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HOW TO SUCCESSFULLY EVALUATE A FRANCHISE OPPORTUNITY

INTRODUCTION


1.
THE EXPANDING SCOPE OF FRANCHISING

The phenomenal growth of franchising during the past two decades has drastically challenged many of our traditional concepts regarding business ownership and retail marketing. Franchising has changed the basic methods by which Americans purchase goods and services and, for better or for worse, has created a totally new retail landscape of shopping malls and strip centers. Franchising has also had a profound affect on American culture, value and life styles.


2.
FRANCHISING IN THE ECONOMY, 1989 ‑ 1991

According to a recent major study conducted by the International Franchise Association (IFA) entitled Franchising in the Economy, 1989 ‑1991, business format franchise sales increased 10.8% in just one year from $192.9 billion in 1989 to $213.8 billion in 1990. During this same period, product franchise sales showed a 3.2% increase, with sales growing from $484.9 billion to $500.7 billion.

Possibly of more significance, the study indicated that the number of business format franchises increased 9.6% from 353,253 units in 1989 to 386,118 units in 1990, while product franchises actually declined 3% from 139,245 units to 135,097 units. The study noted that the decline in product franchises was due primarily to the decreasing number of gas service stations and some continuing problems in the automotive industry.

The franchising explosion is being led by business format franchising. The study predicts that business format franchising will continue to grow at a rapid pace and that sales will reach $232.9 billion by the end of 1991 and that there will be 405,597 franchised outlets in business at that time.

The chart on the following page provides a graphic presentation of the significance of franchising in today's economy: 


This rapid growth of franchising shows no indication of running out of steam in the near future. For a brief period, there was an excess of franchise offerings but not a sufficient number of qualified franchisees to pursue them. During the past few years, however, many of our largest corporations are scaling down in size and their middle management employees have been offered early retirement benefits. This phenomenon has created a large pool of potential franchisees who have business experience and, possibly of more importance, sufficient capital to purchase a franchised business. Further, this pool of people is very motivated to purchase a franchised business because they are too young for retirement, they do not believe they can obtain similar positions in their respective industries and they want to continue in some type of business to apply their acquired skills and experience.


3.
THE "DARK SIDE" OF FRANCHISING

Although these impressive figures indicate the enormous potential and accomplishments of franchising, not all franchisors offer a bona fide franchise opportunity or have the appropriate resources to support a franchise system. As with virtually any other form of business, there are extremely attractive franchise investment opportunities available and there are those that involve considerable risk to the point that they are patently unwise investments. Everyone contemplating the purchase of a franchise should be able to recognize and evaluate such pitfalls and shortcomings and to do their "due diligence". This so‑called "dark‑side" of franchising has contributed, to a great degree, the development of an extended legal framework of federal and state laws which governs the sale and marketing of franchises. A Federal Trade Commission regulation and the franchise laws of some 16 states require franchisors to provide all prospective franchisees with detailed disclosure documents before a final decision to purchase a franchise is made. This outline later briefly reviews the impact of these laws and regulations on prospective franchisees with particular emphasis on those laws and regulations which affect the offer and sale of franchises in Michigan.


4.
DEFINITION OF FRANCHISING

Before a prospective franchisee can begin to evaluate franchising, in general, or a specific franchisor, in particular, one must first understand the essential concepts of franchising.

Distribution is the means by which goods are delivered to the marketplace and to the ultimate consumer. Franchising is one particular method of distribution. In addition to the distribution of goods, franchising includes the delivery of  services to the marketplace and also includes the marketing of goods and services usually through the licensing of trademarks.

Generally, a franchisee is an independent agent that acts as a franchisor's or manufacturer's licensee and, for all practical purposes, as its sales outlet to the general public. The franchisee does business in the name of the franchisor using its trademark and in the style as prescribed by the franchisor. By using a uniform single business system, independent local franchised businesses present themselves as a part of a larger and sometimes nationwide or even international business organization.

There are generally two distinct types of franchises product franchises and business format franchises.


A.
Product Franchises

Product franchises, sometimes referred to as dealership franchising, concern the sale of a manufacturer's product line through authorized outlets but do not follow a rigidly prescribed business format. Automobile dealers, gasoline service stations and some office product dealerships fall within this category. According to the Department of Commerce, product franchises account for almost 75% of all franchise retail sales.


B.
Business Format Franchises

Business format franchises are generally recognized by the public as exemplifying franchising as we normally describe it. Fast food restaurants, convenience stores, hotel chains, printing services, muffler and other automotive services, fall within this category. The Department of Commerce recently estimated that there were over 350,000 business format franchisees in the United States and that the number of business format franchisors exceeded 4,000.

INTRODUCTION TO THE THREE STEP EVALUATION PROCESS

Now that the prospective franchisee understands the underlying concept of franchising systems, we can begin the process of successfully evaluating a franchise opportunity. In order to attempt to give some structure to this difficult process, this outline breaks the evaluation into three primary steps as follows:

1.
Investigating the advantages and disadvantages of franchising to determine if the potential franchisee is suited for a franchised business.
2.
Researching the business classifications in which franchise opportunities are available and selecting those classifications which are compatible to the aims, objectives and personality of the potential franchisee.

3.
Evaluating the particular franchising systems available within that business classification and selecting that franchisor which appears to offer what the potential franchisee is looking for.

