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By Dennis L. 
Monroe

The number of 
outside investors 
teaming up with 
good operators to 
buy into franchise 
systems is prolif-
erating of late. In 

particular, private equity has served as the 
funding for consolidation of franchisee 
units and the acquisition of franchisors. 
But not all professional investors are cre-
ated equal. Operators who want to bring 
in a financial partner while staying actively 
involved have due diligence to do.

There are two types of financial part-
ners:  the investor who wants control (this 
does not necessarily mean operational con-
trol, but actual majority interest); and the 
investor who is more passive and interested 
in investing alongside a strong operator 
without a control position. Either way, con-
sider these questions:

•	 Do backgrounds match? Make 
sure your prospective financial 
partner understands your busi-
ness and market segment, whether 
you are a franchisor or franchisee. 
If you own a food concept, find a 
financial partner with experience 
in the food industry. If you are a 
service franchise, seek a partner 
who understands those intrica-
cies.  It sounds simple, but I have 
often heard potential investors say, 
“I understand business in general 
and that should be good enough.” 

I disagree: I do not think general 
business understanding is ade-
quate. A good financial partner 
needs a history in the type of busi-
ness where it invests. 

•	 Where’s the value?  Even though 
your goal in securing a finan-
cial partner is to bring in money, 
this arrangement should also be a 
value-added proposition. Can your 
partner provide financial expertise? 
What resources does your partner 
have to help grow your company or 
bring in necessary talent?  Besides 
providing its own funds, what 
financing can your partner attract? 
A good financial partner brings a 
myriad of support to an investment 
other than just dollars.

•	 Are constraints understood? 
Potential investors frequently ask 
me about constraints imposed on 
them by existing franchise docu-
ments. Constraints are real and 
numerous. In a franchisor invest-
ment, for instance, potential officer 
or director liability issues and dis-
closure requirements may exist 
in the franchise disclosure docu-
ment. In a franchisee investment, 
potential issues include guaran-
tees, rights of first refusal, lack of 
ability to assign interest without 
the franchisor’s consent, non-com-
pete agreements and confidentiality 
deals.

•	 Are growth plans aligned? A 
potential financial partner needs to 
understand true growth potential 

and the dollars needed to get there. 
It may not be realistic for a financial 
partner to look at an accelerated 
growth plan in order to provide 
extra value for an exit. Fast growth 
can beat up on performance. One 
bad site can offset three good ones. 
Concepts have life cycles, and there 
are times when sales decline. Does 
your potential partner get this?

•	 What about oversight? From 
a cultural standpoint, operators 
need to understand the financial 
partner’s position on managing 
both the day-to-day operations 
and future growth and develop-
ment. How often does the partner 
want to meet? What type of infor-
mation does the partner want on 
a monthly or quarterly basis? How 
much say does the partner want in 
decisions such as leases, hiring, sup-
pliers or operating agreements?  In 
the case of a franchisor investor, 
will the financial partner want to 
oversee entering into new franchise 
and development agreements? Vet 
these issues in the initial stage of 
the relationship, before signing any 
investment agreement.

•	 What’s the company worth? 
What value does the potential 
financial partner bring to the com-
pany? Is there an agreement as to 
the multiple of earnings applied to 
determine value? Is there recogni-
tion of the pro forma analysis and 
future value? Are incentives pro-
vided to the management team 
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where they can take advantage of 
the value increase? In general, is 
the financial partner’s position rea-
sonable in light of the company’s 
potential?

•	  Who has control? A financial 
partner with 51 percent of the vot-
ing rights does not necessarily have 
a control position. Control is really 
a qualitative issue vs. a quantitative 
issue. Explore this question: “What 
ways can the company act without 
the involvement of the financial 
partner, such as being able to enter 
into financing arrangements, issue 
additional stock, acquire other 
companies or terminate key execu-
tives?” Most financial partners with 
a significant investment want cer-
tain control rights where actions 
cannot be taken without their con-
sent. Most financial partners do 
not want to oversee everyday deci-
sions or non-major decisions; they 
usually want to only be involved in 
structural changes of the company, 
substantial dollar expenditures, or 
additional debt.  

•	 What is the structure? The invest-
ment can come in three main 
forms, each with its own challenges 
and variations: subordinate debt 
with an interest in the company’s 
equity;  preferred interest, where 
the financial partner gets its money 
out first along with a share of the 
upside and possibly a preferential 
return; or common interest, where 
the financial partner shares owner-
ship with the operator on a straight 
pro-rata basis. Consult with advis-
ers to examine all the nuances.

•	 Where’s the exit? Normally there 
is no clear exit strategy when a 
financial partner invests in a com-
pany, but the philosophy of the 
exit strategy needs to be under-
stood.  How many years is it before 
your financial partner wants to 
exit? Does your financial part-
ner have the ability to force a sale 
(that means the partner can force 
the company to be sold if the com-
pany has not been sold after a 

given period)? What are the finan-
cial partner’s expectations on its 
return—does the partner want a 
20 percent return or a 40 percent 
return? (Remember, the expected 
return will dictate some of the 
issues concerning an exit strategy.)  
Who are the potential buyers (other 
franchise companies or other fran-
chisees)? Clearly understand these 
questions so expectations can be 
met.

A financial partnership can provide tre-
mendous value when growing a franchisor’s 
concept or a franchisee’s number of units. 
But as is often said, you cannot make a 
good deal with a bad partner and you prob-
ably cannot make a bad deal with a good 
partner. 
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