‘\outrageous claims of instant wealth.

FRANCHISE 500

HERE ARE Two faces of
franchising. One face of-

fers the glittering smile

of enormous financial re-

wards and conjures up vi-

sions of Ray Kroc (McDonald’s) and
Colonel Sanders (KFC) and the thou-
sands of millionaires they’ve helped
into business. These pioneers made
franchising a household term with
their motto: “Get in early, build mul-
tiple stores fast and make a million.”
The other face is the darker side
of the franchising story. The early
years of franchising growth culmi-
nated in a “60 Minutes” TV report
tided “From Burgers to Bankruptcy,”
which aired in December 1978. The
show told the story of a couple of
slick guys in rented Rolls-Royce au-
tomobiles and gaudy jewelry who
sold the empty promise of phony fast-
food success on the strength of their

An expert reveals the secrets to
investigating a franchise.

BY ANDREW A. CAFFEY

The motto of this face of franchis-
ing: “Fast-buck artists selling hot air
on the promise of success.”

Understanding the dual nature of
franchising is an essential step in the
task of finding the right invesunent
for your interests and resources. Go
to a franchise trade show, and notice
the pace of the sale. It’s fast. It’s a
hard sell. And, all too often, it is
accompanied by exaggerated claims
of earnings potential. The other face
of franchising can be difficult to un-
cover, but there is good news: The
law is on your side, and you will be
prepared for the process if you do
your homework and bring diligence
to your task.

B THE INFORMED INVESTOR

Since the 1970s, a number of states
and the Federal Trade Commission
(FTC) have seen to it that burgers
don’t lead to bankruptcy, at least not

because the expensive cars a
and the dazzling jewelry is f
ery franchise buyer in the
States is protected by the ret
comprehensive disclosure
tus, dubbed the Uniform I‘]
Offering Circular (UFQC),
10 days before the purchasi
mitment is made. '

The UFOC contains a mi
gling amount of informatic
the franchisor, its key pé
liigation and bankruptcy
the fees to be paid to the ¢
the total investment, purch:
strictions, basic informatit
trademarks, the key term:
franchise agreement, the 3
of franchise owners, a list
chisees who have left the
and more. Attached to t
ment are copies of all con
be signed by the franchise
as the franchisor’s audite
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WATCH YOUR STEP

protect yourself, but it’s not. An ad-
ditional effort must be made to be
sure the franchise you’re consider-
ing doesn’t have a darker side.

How can you protect yourself?
Take these five steps to success in
choosing a franchise:

1. Research the market. Before
you jump into the idea of franchis-

ing, carefully research the business
potential of the town where

you plan to locate. (ESRERY
Start by driving 48
around and ob- AW
_serving where
‘the growth is in
your commu-
nity, where new
businesses are
being built and
what businesses
are clearly pros-

“““““““

B it . > e S, ‘ Meet
/f'— . =" As you investigate franchises, be sure to avoid these common mistakes and
cial statements. Armed with this key | franchise buyers make: . ' i T e previt
information, the investor will be in | ‘h 1. l-oslgsbswht,gf I:vl;at vou_d ant. X’?UYr? !‘}‘}';':3 for.s;:pr.t-tt;:mta, ' it may
id ke an infe de- |:i-homebased business, but-you en ‘up with a fast-food operation that - terms
"éisl.)i?;:u;l))l:);ct’ 32 fr:nncllﬂs(e)frxidleaest . 'demands 80-hour-workwaeks. What happened® ... .. 7.
in theory, the true face of the fran- ite o sight 9%'3'-‘"-" nal goals when hit wi ings
chise will be revealed. ’ ° profit
true,
® DOING YOURPART ard
It would be easy if receiving the francl
UFOC was the end of the effort to

