| # minimal involvement in the busi-
'| ; ness and allowing passive inves-
1 2 tors the opportunity to buy into a

URCHASING a franchise

is about much more than

buying a job. With the

right franchise program

and the right approach

to the purchase, it can also be a

healthy financial investment, a

solid place to invest your funds
for years of equity growth.

For some franchise owners,

Z buying a franchise doesn’t mean  }

£ tying on an apron and standing -}

£ behind a counter. For them, it

3 not a job at all; it’s purely an in-

i vestment. In fact, some of the most

§ exciting franchise offerings are

£ simply invesuments, requiring only

AL

(2]

franchise program without leav-

ing their current professions.

CASHFLOWISKING

According to Roger Heymann,
a CPA with Heymann, Smith & Suissa PC in Rockville,
Maryland, whether you're buying an existing business or
developing a new locatdon—and whether or not you'll be
involved in the daily operations—the crucial ingredient in
any franchise purchase is cash flow.

“We've evaluated many franchise investments for our
clients, and we look at whether the business will generate
sufficient cash flow to pay the owner a fair salary and
generate enough [money] to cover the debt that results
from the purchase,” says Heymann. “If the projections

PNoIT0® re INT

N\

No Experience
REQUIRED

Buying a franchise as an investment has its risks and advantages.
Here's a guide to the pitfalls and potential that lay ahead.

BY ANDREW A. CAFFEY

e

show the cash flow will support those two financial goals,
the business is worth buying. If not, the new owner will
either have to reduce or forego a salary entrely and even
then may quickly go out of business. If the cash flow won't
support the investment, it’s time to renegotate the terms
of the purchase or pass it up endrely.”

Business ownership accumulates value over time, riding
the ddes of inflation, community development and in-
creased property values. For this reason, according to
Heymann, investors don't need to insist on a specific re-
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turn on investment, or ROJ, even if it
could be accurately measured before a
business is purchased. “The owner will
acquire equity in the business as debt
is paid off,” he says. “It’s a lot like the
benefits of home ownership.”

And just like owning a home, if
your income doesn’t allow you to make
your monthly payments, no promise
of future appreciation will help you
pay off your present-day debts. It’s
the cash flow—the revenue that the
business consistently generates from
one month to the next—that makes
the investment possible.

PASSIVE VOICE

The passive franchise investor has
many investment goals. That investor
must plan on salaries for managers
who will run the business, allow for
debt service on the loans used to buy
the business and stll receive income
as a return on the investment. How
much of an ROI? “We generally look
for a 10 percent cumulatve annual
return after debt service on the money

A Cut Above

For nearly a decade, entrepreneurs Greg Regian and

invested,” says
Heymann.

“That may Julie Wilson have amassed profits by creating publicity
seem high, but campaigns for franchises in the Fort Worth, Texas, area. -
buying a busi- Over the years, many Regian & Wilson advertising clients

ness is a rel-
atively risky
investment
compared to
putting the
money in a
money-market
account. That
sort of risk
should gener-
ate a high re-
turn for the in-
vestor.”
Passive in-
vestors gener-

had urged the duo to put their money where their mouths
were. Since they specialized in franchises, what better way
than to experience franchising firsthand?

Becoming a passive franchise investor is a route many
opt to take. For Regian and Wilson, the opportunity not only
proved that they believed in their own abilities, but it also
offered a fringe benefit: a sound investment for the future.

Fortunately, the pair didn't have to look far for the right
venture. One of their primary clients, haircut shops fran-
chisor Hawkins Pro-Cuts, was selling some existing loca-
tions, so they purchased one in 1995.

“It was more time-consuming than we'd bargained for;
says Wilson. “So we decided it would make sense to buy

ally plan to build the business toward
a specific value, usually expressed as a
multple of annual earnings. A com-
mon goal is to decrease the expenses
of an operation and build revenue so
the business is valued according to the
highest possible multiple of earnings,

often as high as five to one. For ex-
ample, if the “recasted earnings” of
the business (meaning without owner
benefits such as a redrement plan) af-
ter salaries, taxes and debt service are
taken out is $60,000, the purchase
value of the business is about $300,000.

‘Same excitement as

*McDonalds & is 3 registered trademark of the McDonalds Corporation and is in no way affiliated with MotoPhoto, Inc.

McDonalds®!’

MOTOPHOTO

For a franchise information packet, call:

“I see the same great opportunity now with
MotoPhoto™ as with McDonalds in the ‘60s.

I love the business and I love the culture.”

--Tom Dentice, former Exec. VP,
McDonalds Corp.
¢ A franchise that's rewarding, satisfying and fun to run.

® A state-of-the-art store for less than $80,000 through our low-risk
QuickStart™ financing program.

