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FRANCHISING: ANATOMY OF A START-UP Robert T. Justis, Louisiana State University Peng Chan, California State University-Fullerton Chun-Cheong Wan, Louisiana State University Paul Busch, Louisiana State University ABSTRACT Franchising is the most rapidly growing method of doing business in the world today. Over a third of all retail sales in the United States and over 20% of our GNP are generated through franchised outlets. This article explores the start-up processes of a franchise business and analyzes both the means as well as the steps which are necessary to start a successful franchise chain. INTRODUCTION While some refer to franchising as an "industry," it is more properly described as a method of doing business or distributing goods and service (1). Franchising occurs when a sponsor or individual allows another party or individual the right to do business in a specified manner for a limited time period in a specific location. This right or privilege many allows the sponsor to provide goods, services, marketing techniques, and a name and logo to a franchisee who utilizes these assets in a local business called a franchise (6). Andy Kostecka of the U.S. Department of Commerce provides an additional definition: "Franchising is the method of doing business by which a franchisee is granted the right to engage in offering, selling, or distributing goods or services under a marketing format which is designed by the franchisor. The franchisor permits the franchisee to use the franchisor's trademark, name, and advertising," (5). THE FRANCHISOR Franchising provides an exciting opportunity for the franchisor to develop or expand an existing business practice which may be replicated or duplicated in a different location or duplicated in a different location or setting (4). Some of the advantages of developing a franchising system include: 1) Opportunity to expand a successful business concept 2) Ability to use another's capital investment to expand the business at a different location 3) Providing management skills, motivation, and point-of scale marketing techniques to a franchisee 4) Opportunity for another individual to own a business which is generating strong profit margins 5) The franchisor is not required to incur the cost of developing each new unit 6) The franchisee has an ownership interest and a financial stake as an incentive to assure the success of the franchise 7) The responsibility for operating, hiring, training, and retraining the staff is generally transferred to the franchisee 8) Franchising tends to reduce the number of corporate staff personnel required to manage and supervise the business 9) Franchising reduces the financial support requirements of the head-quarters organization 10) Franchising provides a quicker penetration of different markets than simply expanding



11) Economies of scale may be easier to achieve through franchising than through companyowned outlets. There are also certain disadvantages which a franchisor should realize before developing the franchise concept. Franchisors need to be well aware of both the advantages and disadvantages before progressing through the litany of regulations and requirements necessary to establish a franchising business. Some of the disadvantages include: 1) Additional corporate cost for the establishment of training programs, sales programs, marketing costs, and overhead costs 2) The loss of control of a business entity which now is owned by a franchisee rather than the franchisor 3) Limitations of franchisor's options and flexibilities as defined by the franchise agreement and disclosure documents 4) The difficulty of finding the proper franchisees 5) Being able to develop a proper franchisor-franchisee relationship; keeping the franchisee happy 6) Exposure to lawsuits brought by the negligence of the franchisee 7) The profitability of company-owned units may be greater than the profit derived from franchised outlets. OPPORTUNITY EVALUATION Before a decision is made by a franchisor to begin the franchising process, it is important that an evaluation be made relative to the opportunities, strengths, weaknesses, and threats involving the business. A prospective franchisor needs to determine if the company has sufficient financial support to expand (2). A start-up franchisor needs to properly evaluate two major areas to determine properly evaluate two major areas to determine probable success for the business: (1) self evaluation and (2) evaluation of business opportunity. The following is a franchisor checklist which needs to be properly completed before developing a franchising organization.



FIGURE 1 FRANCHISOR CHECKLIST Date of Evaluation _____________________________ Name __________________________________ Score _________ Directions: Mark the square that most accurately represents your own characteristics. Rating: 5=Excellent; 4=High; 3=Average; 2=Low; 1=Poor 54321 DRIVE LEVEL Energy Endurance Activity



()()()()() ()()()()() ()()()()()



MANAGEMENT EXPERIENCE Managerial Skills ()()()()() Motivation ()()()()() Problem Solving Ability ()()()()() Resource Usage ()()()()() Personal Characteristics ()()()()() Self-motivated ()()()()() Self-confident ()()()()() Common Sense ()()()()() Goal Setting ()()()()() Seeks Responsibility ()()()()() WORKING WITH OTHERS Communication Ability ()()()()() Ethics ()()()()() Uses Feedback ()()()()() Adaptability ()()()()() WORKING WITH SELF Tolerance of Ambiguity Internal Focus of Control Dealing With Failure



()()()()() ()()()()() ()()()()()



BUSINESS OPPORTUNITY PRODUCT OR SERVICE Customer Need Growing Market Desirable Product Long-Term Market



()()()()() ()()()()() ()()()()() ()()()()()



MARKETING Promotion Easily Duplicated



()()()()() ()()()()()



