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Identifying available funds to start and develop a business.
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I
t goes without saying that
it is absolutely nec­
essary for you to

have sufficient
financial resources In

order to develop and
capitalize your franchised busi­
ness. Once you have
determined what busi­
ness you would like to
operate, you have to
figure out how you will
finance your endeavor.
Initial costs and
expenses typically
include the initial franchise
fee itself, real estate
(acquired through a direct
purchase or lease), equip­
ment, fixtures, and utility
deposits, as well as three
months of operating capital.
For many, it is necessary 10

borrow or otherwise finance
much of these initial costs and
expenses. Understanding lhe dif­
ferent sources thai arc available
for obtaining financing, will give
you a greater opportunity to realize your dream.

Before beginning your
search for financing, it

will be necessary to
determine how much

money is actually
required to develop
and operate your busi­
ness during the first
few months. A good
source of information
for estimating these

costs is your fran­
chisor. In almost all instances,
franchisors are required by law

to identify and describe in
their Uniform Franchise
Offering Circular the initial

costs and expenses that a
franchise is likely to

incur before it opens its
doors for business.

However, because this
information is only an esti­

mate, it is highly recommended
that you also seck advice and
assistance from your accountant,
business advisor, or attorney.
Although ollen overlooked exist-



ing franchisees within the samc systcm <lrc also an
exceI1ent sourcc for estimating your initial costs.

Once you have determined the amount of moncy you
will need ror the development or capitalization or your
business, it is also necessary for you to prepare and
organize the materials a lender will likely requcst in
order to consider your loan. Because lenders often per­
ceive small bu!\incss loans as risk)', regardless or the
fact that thc business is affiliatcd with a particular
franchise, it is important to be prepared. Your financial
advisor or anorney should be able to assist you with
the creation of a pro forma (an indication of hypothet­
ical financial data: balance sheet, incomc statcmcnt,
and cash· flow analysis) and business plan showing
your estimated costs and expenses.

Further, because most lenders will look to you
instcad of your small business in the cvcnt of default,
it is also rccommended that you obtain your personal
credit report beforc visiting a potential lender. You can
obtain your credit report online from Equifax,
Expcrian, and/or TransUnion, the three largest credit
reporting agencies. Reviewing your credit report
before visiting a potential lender will provide you with
the opportunity to correct or update any information
that may appear on the report. and will prepare yOll to
explain any derogatory information, if asked.
Remember, the stronger your crcdit report. the more
favorable your interest and repayment terms are likely
to be.

Many small businesses are initially funded from the
personal resources of their owners. In addition to cash
savings. small business owners will oftcn rely on the
equity they have built in their home, or from a loan
against a retirement account like a 401(k). These
sources often provide reasonable rcpaymcnt schedules
at a very competitive interest rate. However, many
financial advisors will counsel their clients against
borrowing against their home or from their retirement
account when the busincss is untested or untried; this
is particularly so whcn these sources would otherwise
be protected from the reach of a creditor under statc or
federal law in the event of a default.

In addition. somc small business owners lise cash
advances obtained from their credit cards to initially
fund their business. Although credit cards orrer fast
cash. it often comes at a high cost. with interest, cash
advance fees, and late charges Ihat may exceed 25 per­
cent.

However. there arc severn1 alternative financing
options that would not place your home or retirement
account at risk. and that offer reasonable repayment
terms at competitive interest rates.

Many franchisors, directly or indirectly, ofTer differ­
ent types or financing to their franchisees. These fran­
chisors have established relationships with certain
financial partners through which prospective and cur·
rent franchisees arc able to obtain financing more
quickly than they would from a traditional lender. In
other instances. direct financing from the franchisor is
somclimes available, albeit often at a higher interest
rate and with more restrictive terms. A description of
the types of financing offered by your franchisor is
found in Item 10 of the franchisor's Uniform Franchise
Offering Circular.

