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Managing performance and failure

Franchising is a way of doing business. At its heart is an innovative
method of marketing and distributing goods and services. It has been
extremely successful and there are an estimated 79,000 franchised
businesses in Australia.

Whilst the franchising industry has faced a difficult trading environment
in recent years, both franchisors and franchisees are cautiously
optimistic about the trading outlook.

The franchise business model is characterised by a close, symbiotic
relationship between franchisors and their franchisees. If the
franchisor fails, the franchisees will likely follow. Likewise, without a
strong franchisee network, a franchisor cannot be successful over the
long term.

Franchises fail, both at an individual franchisee level, and at a global
franchisor level. Who drives performance? Who is responsible for
failure? The best franchise networks are built upon a combination of
franchisor ‘vision’ and franchisee ‘know how’. Ultimately, both the
franchisor and franchisees are responsible.
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What is franchising

Franchising is a way of doing business. At its
heart is an innovative method of marketing and
distributing goods and services. It has been
extremely successful and there are an estimated
79,000 franchised businesses in Australia.

What is franchising?
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It is hard to think of take-away food without thinking of a product
produced using a franchised format; difficult to purchase petrol
except through a franchised petrol station; and impossible to
imagine a shopping centre without franchised stores. Franchising
has revolutionised retailing in Australia. But what is it?1
Types of franchising

Manufacturer

Manufacturer – Wholesaler
Trade name franchise
The franchisee, under licence, manufactures
and distributes the franchisor’s product

Manufacturer – Retailer

e.g. soft drink bottling and distribution

Product franchise
The retailer, as franchisee, sells the
franchisor’s product directly to the public
e.g. motor vehicle dealerships

Wholesaler – Retailer

Wholesaler

Cooperative franchise
The retailer, as franchisee, purchases
products for retail sale from a franchisor
wholesaler (typically a cooperative of the
franchisee retailers who have formed a
wholesaling company)

Retailer – Retailer
Business format franchising
The franchisor markets a service or product,
under a common name and standardised
system, through a network of franchisees.

e.g. hardware and automotive product
retail stores

Retailer

e.g. fast food retailing, personal services

Source: What is franchising? Franchise Council of Australia

The benefits of franchising
Franchisor
• Achieve growth faster than organic growth
• Alternative source of capital to fund growth
• Growth provides supply chain and other scale
related opportunities
• Improved unit performance as owner-operators
have ‘skin in the game’
• Provides local knowledge on a large scale
• Lower cost to service market as costs are
shared with franchisees
• Consistency and uniformity of offering

Franchisee
Comprehensive system for the conduct of
business:
• Brand
• Business planning
• Management system
• Location
• Appearance and image
• Quality control

Source: What value can franchising provide to my business? PricewaterhouseCoopers

Snapshot
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Australia’s franchise sector is mature and diverse
Number of
franchise
systems

1,124

Number of
franchisees

79,000

Industry focus

Source: Franchising Australia 2014, Griffith University

Industry focus
27% of Australian franchisors are focussed on
retail trade, with a further 18% offering
accommodation and food services. The
remaining franchisors (55%) provide a range of
services including administration, finance and
support services and personal services.

Other
Retail trade

27%
55%
18%

Accommodation
and food
services

Source: Franchising Australia 2014, Griffith University

Size by revenue

Size by number of franchisees

The median sales turnover of franchise systems
is $5.4 million

Around one third of all franchise systems are
small (less than twenty franchisees). These
systems tend to be younger than large systems
(more than 50 franchisees).

Up to $1 million

15%
35%

$1 million – $5 million
18%

$5 million – $20 million

Medium

(20-50 units)

15%

$20 million – $100 million
Over $100 million

Source: Franchising Australia 2014, Griffith University

The majority (67%) of Australia’s franchise
systems are mature, having franchised for at
least 10 years.