Brand Recognition Site Selection Advertising



()()()()() ()()()()() ()()()()()



PROFITABILITY Profits Revenues Return on Investment Start-Up Costs



()()()()() ()()()()() ()()()()() ()()()()()



FRANCHISOR'S PERSONNEL Operations Manager Sales Manager Advertising and Promotion Field Support



()()()()() ()()()()() ()()()()() ()()()()()



The franchising experience is dependent upon the interactions between the franchisor and the franchisee. The major advantage to the franchisee is the opportunity of entering a business which has the benefit of an established product, service name, or method of doing business. As the franchising program is developed, both the franchisor and franchisee will realize the profit potential of the business. Franchising should provide an opportunity for growth and success for both parties. The factors most critical to success in franchising are generally rooted within the franchisor-franchisee relationship. The franchisor has a tremendous influence upon all franchisees and other operations. DEVELOPING A FRANCHISOR'S BUSINESS One of the most overlooked factors in developing a franchise organization is that the franchisor needs to realize that one is actually involved with operations of two different businesses: (1) the franchisor's headquarters or corporate office and (2) the franchisee (and also company-owned) stores. Franchising requires that the franchisor develop a separate corporate entity to sell, administer, and support franchising or company owned stores. The franchisor needs to recognize the corporate responsibilities and develop the operations and staff necessary to fulfill the corporate obligations. The headquarters organization will generally consist of an administrative staff of three key executives: (1) the president, (2) a sales executive, and (3) an operations executive. Depending upon the financial resources of the franchisor, it is important that these three individuals are brought on board at the start of the franchising operation. (See Figure 2). The president is responsible for the overall development of the business including public relations, financial structuring, initial public offerings, legal aspects, financial aspects, and the hiring of the franchising executive. The sales executive will be solely responsible for the marketing and selling of franchises to franchisees. The sales executive is responsible for the development of marketing packages which may be used to explain the franchising system to prospective franchisees. The operations executive is responsible for the actual business start up and the operation of the business. Once the franchise agreement is signed, the operations executive is responsible for the success of the franchisee for the duration of the franchise agreement.



FIGURE 2 President _____________________________________________ ³ ³ / / Sales Operations Executive Executive There are additional people that need to be brought on board after the franchising organization has grown, including a marketing executive, a accountant, and a legal representative. Before the franchisor actually starts the franchising process, there are certain steps which need to be taken to insure the proper development of the franchising unit. These include those listed on the Headquarters Development checklist (See Figure 3). One of the most important aspects of developing a franchising program is taking the proper steps to develop a successful program. The Headquarters Development Checklist (Figure 3) lists the various aspects and steps that need to be developed and covered before a franchise should ever be started. It is important that the franchisor properly develop the accounting services which are necessary both for the headquarters corporation as well as for the franchisee organization. This accounting system, which is often computerized, allows for control by both the franchisor and the franchisee and insures proper recording of all sales both to the franchisor and franchisee. FIGURE 3 FRANCHISOR HEADQUARTERS DEVELOPMENT CHECKLIST Person Finishing Activity Responsible Date ACCOUNTING Franchisor chart of accounts ________________ ____________ Accounting controls ________________ ____________ Franchisee chart of accounts ________________ ____________ FINANCE Franchisor pro-forma cash flow statement (5 yrs.) _________________ ____________ Franchisor pro-forma balance sheet _________________ ____________ Franchisee pro-forma cash flow statement (5 yrs.) _________________ ____________ Franchisee pro-forma balance sheet _________________ ____________ LEGAL Uniform Franchise Offering Circulator Financial _________________ ____________ Earning claims _________________ ____________ Site criteria _________________ ____________ Acknowledgement form _________________ ____________ Franchise Agreement _________________ ____________ Trademark Registration _________________ ____________ Compliance _________________ ____________ Registration States _________________ ____________ ADMINISTRATIVE Location selection _________________ ____________ Store design and decor _________________ ____________ Operations manual _________________ ____________ Training program _________________ ____________



