Chapter 4

Franchising and the Entrepreneur

Introduction
Franchising is an important part of American business and this powerful distribution and marketing system is also influencing the global economy. Franchising can be traced to Civil War times, when Isaac M. Singer devised a more efficient, less expensive way to sell his Singer sewing machines through franchised outlets. Retail outlets dominate franchising, but increasing demand for consumer and business services is producing a boom among service-oriented franchises.

The Franchising Boom!
Franchising has experienced exponential growth rates in the United States and abroad and its growth in recent years is phenomenal. Franchising is a major reason for U.S. business growth and dominates industries such as lodging, real estate brokerage, quick-serve restaurants and convenience stores and is become increasing poplar in other industries

Global Franchising
Franchises account for more than 50 percent of all retail sales, totaling more than $1.4 trillion. More than half of U.S.-based franchise companies support international operations and 30 percent of their franchise units are located on foreign countries. The markets to watch include Europe and Pacific Rim countries.

What is a Franchise?

Franchising - Defined
Franchising describes a semi-independent business owners that pay fees and royalties to a parent company in exchange for the right to sell its product and services under the franchiseer’s trade name and often to use its business formant and system. Franchisees buy a “success package” from the franchisor that shows them how to use it. Franchisees, unlike independent business owners, do not have the freedom to change the way they run their businesses. Successful franchisors claim that neglecting to follow the formula is one of the chief reasons that franchisees fail. Because franchisors develop the business systems their franchisees use and direct their distribution methods, they maintain substantial control over their franchisees.

The Franchising Relationship
Franchising involves the elements of site selection, design, employees, product and services, prices, purchasing, advertising, quality control and support. Figure 6.2 shows each of these elements and their relationship to the franchiser and the franchisee

Types of Franchising
The types of franchising include tradename, product distribution and pure (business format.)

Tradename Franchising
· Involves a brand name such as True Value Hardware or Western Auto. 

· The franchisee buys the right to become identified with the franchisor’s trade name without distributing particular products exclusively under the manufacturer’s name. 

Product Distribution Franchising
· Involves licensing the franchisee to sell specific products under the manufacturer’s brand name and trademark through a selective, limited distribution network. 

· This system is commonly used to market automobiles, soft drinks, bicycles, appliances, cosmetics, and other products. 

Pure (or comprehensive or business format) Franchising

· Involves providing the franchisee with a complete business format, including a license for a trade name, the products or services to be sold, the physical plant, the methods of operation, a marketing strategy plan, a quality control process, a two-way communications system, and the necessary business services. 

· The franchisee purchases the right to use all the elements of a fully integrated business operation. 

Pure franchising is the most rapidly growing of all types of franchising and is common among fast-food restaurants, hotels, business service firms, car rental agencies, educational institutions, beauty aid retailers, and many others.

The Benefits of Buying a Franchise
Why Buy a Franchise?
The franchisee is buying proven business system to leverage the experience the franchise has gained over time. This experience is the essence of what a franchisee is buying from a franchiser. The ability to draw on the franchiser’s experience is like having a safety net under them as they build their businesses. Franchisee have access to a brand name business system with management training and support. This may also offer the benefit to be affiliated with a national advertising program. In some cases, financial assistance is available. The franchise provides direction and support with the expectation of a higher success rate for the entrepreneur.

Benefits of Franchising
In a franchising relationship, each party depends on the other for support. The ideal franchising relationship is a partnership based on trust and a willingness to work together for mutual success. The franchise knows that their success depends on the success of the franchisees. Franchisees get the opportunity to own a small business relatively quickly. The benefits of franchising include:

· A business system
One major benefit of joining a franchise is gaining access to a business system with a proven track record. In many instances, franchisers provide their franchisees with turn-key operations, allowing them to get their businesses up and running much faster, more efficiently, and more effectively than if they launched their own companies.


The Story of Lori Somley.
As a single mother trying to support her 4 children, Lori Somley was intrigued with the idea of becoming an entrepreneur and decided to purchase Curves International, one of the fastest-growing franchises in the nation. Having no business experience, she knew she needed a franchise system that provided her with a solid business system and managerial support. In her first year of operation, she was able to double her salary and enjoys a more flexible personal schedule that enables her to spend more time with her children.
Management training and support. 

