
 

 

The proposed changes to REG 163113-02 are particularly punitive to franchised businesses, 
which are largely family businesses that have offered a unique path to the American Dream for 
countless people. 
 
Unlike non-franchised businesses, the value of a franchise is much more limited and cannot be 
measured as the IRS has repeatedly attempted to do, so as to inflate its value.  Courts have 
routinely struck down those attempts for a good reason: they are legitimate, fact based 
discounts on valuation. The more commonly used measures of valuation, such as a multiple of 
EBIDTA or a factor of cash flow, simply do not translate.  Franchises have uniquely pressing 
needs to legitimately use the discounting factors that the IRS seeks to eliminate. 
 
Why are franchised businesses different and why do they have unique needs for the discounting 
allowed by the current, long-standing rules? 
 
1-Franchises are time limited businesses by nature.  The business exists only for a limited term 
of years, with no guaranty of a renewal.  This means that as each minute ticks by after the 
signing of a franchise agreement, the business is worth less.  It also means that the value of a 
franchise at the end of its term is zero as a going concern.  All that is left might be used 
equipment but there will definitely be a non-compete covenant preventing a former franchisee 
from continuing in that business, even under a different name.  This value is actually LESS than 
zero. This is clearly a less marketable business as each day passes. 
 
2- Franchised business sales have a unique factor not present in other business transactions: 
an omnipotent third party, the franchisor.  Franchise agreements give franchisors powers that 
influence sales of franchised businesses that weigh on valuations that simply are not factors in 
the valuation of other businesses. What are these factors? 
 
2 (a) - Franchisors typically possess the power to not only apply not insubstantial fees on 
transfer, fees that are not deductions in price in other businesses, franchisors can also deny any 
transfer, sale or gift, outright at will for any number of reasons, or for no reason.  
 
 2 (b) - Franchisors also typically possess a right of first refusal to step into the shoes of any 
transferee.  Again, this is a unique factor limiting both control and marketability.  Transferees 
often price the uncertainty created by these franchisor rights into the purchase price, knowing 
that the time and money spent on due diligence, negotiation, attorneys and accountants can be 
completely lost.  I have personally encountered such a situation and observed many others. 
 
3 (c) - However, perhaps the most discounting factor in valuation of an interest in a franchise is 
the severely limited pool of buyers;  only an approved franchisee of the system is even eligible 
to buy at all.  This is a tiny universe of potential transferees and the franchisor can deny anyone 
approval to be a franchisee, even a franchisee’s child or spouse. A more clear lack of 
marketability and control would be difficult to find elsewhere in the business world. 
 
So, why does franchising have these valuation limiting factors on transfers? Why can’t they be 
eliminated?  
 
Responsible franchisors need these rights for legitimate reasons.  Franchisors need to ensure 
that prospective franchisees have the ability and wherewithal to operate a business up to the 
franchised brand’s standards and maintain the equity of the brand for not only the franchisor, 
but all fellow franchisees.  Franchisors also need to ensure that even existing franchisees 
seeking to acquire new are able to operate the additional units well enough to protect brand 



 

 

value for the whole system. These rights are not always used correctly, and they can pit 
franchisees against each other in vying for territory and growth, and prevent a franchisee from 
transferring business interests as any seller or grantor outside franchising can do at will.  
However, the proposed rules do not recognize these discounting factors at all, and the Service 
has routinely attacked discounts in valuation of gifts to children who seek to continue in a family 
business in which they grew up. It has been demonstrated that the Service does not factor the 
real world valuation limitations that the actual buyers and sellers in franchising do. 
 
4-Franchised businesses typically have substantial obligations that non-franchised businesses 
do not have.  These are not only the royalties paid off the top line, but extensive and expensive 
remodeling obligations.  These required remodels are often done on real estate that the 
franchisee does not own.  Perhaps the most visible example of this requirement has been the 
wave of McDonalds locations that have undergone massive renovations, with many involving 
complete razing and rebuilding.  When you acquire an interest in a franchise, whether by 
purchase or by gift, you are "inheriting" the obligation to perform these remodels, typically every 
five years.  That obligation is on top of all of the periodic required equipment and image 
upgrades necessary to prepare new products or perform new services.  Non-franchised 
businesses are not compelled to make these investments, and cannot be forced to in cases 
where there is no expected return on investment. 
 
5- Franchised businesses, even where a renewal of term is granted after a transfer, cannot be 
assured of what the royalty costs and other contractual terms of the business will be.  This is 
because franchises routinely require franchisees to sign the “then current form of franchise 
agreement.” Royalty rates increases, remodel obligations can be more costly and the like and 
the transferee has no certainty at the time of transfer what mandatory business conditions will 
be.  This lack of control is not present in non-franchised businesses that face only market risks. 
 
6- A franchised business faces a monumental risk in addition to those faced by other 
businesses.  Rent and loan obligations aside, a non-franchised business owner can lose only a 
maximum of his or her investment.  A franchisee can lose everything, as they are often 
obligated to pay liquidated damages based on royalties that the franchisor did not collect if the 
franchisee classes before the term is expired or fails to perform a required remodel, or is 
otherwise deemed in default. All obligations are typically personally guaranteed, and even 
though the franchisee is forced out of business and getting nothing, he or she takes their loan 
obligations with them.  Indeed, a non-franchised business has no obligations to a franchisor 
upon which a default could compel the forfeiture of the entire business.  Where a franchise 
default occurs, a franchisor can step in and take the business, often for no payment at all, and 
re-sell it and retain the proceeds. 
 
7 - These not insubstantial risks are natural factors that limit the marketability of an interest in a 
franchised business. Valuation discounts for these factors are entirely justified, yet the IRS has 
routinely refused to accept them and now seeks to eliminate them without the necessary review 
of an elected body. 
 
 