This outline will examine these steps of evaluation in the order as presented above because they would normally arise in that sequence; however, some prospective franchisees could enter the evaluation process at either step 2 or step 3 because their initial interest in franchising is prompted by their becoming familiar with a specific franchisor or with a particular classification of franchised business. In either event, the prospective franchisee is strongly urged to undertake the other two steps of the evaluation process. Further, the various steps in the evaluation process are overlapping and each step is always interdependent upon the results or conclusions reached by the completion of the other steps. One final word of caution. There is such a wide variety of franchise opportunities available that it is virtually impossible to apply one set of objective evaluation standards to all of them. For example, there is very little to compare in common between a $5,000,000.00 investment in a motel franchise and a $1,500.00 investment in a popcorn franchise. Similarly, it is very difficult to evaluate a travel service or financial service franchise in comparison to a labor intensive franchise such as a janitorial or lawn care services franchise. With these obvious distinctions in mind, this outline will now turn to the first step of the evaluation process.

STEP ONE ‑ THE ADVANTAGES AND DISADVANTAGES OF FRANCHISING

Franchising is built upon the legal relationship between the franchisor and franchisee. The parties will enter into this relationship for a considerable period of time during which there may be considerable changes. This legal relationship will, at one time or another, come to an end. At every stage of this relationship, there will be various legal consequences. Some of these legal consequences will persuade a prospective franchisee to conclude whether or not the advantages of franchising outweigh its disadvantages.

There are several distinct advantages which would persuade a franchisee to use franchising as a method for doing business. As one would expect, there are also a number of disadvantages to purchasing a franchise. Some of the most important advantages and disadvantages of franchising are summarized below.

1.
Advantages of Franchising

-
Individual Business Ownership

Franchising makes the possibility of owning one's own business available to thousands of people to whom it otherwise would not have been available. For those who have no previous business experience, franchising offers an opportunity to quickly learn business practices and procedures.

-
New Opportunities

Franchising has created vast numbers of new business opportunities in myriads of fields. There are some 60 different business categories in which franchises are offered.

-
Reduction of Risk

Franchising should substantially reduces the risk of owning and running a new business. Because franchising is founded upon a trademark license, the franchisee should find that potential customers recognize the trademark and patronize the business because of it. The franchisee should run less risk of failing to launch a new product because the franchisor generally has a tested system for the delivery of its product or service.

-
Easy Entry to the Marketplace

Franchising reduces the barriers to opening one's own business. In a mature franchise system, the franchisee is relieved of the burden of creating a product, identifying a market, finding a location, and preparing a business plan for raising capital.

-
Established Business System

Franchising eases the burden of operating a business. Many franchise systems pave the way to suppliers, provide established accounting systems tailored to the business, train the franchisee in operations, and provide continuing guidance and counseling.

-
Future Opportunities
A successful franchise operation can open the way to other business ventures. Some franchisees become multiple franchise owners, move to other franchise systems with larger operations, become executives with a franchisor or establish their own independent businesses.


2.
Disadvantages of Franchising

-
Control Over Franchise Operation

Franchising requires the franchisee to follow the business format and procedures prescribed by the franchisor and to permit the franchisor to exercise significant control over the franchise business.

-
Limited Life Span

Franchise agreements are written for a limited term or duration. In most instances, the franchisor is not obligated to renew the franchise agreement.

-
Termination of Franchise

Under certain circumstances, the franchisor may terminate the franchise agreement and the franchise operation must close it doors.

-
Transfer of the Franchise

The franchisor generally restricts the sale or transfer of the franchise business to someone acceptable to the franchisor.

-
Compliance with Franchise Requirements

The franchisor will insist that the franchisee follow certain procedures and observe certain requirements. The franchisee will often disagree with the necessity of the imposition of these requirements.

-
Payment of Royalties

The franchisee will be required, during the term of the franchise agreement, to pay royalties or fees for the privilege of doing business in the trade style of the franchisor. This royalty or fee is generally based upon a percentage of gross sales.

After evaluating these various factors, the prospective franchisee must make the determination whether or not he or she is willing to accept the disadvantages of franchising in order to obtain its benefits. Further, in proceeding through the next two steps of the evaluation process the franchisee should remember which factors in the first step had the strongest influence on his or her decision. Before we proceed to the next two evaluation steps, we will first briefly examine the franchise disclosure laws and regulations to understand the context in which a final decision will be made.

FUNDAMENTALS OF FRANCHISE REGULATION AND DISCLOSURE

1.
INTRODUCTION

This portion of the outline surveys the basic disclosure requirements imposed upon companies engaged in the offering and selling of franchises in the United States. The offering and selling of franchises is one of the most heavily regulated of business activities and it is beyond the scope of this outline to provide a complete analysis of the various federal and state laws and regulations applicable to franchising. Most statements in this outline are subject to specific state or federal statutory and regulatory definitions, qualifications, policies, exemptions and exclusions which must be interpreted by a franchisee's attorney to determine if any such statement is applicable to a particular transaction

2.
SCOPE OF DISCLOSURE, REGISTRATION AND NOTICE LAWS


A.
Federal Trade Commission Franchising Rule

The Federal Trade Commission's Franchising Rule (FTC Rule), 16 C.F.R. 436 et seq. requires that every franchisor offering franchises anywhere in the United States deliver an offering circular using a prescribed format to all prospective franchisees. The FTC Rule preempts state franchise laws and regulations only to the extent that they are "inconsistent" with the FTC Rule or provide less protection to the prospective franchise than that provided by the FTC Rule. Accordingly, franchisors and their agents who are covered by the FTC Rule must also comply with all state franchise registration, disclosure and administrative laws and regulations.

The FTC Rule specifies a disclosure format which is seldom used by national franchisors because there are seven or eight states which do not accept the FTC format whereas the FTC has accepted the Uniform Franchise Offering Circular (UFOC) format as a format which may be used to comply with the FTC's disclosure requirements in all states.

