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or the independent restaurateur, there is perhaps no restaurant growth strategy as complex, daunting and downright
inviting as franchising. The obstacles are steep, but the payoff can be tremendous, and “rags to riches” stories abound.
If franchising is your goal, it is never too early to start thinking about it; however, before you start dreaming about be-
coming the next McDonald’s® or Chick-fil-A°, you need a reality check. The operational and legal landscape of franchising is not

a forgiving place for the naive or unprepared.

Jim Laube, RS&G contributing editor and president of RestaurantOwner.com, our official Web site, interviewed two of our con-
tributors, both of whom have expertise and experience in restaurant franchising. Wayne Bunch is an attorney who built and led
a successful restaurant franchise and now specializes in franchising law. Jay Goldstein served as an executive for multiunit na-
tional restaurant franchises and is a restaurant franchise consultant. Here’s what they had to say.

JL: How would you define the process
of franchising from a legal perspective?

Wayne: I’ll give you a layman’s defi-
nition. Basically it’s providing support
for the setting up and the running of a
business, in this case a restaurant busi-
ness, and the business being operated
under trademarks or service marks that
are owned by the franchisor. In turn for
supplying the training and the support
and the trademarks, the franchisor [the
one who has created the concept] earns
from the franchisee an initial fee and an
ongoing royalty.

That’s the basic franchise arrangement
and it’s an interesting concept because
many of my clients will come to me and
they’ll say we don’t want to franchise be-
cause we don’t want to have to comply
with all of the federal and state franchise
laws, so we’re just going to license our
concept. And frankly it doesn’t work be-
cause you fall within the Federal Trade
Commission’s (FTC) definition of a fran-
chise. You are in fact a franchise whether
you call it a license or anything else, and
then you must comply. So some clients
find themselves offering franchises and not
really knowing it until they actually talk to
a franchise attorney.

JL: So is that where the term comes
- “hidden franchise"?

Wayne: Yes, and the FTC defines a
franchise as an arrangement in which a
franchisor has given a franchisee the right
to distribute goods under their trademark.
That’s the first element. The second ele-
ment is that the franchisor is exerting a
significant amount of control or providing
a significant amount of systems to the
franchisee. And finally, in return, the fran-
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chisor is earning certain fees. And when
those three elements are found, you are
considered a franchise and you must com-
ply with all of the federal and, depending
on what state you’re in, state franchise
laws. The laws are fairly complex and
they do require representation by an attor-
ney who really understands the field.

JL: What are some typical franchise
structures that are used in the
restaurant industry, in particular?

Wayne: Well, it depends on the fran-
chise company. If a company is interested
in growing less aggressively or more con-
servatively, that company will usually
choose a structure of a single-unit franchise
where you’ve got the franchisee operating
the unit. That’s a very typical choice of
growth strategies in the franchise field. The
other is a more aggressive approach, and
companies that choose a more aggressive
approach do it one of two ways. That is,
they either enter into arrangements that are
called “area development deals” or “multi-
unit development deals” in which the
franchisee is granted exclusive rights to de-
velop multiple units within a specific
territory within a specific time frame. For
instance, with my company we would
carve out, say a quarter of the city, and
grant that particular area to one franchisee
and then that franchisee would have to
build restaurants within a certain time
frame. You wouldn’t give a franchisee ex-
clusive rights to a territory and not
motivate them to build units under a rea-
sonable time frame.

The other, more aggressive, approach is
to sign a master franchise deal in which a
master franchisee is delegated certain
rights of the franchisor with which they
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train, sell and support franchisees in their
particular territory in return for splitting
the initial franchisee and the royalty with
the franchisor.

JL: If you're a single-unit operator
starting out, | would presume that
you'd want to keep your franchise
structure fairly simple and straight-
forward, at least initially.

Wayne: Yes, and the master franchise
structure is rather complicated, and I don’t
recommend that very often. But an area
development or multiunit development
deal is a very typical approach and in
many cases you can keep those deals down
to two units or three units — whatever is
most comfortable. Many of my clients sign
area development deals for only three
restaurants as opposed to maybe 20 restau-
rants, which can occur as well.

JL: Let's talk about why you might
consider franchising your restau-
rant concept as a growth vehicle as
opposed to just duplicating and
adding more units to your existing
company. Jay, do you have any
comments on that?

