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Abstract 

The fundamental approach to measuring goodwill in franchisee-operated businesses is the same for 

any other business models. However, the difference lies in the methodology, more particularly in 

the calculation of a risk premium, the identification of cash-flows, and the evaluation of the 

franchise system. 

Franchisees are common law agents and are not free agents, unlike their counterparts that operate 

independent businesses. They are prescriptively created, governed, and terminated by contracts that 

are determined and controlled by their principal. As principals, franchisors rely on franchisees to do 

that which they cannot do themselves with equal efficiency. In order to facilitate this arrangement, 

they enter detailed contracts that express their reciprocal intentions and expectations. These include 

such things as performance standard, revenue sharing, risk allocation, operational protocol, and 

intellectual property rights. In fact, franchisors insist on retaining proprietary rights to all 

intellectual property and instead grants to the franchisee a contractual right to use it for a limited 

period. During that period, franchisees have to mobilise their financial and intellectual capital to 

leverage the intellectual property for cash-flow generation. This process often generates valuable 

goodwill. Arguably, goodwill exists, where the total value of cash-flows generated from the 

business exceeds the opportunity cost of net tangible assets employed in the business.  

The problem of identifying and valuation of such goodwill in franchisee-operated businesses is 

complex. It requires a deep understanding of established theories relating to franchising, agency, 

and finance. This thesis synthesises these theories to formulate methodologies to value goodwill of 

franchisee-operated businesses under two distinct conditions of dependency. While both the 

dependent and independent methodologies are founded on identical theoretical constructs, they are 

distinguished by the recognition and inclusion of an efficiency rating for the franchise system‟s 

governance structure. As important, is the submission of a fresh approach to calculate a risk 

premium for inclusion in six different valuation models and a comprehensive qualitative and 

quantitative instrument to rate a franchise system‟s governance structure. In fact, these models are 

offered to value goodwill on change of ownership events such as acquisitions, assignments, 

transfers, surrenders, buy-backs, and closures.  

The objective of the thesis is to develop an integrated economic model for the evaluation of 

franchisee-operated businesses and defend the proposition that “the valuation of goodwill of a 

franchisee-operated business necessarily involves the pricing of specific risks not found in 

businesses operated independently, such as risks associated with the franchise system as a whole”. 

In so doing, the focus is on examining agency theory from a positivist perspective, thus 
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concentrating on the role and effectiveness of governance structures in managing conflict goals 

rather than on mathematical and algorithmic approaches alone. Expectedly, finance theories, in 

particular those relating to capital asset pricing and franchise business economics inform the 

development of methodologies to evaluate businesses operated by franchisees and franchisors 

respectively, thereby arriving at a value for goodwill for franchisee-operated businesses.  

 

 

Key words: Goodwill valuation, business valuation, franchise goodwill, risk premium, governance 

systems, franchisee, franchisor, independent business, franchise agreements, discount rate 

Thesis type: Conceptual 
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Structure of the thesis 

The thesis is structured in five parts and fifteen chapters.  

Part 1, chapter 1- Thesis Introduction introduces the research problem and the thesis.  

Part 2, chapters 2 to 7- Literature review presents an examination of franchising structures, 

leading to an analysis of agency and franchising theories. The issue of goodwill and 

contemporary valuation methodologies are explored before a detailed review and discussion of 

the denotation, composition, and application of risk.  

Part 3, chapters 8 to 13- Synthesis of agency, finance, and franchising theories synthesises 

the three theories in the development of a framework and methodology for valuing franchisee-

operated business goodwill and the evaluation of a franchise system‟s governance structure. It 

presents four instruments in support of the synthesised valuation model to; (a) calculate five betas 

at five levels of imputed risk, (b) franchisee risk averseness, (c) franchisee risk mitigation factor, 

and (d) an efficiency factor for a franchise system‟s governance structure. 

Part 4, chapter 14- Valuation simulation culminates in the application of methodologies 

developed in Part 3 relating to franchisee-operated business goodwill and the franchise system 

governance structure to a bank of mock data to simulate a rating for a fictitious franchisor and a 

valuation of goodwill for a fictitious franchisee under differing change of ownership conditions.   

Part 5, chapter 15- Thesis conclusion ends the thesis by highlighting the new knowledge 

acquired from this study, and proposes areas for further research. 