Emerging

(6 to 10 years)

13%
20%

Mature

(10+ years)

Source: Franchising Australia 2014, Griffith University

27%

(>50 units)

Age of franchise systems

Young

33%

Large

17%

Source: Franchising Australia 2014, Griffith University

(1 to 5 years)

Small

(<20 units)

67%

40%
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Sector performance

Whilst the franchising industry has faced a
difficult trading environment in recent years, both
franchisors and franchisees are cautiously
optimistic about the trading outlook.

Sector performance
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The franchising industry has faced a difficult trading environment
in recent years with revenue broadly static over the five year
period to 2015.
Revenue (FY15)

Historic growth (FY10–FY15)

Projected growth (FY15–FY20)

0.0%

2.5%

$159.0 bn
Source: Franchising in Australia, October 2014, IBISWorld

The industry is expected to benefit from improved trading conditions over the next five years with
revenue projected to increase by 2.5% per year to reach $180.1 billion in 2020.

Sector revenue
Historic revenue
Revenue 200.0
($ billion)

Expected revenue
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180.1
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Source: IBISWorld

Number of franchising systems
1.7 % decline since 2012

1,200
Historic growth
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Source: Franchising Australia 2014, Griffith University

2012

2014

There are an estimated 79,000 franchisees in
Australia (including around 9,000 franchisorowned units). Between 2012 and 2014, the
number of units grew by 8.9%, in contrast to the
2.9% decrease in Australian businesses as a
whole. Although Australia’s economic growth has
been below trend over the past two years, the
franchise sector has demonstrated strong growth.
Whilst the number of franchise systems declined
by 1.7% between 2012 and 2014, this is actually
a positive sign for the sector. Many franchise
systems in Australia are small (a low number of
franchised units) and struggle with viability as a
result. As the sector continues to mature, we
would expect to see this trend continue.7

Financial performance
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Both franchisors and franchisees are cautiously optimistic about
the trading outlook in FY15, with both projecting an improvement
in revenue and profitability compared with FY14.
Revenue performance
Franchisor
FY14
Actual

FY15
Projected

68% 82%
13%

9%

19%

9%

Franchisor revenue increased overall by 9%
in FY14, with 68% reporting an increase from
the prior year. In a recent survey8, franchisors
projected a more modest overall increase of
7% for FY15, but with a higher percentage
(82%) projecting an increase on FY14.
Franchisee revenue follows a similar pattern.
The percentage of franchisees projecting
revenue increases in FY15 was 83%
(compared with 72% of franchisees who
actually reported revenue growth in FY14).

Franchisee
FY14
Actual

FY15
Projected

72% 83%
7%

7%

21% 10%

Profit performance
Franchisor
FY14
Actual

Franchisee

FY15
Projected

62% 82%
11%

5%

Profitability performance and outlook are
similar to revenue. Both franchisors and
franchisees project improved profitability
in FY15. The percentage of franchisors
projecting an increase in profitability
increased from 62% to 82%, with similar
percentages for franchisees (64% to 80%).

27% 13%

FY14
Actual

FY15
Projected

64% 80%
17%

9%

19% 11%

Source: Franchising Australia 2014, Griffith University

Drivers of revenue performance
Improved franchisee
performance

Almost 40% of franchisors believe franchisee
performance was a major driver of their own
trading performance in FY14. In some respects,
this percentage understates the extent to which
franchisors and franchisees are intertwined.
Beyond the short term, franchisors can only
prosper if their respective franchisees’ trading
performance is sustainable.

Strategic
direction
Market positioning
and demand
New products
or services
Availability of
suitable franchisees
General economic
conditions
Online
sales/ecommerce
Other reasons
for increase
0

10%

20%

Source: Franchising Australia 2014, Griffith University

30%

40%
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The franchise model

The franchise business model is characterised
by a close, symbiotic relationship between
franchisors and their franchisees. If the
franchisor fails, the franchisees will likely
follow. Likewise, without a strong franchisee
network, a franchisor cannot be successful
over the long term.