· Management and Training Support
The leading cause of business failure is incompetent management. Many franchisors, especially the well-established ones, also provide follow-up training and counseling services. Training programs often involve both classroom and on-site instruction to teach franchisees the basic operations of the business—from producing and selling the good or service to purchasing raw materials and completing paperwork. Franchisers commonly provide field support to franchisees in customer service, quality control, inventory management, and general management. Franchisers offer this support because they realize that their ultimate success depends on the franchisee’s success. 
· Brand name appeal
 A licensed franchisee purchases the right to use a nationally known and advertised brand name for a product or service. Customers recognize the identifying trademark, the standard symbols, the store design, and the products of an established franchise.
· Standardized quality of goods and services
The quality of the goods and services sold determines the franchisor’s reputation. To build a good reputation requires both high quality and consistent quality delivery.

· National advertising programs
An effective advertising program is essential to the success of virtually all franchise operations. National advertising programs are often organized and controlled by the franchisor and financed by each franchisee’s contribution of a percentage of monthly sales. Most franchisors also require franchisees to spend a minimum amount on local advertising.
· Financial assistance
Because they rely on their franchisees’ money to grow their businesses, franchisors typically do not provide any extensive financial help for franchisees. Franchisors rarely make loans to enable franchisees to pay the initial franchise fee. However, once a franchisor locates a suitable prospective franchisee, he may offer the qualified candidate direct financial assistance in specific areas, such as purchasing equipment, inventory, or even the franchise fee. 

· Proven products and business formats
What a franchisee essentially is purchasing is the franchisor’s experience, expertise, and products. Standardized procedures and operations greatly enhance the franchisee’s chances of success and avoid the most inefficient type of learning—trial and error. A franchisee does not have to struggle for recognition in the local marketplace as much as an independent owner might. Reputable franchisors also invest resources in researching and developing new products and services (or improvements on existing ones) and in tracking market trends that influence the success of its product line. 
· Centralized buying power
A significant advantage is participation in the franchisor’s centralized and large-volume buying power. If franchisors sell goods and materials to franchisees, they may pass on to franchisees any cost savings from quantity discounts they earn by buying in volume.

· Site selection and territorial protection
A proper location is critical to the success of any small business, and franchises are no exception. In fact, franchise experts consider the three most important factors in franchising to be location, location, and location. Many franchisors will make an extensive location analysis for each new outlet (for a fee), including studies of traffic patterns, zoning ordinances, accessibility, and population density. Franchisors may offer a franchisee territorial protection, which gives the franchisee the right to exclusive distribution of brand-name goods or services within a particular geographic area. However, as the competition for top locations has escalated over the past decade, the placement of new franchise outlets has become a source of friction between franchisors and franchisees. Existing franchisees charge that franchisors are encroaching on their territories by granting new franchises so close to them that their sales are diluted.

The expectation is that these benefits will lead to a greater chance for business success.

Greater Chance for Success
Although investing in a franchise is not risk-free, studies indicate the chances for success are greater compared to independent business start-ups. This is attributed to the services, assistance, and guidance of the franchise.

What Franchisers Want in the Franchise
Franchisers are primarily looking for people that, based on general business skills, are coachable. 

Drawback of Buying a Franchise

The franchisees must sacrifice some freedom to the franchisor. The prospective franchisee must explore other limitations of franchising before undertaking this form of ownership. These drawbacks include:

· Franchise fees
Virtually all franchisors impose some type of fees and demand a share of the franchisee’s sales revenues in return for the use of the franchisor’s name, products or services, and business system. The average start-up cost for a franchise is about $200,000. Start-up costs for franchises sometimes include numerous additional fees not included in the franchise fee. Additional start-up costs might include site purchase and preparation, construction, signs, fixtures, equipment, management assistance, and training. 