The arguments, theories, calculations, and simulations presented in the thesis are supported by the 

following files written in Microsoft Excel: 

1. Agency Cost Equivalence Evaluator Ver. F.12.10.14 SN 2784368 

2. Franchisee Goodwill Evaluator Ver. F.12.10.14 SN 2784368 

3. Franchise Risk Imputation Evaluator Ver. F.12.10.14 SN 2784368 

4. Franchise System Governance Evaluator Ver. F.12.10.14 SN 2784368 

5. Risk Averseness Evaluator Ver. F.12.10.14 SN 2784368 

6. Risk Mitigation Evaluator Ver. F.12.10.14 SN 2784368 
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Figure 1- Thesis Structure developed for this thesis 



 An integrated economic model for the evaluation of franchise systems 

- A synthesis of agency and corporate finance theories 

 

 

18 

 

Chapter 1- The thesis 

Objective: This chapter introduces the research problem and how it will be 

resolved. It presents the main proposition and three subordinate propositions 

that will be progressively defended by a synthesis of agency and finance 

theories with franchise business economics. Attention is given to the research 

approach and the contribution to knowledge for academics, advisers, 

franchisors, franchisees and government. An overview of the structure of the 

thesis together with details of terminology prepares the reader for a body of 

concepts, arguments, and discussions leading to the design of an integrated 

economic model for the evaluation of franchise systems. 

 

1.1 Introduction 

Goodwill for the purpose of this thesis is defined as the total value of future operating cash-flows 

of the business less the opportunity cost of net tangible assets employed in generating these cash-

flows. In that context, goodwill is generated by businesses that own legally claimable value-

creation assets such as brand name, patents, and other items of intellectual capital or property. 

A franchisee‟s entitlement to goodwill is at best desultorily ignored and at worst systematically 

contracted out by franchisors in franchising arrangements (Spencer, 2008). Franchisees have to 

guarantee to the franchisor a commitment of time, effort, and capital to grow their businesses and 

generate goodwill and yet the franchisor does not guarantee a reward to franchisees for any 

goodwill that is added to the business and the system as a whole. In Australia, the law allows 

franchisors to contract out of this obligation, leaving disgruntled franchisees feeling they have been 

„robbed‟ and disentitled of their hard earned goodwill. Is it a case where franchisors behave this 

way because the law allows them to do so? Is it because such treatment of goodwill is rubrically 

accepted in the franchising sector? Is it because franchisees enter a contract that is either silent or 

ambiguous on their entitlement; or is it because it is too complex to quantify a fair reward? In any 

case, issues of fairness, equity, commerciality, marketability, and legality are at play whenever 

franchisees voluntarily or forcefully discontinue the franchise before the end of term. 

Consequently, this thesis focuses on the identification, entitlement, and valuation of goodwill in 

franchising arrangements for franchisees at change of ownership events such as acquisition, 

assignment, buy-back, expiry, transfer, surrender, closure, and termination. Indicative of its 

importance, the nature of franchisee-operated business goodwill and a franchisee‟s entitlement to 

that goodwill has been the focus of several recent Government inquiries into Australian 

franchising. In fact, in May 2013, a four-month review culminated in the review panel choosing to 

refrain from making recommendations to allow franchisees to receive an exit or goodwill payment 

at the end of the term of their franchise agreement. Whilst the Hon. Gary Gray MP welcomed the 

Part 1  
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review as a “… roadmap for reforms”
1
, it seems that the road towards franchisee entitlement to 

goodwill remains heavily congested with relational and contractual hazards.  

These hazards are often the price that franchisors pay for having to balance legal and economic 

risks, independence; and power with marketability in creating a sustainable franchise system. 

Indeed these systems evolve and mutate into complex; and at times legally and commercially 

ambiguous structures (Hadfield, 1990). In today‟s marketplace, these structures are being 

systematically adopted and adapted by many businesses, to formulate competitive offers; and to 

attract and convert those seeking a franchise opportunity. Some of these models are highly 

differentiated and reactive, which in turn affect the perceived and actual value of the franchisee-

operated business (Combs, Ketchen, Shook, & Short, 2011, Combs, Michael, & Castrogiovanni, 

2009 and Combs & Ketchen, 2003). These franchise models comprise carefully composed terms 

and conditions of the franchise grant, which include the setting of initial and ongoing franchise 

fees, payable by franchisees (Combs, et al., 2011). The size, timing, and character of these fees can 

significantly affect the appraisal of the overall franchise offering, specifically in evaluating 

theoretical returns on investment and goodwill value (Combs & Ketchen, 2003 and Frazer & 

Perry, 1998).  