B.
Uniform Franchise Offering Circular (UFOC)

The franchise laws of some 15 states prescribe the form and contents and/or advance registration of the disclosure documents which must be delivered to prospective franchisees. These states include California, Hawaii, Illinois, Indiana, Maryland, Michigan, Minnesota, New York, North Dakota, Rhode Island, South Dakota, Texas, Virginia, Washington and Wisconsin. Oregon also has specific disclosure requirements but does not require registration.

Michigan Requirements

In Michigan, a franchisor is required to file a notice that it is selling franchises within the state with the Michigan Attorney General's office prior to offering and selling franchises but is not required to file or register its franchise disclosure documents. The franchisor must, however, adopt its UFOC to Michigan requirements including certain notice provisions which are noted later in this outline.

The Uniform Franchise Offering Circular ("UFOC") Format, originally developed by the Midwest Securities Commissioners Association in 1977, is the disclosure format endorsed by the administrators of the state registration laws. As we have noted earlier, the UFOC Format, with certain state‑specific variations, may be used in all states.

1.
An offering circular prepared in accordance with the UFOC Format contains:


a.
An FTC cover page (contents of the FTC cover page are presented later in this outline);


b.
A state cover page (in states with registration laws);


c.
A table of contents;


d.
A disclosure document (contents are described below);


e.
A franchise agreement in the form in which it will be executed by the parties;


f.
Related agreements which the prospective franchisee may be required to sign, including documents such as promissory notes, leases, subleases, security agreements, personal guarantees and telephone assignment agreements;



g.
A franchisee list;


h.
The franchisor's financial statements, including audited financials for the franchisor's three most recent fiscal years and unaudited financials if the audited financials are more than 90 to 120 days old;

i.
An earnings claim (used only by about ten percent of franchisors); and

j.
Acknowledgement of receipt page(s) to be signed by the prospective franchisee indicating the date of disclosure.

NOTE: EVERY FRANCHISEE SHOULD ALWAYS RETAIN THE UFOC PROVIDED TO HIM OR HER BY THE FRANCHISOR FOR FUTURE REFERENCE!!

2.
The FTC cover page of the UFOC should always be presented in the following format and should always appear as the first page of a UFOC as follows:

(Name of Franchisor)

INFORMATION FOR PROSPECTIVE FRANCHISEES

REQUIRED BY FEDERAL TRADE COMMISSION

To protect you, we've required your franchisor to give you this information. We haven't checked it, and don't know if it's correct. It should help you to make up your mind. Study it carefully. While it includes some information about your contract, don't rely on it alone to understand your contract. Read all of your contract carefully. Buying a franchise is a complicated investment. Take your time to decide. If possible, show your contract and this information to an adviser like a lawyer or an accountant. If you find anything you think may be wrong or anything important that's been left out, you should let us know about it. It may be against the law. There may also be laws on franchising in your state. Ask your state agencies about them.









Federal Trade Commission









Washington, D.C. 20580

Date of Issuance:_____________________

3.
The Michigan Franchise Investment Law requires, among other things, that every UFOC contain a notice to each franchisee that certain provisions contained in a UFOC may be void and enforceable. Therefore, every UFOC delivered in the state of Michigan should contain a notice or statement similar in format to that set forth below:

THE STATE OF MICHIGAN PROHIBITS CERTAIN UNFAIR PROVISIONS THAT ARE SOMETIMES IN FRANCHISE DOCUMENTS. IF ANY OF THE FOLLOWING PROVISIONS ARE IN THESE FRANCHISE DOCUMENTS, THE PROVISIONS ARE VOID AND CANNOT BE ENFORCED AGAINST YOU:

(A)
A PROHIBITION ON THE RIGHT OF A FRANCHISEE TO JOIN AN ASSOCIATION OF FRANCHISEES.

(B)
A REQUIREMENT THAT A FRANCHISEE ASSENT TO A RELEASE, ASSIGNMENT, NOVATION, WAIVER, OR ESTOPPEL WHICH DEPRIVES A FRANCHISEE OF RIGHTS AND PROTECTIONS PROVIDED IN THIS ACT. THIS SHALL NOT PRECLUDE A FRANCHISEE, AFTER ENTERING INTO A FRANCHISE AGREEMENT, FROM SETTLING ANY AND ALL CLAIMS.

(C)
A PROVISION THAT PERMITS A FRANCHISOR To TERMINATE A FRANCHISE PRIOR TO THE EXPIRATION OF ITS TERM EXCEPT FOR GOOD CAUSE. GOOD CAUSE SHALL INCLUDE THE FAILURE OF THE FRANCHISEE To COMPLY WITH ANY LAWFUL PROVISIONS OF THE FRANCHISE AGREEMENT AND TO CURE SUCH FAILURE AFTER BEING GIVEN WRITTEN NOTICE THEREOF AND A REASONABLE OPPORTUNITY, WHICH IN NO EVENT NEED BE MORE THAN 30 DAYS, TO CURE SUCH FAILURE.