KordaMentha Franchise Model
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The performance of franchisors, as with most businesses, is
impacted by a range of internal and external drivers. Unique to
the franchise industry, however, is the close relationship
between franchisors and their franchisees. Over the long term,
the performance of franchisors and franchisees are entwined.
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The KordaMentha Franchise Model

Industry sector conditions

Franchisor

Franchisees

Relationship between
franchisors and
franchisees regulated
by the Franchise Code
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General economic and
demographic conditions
Source: KordaMentha

“Franchisors trade vicariously
through their franchisees. External
economic conditions that impact the
trading performance of franchisees,
in turn impact franchisors.”
Source: KordaMentha

The new Franchising Code of Conduct
The Franchising Code of Conduct is a mandatory industry code
administered by the ACCC.
The code regulates the franchise agreement between franchisors and franchisees, and is primarily
focussed on ensuring franchisees are provided with appropriate information prior to entering into a
franchise agreement, and providing a framework for fast and inexpensive dispute resolution.9 A new
Franchising Code of Conduct was effected on 1 January 2015.
The introduction of a ‘good faith’ obligation is perhaps the furtherest reaching change. However, the
symbiotic nature of the franchisor–franchisee relationship is such that successful franchise models
already incorporate this ‘way of doing business’. The most successful franchisors already invest in their
franchisees, and conduct business with their franchisees in a way that recognises the need to act fairly.
The introduction of the new Franchising Code of Conduct will require franchisors to ensure their
procedures are updated to accommodate the changes, but there are no changes that fundamentally
impact the franchise business model.

Key changes to the Franchising Code of Conduct
Good Faith Obligation
Introduced a statutory obligation to act in ‘good faith’. The obligation applies to both franchisors and
franchisees and applies to any matter arising under or in relation to a franchise agreement or the new
Franchising Code of Conduct. More specifically, both parties are now required to have acted honestly and not
arbitrarily, and to have co-operated to achieve the purposes of the franchise agreement.
The good faith obligations should be specifically considered in relation to:
• Unilateral variations to franchise agreements
• Decisions not to enter into a franchise agreement with a prospective franchisee
• Renewal or extension of a franchise agreement
• Decisions taken in relation to the supply of goods or services to franchisees
• Termination of franchises
• Disputes with franchisees or proposed franchisees
New Civil Penalties and Infringement Notices

Other Key Changes

The Franchising Code of Conduct introduces a
number of civil penalty provisions. Breaching these
obligations can now result in a civil penalty of up to
$51,000 per breach. The ACCC also now has the
power to issue an infringement notice of $8,500
where the ACCC has reasonable grounds to
believe a breach of a civil penalty provision has
occurred.

• Limitations on the effectiveness of restraint of
trade clauses.
• Limitations on ability of franchisors to require
franchisees to undertake significant capital
expenditure.
• Franchisors required to provide an information
statement to prospective franchisees as soon as
possible after the prospective franchisee expresses
an interest in acquiring a franchise business.
• Dispute resolution costs no longer borne solely
by the franchisee.

Source: Franchising in Australia, October 2014, IBISWorld
The New Franchising Code: A new era for franchising, 13 November 2014, Holding Redlich Lawyers

11

How does a franchisor really make money?
The close relationship between franchisors and their franchisees
is regulated by the Franchising Code of Conduct. Whilst this
legislation provides a framework for the relationship, it is
sufficiently wide to allow for a wide variety of franchise
agreement models.
Core revenue for most franchisors centres on initial and ongoing franchise fees charged to their
franchisees. However, there are a multitude of additional revenue sources that can be included in a
franchise agreement. The relative weighting of these revenue sources can result in very different
franchisor business models.

Property rental

Income streams and franchisor business models

Franchisors can profit through the
provision of services, such as
marketing and training. This can either
be as the provider of those services, or
as the ‘middle man’, taking commission
on services provided to their franchisees
by third parties selected and managed
by the franchisor.
Marketing fees
Training fees

Property site management is often a key function for
retail and food service franchisors. The strategic value
of particular locations are often such that franchisors
will hold a lease directly with the property landlord,
and sub lease to franchisees. This structure not only
allows franchisors to maintain control over the
franchisee network, but may also provide an
opportunity to participate in real estate related profit,
such as through the retention of shop fit contributions
or other incentives from landlords.