Empirical evidence suggests that Australian franchisors typically contract out of putative 

obligations to compensate an outgoing franchisee for all or part of any goodwill value accumulated 

in the franchisee-operated business. In other words, franchisees voluntarily surrender to the 

franchisor their entitlement to any future goodwill generated by their business when entering a 

franchise contract. In reinforcing this point Judi Molan MP, cites Frazer, Weaven, & Bodey (2012) 

to say that since some Australian franchisors receive over 300 enquiries each year, “… if goodwill 

is not already a standard term in the franchise contract, there is almost no scope for a potential 

franchisee to negotiate for the inclusion of such a term”
2
. This convention is illustrated by Spencer 

(2008, p. 28) who publishes this representative clause from an Australian franchise agreement-  

“The franchisee assigns to the franchisor all existing and future goodwill arising 

out of the use of the system by the franchisee; intellectual property rights in 

improvements to the system developed by the franchisee; and intellectual property 

rights in any plans, specifications or advertising materials prepared by or for the 

franchisee in relation to the franchise business…all existing goodwill and existing 

Intellectual property rights…vest in the franchisor and all future goodwill and 

future intellectual property rights, on their creation, will vest in the franchisor; and 

[franchisee] must do, at its own cost, all things reasonably requested by the 

                                                      
1
 Press release- Independent review of the $130 billion franchising sector, Minister for resources and energy, Minister for tourism, 

Minister for small business, May 17, 2013 
2
 (Moylan, 2013, p. 3) 
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franchisor to enable the franchisor to assure further its title to the goodwill and the 

intellectual property rights”.  

In a similar vein, Goldberg (2013, p. 1) states that “… it is common to find in franchising 

agreements a clause reserving ownership of all goodwill to the franchisor” as found in agreements 

proffered by Traveland and MBE
3
. 

The problem of goodwill was further highlighted in a recent case
4
 where the Supreme Court 

considered the meaning of a goodwill clause contained in the Murray Pest Control franchise 

agreement. In judgement, the court held that the words “… the licensor retains ownership of the 

goodwill attaching to the franchised system, including goodwill developed by the franchised 

system‟s use in the business of the franchisee” were to effectively “… ensure that any goodwill 

attached to the name Murrays Pest Control was returned to the plaintiff [the franchisor], and to 

strip A & J Bilske [the franchisee] of any goodwill it had generated whilst operating its pest control 

business”. 

Whilst the reason as to why this practice occurs has not been fully researched, there appears to be 

prima facie evidence that it is because Australian laws allow it to happen (generally speaking) and 

more specifically because the franchisor owns the business. This is highlighted in the fact that the 

payment of franchise fees to the franchisor, in part represents consideration by the franchisee to 

conduct business under the terms of the franchise grant, and to commercially profit from, an 

existing business or business opportunity legally owned by the franchisor (Combs & 

Ketchen, 2003). 

1.2 The problem 

Inevitably, change of ownership events raise issues of property rights and transferability, and 

equity value in operating assets attached to the franchisee-operated business. More importantly, 

franchise agreements create obligations for both the franchisor and franchisee, which are 

substantially designed around property rights, to wit “… the rights to use, to earn income from, and 

to transfer or exchange the assets and resources” (Kim & Mahoney, 2005, p. 226). Consequently, 

resource owners (franchisors and franchisees) must transfer to each other the control over some 

attributes of these resources, which in a franchising arrangement consists mainly of non-physical 

assets (Windsperger & Dant, 2006, Stanworth, Stanworth, Watson, & Purdy, 2004 and 

Hunt,  1973). Contractual and relational events are often adversarial, affecting ten per cent of 

                                                      
3
 Buchan (2010, p.97) cites the following franchisors: Traveland franchise agreement states “The Franchisee and the Guarantors ... 

(b) acknowledge that any goodwill accruing to the marks, the business name or the business during the term and any copyright materials 

produced by the Franchisee during the Term relating to the Business will be the exclusive property of the franchisor” and the MBE 
agreement states “The franchisee shall have no claim against the Franchisor for... compensation for the loss of the business, loss of 

goodwill or any similar loss” 
4
 Murray Pest Management Pty Ltd v A & J Bilske & Others [2012] NTSC05 
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franchisees (Frazer, Weaven, & Bodey, 2012) and bring undesired levels of complexities to 

taxation, contractual, financing; and estate and succession-planning transactions, which to date 

have escaped the inquiring lens of researchers. Given this context, there is a need for franchisors 

and franchisees to evaluate their business frequently, but by what means? Whilst the literature 

abounds in methodologies and approaches for valuing businesses, intellectual effort toward 