¢ New store design by national award-winning company.
¢ Dominant franchise in $13 billion industry.

800-733-6686

www.motophoto.com
NASDAQ:MOTO
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Franchising presents a natural op-
portunity to bring those important
views of life to a business endeavor.
“Franchising is a good vehicle for the

ive investor, even if the investor
doesn’t own the franchise itself,” says
Justis. “I know of one fellow here in
the South who loaned $50,000 to a
multiple restaurant development fran-
chisee and was guaranteed a 23 per-
cent annual return for the next 10
years. That’s not bad. All passive in-
vestors have to understand that in fran-
chising, they’re investing in the team
of people who bring the operational
ills to the business. A national trade-
mark is just not enough, by itself, to
support the investment.”

Do all franchise systems allow pas-
sive ownership? Absolutely not. “In
fact,” says Justs, “it is expressly pro-
hibited in many . That's be-
cause of the [documented] higher per-
formance of many retail businesses
when an owner is on the premises.
Local ownership is part of the magic
of the franchise formula, and many

franchisors don’t want that op-
eratonal edge lost to passive
ownership.”

In many industries, the re-
turn on an investment may
not be realized very quickly.
“[Some] franchised businesses
don'teven break even, letalone
give a return on an investment,
for three or four years,” says
Jusds. “And that can certainly
discourage investors.”

CONSULTING YOUR
CRYSTALBALL

The crystal ball by which
you can determine whether a
business purchase will be a good
investment is an accountant’s
projection. A projection by a
competent accountant is a de-
tailed, ime-consuming, fairly
expensive undertaking, but it’s
an essential step in your deci-
sion-making process. You and
the bankers who would lend
you money to buy the business

——===== Hands Off

All investments pose risk-evenwhen
you're betting your savings on a reputable .
franchise system. The stakes get especially -
high for passive franchise investors, who =
typically entrust the success of the business
to a full-time manager. d

“| think my biggest issue [has always 3% -
been] the risk involved; says Corey . ‘)‘v‘t
McClelland, a passive franchisee for three ¥
UniShippers franchisas in Southemn !
California. But that didn't stop him from
joining forces with Dan Lockwood and Mike
Dimase, two friends he met while working *
as a lifeguard years befors, to buy the
franchises. “l had a lot of trust in the people
who were going to be running [the fran-
chises] on a daily basis; he says.

Lockwoaod quit his job in 1991 to run the
partners' first franchised location—and
ultimately all three—full time with help from
Dimase. McCleiland only commits about an
hour each month to the businesses when
he can spare time from his job as a com-
puter scientist for a large corporation. So
far, so good: 1997 sales were $3.2 million,
and 1998 projections were $4 million.

)
—
D)
O
O
Ll
QL

)
-
D
@)

centercourl

For more Information on Contercourt™ or Cantercourt’s™ intornational Master License Program, contact 1.888,232.6878 + 1.619.792.3581 (outside USA)

Finding the Business of Your Dreams
Just Became a No-Brainer

Centercourt™ features some of the hottest franchise and business opportunities
available today. As a FREE Internet resource, Centercourt™ contains detailed
information on hundreds of business listings and web site links designed to help you
find the business of your dreams — with a simple click of your mouse.

www.centercourt.com

® Links fo hundreds of interactive web sites featuring today’s hotfest

Weekly reviews, antices and tips on how 1o start your own
domestic and intemational fronchise and business opportunity offerings.

business written by today’s top business executives.

The Internet Resource For

Franchise & Business Opportunities

Centercourt USA™ is offered by IFX International — Experts in the franchise and business opportunity industry since 1985.
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tion available to prospective investors.
Earnings claims are heavily regulated
by state and federal franchise laws be-
cause of historic abuse. Franchisors
are not required to produce perform-
ance data, but if they do, it must be
displayed in Item 19 of the company’s
Uniform Franchise Offering Circular

(UFGQ).

Although you may find useful in-
vestment data there, the odds are,

you'll have to develop your own pro-
jections. The next best source of per-
formance data is other owners. You'll
find a list of franchise owners in Item
20 of the UFOC; get in the car and
visit them, armed with financial ques-
tions. What were their gross sales for
the year? What was their net income
for the year? Have they drawn a fair
salary out of the business and were
they happy with its performance? And

over 1,500 searches daily!

With the Internet fast becoming an important source
for business sales, you can take advantage of being a
part of the Entrepreneur Magazine site—the world’s
most active small business site with 150,000 unique
users monthly. It’s through this highly visible site that

users enter the BRN.

In just one year, the BRN has listed over 5,000 busi-
nesses and represented over 50 franchise systems.
Franchisors can easily enter and update their listings
directly online via our special password system.

3

.~
>

> Refer franchisees on an individual basis.