Headquarters training _________________ ____________ Application review _________________ ____________ Inventory control _________________ ____________ Personnel _________________ ____________ Field support programs _________________ ____________ Field crew _________________ ____________ MARKETING Advertising Initial announcements _________________ ____________ Franchise advertisements _________________ ____________ Run Advertisements _________________ ____________ Preliminary Information Folder _________________ ____________ Response system to initial inquiries _________________ ____________ Telephone inquiry qualification guide _________________ ____________ Application forms Form letters and paragraphs-prospects _____________________________ Form letters and paragraphs - franchisees _________________ ____________ Franchisee store advertising Initial advertising _________________ ____________ Grand opening campaign _________________ ____________ Continuous support _________________ ____________ MARKETING RESEARCH Target market research and identification _________________ ____________ Product research and references _________________ ____________ Franchisee profile development _________________ ____________ Manager profile development _________________ ____________ Competition analysis _________________ ____________ In addition, before a franchise is started, it is important to determine, through the development of pro forma financial statements, the feasibility of the entire operation. The proper franchisor cash flow statement should illustrate to the franchisor and possible investors the actual start up costs and returns that the franchisor will incur. Most franchisors' organizations will incur a loss during the first and second years. Many franchisors hope to overcome this loss during the second or third year or operations. The proper pro forma cash flow and balance sheet should give a proper picture and illustrate the financial hopes of the organization. One of the most important and often overlooked aspects of developing a proper franchising system is to record the necessary legal documents for the franchising system. There are two major legal documents which are required by the Franchise Disclosure Act of 1979. (1) The disclosure document or Uniform Franchise Offering Circular (UFOC), stipulates 20 to 23 items which the franchisor must disclose about the operations of the business. This disclosure document simply allows the franchisor to report anticipated start up costs, franchise fees, the territory restrictions, and a proper description of the business to the franchisee. (2) The franchise contract or agreement allows the franchisee to have in writing the actual obligations of both the franchisor and franchisee and also stipulates the duration (generally 10 to 20 years) of the franchise agreement. Because of the complexity of these documents, it is recommended that the start-up franchisor find a lawyer who has had experience in the franchising field. The administrative side of the franchising organization is generally divided into the sales side and the operations side. The sales side is responsible for selling the franchise units to new prospective franchisees. The operations side is involved with the franchisee once the



franchisee has signed the franchise agreement. It is important that the operations manual, training program, location selection, store design and decor, and proper advertising have been developed for the franchising units. The operations executive will utilize these manuals and directions to help the franchisee develop a proper franchising program. Both marketing and market research areas are very important for a franchisor. The franchisor needs to be able to properly identify the target market, the product being offered, and the advertising program which will be used in the franchising units. Additionally, many franchisors strive to develop a proper franchisee profile which delineates the characteristics of the franchisees whom they seek as partners in the franchising business. A manager profile is often also developed which franchisees may then use to screen or hire prospective managers for the organization. It should also be noted that different form letters, paragraphs, and packages should be developed by the marketing people before the franchise is actually up and operating. THE PROSPECTIVE FRANCHISEE An important and difficult aspect of developing a franchising business is the identification of who will be the franchisees. The sales executive is responsible for screening and qualifying all prospective franchisees. The franchisor should seek those individuals with sufficient financial backing as well as the moral character to be strong franchisees. Figure 4 may help the franchisor in developing an evaluation form for screening prospective franchisees: FIGURE 4 FRANCHISEE PROFILE CHECKLIST NAME _____________________________________ ADDRESS___________________________________ DATE ______ ____________________________________ INTERVIEWED WITH DATE SCORE 1. _______________________________ ___________ ___________ 2. _______________________________ ___________ ___________ 3. _______________________________ ___________ ___________ Directions: Mark the score that most accurately represents your applicant's characteristics. Rating: 5=excellent; 4=good; 3=average; 2=fair; 1=poor BUSINESS EXPERIENCE Prior experience Skills Past performance



5 4 3 2 1 ()()()()() ()()()()() ()()()()()



EDUCATIONAL BACKGROUND Ability to think ()()()()() Decision making ()()()()() Intelligence ()()()()()



ACTIVITY LEVEL Energy Drive Endurance



()()()()() ()()()()() ()()()()()



IMPRESSIONS Appearance Positive Attitude Communication Skills



()()()()() ()()()()() ()()()()()



MANAGEMENT ABILITY Organized Responsible Ambitious Financially stable Work well with others



()()()()() ()()()()() ()()()()() ()()()()() ()()()()()



ABILITY TO WORK WITH FRANCHISOR Adaptable ()()()()() Sense of ethics ()()()()() Friendly ()()()()() TOTAL SCORE _________ The franchisor should not be aware of some of the requirements of properly starting a franchising business. It is important that the franchisor realize the complexity of developing a franchisor organization. The franchisor will need the help of an in-house sales staff, plus an organizational staff and also the outside support of competent legal expertise. CONCLUSION Franchising is one of the fastest growing methods of doing business in the world today. It is important that the franchisor be able to determine those steps and directions which are necessary to undertake before franchising may be properly developed. The franchisor should realize the necessity of developing a self evaluation and organizational headquarters evaluation as well as being able to predetermine some method for choosing perspective franchisees. A successful franchising organization is almost always coupled with the proper development of the franchising program including legal, financial, sales, administrative, and marketing areas. franchising is a vibrant and exciting opportunity for businesspeople who desire to expand their operations through this method of doing through this method of doing business. Franchising is the wave of the future.
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