Initial franchise fee

Franchisor

Renewal franchise fee
Ongoing franchise fee

Franchisors often restrict where franchisees can
source goods and services. Franchisors can act as
suppliers (direct provision of goods or services) or
wholesalers (indirect provision of goods and
services supplied by third parties). Where the
franchisor is effectively a wholesaler, the franchise
network offers significant purchasing power that
often results in substantial supplier rebates. Supplier
rebates may be passed directly on to franchisees, or
they may be retained by the franchisor (and treated
as frachisor income), depending on the terms of the
franchise agreement.
Source: KordaMentha

Supply of goods or services

Buy/sell ‘profit’
Franchise fees are core franchisor
income. Although the addition of buy/
sell “profit” (where franchisors buy
back franchised stores from existing
franchisees who wish to depart the
business, hold them directly as
corporate stores and then ‘on sell’
them to incoming franchisees)
enables some franchisors to profit
from managing a business portfolio
of franchised stores. That is, they
effectively become business
portfolio players.

12

Franchise fee structures

13

Franchise fees are typically core franchisor income. As well as
an initial franchise fee, franchisors often charge an annual
ongoing fee and a renewal fee at the end of the initial term. The
relative weighting of these fees, and whether the fees are fixed
or a percentage of revenue, can influence how a franchisor
manages its network of franchisees.
Initial franchise fee
The vast majority of franchisors charge an initial franchise fee. Depending on the quantum of the fee
charged, and the establishment costs incurred by a franchisor to introduce a new franchisee to the
network, initial franchise fees can equate to cost recovery only, be marginally profitable, or significantly
profitable.

Ongoing franchise fee
The majority of franchisors also require their franchisees to pay ongoing fees on either a monthly or
annual basis. These may be a fixed fee (or stepped fee according to the size of the franchisee) or a fee
based on a percentage of franchisee revenue (or, more rarely, a percentage of franchisee profit).
The primary benefit of a fixed fee arrangement for a franchisor is the predictability of cash flow. This
arguably shields the franchisor from downside risk in franchisee network performance, but any such
protection is short term at best. The franchisor remains exposed to franchisee network performance
through its ability to collect fees owing (debtor recoverability) and generate further growth in the network.
A percentage of revenue model allows the franchisor to participate directly in the trading performance of
franchisees and thereby aligns the interests of both franchisor and franchisee. This fee structure more
closely reflects the symbiotic nature of the franchisor–franchisee relationship.

Renewal fee
Franchises are granted for a fixed period of time with most franchise agreements running for an initial
period of around five years. Nearly all franchisors offer renewals, for a fee.

Beware of the renewal hole
Contractual renewal profile
Early renewal profile
Renewal
fees ($)

Accelerated renewals

Renewal hole

Source: KordaMentha

Time

Franchise renewal fees may be ‘lumpy’,
depending upon historic patterns of growth
within a franchise system. Franchisors
may at times seek to actively renew
agreements prior to their expiry (generally
by offering a discount on the renewal fee)
in order to improve short term cash flow.
However, this practice can lead to a
‘renewal hole’ and consequent reduction in
renewal fees at some point in the future.
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Managing performance and failure

Franchises fail, both at an individual franchisee
level, and at a global franchisor level. Who drives
performance? Who is responsible for failure? The
best franchise networks are built upon a
combination of franchisor ‘vision’ and franchisee
‘know how’. Ultimately, both the franchisor and
the franchisees are responsible.

Managing success and failure
Franchises fail, both at an individual franchisee level, and at a
global franchisor level. Recent failures, such as Wagamamas
and Pie Face, illustrate the need for franchisors to ensure both
they, and their franchisees, are performing across a spectrum of
capabilities.
Who drives performance? Who is responsible for failure? The best franchise networks are built upon a
combination of franchisor ‘vision’ and franchisee ‘know how’. Ultimately, both the franchisor and the
franchises are responsible.