Jay: In simple terms, I think one of the
most important reasons is the use of other
people’s money. It gives you the opportunity
to grow much more rapidly because you do
not have to raise the funds and deploy them
on your own. You’re also taking in other
people’s knowledge of different markets. If
you’re in Houston and you want to grow in
Dallas or Denver or Phoenix, the time,
money and effort that it would take to get to
know those markets to successfully expand
would take you quite some time and it
would be a pretty significant investment.
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So you’re finding partners who know their
market, who are able to go in pretty
quickly and start to build the brand. You
also have an opportunity to be the first in a
market with your type of concept and
you’re able to get some good market pen-
etration and penetrate a number of markets
and in the meantime you’re building pretty
strong brand recognition in your chosen
area of development. So it does give you
somewhat of a competitive advantage
against other people thinking about a con-
cept like yours in these markets.

Wayne: In addition to providing a vehi-
cle for rapid growth and at the same time
allocating risk, meaning use other folks’
money, you also create a far more motivated
workforce. If you build a company on units,
you’ve got to find general managers to run
those units. When you franchise them,
you’ve got owners operating those units and
typically they’re going to be more moti-
vated, and everyone knows in the restaurant
business how difficult it is to get employees
in this case. You’ve got to form a motivated
workforce operating your concept.

JL: How many restaurants do you
need operating to even think
about franchising?

Wayne: Of course, the more restaurants
you have the more knowledge you have of
your concept and the better prepared you
are in terms of preparing site selection cri-
teria, and preparing and perfecting all of
your systems. But with one restaurant it
can certainly be done and it’s been done
successfully on many occasions.

JL: What are the typical fran-
chise fees that you can expect in
terms of a franchise fee payment
upfront and then a percent of
sales going forward?

Wayne: In the restaurant industry, I've
got a client that’s charging $40,000 for
his initial franchise fee and then a 4 per-
cent royalty ongoing. This is a concept
that generates yearly revenues of over $2
million so it’s a pretty good concept. I've
got another concept that is not going to
generate this kind of revenue just charg-
ing $25,000 per unit for the initial
franchise fee. So that’s the typical range
in my experience.
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Jay: It really depends on the type of
restaurant you’ve got whether it’s
quick-service, fast-casual, or full-ser-
vice with a bar. There are different
levels of complexity, there are different
levels of support that come with that,
and then to Wayne’s point, different lev-
els of sales where you can afford either
a higher or a lower franchise fee to sub-
stantiate that. One other thing that I'd
throw into the mix is the strength of the
economic model. If your concept con-
sistently flips 20 percent-plus for the
bottom line, you can charge more in
fees then you would for a concept that
fits 12 percent to the bottom line. And
then with regard to royalties, I’ve seen
the range wane anywhere consistently
from 4 [percent] to 8 percent but I think
the more successful and the faster-
growing concepts are typically in the 5
percent range.

Wayne: Yes, I think that’s true. I think
it’s important to also remember that if you
have a unit that’s doing 20-25 percent to
the bottom line, you can substantiate to a

prospective franchisee that it’s still a
good investment after you take your roy-
alties. If they’re making 20 percent and
you take 5 percent off the top they’re left
with 15 percent and that’s still a good re-
turn on their money. If you’ve got a
prototype that’s dropping 8 percent to the
bottom line and you want to charge a 5
percent royalty, then you’re leaving your
prospective franchisee with potentially
only 3 percent. That’s a deal that will
never sell because the return is inade-
quate. So as Jay indicated, you’ve got to
look at several factors: your unit eco-
nomics, what the market will bear, your
actual costs associated with servicing,
supporting the franchisee, and opening
the franchisee’s unit.

JL: Both of you mentioned unit eco-
nomics and you both mentioned
20-25 percent net and | assume
that's 20 percent net income on
sales. That's pretty huge. | mean I'm
sure a lot of our members are think-
ing, gee whiz, how many restaurants

out there actually do that? What do
you think you need to have to really
even seriously consider franchising,
in terms of your unit profitability?

Jay: I would say that, yes, 20-25 per-
cent operating profit is pretty darn exciting
but if you’re not in the 16 or 18 percent-
plus range, it’s going to be tough.

JL: Why would you not consider
franchising as a gross strategy?
Wayne: I think it’s clear that just
about any type of restaurant concept can
be franchised. I think what’s critical
here is preparation. Preparation is ab-
solutely key, being prepared before you
go about the business of selling a fran-
chise opportunity. And I mean prepared
both with your legal infrastructure in
place and your operational infrastructure
in place. Once those two infrastructures
are in place, the next question is what
kind of franchisees I want to market my
franchise to. The more complex the op-
eration is, the smaller your pool of
prospective franchisees is going to be.
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The simpler your concept is, the larger
your pool of prospective franchisees is
going to be.