A
nother form of financing that is becoming
more and more popular these days is financing
the development or capitalization of your busi­

ness through the sale and leaseback of real property or
equipment (,'iee "Capital Gain. .. .lilly/August 2003
MOE. page 27). Under the typical sale and leaseback
transaction. real estate or equipment that is owned by
you is sold to a third·party for either its cost or fair
market value. In tllrn, you enter into a long.tenn lease
with the purchaser, who agrees to lease back the prop­
erty or equipment for an agreed upon amount.
Although the drawback is that you relinquish owner­
ship of the property, this form of financing is capable
of providing immediate capilal and offers the possibil­
ity of certain tax deductions. Of coursc, before you
enter into a sale and leaseback agrecment. it is
absolutely necessary ror yOll to obtain thc advice of
your tax advisor or accountant.

The U.S. Small Business Administration (SBA) is
also an excellent source for obtaining financing for
your business. Contrary to the understanding of many
people, SBA loans are funded and serviced primarily
by private entities-including commercial lenders and
community developmcnt organizations.with the SBA
serving as a type of guarantor that eliminates some of
the lender's risk. Like traditional loans, some form of
collat.eral is needed for an SBA-backed loan. Under a
program created by the SBA, many franchisors have
registered their franchise with the SBA Franchise
Registry. through which franchisees of participating
franchisors receive expcdited loan processing when



applying for SBA assistance. Some of the programs
that the SBA offers include:

• Basic 7(a) Loan Guaranty: This program is the
SBNs primary business loan program that serves to
assist certain qualified small businesses in obtaining
financing. Money obtained through this program can
be used for such things as working capital, machinery
and equipment. furniture and fixtures, land and build­
ing, and, in certain situations, debt refinancing. Loans
under this program are provided for by various com­
mercial lending institutions and are guaranteed by the
SBA. This program was temporarily suspended in
early January 2004 because of congressional budget
constraints, but was reopened on January 14, 2004
with an additional $470 million in lending authority
and a loan cap of $750,000 per loan recipient. Under
the Continuing Resolution. the program was reopened
through January 31. 2004, but funds were not guaran­
teed to last through the Continuing Resolution period.
Once the SBA receives its full year's appropriation, it
expects to be able to keep the program running with­
out interruption, working with Congress to manage the
available funding.

• 504 Loan Program: This program olTers long­
tcrm, fixed-rate financing to small businesses that are
interested in purchasing real estate or machinery or
equipment for expansion or modernization.

• 7(m) Loan I)rogram (MicroLoans): This program
is designed to provide short-term loans in amounts up
to 535,000 to small businesses. Under this program,
money can be uscd for working capital or for the pur·
chase of inventory, supplies, furniture. fixtures,
machinery, and equipment. It is important to note that
money obtained through this program may not be used
to pay existing debts or to purchase real estate.

In addition to these programs, the SBA also directs a
program known as the HUB Zone Empowerment
Contracting Program. Dy providing certain federal
contracting preferences to small businesses, the pro·
gram fosters economic development and increases
jobs in urban and rural communities that have been
designated as a HUBZone , Although this program
would not typically be considered traditional financ­
ing, it would permit a small business to increase its
potential revenues, thus enabling it to more effectively
compete lor other forms of financing. In order to qual­
ify for this program, your business must qualify as a
small business under the guidelines of the SBA, your

principal office (and at least 35 percent of your
employees) must be located within a designated
I-IUBZonc, and your business must be owned and COIl­

trolled by a U.S. citizen.

I
nformation regarding SBA-guaranteed loans is
available at www.sba.goll. In addition, information
on financing your franchise business can be

obtained from several national lenders lhat specialize
in franchise financing, including GE Franchise
Finance (www.cefcorp.com/j"rallchi.se). Textron
Financial (www.!fc.lextron.com(frallchise), and CIT
(www.smallbi:::lendillg.com ).

Thcre are many sources of readily available funds
that can be explored to obtain the necessary and appro­
priate type of financing for your franchise.
Determining which is the best for you requires careful
research and investigation, as well as the assistance of
your financial or business planner, your accountant,
and an attorney specializing in this area of law.
Together, these individuals will make certain that
selecting a particular form or combined forms of
financing is financially feasible, as well as consistent
with the terms of your franchise, license, and dealer­
ship or distribution agreements.
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