(D)
A PROVISION THAT PERMITS A FRANCHISOR TO REFUSE TO RENEW A FRANCHISE WITHOUT FAIRLY COMPENSATING THE FRANCHISEE BY REPURCHASE OR OTHER MEANS FOR THE FAIR MARKET VALUE, AT THE TIME OF EXPIRATION, OF THE FRANCHISEE'S INVENTORY, SUPPLIES, EQUIPMENT, FIXTURES, AND FURNISHINGS. PERSONALIZED MATERIALS WHICH HAVE NO VALUE TO THE FRANCHISOR AND INVENTORY, SUPPLIES, EQUIPMENT, FIXTURES, AND FURNISHINGS NOT REASONABLY REQUIRED IN THE CONDUCT OF THE FRANCHISED BUSINESS ARE NOT SUBJECT TO COMPENSATION. THIS SUBSECTION APPLIES ONLY IF: THE TERM OF THE FRANCHISE IS LESS THAN 5 YEARS; AND (ii) THE FRANCHISEE IS PROHIBITED BY THE FRANCHISE OR OTHER AGREEMENT FROM CONTINUING TO CONDUCT SUBSTANTIALLY THE SAME BUSINESS UNDER ANOTHER TRADEMARK, SERVICE MARK, TRADE NAME, LOGOTYPE, ADVERTISING, OR OTHER COMMERCIAL SYMBOL IN THE SAME AREA SUBSEQUENT TO THE EXPIRATION OF THE FRANCHISE OR THE FRANCHISEE DOES NOT RECEIVE AT LEAST 6 MONTHS ADVANCE NOTICE OF FRANCHISOR'S INTENT NOT TO RENEW THE FRANCHISE.

(E)
A PROVISION THAT PERMITS THE FRANCHISOR TO REFUSE TO RENEW A FRANCHISE ON TERMS GENERALLY AVAILABLE TO OTHER FRANCHISEES OF THE SAME CLASS OR TYPE UNDER SIMILAR CIRCUMSTANCES. THIS SECTION DOES NOT REQUIRE A RENEWAL PROVISION.

(F)
A PROVISION REQUIRING THAT ARBITRATION OR LITIGATION BE CONDUCTED OUTSIDE THIS STATE. THIS SHALL NOT PRECLUDE THE FRANCHISEE FROM ENTERING INTO AN AGREEMENT, AT THE TIME OF ARBITRATION, TO CONDUCT ARBITRATION AT A LOCATION OUTSIDE THIS STATE.

(G)
A PROVISION WHICH PERMITS A FRANCHISOR TO REFUSE TO PERMIT A TRANSFER OF OWNERSHIP OF A FRANCHISE, EXCEPT FOR GOOD CAUSE. THIS SUBDIVISION DOES NOT PREVENT A FRANCHISOR FROM EXERCISING A RIGHT OF FIRST REFUSAL TO PURCHASE THE FRANCHISE. GOOD CAUSE SHALL INCLUDE, BUT IS NOT LIMITED TO:

(i)
THE FAILURE OF THE PROPOSED FRANCHISEE TO MEET THE FRANCHISOR'S THEN CURRENT REASONABLE QUALIFICATIONS OR STANDARDS.

(ii) THE FACT THAT THE PROPOSED TRANSFEREE IS A COMPETITOR OF THE FRANCHISOR OR SUBFRANCHISOR.

(iii) THE UNWILLINGNESS OF THE PROPOSED TRANSFEREE TO AGREE IN WRITING TO COMPLY WITH ALL LAWFUL OBLIGATIONS.

(iv) THE FAILURE OF THE FRANCHISEE OR PROPOSED TRANSFEREE TO PAY ANY SUMS OWING TO THE FRANCHISOR OR TO CURE ANY DEFAULT IN THE FRANCHISE AGREEMENT EXISTING AT THE TIME OF THE PROPOSED TRANSFER.

(H)
A PROVISION THAT REQUIRES THE FRANCHISEE TO RESELL TO THE FRANCHISOR ITEMS THAT ARE NOT UNIQUELY IDENTIFIED WITH THE FRANCHISOR. THIS SUBDIVISION DOES NOT PROHIBIT A PROVISION THAT GRANTS TO A FRANCHISOR A RIGHT OF FIRST REFUSAL TO PURCHASE THE ASSETS OF A FRANCHISE ON THE SAME TERMS AND CONDITIONS AS A BONA FIDE THIRD PARTY WILLING AND ABLE TO PURCHASE THOSE ASSETS, NOR DOES THIS SUBDIVISION PROHIBIT A PROVISION THAT GRANTS THE FRANCHISOR THE RIGHT TO ACQUIRE THE ASSETS OF A FRANCHISE FOR THE MARKET OR APPRAISED VALUE OF SUCH ASSETS IF THE FRANCHISEE HAS BREACHED THE LAWFUL PROVISIONS OF THE FRANCHISE AGREEMENT AND HAS FAILED TO CURE THE BREACH IN THE MANNER PROVIDED IN SUBDIVISION (C).

(I) A PROVISION WHICH PERMITS THE FRANCHISOR TO DIRECTLY OR INDIRECTLY CONVEY, ASSIGN, OR OTHERWISE TRANSFER ITS OBLIGATIONS TO FULFILL CONTRACTUAL OBLIGATIONS TO THE FRANCHISEE UNLESS PROVISION HAS BEEN MADE FOR PROVIDING THE REQUIRED CONTRACTUAL SERVICES.

*
*
*
*

THE FACT THAT THERE IS A NOTICE OF THIS OFFERING ON FILE WITH THE ATTORNEY GENERAL DOES NOT CONSTITUTE APPROVAL, RECOMMENDATION, OR ENDORSEMENT BY THE ATTORNEY GENERAL.