And what I tell my existing clients with
existing franchisees is, I ask them to come
up with the type of franchisees they want
to attract and the type of franchisees they
don’t want to attract. But all in all, in the
restaurant world, if you’re prepared and
you choose good partners I don’t think
there’s a reason not to franchise.

Jay: I would throw two things in
there to consider regarding not franchis-
ing, and one would be if you think you
can achieve the growth you want and
you’ve got access to the funding to do it
and you’ve got the people in the infra-
structure put together that will be able to
sustain that growth then you may or may
not want to franchise. When you’re con-
sidering whether or not franchising is the
right growth strategy for you, if you’re a
person who truly likes to have control of
the business and the control of how
everything goes, franchising is going to
be very difficult for you.

Wayne: I think initially you need a
concept that is profitable, and a restau-
rant concept that is compelling on two
levels. It’s got to be compelling from
the standpoint of selling it as a franchise
and it also has to be compelling as far as
selling it at the retail level to consumers.
So initially it’s got to be profitable as a
business and then secondarily it’s got to
be compelling enough to sell as a fran-
chise. You have to have systems. [In a]

franchise business — whether it’s a
restaurant, dry cleaner or real estate
company — you're selling systems

more than anything. And so you’ve got
to be able to have your operational pro-
cedures systematized in a way that they
can transfer to your franchisees. You
need to be able to train your franchisees
properly to manage the business.
You’ve got to have a prototype that is
replicable and efficiently profitable such
that when you swipe that royalty out of
their bank account every week, the fran-
chisees are still making money. And in
terms of replicable, you’ve got to be able
to cookie-cutter that thing out as you
grow. You need to have a competent
management team in place that is suffi-
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cient to support your obligations to your
franchisees, you need sufficient capital
and you need a business plan to outline
your franchise growth strategy and a
marketing plan to outline your sales strat-
egy. Those are some of the things. There
are others but those are what I would
consider to be the key elements of a suc-
cessful franchise company.

JL: What are the legal requirements
and associated costs?

Wayne: First and foremost there are the
FTC franchise rules that dictate that any
time you sell a franchise opportunity you
must present that prospect with a document
disclosing all of the pertinent elements
about the franchise company so that the
franchise prospect can analyze the invest-
ment opportunity fully.

The disclosure document is called a
Uniform Franchise Offering Circular
(UFOC) and it includes a description of
the franchisor, the business experience of
the franchisor, the franchisor owners and
all of the franchisor’s key executives. It
discloses litigation both civil and criminal
related to the franchise company and,
again, its owners and its key managers,
and any bankruptcies among owners or
key managers in the company. It outlines
the fees, start-up costs, all of the obliga-
tions under the franchise agreement for

both the franchisees and the franchisor. It
outlines the trademarks that the business
will operate under. I'm skipping a few of
the things, since there are 23 items in
these documents. And then you can
choose to make an earnings claim where
you outline in the format prescribed by the
FTC earnings of your existing restaurants.
Financial statements must be audited by
an independent certified public accoun-
tant. That’s for every franchise company,
and you’ve got to go back three years.

I recommend when a franchise company
starts that they form a new entity [i.e., lim-
ited liability company or corporation] for
two reasons. First, to separate it from their
existing business for limited liability rea-
sons and secondarily to minimize the cost
of that initial audit because a new com-
pany, of course, doesn’t have much of a
financial history so that the initial audit is
much less expensive.

JL: Now the UFOC is a federal re-
guirement, so everybody in the
country is going to be subject to
that, right?

Wayne: Everybody is subject to that.
And then there are 13 registration states that
require that you register your UFOC with
those states before you can sell a franchise
opportunity in those states. There are addi-
tional states that are called “filing states,” in
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which you must file certain documents in
order to sell franchise opportunities in those
states. The bulk of my practice is preparing
the UFOC, preparing the agreements and
then maintaining all of the registrations and
all the filings for clients that are selling fran-
chises on a national basis.

JL: What is the typical cost for
all this?

Wayne: I charge in the neighborhood of
$15,000 to $25,000 for the UFOC, the agree-
ments, and for all of the registrations, and the
range is higher or lower depending on the
complexity of the structure that’s chosen.

JL: And what would be the other
costs associated with franchising?

Jay: On the operation side, one of the
things that franchisees are buying is the op-
erating system governing the product, the
people and the management systems. So
when you talk about the operating manu-
als, there are costs associated with the
development of those manuals and then
having those reviewed by a competent
franchising attorney to make sure that how
the manuals are written is the best for your
business and will basically avoid trouble or
conflict in the future.