I44 ENTREPRENEUR

1M
franchisees &

> List both company-owned or
individual franchisees.

-

> Provide a free corporate service
to your franchisees,

The Business Resale Network (BRN) is the
hottest multiple listing directory for business resales
on the Web. As a joint venture offered by Entrepreneur
Magazine and Franchise UPDATE, it draws more qualified,
business buyers than any other resale site of its kind—

> Update your listings on a daily basis.

Demonstrate support for franchisees
on the way out—a valuable benefit.

Business

RESALE

A SERVICE PROVIDED 8Y

.........

the key question: If they had the de-
cision to make again, would they in-
vest in this franchise?

Once you actually decide to buy
the franchise and you sign the fran-
chise agreement, the franchisor will
be in a position to help you develop
a complete business plan and won't
be restricted by law from providing
you with whatever system informa-
tion is available. The law is designed
to protect prospective franchisees
from inappropriate inducements to
buy into the franchise; once you

What The Passive
Investor Looks For:

/A franchise agreement that
allows passive ownership. If you
want to be a passive franchise
owner, make sure the franchisor
allows it. Many don't.

/A strong franchise program,
which reduces the risks inherent
in new franchise offerings
vRetumn on Investment (ROI) in
the neighborhood of 10 to 20
percent cumulative annual retum
after debt service
vAccountant’s projections that
show the business can support
management salaries, cany debt
service and still hit a healthy ROl
v Strong eamings information in
the UFOC (item 19)

v/ The right team of operators or
unit managers -AA.C.

commit to the purchase, the restric-
tions no longer apply.

BEWARE OF TRANSFER
RESTRICTIONS

If you're planning to purchase an
existing franchise, check out the re-
strictions placed on the transfer of
the franchise rights. Virtually all fran-
chise contracts impose conditions on
the sale of the franchised business.
These usually include the franchisor’s
review and approval of the terms of
the proposed transaction, vour quali-
fhcations (ﬁnancli)al and otherwise) as

e prospective buyer, your signing a
franchise agreemer}!,t thzt may%?sugb-
standally different from the contract

JANUARY 1999



held by the seller, and payment of a
transfer fee to the franchisor. Make
sure you or your attorney investigates
these requirements early in the pur-
chase process. Transfer fees and other
expenses may affect the value of the
business you want to buy. Expect the
franchisor to ask you to submit appli-
caton materials for its review and
consideration.

Many franchise contracts also give
the franchisor a right of first refusal,
allowing it to buy a franchise in the
event the owner receives a genuine

What The Active
Investor Looks For:

«Accountant's projections that
show the business can support a
fair salary and cany debt service
v Equity that will be built over
time as debt is reduced
vMinimal transfer restrictions in
the franchise agreement. Consult
with a competent legal advisor on
this point.

v'Reports of satisfaction from
other owners about the financial
success of their businesses
vAccountant's projections that
show you can afford the transac-
tion ~AAC.

urchase offer from another party.
pOnce an offer is received, the con-
tract nua'fht require the franchisee to
pass it along to the franchisor, which
has a specified period of time, usually
30 days, in which to exercise its right.
You may do your homework, secure
your accountant’s projections, arrange
financing and make a formal purchase
offer only to find that the franchisor
decided to exercise the right to buy
the business on the same terms as
your offer.

THEFUTURE OF
FRANCHISING

In its earlier years, franchise suc-
cess was built on the courage, deter-
mination and hard work of the indi-
vidual owner/operator. While there
are still many great opportunities
geared to the individual purchaser,
the franchise market is decidedly dif-

ferent now. The new sophistication
and maturity of the franchise con-
cept, fierce competition in the mar-
ketplace, and the sheer size of the
total investment required by most re-
tail franchises have combined to cre-
ate exciting investment opportunities
for passive investors.

The future of franchising remains
bright, whether you want to be in-
volved behind the counter—or not.

For more information about research-
ing a franchise, see “Now You're Cook-
ing” on page 162. L]

Andrew A. Caffey is a practicing
franchise attorney in the Washington,
DC, area; a former general counsel of the
International Franchise Association; and
an internationally recognized specialist in
franchise and business opportunity law.
E-mail bim at ACaffey@compuserve.com.
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For Reservations, call:

ICKETS

Prices Lower

than the Airlines!
Ask about Senior Fares... Age 62 or Older

OPEN 7 DAYS

""MONDAY - FRIDAY
.. 8:00 am - 9:00 pm -

. [ ‘Y... ~Y~
+~10:00 am - 6:00 pm ...

RESERVATIONS NETWORK
DISCOUNT AIRLINE TICKETS ARE ALL WE 00

LICENSED ¢ BONDED « INSURED

Mention PIN# 700501 for better savings!
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