Items S through 7 de-

Take advantage of the list, and se- "~ "

pering. Head to the -
library, and check the tail information about the  lect 2 random sampling to contact. -
statistics relating to the initial and continuing fees Attached to the UFOC are two.
town’s business growth. Skip to be paid to the franchisor essential documents. First, franchisors c
this vital step, and you will be and the company’s estimate of must include up to three years of au- n
flying blind—and “vulnerable—  your total investment in the fran-  dited financial statements. An audited 3 st
once you begin the process of evalu-  chised business. statementmeans an independent CPA ™ 1 e
ating franchise opportunities. Later sections summarize pur- has certified that the statements were “/-1 I
2. Read the UFOC. The disclo- chasing restrictions, discuss financ- prepared according to the industry -2} d
sure document is vital to your in- ing available from the company, and standard Generally Accepted Ac- x4 it
vestigation, bu it is little more than  spell out the services the franchisor counting Principles. oy y
a paperweight if you dont read it.  promises to provide to you. You'll You are planning to make a major . 3.4 d
The UFOC recently underwenta  find key information about any rel-  investment that could last for 20 years %3 t; n
renovation. The new-format UFOC, evant trademarks, patents or copy- or more, so do not pass “Go” with- g o
after a two-year phase-in period, be-  rights, and whether you are required out an independent evaluation of the 5 o e
comes mandatory for all franchisors to be personally involved in the company’s financial standing. Read 1‘
as of January 1. Much improved over  business’s management. the statement carefully; if you are at §3 p
the previous format, which had been If the franchisor provides infor- all uncertain about how to read it, "","1
used for more than 20 years, the mation about earnings among fran- seek out a competent accountant. 31 W
“new and improved” UFOC is writ-  chisees in the system, it will appear The other attachment is a sample {5
ten in plain English and is consider-  in Item 19. Franchisors are not re-  copy of the standard franchise agree- .ji3 d
ably shorter than it used to be. quired to give potential franchisees ment and any related contracts you g n
The first parts of the UFOC con-  earnings information, butif they do,  will sign with the franchisor. Unlike
tain a general description of the fran-  the law requires them to put it in the UFOC, the typical franchise € fi
chisor, a list of the people running writing in the disclosure document. ~ agreement is not written in plain % y
the company and general informa- Ttem 20 contains your best leads  English and is often difficult to read 355 b
tion about the franchise offering. Here ~ for further research—the list of cur- and fully understand, so proceed )
you will find litigation and bankrupt-  rent franchise owners and those who  with caution. Best approach: Find a'§ y
ky history if there is any to reveal. have left the system in the past year. good lawyer who can review the con-J88«. t
et
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Meet other franchisees if there are any,
and pay particular attention to founders'
previous business experience. One plus:
It may be easier to negotiate flexible
terms when dealing with a new company.

7. Falling for exaggerated earn-
ings claims. If the franchisor's claims of
profit potential sound too good to be
true, they probably are. Take any such
claims with a grain of salt. ’

By law, any eamings claimsa
franchisor makes must be backed by hard
franchisees will

f

financial expectations? ‘

© Does the franchisor provide use-

| assistance when you have prob-
lems? Is it responsive and prompt?

< Did you have enough money to
capitalize your start-up? Are the
company’s estimates of the total jn-
vestment in Item 7 realistic?

Complete your research by track-
ing down a few franchisees who left
the system in the past year. Find out
why they left and how the franchisor
handled their departure, Was therea
dispute? Litigation? Did the com-
pany have effective dispute resolu-
tion (arbitration, mediation or other)
rrograms in place to head off any

egal dispute?

4. Throw some really tough ques-
tions at the seller, Be prepared to
ask the franchisor’s representatives
many of the same questions you ask
the g"anchisees——and then some. Put
a few of these in your notebook:

¢ For companies with no earn-
ings claim in Item 19 Why is there
no earnings information listed in the
UFOC? Is it because the numbers
are not very attractive?

¢ For companies with an earnings
claim in Item -

“What procedures are in place
for resolving disputes between the
company and its franchisees?

¢Is there a franchise owners'
council or association? What roje
does it play in the company’s decij-
sion-making?