There are some costs associated with
developing your infrastructure and mak-
ing sure that you’ve got the right people
to provide the right support for this new
franchise community. You may have
some consulting costs that go along with
this. You certainly would have the ac-
counting costs such as the audits that
would need to be done.

There are costs involved in selling a
franchise. You need to develop your mate-
rials and they need to entice people to look
at your concept. You may have to develop
a Web site, which also will help you with
your franchise sales, and then you’ve got
to determine who’s going to actually sell
the franchises. Are you going to do it or
are you going to hire an outside company
or have a consultant do it for you? Another
cost is making sure that your logo is devel-
oped, your design is protected, and these
things are trademarked so that when some-
one buys this from you they can rely on
the fact that it’s going to be theirs and no
one else will infringe upon it.



JL: Can you give us a sense of the
overall costs; maybe a low, medium
and high range, just to understand
what you're looking at, if you're really
serious about pursuing this further?

Jay: Our clients we’ve worked with
have ranged fees from a low of $24,000 to
a high of $40,000 so if you add legal fees
($15,000 to $25,000) and our services to-
gether I think on the low end you’re
probably at about the high thirties and on
the high end you’re in the high fifties to
about $60,000. I think when you start cal-
culating your franchise fees and what the
royalties can be, you’ll see that this is a
pretty good investment potentially.

JL: Jay, could you talk a little bit
about how you find the right fran-
chises or franchisees — the potential
franchisees for your concept?

Jay: It’s almost like defining your restau-
rant concept, your point of difference and
defining your target customer and where you
find them. Wayne talked earlier about how
you may choose single ownership or mom-
and-pop franchises or limit them to a couple
of stores. You may decide to go to a multiu-
nit development scheme where you want
people with the wherewithal, who can build
five to 10 units or more in a relatively short
period of time. So depending on the type of
franchiser you’re looking for, it’s wise to list
the characteristics you want from them and
then strategically go after them. For exam-
ple, if you’re looking for the
mom-and-pop or sin-
gle-operator type,
you can work with
large companies that
have layoffs from time
to time. Get involved
with them and offer
your franchising opportu-
nity to these people
who are now out
on the job mar-
ket looking for a
job and may not
want to go work for a
company again and want
to own their own business.

You may go to job fairs
where you’ll find a number of
folks out in the marketplace, per-

haps looking for a job and willing to con-
sider the opportunity to own a franchise.
If you were going after multiunit people
who can develop larger territories, who
perhaps are a bit more sophisticated,
maybe these people have already owned
businesses. They may have a Chick-fil-
A® franchise territory and they can’t build
any more of those and they want more
business, so that would be a perfect op-
portunity for you to sell your franchise
opportunity to them, and they’re a proven
successful franchisee.

Wayne: I would add, to the extent to
which a franchise company is really dis-
ciplined in its approach to screening
franchise applicants the better. It’s
sometimes a very difficult thing to do
when someone is about to write you a
check for a franchise to say, “You don’t
fit my profile.” But to the extent that
you can be disciplined and really under-
stand who you want operating your
particular business concept, and stick
with that, the better.

I’m in the legal business. I draft the agree-
ments and certainly we draft and protect the
franchisor to the extent we can. But at the
end of the day you hope to have a partner-
ship where both parties are happy with the
other, both parties are profitable and it’s a
win-win situation.

JL: Jay, what are franchisees inter-
ested in the most when they
evaluate franchise opportunities?

Jay: I think what I found in my expe-
rience are six things. One, they want to
make money and they want to get a good
significant return on their investment.
Two, they’re looking for a brand-name
— something that’s recognizable. We
talked earlier about connecting with a
brand or a logo, and I would add to that,
connecting positively, too. When you see
it, it puts a smile on your face or you
think, “Gee I'd like to go there, some-
thing I feel good about.” They’re looking
for marketing and the sales-building tools
that they may not have on their own, and
what I would put under marketing also is
research and development. So they’re
looking for something that’s going to be
kept fresh — there will be new products,
there will be things that the marketing de-
partment will be able to go out and get
people excited about returning to over
and over. I think the fourth point they’re
looking for is a purchasing and distribu-
tion advantage. If they sign up with a
larger organization hopefully they’ll be
able to buy their raw products at better
prices then if they went out and tried to
do a concept on their own.

Point five, they want something they can
rely on that will create some consistency
out in the market-

RESTAURANT STARTUP & GROWTH | 39



place to keep them an attractive offering to
the consumer, as Wayne pointed out earlier.
And the sixth thing they’re looking for is
support, not only during the bad times, but
in the good times as well. There are a num-
ber of franchise systems that help well-run
franchises get even better, and I’'m a be-
liever that if you focus on the opportunities
... focus on the people who are doing a
good job, you’ll get some great returns.