*
*
*
*

IF THE FRANCHISOR'S MOST RECENT FINANCIAL STATEMENTS SHOW A NET WORTH OF LESS THAN $100,000.00, THE FRANCHISOR MUST, AT THE REQUEST OF THE FRANCHISEE, ARRANGE FOR THE ESCROW OF INITIAL INVESTMENT AND OTHER FUNDS PAID BY THE FRANCHISEE UNTIL THE OBLIGATIONS TO PROVIDE REAL ESTATE, IMPROVEMENTS, EQUIPMENT, INVENTORY, TRAINING, OR OTHER TERMS INCLUDED IN THE FRANCHISE OFFERING ARE FULFILLED. AT THE OPTION OF THE FRANCHISOR, A SURETY BOND MAY BE PROVIDED IN PLACE OF ESCROW.


4.
The Table of Contents of a disclosure document prepared in accordance with the UFOC format should list the following "Items":

a. Item 1 ‑ THE FRANCHISOR AND ANY PREDECESSOR 

· description of the franchisor and any predecessor 

· description of the franchised business

b. Item 2 ‑ IDENTITY AND BUSINESS EXPERIENCE OF PERSONS AFFILIATED WITH THE FRANCHISOR; FRANCHISE BROKERS 

· names, titles and 5‑year employment histories of the franchisor's directors, officers and management‑level employees 

· identity of any franchise broker representing the franchisor



c.
Item 3 ‑ LITIGATION




With regard to persons identified in Item 2:

‑
whether there are any pending administrative, criminal or material civil actions involving specified allegations

‑
whether there have been any convictions or findings of civil liability during the prior 10 years involving specified allegations

‑
whether there are any currently‑effective injunctive or restrictive orders involving specified types of laws.



d.
Item 4 ‑ BANKRUPTCY




With regard to persons identified in Item 2:

‑
whether there are any past or pending bankruptcy proceedings during the prior 15 years

e.
Item 5 ‑ FRANCHISEE'S INITIAL FRANCHISEE FEE OR OTHER INITIAL PAYMENT

· amount, time of payment and refundability of any initial fee 

· use of the initial fee by the franchisor



f.
Item 6 ‑ OTHER MONETARY OBLIGATIONS

-
amount, time of payment and refundability of lease payments and other fees, such as advertising, training, audit, renewal, transfer and late fees



g.
Item 7 ‑ FRANCHISEE'S INITIAL INVESTMENT

-
the franchisee's estimated initial investment, broken down by costs for real property, equipment, fixtures, inventory, working capital, etc.

-
for each cost, must state: type; whether required or recommended; when payable; to whom paid; cost or cost range; whether refundable

h.
Item 8 ‑ OBLIGATION OF FRANCHISEE TO PURCHASE OR LEASE FROM DESIGNATED SOURCES


‑
whether the franchisee is required to purchase from the franchisor or an affiliate


‑
whether the franchisee is required to purchase from another designated source


‑
if so, terms and minimums applicable, goods and services involved, and basis on which the franchisor or affiliate may derive income


‑
percentage of the franchisee's total expenditures represented by purchases from the franchisor or an affiliate during startup and operation

i.
Item 9 ‑ OBLIGATION OF FRANCHISEE TO PURCHASE OR LEASE IN ACCORDANCE WITH SPECIFICATIONS OR FROM APPROVED SUPPLIERS


‑
whether the franchisee has any such obligations

‑
whether specifications are maintained




‑
procedures for modifying specifications




‑
whether approved supplier list is maintained

‑
if so, procedures for modifying list

‑
whether the franchisor or an affiliate will derive income, and basis

‑
whether the franchisor or an affiliate is only approved supplier

j.
Item 10 ‑ FINANCING ARRANGEMENTS


‑
whether the franchisor or any agent or affiliate offers financing


‑
whether a waiver of defense or similar provision is required in any instrument

-
whether the franchisor has sold or intends to sell, etc., any instrument

-
whether the franchisor receives any fee for the placement of financing

k. 
Item 11 ‑ OBLIGATIONS OF THE FRANCHISOR; OTHER PERVISION, ASSISTANCE OR SERVICES




‑
obligations of the franchisor prior to opening

‑
other assistance from the franchisor prior to opening (although not contractually bound)




‑
obligations of the franchisor during operation

‑
other assistance from the franchisor during operation (although not contractually bound).




‑
site selection assistance




‑
opening assistance




‑
initial and other training

l. Item 12 ‑ TERRITORIAL RIGHTS


‑
whether an exclusive territory is granted

‑
whether the franchisor may operate or permit others to operate in the territory, under the same trademark or different trademarks

‑
whether continuation of the territory is dependent upon the achievement of sales goals, etc.

‑
circumstances under which the territory may be altered

m.
Item 13 ‑ TRADEMARKS, SERVICE MARKS, TRADE NAMES, LOGOTYPES, AND COMMERCIAL SYMBOLS 

-
federal registrations or applications state registrations

-
currently effective determinations; pending interference, opposition or cancellation proceedings; pending material lawsuits

· limiting agreements 

· protection of trademarks by the franchisor 

· infringing uses



n.
Item 14 ‑ PATENTS AND COPYRIGHTS

-
whether any copyrights or patents are material to the franchise

-
"to the extent relevant," federal registrations or applications, currently effective determinations, etc.


o.
Item 15 ‑ OBLIGATIONS OF FRANCHISEE TO PARTICIPATE IN THE ACTUAL OPERATION OF THE FRANCHISE BUSINESS




‑
whether the franchisee is obligated to participate




‑
if so, participation requirement

‑
if not, whether franchisor recommends participation

p.
Item 16 ‑ RESTRICTIONS ON GOODS AND SERVICES OFFERED BY FRANCHISEE

-
restrictions or conditions on goods or services to sold

-
limitations on customers to whom goods or services may be sold

q.
Item 17 ‑ RENEWAL, TERMINATION, REPURCHASE MODIFICATION AND ASSIGNMENT OF THE FRANCHISE AGREEMENT, AND RELATED INFORMATION