addressing the specific needs of franchisee-operated businesses is inchoate at best, non-existent at 

worst. Franchisee-operated businesses are a special category of business, unlike others. By their 

very nature, franchisees enjoy an umbilical connection with the franchisor. It is the perfect 

exemplar of a relationship borne out of co-dependency and reciprocity. Ultimately, it will be the 

syndicated effort of the franchisee and the governance of the franchise system that will determine 

the value of the franchisee-operated business. Put more directly, a valuation of the franchisee‟s 

business cannot, and ought not to be performed independently of the franchisor and vice versa, 

because of these relational, commercial, and legal inhesions and interdependencies. Nonetheless, a 

great number of franchisee-operated businesses continue to be priced according to rules of thumb 

or industry averages or some other ad-hoc methodologies that in no way reflects the true worth of 

the business, when properly valued by financial and econometric models. In other words, 

franchisee-operated businesses are routinely priced by various nostrums rather than being robustly 

valued according to established finance principles. The problem therefore resides in the 

identification, evaluation, and apportionment of entitlements in the goodwill value of the business, 

which franchisor and franchisee mutually value and nurture.  

In the case of franchisors, goodwill generating assets relate to the system-specific knowhow and 

brand name assets (Klein & Leffler, 1981 and Norton, 1988), which also include knowledge and 

skills in site selection, store layout, product development and procurement (Kacker, 1988). On the 

other hand, the franchisee‟s goodwill may comprise outlet-specific knowhow in local advertising 

and customer service, quality control, human resource management, and product innovation 

(Sorenson & Sorensen, 2001). Whereas this delineation is theoretically appealing, in practice it is 

impossible to separately identify and quantify the value added to the franchisee‟s business by the 

franchisee and the franchisor. In support, Kim & Mahoney (2005) make the point that brand name 

capital is a shared asset between franchisor and franchisee and stated more generally by Elango 

& Fried (1997), who maintain that franchising is a joint effort by franchisee and franchisor of 

combining resources, to create a franchise system. On that basis, this thesis focuses on goodwill as 

being the total value of future operating cash-flows of the business less the opportunity cost of net 

tangible assets employed in generating these cash-flows. This delimitation is critical to the 

valuation process and is discussed in detail as this thesis progresses. Franchisors may grant 

different types of franchises, each performing a different strategic and operational function. 

However, this research will deal exclusively with single-unit franchises within the meaning of      
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Sc 4(1) of Part 1, of the Code that have operated a site license (non-mobile)
5
 for at least three years, 

and granted under a principal-to-principal agreement. Such franchise types ubiquitously feature in 

franchise systems as the cornerstone of network growth, and manifest the fundamental 

characteristics of modern franchising. To that end, the following propositions are now introduced. 

1.3 Main proposition  

Main-proposition MP1:- It is proposed that the valuation of goodwill of a franchisee-operated 

business necessarily involves the pricing of specific risks not found in businesses operated 

independently, such as risks associated with the franchise system as a whole. 

1.3.1. Theoretical framing 

The theoretical intellectualisation of the main proposition will be framed by the following three 

subordinate propositions, which are discussed in chapters 3, 5 and 7 respectively. They will be 

synthesised in an integrated economic model for the evaluation of franchisee-operated businesses. 

1. Sub-proposition SP1:- It is proposed that an evaluation of the governance structure of the 

franchise system is a necessary condition to the valuation of goodwill of its franchisee-operated 

business.  

2. Sub-proposition SP2:- It is proposed that cash-flows generated by a franchisor contain an 

imputed compensation for goodwill forgone to the benefit of its franchisee. 

3. Sub-proposition SP3:- It is proposed that franchisee-operated businesses are subject to a 

hierarchy of risks at the market, franchisor, system, industry, and endogenous levels within the 

franchise risk ecology.  

1.3.2. Theoretical defence  

The above propositions will be sequentially defended by a systematic and theoretical synthesis of 

agency and finance theories. In so doing, the focus will be on examining agency theory from a 

positivist perspective, thus concentrating on the role and effectiveness of governance structures in 

managing parallax goals, rather than relying solely on esoteric mathematical and algorithmic 

approaches (Eisenhardt, 1989, p. 59). Expectedly, finance theories, in particular those relating to 

capital asset pricing and franchise business economics will inform the development of 

methodologies to evaluate businesses operated by franchisee and franchisor respectively, thereby 

arriving at a monetary value for goodwill of franchisee-operated businesses. The 5-step 

chronological structure of this work is represented below. 

