of this writing.


The risks of litigation are, in fact, much lower than one would expect, but the headlines make it seem much more prevalent than it is. In fact, the 2004 Litigation Report, a study of franchise disclosure documents by FRANdata, a franchise industry data company, indicated that only 26 percent of franchisors reported any litigation. And since some of these franchisors were required to report minor legal problems or litigation that had nothing to do with their franchise contracts, it is fair to say that the threat of litigation from franchisees may be much lower than perceived.


In making the decision to franchise, you should understand that there are legal risks. And while these risks can be minimized, they can never be entirely avoided. In America, anyone can sue anyone for virtually anything. That is just the nature of our legal system. And the more contractual relationships you enter, the more exposure you will have. Period.


At the same time, you also need to understand that there are increased risks of litigation associated with whatever form of business expansion you choose. So by avoiding franchising, you are not avoiding litigation risk; you are simply shifting it elsewhere—unless, of course, you choose not to expand at all.


Compare the risk of litigation with the risks posed by company-owned expansion, for example. If, instead of franchising, you were to open an equal number of company operations, you would avoid the contractual liability associated with franchising. But that would be replaced by different litigation exposure:




	
[image: ] As a franchisor, you largely avoid the “slip and fall” liability associated with accidents that happen in a franchisee’s place of business. If you open another company-owned facility, that responsibility rests with the business owner—you.


	
[image: ] As a franchisor, you will avoid most of the potential “employment liability” associated with company-owned operations (sexual harassment, wrongful termination, etc.). Of course, if you open another company location, that liability falls on you.


	
[image: ] As a franchisor, you are not responsible for on-the-job injuries. The responsibility for proper conduct and workplace safety is shifted to your franchisee. Open a company location, and that responsibility is yours.


	
[image: ] As a franchisor, you also avoid several areas of peripheral contractual liability. Your franchisee signs the leases for their property and equipment. Your franchisee signs their loans and contracts. Your franchisee is responsible for their tax liability. Again, if you open corporate operations, those potential areas of liability fall to you.





The bottom line is that as long as you are careful that your franchise relationship qualifies as an independent contractor and you have not created an “agency” role or been negligent as a franchisor, your franchisee has the responsibility for virtually everything that happens at their location.




Best Figures Available


While the 2004 Litigation Report is admittedly out of date, it is the only definitive study on the subject we know of, and we expect an analysis conducted today would show similar findings.





Finally, there are things you can do to minimize (and insure) that risk that we will discuss in Chapter 7.







The Issue of Control


Another possible issue with franchising is the notion that you do not have the necessary level of control over operations to maintain high levels of quality.


As a franchisor, it is fair to point out that you will not have the same level of control over day-to-day operations as you would in a company-owned facility. You are not responsible for hiring, training, disciplining, scheduling, compensating, monitoring, or terminating employees. In virtually every franchise, the franchisee makes the final decision on where to locate the business and which contractors to use for build-out. The franchisee enters into contracts, and although you may specify some suppliers, many suppliers are likely local and discretionary. The franchisee typically makes most decisions in regard to pricing their services, too.


So with the franchisee making the day-to-day decisions, you may naturally have some fear associated with this loss of control.


Moreover, with company operations, you can hire and fire at your own discretion. In most states and with most employees, you can terminate at will, allowing you to make changes swiftly. But when it comes to terminating a franchisee, you will not have that same level of discretion.


That is not to say that you cannot terminate a franchisee. You can.


So let’s talk a little about “the hammer.”


When it comes to terminating a franchisee, you will need to show cause, which will amount to some type of violation of the franchise agreement. Moreover, many of the causes that could trigger a franchisee’s termination may need to provide the franchisee with an opportunity to “cure” the contract default. So, for example, if you were to walk into a dirty company store, you could fire the manager. If that same store was owned by a franchisee, you might need to send a default letter that would allow them a certain period of time to cure the default (in this case, clean up the store). Of course, some more serious violations of your contract are not curable and can lead to immediate termination.


Generally speaking, any violation of the franchise agreement will be deemed a curable default unless it is specifically listed as incurable. And the time the franchisee will have to cure the default will vary based on the nature of the violation.