· Profit sharing
Franchisors also impose continuing royalty fees as profit-sharing devices. The royalty usually involves a percentage of gross sales with a required minimum or a flat fee levied on the franchise. Royalty fees typically range from 1 percent to 12 percent of sales (the average royalty fee is between 3 and 7 percent) and can increase the franchisee’s overhead expenses significantly. Because franchisors’ royalties and fees are calculated as a percentage of a franchisee’s sales, they get paid even if the franchisee fails to earn a profit.

· Strict adherence to standardized operations
The terms of the franchise agreement govern the franchisor/franchisee relationship. That agreement requires franchisees to operate their outlets according to the principles spelled out in the franchisor’s operations manual. Typical topics covered in the manual include operating hours, dress standards, operating policies and procedures, product or service specifications, and confidentiality requirements. To protect its public image, the franchisor requires that the franchisee maintain certain operating standards. If a franchise constantly fails to meet minimum standards established for the business, the franchiser may terminate its license.
· Restrictions on purchasing
In the interest of maintaining quality standards, franchisees may be required to purchase products or special equipment from the franchisor, and perhaps other items from an “approved” supplier. Under some conditions, these purchase arrangements may be challenged in court as a violation of antitrust laws, but generally the franchisor has a legal right to see that franchisees maintain acceptable quality standards. A franchisor can legally set the prices paid for such products but cannot establish the retail prices to be charged on products sold by the franchisee. A franchisor legally can suggest retail prices but cannot force the franchisee to abide by them.
· Limited product line
In most cases, the franchise agreement stipulates that the franchise can sell only those products approved by the franchisor. Some companies allow franchisees to modify their product or service offerings to suit regional or local tastes, but only with the franchisor’s approval. A franchise may be required to carry an unpopular product or be prevented from introducing a desirable one by the franchise agreement. A franchisee’s freedom to adapt a product line to local market conditions is restricted. 

· Unsatisfactory training programs
Every would-be franchisee must be wary of the unscrupulous franchisor that promises extensive services, advice, and assistance but delivers nothing. 

· Market saturation
Some franchisors offer franchisees territorial protection. Territorial encroachment has become a hotly contested issue in franchising as growth-seeking franchisors have exhausted most of the prime locations and are now setting up new franchises close to existing ones. The biggest challenge to the growth potential of franchising is the lack of satisfactory locations. Increasingly, franchisers are setting up Web sites, which some franchisees say are taking sales from them. Franchisees claim that franchiser’s Web site was cannibalizing sales of its franchised outlets.
· Less freedom
When a franchisee signs a contract, he or she agrees to sell the franchisor’s product or service by following its prescribed formula. Franchisors want to ensure success and most monitor their franchisees’ performances closely. Strict uniformity is the rule rather than the exception.

The Right Way to Buy A Franchise
How to Buy a Franchise
The right way to buy a franchise includes taking the following steps. 

Evaluate Yourself

· Before looking at any franchise, an entrepreneur should study her own personality, experiences, likes, dislikes, goals, and expectations. 

· Most franchise contracts run for 10 years or more, making it imperative that prospective franchisees conduct a complete inventory of their interests, likes, dislikes, and abilities before buying a franchise. 
Research the Market

· Before shopping for a franchise, an entrepreneur should research the market in the area she plans to serve. 

· Solid market research should tell a prospective franchisee whether a particular franchise is merely a passing fad. 

· Steering clear of fads and into long-term trends is a key to sustained success in franchising. 
· Focus not only on local market opportunities but also on the “big picture.”  
Consider Your Franchise Options

· Tracking down information on prospective franchise systems using The International Franchise Association (publishes the Franchise Opportunities Guide).
· It lists its members and some basic information about them. 
· Many cities host franchise trade shows throughout the year, where hundreds of franchisers gather to sell their franchises. 
· Many business magazines such as Entrepreneur, Inc., Fortune Small Business, and others devote at least one issue to franchising, where they often list hundreds of franchises. 
· In addition, most franchisers now publish information about their systems on the World Wide Web.  

Get a Copy of the Franchisor’s UFDD and Study it

· Contact each franchise and get a copy of its UFDD and then study it. 
· When evaluating a franchise opportunity, look for the following characteristics which make a franchise stand out:

· A unique concept or marketing approach. 
· Profitability. 

· A registered trademark. 