‑
initial term




‑
renewal item(s)




‑
termination by the franchisee

‑
termination by the franchisor




‑
post‑termination and post‑expiration obligations

‑
the franchisee's interest upon termination or nonrenewal

· repurchase by the franchisor

· sale, assignment or other transfer by the franchisee transfer or assignment by the franchisor modification by the franchisee or franchisor

· death, incapacity or dissolution of the franchisee noncompetition covenants

· applicability of various state statutory provisions

r.
Item 18 ‑ ARRANGEMENTS WITH PUBLIC FIGURES

· whether any compensation is paid or any benefit is given to a public figure

· whether the franchisee is granted the right to use the name of a public figure

· whether a public figure is involved in the management or control of the franchisor

· whether a public figure is involved in the management or control of the franchisor

· whether a public figure has an investment in the franchise operations of the franchisor

s.
Item 19 ‑ ACTUAL, AVERAGE, PROJECTED OR FORECASTED FRANCHISEE SALES, PROFITS OR EARNINGS

· whether the franchisor furnishes or authorizes salesmen to furnish an earnings claim if so, reference to the earnings claim

1. Item 20 ‑ INFORMATION REGARDING FRANCHISES OF THE FRANCHISOR 

· numbers of franchises in operation

· names, addresses and telephone numbers of franchisees

· estimate of franchise sales during one‑year period after the date of the circular

· whether any franchisees have voluntarily or involuntarily ceased to operate in the state in the one‑year period prior to the date of the circular

· terminations, etc., in the three‑year period prior to the franchisor's first fiscal year end



u.
Item 21 ‑ FINANCIAL STATEMENTS

· reference to audited financial statements for three fiscal years

· reference to unaudited financial statements within 90 days prior to the date of the circular



v.
Item 22 ‑ CONTRACTS

· reference to franchise agreement and related agreements



w.
Item 23 ‑ ACKNOWLEDGEMENT OF RECEIPT

· a page for the signature of the franchisee for receipt of the UFOC and its exhibits.

STEP TWO ‑ SELECTING THE BUSINESS CLASSIFICATION IN WHICH FRANCHISE OPPORTUNITIES ARE AVAILABLE

It has been reported that franchising is involved in over 60 different business classifications. As we have stated earlier, the process of selecting and evaluating a franchise opportunity is a three-step process:

1.
Investigating the advantages and disadvantages of franchising to determine if the potential franchisee is suited for a franchised business.

2.
Researching the business classifications in which franchise opportunities are available and selecting those classifications which are compatible to the aims, objectives and personality of the potential franchisee.

3.
Evaluating the particular franchising systems available within that business classification and selecting that franchisor which appears to offer what the potential franchisee is looking for.

In this section of the outline we will deal with the second step of this three step process.


1.
SOURCE OF INFORMATION

The International Franchise Association (IFA) is the primary trade association of franchisors and a source of information about franchises. The IFA publishes Franchise Opportunities Guide, an annual directory of its members that lists, according to business classification, each franchisor, the nature of the business, required capital and fees, a brief history of the franchisor and the person to contact for further information. The Franchise opportunities Guide also provides summary information regarding franchisors who are not members of the IFA.

In addition, the IFA publishes and makes available to the public at moderate prices several books and pamphlets designed to assist prospective franchisees in selecting franchise opportunities. Prospective franchisees can contact IFA as follows:

International Franchise Association 

1350 New York Avenue, Ste. 900 

Washington, D.C. 20005



Telephone:
(202) 628‑8000

There are also a number of other private publications available at bookstores and newsstands which list franchise opportunities. One of the most popular of these publications is the annual January edition of Entrepreneur Magazine which has been entitled the "Annual Franchise 50011 but which might soon have to change its title due to the increasing number of franchise opportunities available.


2.
SELECTING THE BUSINESS CLASSIFICATION

The selection of a business classification by a potential franchisee should be a careful and deliberate decision resting primarily upon an examination of three or four significant factors:


1.
Potential profitability of the business classification;

2.
Enthusiasm of the potential franchisee toward the business classification;

3.
Degree of skill or period of training required to become familiar with the business classification;

4.
The size of the investment needed to establish a franchise operation in the business classification.

Although the essential objective of purchasing a franchise is to make a profit, a potential franchisee should obviously not purchase a franchise opportunity in a business classification which is distasteful to him or her. Similarly, a potential franchise should not purchase a franchise opportunity in a business classification which is emotionally attractive but which the potential franchisee knows will not be profitable (unless, of course, the potential franchisee has sufficient resources to indulge in the purchase of an expensive hobby).
A few of the more prominent business classifications in which franchise opportunities are available are listed below:

1. Amusement and Recreation

2. Automotive Services

3. Beauty and Health

4. Building Products and Services

5. Business Services/General

6. Business Services/Personnel

7. Children's Products and Services

8. Clothing and Accessories

9. Computers

10. Decorative Products and Services

11. Education

12. Fast Food/Bakery Items

13. Fast Food/Frozen Desserts

14. Fast Food

15. Hotels and Motels

16. Maintenance Products and Services

17. Pet Care and Supplies

18. Photographic and Video Products and Services

19. Printing and Copying

20. Publishing

21. Real Estate

22. Restaurants

23. Retail/Food

24. Retail/Products

25. Service Business/Miscellaneous

26. Travel.

This is an abbreviated listing and many more categories or sub‑categories could be listed.

The selection of the business classification can, therefore, be an extremely arduous and challenging decision.