Some examples of incurable contract default provisions might include (this is not necessarily a comprehensive list):




	
[image: ] Misrepresentations made by the franchisee in the application process


	
[image: ] Falsification of financial data or reporting


	
[image: ] Failure to open a location within a required time frame


	
[image: ] Improper use or disclosure of your confidential information or trademark


	
[image: ] Violations of health or safety standards


	
[image: ] Insolvency


	
[image: ] Felony convictions


	
[image: ] Failure to cure any default (within a specified period of time) that reflects poorly on the trademark of the franchisor


	
[image: ] Multiple defaults of contract provisions within the franchise agreement


	
[image: ] Repeated failing scores (defined by you) on compliance checklists





So, for example, if a franchisee needed a business license to operate, any franchisee who did not have the appropriate license would be in default. They might be given 14 days to cure that violation; failing to obtain the license would be a incurable default that could subject them to termination.


If a franchisee were to receive a failing score on your compliance checklist, you would send them a default letter that would spell out the problem and give them a period of time to cure the default. If they passed your compliance checklist in your subsequent compliance visit, but failed to pass at a later time, they would go through that same process again—even if the issues that caused the problem were different. But this time, your default letter might specify that a third failure of the compliance audit within a certain period of time would lead to termination.


So, as a franchisor, you will not have the same rights to terminate that you would in a company-owned-and-operated scenario. If you want to terminate a franchisee who is a consistent challenge to work with, you will not have that ability as long as they are in compliance with their contract. But you can control quality.


Remember too, that while the process for terminating a franchisee is more cumbersome, the threat of termination is much more meaningful to a franchisee (who might lose their life’s savings) than it would be to a manager, who may have been planning to leave in any event.


And it is once again important to remember that your main tool in controlling a franchisee is their motivation to succeed. Franchisees are highly motivated and take pride in ownership; that is difficult to instill in someone without a deep investment. Often, franchisees will run a tighter ship and serve their customers better than their nonfranchisee counterparts. Franchisees are often lifers—staying with their franchisors sometimes for generations. So instead of having to constantly train and retrain employees and hope for the best, franchisees develop a depth of knowledge and experience that is virtually impossible to replicate in a company-owned operation.


The bottom line is that consumers vote with their dollars. And the fact that franchise units generally outperform company operations is a strong indicator that quality levels in franchise locations generally exceed those of their company-owned counterparts.







The Investment in Franchising


Finally, let’s not forget that while franchising is often a lower-cost means of expanding a business, it is not a no-cost means of expansion. Starting a new franchise company will require the prospective franchisor to invest in several areas.


As a new franchisor, you may need to anticipate costs (in terms of time and capital) in a number of areas:




	
[image: ] Creating your business plan and financial analysis


	
[image: ] Developing appropriate legal documents


	
[image: ] Developing a franchise operations manual and other quality control documents, systems, and processes


	
[image: ] Creating marketing plans and collateral materials


	
[image: ] Creating a specific franchise opportunities website


	
[image: ] Training your people on the franchise process


	
[image: ] Creating a new franchisor legal entity


	
[image: ] Printing brochures, letterhead, and other marketing materials


	
[image: ] Marketing for new franchisees


	
[image: ] Refining your local store marketing materials for use by franchisees


	
[image: ] Negotiating third-party vendor agreements on your franchisees’ behalf


	
[image: ] Accounting for franchise sales expenses (which might initially be your time) and perhaps longer-term personnel expenses





For most companies, the costs of developing a franchise business are significantly lower than opening just one more company-owned facility—and the returns can be substantially higher. While the amount of capital needed will be directly related to your goals and your desired rate of growth, you should never go into franchising undercapitalized.


THE BOTTOM LINE










Franchising Is Not Right for Everyone


Franchising embodies the basic philosophy that you are worth more for what you carry in your head than what you can carry on your back. It is about leveraging your intellectual property—your accumulated knowledge—in a way that allows you to get compensated when other people are successful in capitalizing on your knowledge. Franchisees are willing to pay you both for your past successes and failures—their goal is to learn what you have learned without making many of the mistakes you have made along the way.


In the process, franchising allows you to grow at a rate that would be otherwise unachievable. It allows you to benefit from not only the capital of your franchisees, but also their highly motivated nature. And while it is not right for everyone, franchising is, without a doubt, the most dynamic growth vehicle ever invented.
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