JL: Why is an operating manual so crit-
ical to the success of your franchisee?

Jay: [Let’s say] you are based in
Houston and you’ve signed on a fran-
chisee in Denver. You're excited about
him. They come down. The representa-
tive comes down. They go through the
training program. They perform bril-
liantly. You’re just as excited once
they’ve completed training as you were
when you signed them up. They’re fired
up. They go back to Denver. They start
the process of opening a restaurant, and
the chances of them retaining 100 percent
of what they learned are slim to none.

So they’ve got to have those reference
materials. They’ve got to have something
to fall back on that they can feel confi-
dent in. They need those materials so that
they can turn around and train their man-
agers, train their employees and be able
to execute this system so that the con-
sumer is happy with it, the employee is
happy with it and at the end of the day
the owner is happy with it because the
profitability has occurred.

So it helps create that consistency. Then
as a franchisor you have a reference when
you do your unit evaluations or your busi-
ness planning with them.

So when an employee is preparing a
hamburger incorrectly, you’re able to go
back to that operating system or that oper-
ating manual and say, “Let’s look it up,
let’s see how it’s supposed to be.”

Wayne: I would add that one of the
true values of any franchisee is its uni-
formity. If a customer has fallen in love
with your hamburger and they’re in a
different city and they see your fran-
chise they want to be able to have the

same hamburger regardless of where
they are, and the operations manuals
create that uniformity.

I’d also indicate from a legal perspec-
tive that the operations manuals become
part of your franchise agreement by ref-
erence and it’s important that any
operations manual be reviewed by an at-
torney prior to its use because if it is
drafted in a way that is inadequate, you
as a franchisor can at times be brought
into suits based upon negligence caused
by one of your franchisees. The best ex-
ample of that is the McDonald’s incident
where the plaintiff got a scalded lap. It
was a franchisee that served that cup of
coffee but they were able to sue McDon-
ald’s because the manuals indicated how
hot to brew that coffee and the fran-
chisee was in compliance with the
operations manual. There are instances
where you are exposed to liability. You
may not want to be exposed to several
references in the operations manual so
it’s critical that an attorney review that
document as well.
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JL: What does the franchisor do in ad-
dition to an operating manual to help
ensure the success of the franchisee?

Jay: I think you need to lay out for
those people the critical path items, from
the signing of the contracts to the opening
of the unit and beyond for the operations.
You absolutely need to be a partner with
them in the site selection and there needs
to be a well-defined and well-documented
site selection process. One of the best fa-
vors you can do for a franchisee is review
their financial projections and make sure
that they’re realistic. A lot of times you’ll
see folks rely on the absolute best scenario
in sales and the lowest possible costs.

Wayne: You would review that after
they became a franchisee.

Jay: And then I think helping ensure that
they’ve got the right manpower, they’ve got
the right number of people, and they’ve got
the right types of people, and that those
folks have received proper training.

JL: There is one final thing | want
to make sure that | get in here. If
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somebody is interested in fran-
chising and maybe they are six
months, a year, or maybe even
longer away from actually talking
to potential franchisees, what
could they or what should they be
doing now to prepare for the day
when they want to start franchis-
ing their concept?

Wayne: First, make sure that your pro-
totype business — the business that you’re
relying on to be the one that you show
franchisees — stays profitable. Really
work that business so that it stays prof-
itable. Second, begin the process of
federally registering your trademark or
your service mark. It takes anywhere from
six months to a year to complete that
process and so the sooner you get that
started the better, and it’s not that expen-
sive to do.

JL: Wayne, even if you don't have
any expectation of being a national
company — you just want to be a re-
gional company in three or four
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states — do you still need to go
through that process?

Wayne: Absolutely, because you have
common law rights or equity rights in your
mark only within the geographical area
that you are selling product. Once you es-
cape that area then your name and your
logo or whatever mark you’re operating
under is no longer protected. So even if it’s
a regional concept you still need to feder-
ally protect it.

The third thing is, I would begin to
document your operation systems, begin
the drafting of your operations manuals.
Number four, I would raise or set aside
sufficient capital to pay for all of the
work necessary to prepare you to sell
franchises. I would begin to research
your competition. I would begin to plan
the management and supply infrastruc-
ture of it. You’re going to need to support
your franchisees and then, lastly, I would
speak to an experienced franchise lawyer
and I would speak to an experienced op-
erations consultant about the prospects of
becoming a franchisor. RS&G
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