STEP THREE ‑ EVALUATING THE SPECIFIC FRANCHISOR

The final step of the selection process covered by this outline is the evaluation of the specific franchisor. Franchisors are in many respects like any other businesses in that there are some good franchisors and some that are quite inferior. There are some franchised businesses which are vulnerable to the same economic trends as other businesses. some of the large established franchise systems suffer hard times from time to time and some go through significant changes. Although this outline presents the steps of the selection process in what would seen to be a logical order, many potential franchisees become excited about franchising because of their interest in a particular franchisor or in a particular business classification in which franchise opportunities are available. Under either circumstance, a potential franchisee should still examine the other two steps of the selection process to evaluate whether or not he or she is making a wise decision.

The selection of the specific franchisor will ultimately depend upon the information which the potential franchisee obtains about the franchisor. Quite obviously, the information is of no value to the franchisee unless it is precisely accurate. There will be four major sources of information available to the potential franchisee:

1. The information which can be learned from existing franchisees.

2. The information contained in the U.F.O.C.

3. The information provided by the franchisor.

4. other information which can be gained from trade journals, newspapers, or other third party sources.

We will examine each of these sources of information in the 'following sections of this outline.

1. 
INFORMATION FROM EXISTING FRANCHISEES.

If the potential franchisee does nothing else, he or she MUST contact as many of the existing franchisees in the franchising system as is practically possible to obtain information about the franchisor and the franchising system. The potential franchisee cannot be bashful in making these inquiries and must be prepared to ask difficult questions and not rest until he or she gets the answers which one is looking for. The potential franchisee should not restrict these inquiries only to those franchisees which the franchisor might suggest. There is no substitute for a face-to-face meeting with existing franchisees and these meetings should preferably take place at the place of business of the franchisee.


Some questions which might be asked include:

· Are you profitable?

· How much is the franchisee able to take out of the business?

· What assistance did the franchisor give in setting up the business?

· What assistance does the franchisor currently provide?

· Is the franchisor sympathetic to your problems and receptive to your suggestions?

· Would you make the same decision to purchase the franchise if you could start all over again?

· Would you recommend that I purchase a franchise?

NOTE: A PROSPECTIVE FRANCHISEE MUST SPEAK IN DETAIL TO ALL OF THE EXISTING FRANCHISEES NEAR HIS OR HER PROSPECTIVE LOCATION BEFORE MAKING A DECISION. IF A POTENTIAL FRANCHISEE IS UNWILLING TO MAKE THIS INVESTIGATION, THEN HE OR SHE IS PROBABLY NOT READY TO BUY A FRANCHISE!


2.
INFORMATION CONTAINED IN THE UFOC

The information contained in the UFOC has been prepared and presented according to a format initially prescribed by the Midwest Securities Commissioners Association whose responsibilities now lie with the North American Securities Administrators Association. The UFOC is intended to provide a prospective franchisee with sufficient information to make an informed decision and it would be foolhardy for a prospective franchisee to ignore its contents and not to carefully read every provision in the UFOC or to retain experienced franchise counsel to review it.

The contents of the UFOC have been listed earlier in this outline. Although it is beyond the scope of this outline to examine all twenty‑two items of the UFOC there are a number of these items which deserve special attention.

Items 1 and 2 inform the prospective franchisee how long the franchisor has been in business and how long the principal officers have been with the franchisor.

Item 3 informs the prospective franchisee whether or not the franchisor has engaged in extensive litigation or arbitration with its franchisees. A prospective franchisee should be concerned if the UFOC lists a large number of lawsuits and arbitrations particularly if the franchisor has been in operation only a short period of time and there are not a great number of franchisees.
Items 5, 6 and 7 outline the amount of the total proposed investment which the prospective franchisee must make and what the financial obligations of the franchisee will continue to be. Included in these items will be the initial franchise fee; the investment in the premises, equipment and inventory; royalty and advertising fees; security deposits, insurance payments, lease payments, and the like; legal and accounting fees; and sufficient working capital to pay employees and keep the business going until it can support itself.

Item 11 outlines the obligations of the franchisor. This Item should inform the prospective franchisee as to the assistance provided by the franchisor in establishing the business; the content and duration of the training program; the extent of materials or training manuals provided to the franchisee; the availability of the franchisor to answer questions on a day‑to‑day basis; the role of the franchisor in finding a suitable location and the guidelines adopted by the franchisor in selecting an effective and profitable location; and the architectural plans and approved decor for the proposed business location, if any. Of particular significance in this Item 11 is the listing of the obligations of the franchisor to provide assistance after the franchised outlet is established and has begun operation and the listing of the assistance which the franchisor may provide although it is not obligated to do SO.

Item 12 informs the prospective franchisee whether or not he or she will enjoy a protected or "exclusive" territory. Many franchisors are now less willing to provide "exclusive" territory assurances. If a franchisee is awarded a protected territory, note whether or not the franchisor reserves the right to conduct certain types of business or to service certain accounts within the territory.

Item 13 informs the prospective franchisee of the trademarks which will be licensed by the franchisor. The franchisee should note the status of the franchisor's trademarks and whether or not they are federally registered and nationally known. In some instances, the franchisee will benefit greatly from association with the franchisor's trademarks; in other instances, it will be the franchisee who will develop the recognition and reputation of the trademarks. Presumably, the size of the initial franchise fee should reflect this difference. The trademark has been described as the "heart and soul" of every franchising system.