· A business system that works. 
· A solid training program. 
· Affordability. 

· A positive relationship with franchisees. 

· The UFDD covers the 23 items and includes a copy of the company’s franchise agreement and any contracts accompanying it. 

· Have an attorney experienced in franchising to review the UFDD. 

· Franchise contracts typically are long-term; 50 percent run for 15 years or more.

· The franchisee turnover rate
· the rate at which franchisees leave the system

· If the turnover rate is less than 5 percent, the franchise is probably sound and a rate approaching 20 percent is a sign of serious, underlying problems in a franchise. 
What Should You Look For?
You want to find a franchise that works for you. Ideally, it will have a unique concept or marketing approach that will be profitable. It will also include a solid training program and an effective support system. 


How to Buy a Franchise
Once the initial research is complete, take these steps:


Talk to Existing Franchisees

· Perhaps the best way to evaluate the reputation of a franchisor is to interview (in person) several franchise owners who have been in business at least one year about the positive and the negative features of the agreement and whether the franchisor delivered what it promised. 

· Item 20 of the UFDD lists all of a company’s franchisees and their addresses by state, making it easy for potential franchisees to contact them.

· It is also wise to interview past franchisees to get their perspectives on the franchisor/franchisee relationship. Why did they leave? 


Ask the Franchisor Some Tough Questions

· Visit the franchisor’s headquarters and ask questions about the company and its relationship with its franchisees. 

· Request documentation where appropriate to back up the information you receive.


Make Your Choice

· The first lesson in franchising is “Do your homework before you get out your checkbook.” 

· Once you have done your research, you can make an informed choice about which franchise is right for you. 

· Then it is time to put together a solid business plan that will serve as your road map to success in the franchise you have selected. 
Advantage and Disadvantages of Buying a New vs. an Established Franchise
A new franchise offer excitement and potential, but also brings uncertainty. An established franchise’s familiarity is attractive, but it may be over-priced or dated. 









Franchise Contracts

The franchise contract must be read! A common source of litigation is the interpretation of the franchise contract’s terms. 
· Courts have relatively little statutory law and few precedents on which to base decisions in franchise disputes, so there is minimal protection for franchisees.

· The contract summarizes the details that will govern the franchisor/franchisee relationship over its life. It outlines exactly the rights and the obligations of each party and sets the guidelines that govern the franchise relationship. The Federal Trade Commission requires that the franchisee be allowed to hold the completed contract with all revisions for at least five business days before having to sign it. Despite such protection, one study by the FTC suggests that 40 percent of new franchisees sign contracts without reading them.

· Every potential franchisee should have an attorney evaluate the franchise contract and review it with him before he signs anything. 

· Most large, established franchisors are not willing to negotiate the franchise contract’s terms, many smaller franchises will, especially for highly qualified candidates. 

Three terms are responsible for most franchiser-franchisee disputes: termination of the contract, contract renewal, and transfer and buyback provisions.
Termination

· Probably the most litigated subject of a franchise agreement is the termination of the contract by either party. Most contracts prohibit termination “without just cause.” 

· In general, the franchisor has the right to cancel a contract if a franchisee declares bankruptcy, fails to make required payments on time, or fails to maintain quality standards. 

· Terminations usually are costly to both parties and are seldom conducted in an atmosphere of goodwill. 

Renewal

· Franchisors usually retain the right to renew or refuse to renew franchisees’ contracts. 

· When a franchisor grants renewal, the two parties must draw up a new contract. Frequently, the franchisee must pay a renewal fee and may be required to fix any deficiencies of the outlet or to modernize and upgrade it. The FTC’s Trade Regulation Rule requires the franchisor to disclose these terms before any contracts are signed.

Transfer and Buybacks

· At any given time, about 10 percent of the franchisees in a system have their outlets up for sale.

· Under most franchise contracts, a franchisee cannot sell his franchise to a third party or will it to a relative without the franchisor’s approval.

· Example of Jim Dickson. 

· Most franchisors retain the right of first refusal in franchise transfers; the franchisee must offer the franchise to the franchisor first. 