Degrees of influence
Franchisor
Business strategy
Business strategy is the framework for success or failure. Ultimately the franchisor determines what is the value
proposition, who the proposition is marketed to, and how the proposition is delivered. But strategy needs to be
flexible, and a good franchisor listens to ‘front line’ franchisees and nurtures a culture and environment that
allows franchisees to shape the strategy as business conditions and the competitive environment changes.

Execution of strategy

Degree of influence

Business strategy means nothing without execution. A franchisor needs a willing and capable network of
franchisees to make vision a reality.

Territory/location
Strategy is global, but business conditions can be local. If local conditions are not conducive, then even good
strategy can fail. The selection of territories, and locations within territories, can be crucial to performance.
This is especially the case for retail and food service franchises. Large franchisors have sophisticated territory
selection criteria that rely upon socio-demographic data and benchmarking of existing franchisee operations in
similar areas. However, large franchisees can also be out of touch with local conditions. The best franchisees
are those who know their local market. It is a combination of ‘top down’ analysis and ‘bottom up’ knowledge
that is most likely to result in good location selection.

Investment
The initial start up costs for franchisees are often understated. As well as funds for the initial franchise fee and
initial start up costs, incoming franchisees need capital to sustain themselves until the business breaks even.
As with any start up, the initial trajectory can be uncertain, and longer and slower than expected. The best
franchisors are transparent, and only select those franchisees with sufficient capital to sustain themselves.

Performance
Franchisees manage front line execution. Even with the right strategy, right location and appropriate
investment, individual franchisee underperformance can lead to failure. This risk is real, as a significant
proportion of incoming franchisees do not have direct experience in the business they are investing in and
some have no business experience at all. Franchisors can mitigate this risk through the careful selection of
potential franchisees, and having a comprehensive training and induction program.

Franchisee
Source: KordaMentha
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Grow fast
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Small franchise networks lack economies of scale and struggle
to achieve sustainability. The most successful franchises tend to
have high spool rates (a measure of how quickly franchise
systems grow). But growth cannot be at any cost. And ‘growing
pains’ need to be managed to avoid over trading.
Spool rate
Spool rate = 12
(top 20% of
franchisors)

Number
of
franchisees

Spool rate = 5
(average)

50
Economy of scale
‘twilight zone’

20
Years

Spool rate = 1
(bottom 20% of
franchisors)

Source: Asia-Pacific Centre for Franchising Excellence | KordaMentha

Spool rate measures how quickly franchise
systems grow, and is calculated by dividing the
total number of franchise units by the number of
years franchising. For example, an 18 unit
franchise system operating for six years would
have a spool rate of three (18 divided by six).
The average spool rate in Australia is around five
and has resulted in a large number of relatively
small franchise systems (as compared with
international counterparts). The impact of a low
spool rate, and resultant small franchise system,
is not limited to lost growth opportunities. It
actually has implications for ongoing sustainability.

It is possible for small franchise systems (less than 20 franchisees) to be profitable. However, once the
system grows beyond this size, the network requires significant investment in head office functions.
Speciality departments such as purchasing, training, marketing and IT become imperatives and these
require investment. Once a franchise system grows to beyond 50 franchisees, the ‘per franchisee’ cost of
these departments tends to become more manageable and the franchisor begins to enjoy economies of
scale. Between 20 and 50 franchisees, however, is an economy of scale ‘twilight zone’ and franchisors
need sufficient resources to achieve the required ‘step change’ from small to large systems.
Of course, growth should not be pursued at the expense of quality. Rapidly appointing poor quality
fanchisees to support the spool rate is short sighted and likely to result in a longer term increase in
failure rate.