Item 17 contains an outline of many of the legal complexities of the proposed franchise agreement including the term of the franchise agreement, how it may be terminated by the franchisor or franchisee, noncompetition agreements and whether or not disputes will be arbitrated or litigated and where the location of the arbitration or litigation will be. Although these legal complexities of the franchise agreement may be of little initial interest to the franchisee, they should be carefully reviewed by franchisee's counsel. There is considerable pressure on those who prepare the franchise agreements for franchisors to make these agreements more and more one sided to the point of becoming oppressive. Unfortunately, this process can escalate quite rapidly because the franchising community contains an effective network of information exchange systems. If one franchisor includes a particular provision in its franchise agreements, it is not long before other franchisors follow suit.

Item 18 informs the prospective franchisee if a public figure is involved with or is promoting the franchise. Some franchise systems have associated themselves with a public personality ‑ Arthur Murray, Roy Rogers, etc. ‑ in the past. This practice is less common today probably because of the liabilities to which the public figures are exposed.

Item 19 informs the prospective franchisee whether or not the franchisor provides any financial data regarding the success (or lack thereof) of its franchisees. This particular provision has more impact upon a prospective franchisee than any other in the UFOC. If other franchisees are making large volumes of sales or earning considerable profits, then surely the prospective franchisee can accomplish the same results. The primary purpose of purchasing a franchise is to earn a profit and realize financial success!! It is for these very reasons that both the FTC and state franchise regulators carefully scrutinize the earnings claims made by franchisors in their UFOCs. Because of this high degree of regulation, most UFOCs will contain a statement similar in form as follows:

Franchisor does not furnish or authorize its salespersons to furnish any oral or written information concerning the actual or potential sales, costs, income or profits of (name of franchise outlet). Actual results vary from unit to unit and franchisor cannot estimate the results of any particular franchise.

If this statement appears in the UFOC, a franchisor is legally restricted from providing any financial information whatsoever regarding its franchise system to prospective franchisees except to refer them to existing franchisees.

This creates a very artificial situation in which the prospective buyer of a business is not provided any financial information regarding the profitability of the business he or she wishes to purchase. Franchisors and their salesmen have created many innovative methods and devices to transmit such information to prospective franchisees i.e. through bankers or existing franchisees, through newspaper clippings, "advertorials" or "vanity" magazines, by means of the ubiquitous cocktail napkin calculations, etc. Fortunately, franchise regulators have recognized that earnings claims are so extremely important to prospective franchisees that they have recently relaxed the restrictions on earnings claims so that an increasing number of franchisors are now including them within their UFOCs.

Item 20 provides the prospective franchisee with a significant amount of information regarding the existing franchisees of the franchise system. A recent requirement which has been added to the UFOC format requires a listing of the name, address and telephone number of every franchisee within the state who has, within the past twelve months, been terminated, cancelled, not renewed or otherwise ceased to do business pursuant to the franchise agreement.

Item 21 provides the prospective franchisee with financial information about the franchisor. The long term stability and growth of the franchisor and the franchise system is vital to the best interests of the franchisees and this long term stability depends in large part upon a sound balance sheet of the franchisor.

Item 22 provides the prospective franchisees with copies of the franchise agreements and all other documents which the franchisee will be expected to sign. These documents should be carefully‑reviewed by both the franchisee and his or her franchise counsel.


3.
OTHER INFORMATION PROVIDED BY THE FRANCHISOR.

Most franchisors deluge their prospective franchisees with large volumes of promotional literature which describe the franchisor in very congratulatory and glowing terms. Some states require the prior registration of these materials. None of the commitments and assurances made by the franchisor in these promotional materials should, of course, contradict or be at variance with the information contained in the UFOC. Every prospective franchisee should always bear in mind that the essential purpose of the franchisor and its sales representatives is to sell franchises.

Some franchise sales representatives are on a commission basis so that, unless a franchise is sold, the sales representative receives no compensation. Under pressure situations such as these, the prospective franchisee should beware of distortions or exaggerations of the benefits to be gained by purchasing the franchise. This interaction with the franchisor and its sales representatives affords the prospective franchisee an opportunity to observe and evaluate one very significant factor in the evaluation process ‑ the integrity of the franchisor.

4.
OTHER INFORMATION FROM THIRD PARTY SOURCES.

Unfortunately, there are very few independent objective sources of information about the benefits or disadvantages of a particular franchise. There are a number of magazines or trade journals which sometimes contain highly complimentary articles about particular franchisors; however, many of these journals receive their compensation from these same franchisors or from the franchising industry and the articles contained in these journals are, therefore, often written with a strong bias in favor of the franchisor.

CONCLUSION

We have reached the end of the three step evaluation process. Hopefully, the prospective franchisee is now armed with sufficient information to make an educated decision and is not totally confused by an avalanche of conflicting data and unanswered questions. Although this outline has attempted to structure the evaluation process into an objective exercise, it would be foolhardy not to recognize that a considerable amount of emotion will be involved in the final decision. Since the business of the franchisee is going to display the trademarks and trade dress of his or her franchisor, the franchisee must be enthusiastic about the final selection once it has been made. Such emotional enthusiasm should not, however, be permitted to obscure any negative information which has been uncovered as a result of an objective evaluation process. A prospective franchisee must be prepared to commit himself or herself to adopt the business format prescribed by the franchisor and to devote many long hours to the start up and development of the franchise operation. Franchising can offer rewards of financial success and job satisfaction. It can also cause emotional heartache and severe economic loss. Completion of the three-step evaluation process will make it more likely that a prospective franchisee will enjoy the former alternative rather than suffer the latter.

Michael P. Malley, PLC

3135 S. State Street, Suite 203

Ann Arbor, MI 48108

(734) 996-1083

michael@malleylaw.com
