Chapter 5

Franchising

Franchising Systems

¢ Product-Distribution Franchising
¢ Allows the franchisee (dealer) to buy products from the franchisor
(supplier) or to license the use of its trade name
¢ Connects a single manufacturer with many dealers to make
products available to consumers in a specific geographic region
through exclusive dealers

¢ Soft-drink bottlers, gasoline stations, and car dealerships

Source: Hatten, Small Business Management,
4th Edition

About Franchising

e Franchise

¢ Contractual license to operate an individually owned business as
part of a larger chain

® Franchisor

® Parent firm that develops a product or business process and sells the
rights to franchisees

® Franchisee

® Small business person who purchases the franchise in order to sell
the product or service of the franchisor

Source: Hatten, Small Business Management,
4th Edition

Franchising Systems (cont'd)

¢ Business-Format Franchising
¢ Isa turnkey approach

® Franchisee purchases the franchisor’s product to sell, along with the
franchisor’s entire way of doing business—operation procedures, marketing
packages, physical building and equipment, and full business services

¢ Used in quick-service restaurants, lodging, retail food, and
table/full-service restaurants
® Hotel and motel chains, McDonald’s

Source: Hatten, Small Business Management,
4th Edition

Figure 5.1: Not All Franchises
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Source: Hatten, Small Business Management,
4th Edition

Table 5.1: The Advantages and
Disadvantages of Franchising

Franchisee's Perspeciive Franchisor’s Perspective

Advantages Advantages

T Proven product or service - Expansion with limted capital

2. Marketing expertise Mulple sources of capital

4. Technical and managerial assistance

T
2

3. Financiol assistance 3. Contraled expansion
4 Motivated franchisees
f

5. Opportuityto leam business . Bulk-purchasing discounts
6. Qualty control standards
7. Efciency

8. Opportunty for growth

Disadvantages Disadvantages

1 Foss and proft sharing T Loss of control

2. Restrictons o freedom 2. Sharing profit with franchisees

3. Overdapendonco or unsatisfied 3. Potentil for disputes with
expectations franchisees

4. Risk of fraud or misunderstanding
5. Tarminstion ofthe agreement

6. Performance of ther franchisees

Source: Hatten, Small Business Management,
4th Edition




Table 5.2: Getting In

Francise Starup
Franchise Fee coss Royaly (Percentage)

Masco Auo Pantng & Bodworks  $40000 S0

Moinaks Car Cao Cantrs 0000 $190000-55000 e

snmercise s s2om-53100 ooz

SignARama 500 $000-144000 o

Big Applo Bages sz 2230055750 S

Rocky Moueran Chcalste Factory 24500 5129000435000 £

Bad AssCofee szso00 saspm o

God Stone Creamry siz0m 204300438300 o

TacoTime 0000 $139800-658500 o

Subway sisom w2280 o

Hiton Hotl ad Resors S50+ somsm *

Morry Maids So-amo  sao0-ssm £

165 JustLunch Dting Senice SomEm0 sw0-1mm0 "

Mcbonsis stsoo0 $506000-1500010 125% ormore

Carvidge World 0000 $107300-175100 o

Cantry 21 Rusl Esate sz $118000-522900 o

Kumon Mth & Reading Contrs S0 sis20-8700 0+ sudentmo

Ply It Agsin Spots o0 $190200-351.000 ®

Source: Hatten, Small Business Management,
4t Edition

Selecting a Franchise (cont'd)

® Do Your Research (cont’d)
® Other Information Sources
® American Franchise Association (AFA)
® American Association of Franchisees and Dealers (AAFD)

e Online information—FranNet, Franchise Handbook Online, ABI-INFORM,
etc.

Better Business Bureau

Institute of Management and Administration

Source: Hatten, Small Business Management,
4th Edition

Selecting a Franchise

® Evaluate Your Needs

¢ How much equity capital is required to purchase and operate the
franchise until income equals expenses?

® Where will the equity capital come from?

® Are you prepared to give up some independence of action for the
advantages offered by the franchise?

¢ Do you have the ability, training, and experience to work with the
franchisor, employees, and customers?

® Are you ready to make a long-term commitment to working with
the franchisor, offering its product or service to your public?

Source: Hatten, Small Business Management,
4th Edition

Selecting a Franchise (cont'd)

® Do Your Research (cont’d)
¢ Ask questions; assume nothing
¢ Personally analyze the potential market for the franchise
® Review the disclosure statements carefully
® The franchisor wrote the contract and most of the contract conditions are
weighted in its favor.
® NEVER sign a franchise agreement without getting a lawyer’s opinion.

® MAKE SURE that an attorney and accountant have experience with
franchising.

Source: Hatten, Small Business Management,
4th Edition

Selecting a Franchise (cont'd)

® Do Your Research

® General Business Periodicals

® Inc., Fortune Small Business, TheWall Street Journal, Success, and Entrepreneur
¢ Specialized Journals & Magazines

o Franchise, Franchising OpportunitiesWorld, and Quarterly Franchising World
® Trade Associations

® International Franchise Association (IFA)

e Canadian Franchise Association (CFA)

Source: Hatten, Small Business Management,
4th Edition

Disclosure Statement ltems

Disclosure statement items required by the Uniform Franchise
Offering Circular (UFOC) issued by the Federal Trade Commission

1 The franchisor 12, Renewal, termination, or assignment of

2. Business experience of franchisor franchise agreement

3. Litigation 13, Training provided

4. Bankruptey 14, Public figure arrangements

5. Initial fee 15, Site selection

6. Otherfees 16.  informationabout franchisces

7. Estimate of total investment 17.  Franchisor financial statements

8 Purchase obligations 18.  Personal participation of franchisees
9. Financial assistance available 19. Earning capacity

10 Product or service restrictions 20 Useof intellectual property

1. Exclusive territory

Source: Hatten, Small Business Management,
4th Edition




Figure 5.2: Franchise
Disclosure Statement
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Selecting a Franchise (cont'd)

¢ The Franchise Agreement

® The legal contract that binds both parties involved in the
franchise and that spells out the rights and obligations of both
parties.

® Franchise fee
® A one-time payment to become a franchisee

® Royalty fee

® Ongoing payments to the franchisor; usually a percentage
of sales.

® Advertising fees

® Fess paid to the franchisor for advertising

Source: Hatten, Small Business Management,
4th Edition

International Franchising

¢ International Franchising Is Growing

® Overseas franchising is more attractive as domestic competition
increases in saturated local markets.

® 95% of the world’s consumers live outside the U.S.
¢ Foreign consumers already know ULS. products.

® Foreign governments are enacting disclosure laws.

Source: Hatten, Small Business Management,
4th Edition