5. Get professional belp. This is
no time to pinch pennies on good
advice. You are considering enter-
ing into a complex legal relation-
ship, complete with all the financial
challenges small-business ownership
can throw at you. Find an experi-
enced attorney familiar with fran-
chising and representing small-busi-
ness owners, and pay for a review of
the UFOC. Be sure you understand
the franchise agreement and the
other contracts that accompany it.

You may also want to seek the
assistance of an experienced accoun.
tant to help you put together your
numbers, Lilfe every entrepreneur
planning to start a business, you need
to deveﬁ)p a detailed business plan
in which you project your revenues
and expenses. You cannot afford to
wing it.

Franchising adds a unique dimen-

tracts, discuss them with you and
answer your questions,
3 Tallzto;rmcbirea. Who else is

Q¥ closer to the real story? The biggest
- i you can make is to et the
seller handpick a few franchise own-
ers for you to interview—by phone.
Instead, take the list in Item 20, and
sy 3 do your own research—in person, Get
Ac- I in the car, and visit the franchisees
e you have picked from the list. Warch
jor | & their businesses in operation, do a
ars rough customer count, and quietly
th- 8 confirm to yourself that you would
the . enjoy working in this business.
ad 4 Here are some key questions to
at W pose to the owners you visit:
it, 4 *“Knowing what you know now,
Xt would you buy this franchise again?
le g * Whatis the toughest and what's
e 4 the most pleasant part of this busi.
ou ¥ ness?
ke - “How was the quality of the
se ?“ franchisor’s training program? Did
in you feel well equipped to start the
d 3 business?
d Y { % What were your gross sales last
a

¥ year? What was your pretax net? Is
24 the franchise living up to your

19: Can you FOR.MORE] IFORMATION. ;.../: ANREED
provide any| ¢ The ‘Federd/ Trade QQ”MI’SS!’Q@KEKC)ai?.rlé."\?id@,sxéﬁbhckag‘e.of ‘
more specific | iniormation abi{the FT C Franchige 2nd Business Opportunity
earnings infor- | Rulé’free of cha 06: Contact Public Referencs Branch; Federal

mation about
other franchi- i
sees in my mar- |::0at

nal informa

T@Qe_:Comrqik's;Qgg';—;Washihgton.

DC 20580,.(202) 326-3128,

?‘The'Am_eﬂégigrg}._Business Opportunity Institute Inc, a

n clearinghouse and seminar conipany

: 8pecializing in'b isiness opportunity “and fr'anchise'investment.
ket? (The law :-faﬁﬁ;zregmauah ravides pq,!;licatiqzs;-progr«ams@dzservice&
allows a fran- Far information; sénd a self-addressed, stamped business-sized
chisor to pro- envelope to American Buainess Opportunity Instituts Inc.,, c/o
vide such “Sup- ‘Andrew A. Caffey # 700,:3:Bethesda Metro Center; Bethesda,
plemental MD 20814, . R T T
Earnings Infor- limem 0 800 i, e

mation” outside of the UFOC, Fo
instance, if you find in Item 19 a
statement of the national average
gross sales of the franchisees in LEe
system, the company can lawfully tell
you the gross sales of franchises in

the town where you will be starting.
Press for this information; it could
be extremely useful.)

© What is the main reason fran-
chise owners fail at this business?

©Tell me about the culture of
your franchise system. What is your
philosophy regarding the franchise
relationship?

< What are the company’s plans
for franchise expansion?

sion to your efforts to start a busi-
ness. And finding the right franchise
requires a lot of hard work—doing
independent research, interviewing
other owners and carefully evaluat-
ing complex legal documents, Like
it or not, there is no other way to
see past the two faces of franchis-
ing.

Andrew A. Caffey is a practicing
attorney in the Wasbingtoh, DC, area,
a former General Counsel of the
International Franchise Association,
and an internationally recognized
specialist in franchise and business
opportunity law,
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Success Secrets For
Women & Minority

Entrepreneurs

| BRILLIANT IDEAS!

How 3 Inventors Turned
Their Ideas Into Proflts
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