Strategy and Control
Whilst rapid spool rates drive growth and economies of scale, they can also place franchisors
under significant pressure and expose any inherent weaknesses in the business model. During
periods of rapid expansion (particularly in the early years of a franchise system) it is critical that
business strategy is flexible and responsive. What might have worked for the first five units may
not be so successful for the next five.
Even once critical mass is achieved, business strategy needs to respond to changing competitive
environments. The ability of franchisors to effect material change in business strategy can,
however, be limited by the terms of the franchise arrangement. Whilst it can be tempting in the
early days of a franchise system for a franchisor to secede control to franchisees over key areas,
such as intellectual property and operational and marketing standards, this hinders the ability of
franchisors to subsequently change strategic direction. Consider video rental franchises ten years
ago, struggling to adapt to a new environment of ‘video on demand’ and video rental kiosks. Or
many retail franchises over the past five years attempting to provide consumers with a multichannel environment when their franchisees had significant legacy investments in ‘bricks and
mortar’ assets.17

Grow deep
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Whilst franchise networks need to grow quickly, the direction of
growth is also important.
The recent failure of Wagamama’s Australian master franchisee (a master franchisee is a
franchising arrangement in which the master franchisor (the owner of the brand name) hands over
the control of the franchising activities in a specified territory to a master franchisee) provides a
warning of the consequences of reactive growth.
Of the ten stores operated in Australia, all but one was profitable. But those stores were
geographically diverse, with two in Queensland, two in New South Wales, two in Victoria, one in
Canberra and one in Western Australia. Servicing such a wide territory is unlikely to have been
economical. If Wagamama had initially concentrated on one or two states (perhaps building out
New South Wales and then Victoria) before spreading into other states, would the outcome have
been different? Certainly it would have been easier to leverage the supply chain and logistics.17
The same principle applies to international expansion. National operations should be built out before
overseas markets are considered.
The Australian franchise market is largely home
grown with 86% of franchise systems having
been developed in Australia. Given the relatively
small size of the domestic market, a growing
number of franchisors have looked to overseas
86% of franchise systems are home
markets to fuel growth.
grown, although the percentage is
decreasing as overseas (particularly
US based) franchise systems are
increasingly viewing Australia as an
attractive market for expansion.

30% of Australian franchisors
have expanded overseas

74%

Percentage of franchisors who
chose New Zealand as the first
overseas destination

49
units

Average number of units in the
domestic market, prior to
international expansion

65%

Percentage of offshore
franchising that is via master
franchising arrangements

Source: Franchising Australia 2014. Griffith University

Overseas expansion is risky and costly. Many
franchisors underestimate the costs involved,
including travel, legal paperwork, consultants
(both in the domestic and target markets) and
branding and marketing. In addition, as with any
new venture, cash investment is required to fund
working capital and initial trading losses. If the
Wagamama experience cautions franchisors
from expanding too widely in the Australian
market, then the lesson is doubly relevant for
overseas expansion.
Given the risks involved, it is not surprising that
74% of franchisors looking overseas choose
New Zealand as the first expansion territory.
Whilst lacking market size for substantial growth
opportunities, the New Zealand market has many
commonalities with the Australian market and
therefore provides a useful learning opportunity
for franchisors to perfect their overseas strategy
prior to moving to other international locations.
65% of franchisors also seek to reduce
expansion risk further by using master
franchising arrangements. This allows Australian
franchisors to recruit master franchisees with
local knowledge.18,19

Understanding and managing franchisee
performance
Franchisee performance is a leading indicator of franchisor
performance. In order to understand the viability of a franchise
system, it is necessary to analyse and understand the health of
the underlying franchise network.
Percentage of franchisors who track
franchisee financials
Sales