Trends in Franchising
Trends Shaping Franchising
Internet, conversion, multiple-unit, master, piggybacking and meeting the needs of baby boomers is influencing franchising.

International Opportunities
· Currently, the biggest trend in franchising is the globalization of U.S. franchise systems. 

· Increasingly, franchising is becoming a major export industry for the United States because markets outside U.S. borders offer most franchisors the greatest potential for growth. 

· International markets, such as Europe and Pacific Rim countries, are most attractive to franchisors because they have rising personal incomes, strong demand for consumer goods, growing service economies, and spreading urbanization. 

· For franchisors moving into foreign markets, adaptation is one key to success. Although they keep their basic systems intact, franchises that are successful in foreign markets quickly learn how to change their concepts to adjust to local cultures and to appeal to local tastes. 


Smaller, nontraditional locations
· As the high cost of building full-scale locations continues to climb, more franchisors are searching out nontraditional locations in which to build smaller, less expensive outlets. 

· Based on the principle of intercept marketing, the idea is to put a franchise’s products or services directly in the paths of potential customers, wherever they may be. 

· Franchises are putting scaled-down outlets on college campuses, in high school cafeterias, in sports arenas, in hospitals, on airline flights, and in zoos. 

· Many franchisees have discovered that smaller outlets in these nontraditional locations generate nearly the same sales volume as full-sized outlets at just a fraction of the cost. 
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Trends Shaping Franchising – continued 

Internet Franchises

· This includes a variety of online services such as auction sites, marketing consulting, child education, real estate, and technical resources. 

· The start-up investment for these online franchises are typical more affordable than traditional brick and mortar franchise concepts. 

Conversion Franchising

· Conversion franchising is when owners of independent businesses become franchisees to gain the advantage of name recognition.

· In a franchise conversion, the franchisor gets immediate entry into new markets and experienced operators; franchisees get increased visibility and often a big sales boost. 

Multiple-unit Franchising

· Multiple-unit franchising (MUF) is when a franchisee opens more than one unit in a broad territory within a specific time period. 

· Multiple-unit franchising became extremely popular in the early 1990s, and the trend has accelerated rapidly since then. 

· The typical multi-unit franchisee owns between three and six outlets, but some franchisees own many more. 

· Multiple-unit franchising is an efficient way for franchises to expand into either domestic or international markets quickly. 

· Multiple-unit franchising is an extremely effective strategy for franchisors targeting foreign markets, where having a local representative who knows the territory is essential. 

· For franchisees, multiple-unit franchising offers the opportunity for rapid growth without leaving the safety net of the franchise. 

· In addition, because franchisors usually offer discounts of about 25 percent off their standard fees on multiple units, franchisees can get fast-growing companies for a bargain. 

Trends Shaping Franchising – continued 
Master Franchising

· A master franchise (or subfranchise or area developer) gives a franchisee the right to create a semi-independent organization in a particular territory to recruit, sell, and support other franchisees. 

· A master franchisee buys the right to develop subfranchises within a broad geographic area or, sometimes, an entire country. 

· Many franchisers use master franchising to open outlets in international markets because the master franchisees understand local laws and the nuances of selling in local markets. 
Piggyback (or combination or multi-branded franchising)

· Some franchisors are teaming up with other franchisors selling complementary products or services. 

· A growing number of companies are piggybacking (or co-branding or combination franchising) outlets: combining two or more distinct franchises under one roof. 

· This “buddy system” approach works best when the two franchise ideas are compatible and appeal to similar customers. 

· Properly planned, piggybacked franchises can magnify many times over the sales and profits of individual, self-standing outlets.

Serving the Needs of Baby Boomers

· The market for franchises offering convenience and time-saving services for this market segment is thriving. 

· Customers are willing to pay for products and services that will save them time or trouble, and franchises are ready to provide them. 

· Segments in which franchising is experiencing rapid growth include home delivery of meals, house-cleaning and repair services, continuing education, leisure activities, products and services aimed at home-based businesses, and health. 

Franchising as a Growth Strategy
Businesses with a replicable model can leverage the power of franchising to grow their business, possibly at a much faster rate than they could do on their own. It is important to recognize that setting up a franchise is a demanding and expensive process.