100%
Margin

50%
Expenses and profit

33%
Source: Asia-Pacific Centre for Franchising Excellence

A recent survey20 revealed that whilst 100% of
franchisor respondents tracked their franchisees
sales, only half tracked margin and even less
(33%) tracked franchisees’ expenses and profit.
Gross margin and expenses are key drivers of
business profitability and vital measures to
identify trends and emerging issues within a
franchise model.
Anecdotal evidence also suggests that franchisees
are increasingly seeking, and expecting, support
from the franchise head office to help them
manage costs within their businesses.
In the absence of detailed financials, franchisors
typically rely on a range of other financial and
non-financial metrics to gauge the health of their
network. These include:
•

trends in quantum of centralised purchasing

•

ageing of debts due from franchisees

•

franchisee business failures

•

percentage of franchise network currently for
sale (and the time taken to complete sales)

•

compliance with fit out and other operational
metrics

•

level of ongoing investment by franchisees.

Benchmarking costs – lower is better, right? Wrong
Top performing franchisees may have higher operating costs than lower performing franchisees,
according to research by the Asia-Pacific Centre for Franchising Excellence. The research
analysed a range of key performance indicators, and compared the average with the top and
bottom 20 percentiles. The findings suggest that when the focus is purely on minimising costs,
service or product quality may suffer at the expense of overall profitability. Franchisees need to
balance expenses with service quality across a number of areas, including labour costs, product
and packing cost and marketing.21
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Rise and fall together
The relationship between franchisors and their franchisees is
symbiotic and, as such, their fortunes are entwined. Whilst much
attention has been paid to the impact on franchisees when
franchises fail, franchisors are also exposed to the failure of
their franchisees.
Debtor
exposure

Bad debt exposure is generally the primary balance sheet concern for franchisors. It is
critical that an appropriate bad debt provision is maintained and bad debt issues are
flagged in a timely manner.
Franchisors often place reliance on their ability to recover aged debts when franchises
are transferred to new franchisees. Franchise agreements normally require franchisor
approval before franchisees can be transferred and thus approval may be withheld until
the funds raised through the sale are used to settle all debts with the franchisor. However,
if overall network performance is deteriorating then there may be insufficient ‘value’ in a
particular franchise to settle all commitments.

Centralised
invoicing

Major suppliers will often require centralised ordering by the franchisor on behalf of the
franchisees to allow access to volume rebates. Franchisors may also choose (or be
required by suppliers) to retain the financial relationship with suppliers and centrally
invoice franchisees.
Centralised invoicing has the potential to be cash flow positive for a franchisor. Volume
purchasing should enable the franchisor to negotiate favourable credit terms with
suppliers. If these terms exceed those agreed with franchisees then centralised invoicing
represents a soft form of franchisor financing.
However, if network viability deteriorates then franchisees will generally ‘stretch’ the
agreed credit terms with the franchisor. If actual credit terms stretch beyond those agreed
between the franchisor and supplier then centralised invoicing represents a working
capital drain.
Centralised invoicing also exposes the franchisor to significant financing risk in the event
that franchisees fail and are unable to meet their debt obligations to the franchisor as the
franchisor’s obligation to suppliers remains.

Brand
damage

The failure of a franchisee (particularly in retail systems where there is high exposure to
the consumer) can have a detrimental impact on brand value. One way franchisors can
mitigate this is to ensure they have step-in rights which allow them to effectively repossess
failed franchise units and run them as corporate stores or re-sell them to a new franchisee.
This approach is contingent on the franchise agreement providing step-in rights to the
franchisor. Step-in rights also need to be supported by debenture charges, which enable the
franchisor to take possession of the business and assets of underperforming franchisees.
However, repossession of underperforming franchises significantly alters the franchisor’s
funding requirement as the franchisor must fund both the working capital requirements of
the franchise (such as inventory) as well as absorb any losses the franchise may incur
during the franchisor’s period of control.

Lease
liabilities

Franchisors may be committed to significant contingent lease liabilities in respect of
franchisee property leases. This generally arises for two reasons:
• Landlords insisting on the franchisor acting as guarantor to ‘mum and dad’ franchisees
with limited financial resources
• Franchisors acting as head lessee and sub-letting to franchisees in order to improve
‘step-in’ rights in the event the franchisee fails.
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