                                                      
5
 66% of Australian franchise systems operate from a fixed site license (Griffith University- Asia Pacific Centre for Franchising 

Excellence & David Campbell of Avatar Consulting, 2011, p. 14) 
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a) A review of the literature on finance, agency, and franchising to inform the analysis and to 

supplement the theoretical discourse, see chapters 2 to 7. 

b) The synthesis of agency, finance and franchise business economics in the development of a 

discounted cash-flow model (on paper and in electronic form) for valuing goodwill of a 

franchisee-operated business. The model incorporates the evaluation of the franchisor‟s 

business as part of the broader evaluation of the governance structure of the franchise system, 

the franchisee‟s cost of equity, the franchisee‟s risk averseness, the franchisee‟s risk 

mitigation expectation, and financial metrics for franchisee and franchisor as advanced in 

chapter 8. 

c) The development of a governance structure (on paper and in electronic form) for a best 

practice franchise system, together with a qualitative and quantitative evaluator or rating 

model to evaluate its efficiency as advanced in chapter 9. 

d) The calculation of agency costs by way of scenario analysis, as advanced in chapter 10. 

e) The development of three supporting instruments (on paper and in electronic form) namely:- 

 A franchise risk imputation model (FRIM) to calculate the cost of equity for a franchise 

under divergent change of ownership events within the theoretical construct of the 

franchise risk ecology (FRE) as advanced in chapter 11. 

 A risk averseness model to estimate a franchisee‟s level of averseness to risk when 

evaluating and entering a franchise business as advanced in chapter 12. 

 A risk mitigation model to estimate a franchisee‟s expectation on their ability to mitigate 

risks in operating a franchise business as advanced in chapter 13. 

f) The simulation of a valuation of goodwill of a fictitious franchisee as advanced in chapter 14. 

1.4 Research approach 

The research for this theoretical thesis focused broadly on extant literature relating to agency, 

finance, business economics, and franchising. Whereas the literature offers a rich body of 

research, theories, and findings on franchise related issues, there is an apparent gap in effort and 

knowledge, when it comes to the valuation of franchisee-operated business goodwill. 

Consequently, information for the construction of franchise specific governance structures, risk, 

and goodwill valuation models was garnered by extending the research outside of published 

literature. Accordingly, web-sites hosted by high-profile advisers and brokers, franchisors, as well 

as government such as the Australian Securities and Investment Commission and the Australian 
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Competition and Consumer Commission, franchise related regulations such as the Code and 

consumer law, legal material such as precedents and expert commentaries were consulted. 

Research for literature on franchise goodwill valuation was conducted on-line using Google 

Scholar and filtered for this work through Publish or Perish that describes itself as “… a software 

program that retrieves and analyses academic citations. It uses Google Scholar to obtain the raw 

citations, then analyses these and calculates a series of citation metrics”. Literature searched 

included academic and scholarly materials, including those that have been peer-reviewed, and 

peer-reviewed/referred.  The following three terms were searched as general citations, „franchise 

goodwill‟, „franchise goodwill valuation‟ and „goodwill valuation‟. Over 1,000 citations were 

returned and filtered, first in order of citation frequency, then year or publication and then for 

content. Only 34 publications were considered relevant for this study, and only two appeared to 

deal authoritatively with the issue of franchisee-operated business valuations but none offered a 

tailored structured and multi-factorial approach. 

1.5 Contribution to knowledge 

This work will contribute new knowledge. It will offer an integrated economic model for the 

evaluation of franchise systems, comprising a theoretical model to rate a franchise system‟s 

governance structure and a composite model for the valuation of goodwill of a franchisee-

operated business. Both of these practices have to date been overlooked by the literature and the 

professions. It is expected that the theoretical constructs of the models will assist in establishing 

the foundation for further research and provide intellectual currency for a more apposite method 

of pricing risk and valuing goodwill in franchisee-operated businesses. In fact, over twenty-three 

years ago Eisenhardt (1989, p. 70) called for researchers to “… focus on information systems, 

outcome uncertainty, and risk... as they have received little empirical attention” in advancing 

agency theory. More recently Mellewigt, Ehrmann, & Carolin (2011, p. 321) wrote 

“… prior literature mainly concentrates on issues pertaining to governance form choice, 

[and]... control mechanisms in post-formation franchise system management are under-

researched”. This work could also serve as a valuable tool in matters such as, (a) due diligence 

investigations of franchisee-operated businesses engaged in mergers and acquisitions, 

(b) valuation of inheritance and wills, (c) valuation of business assets in matrimonial disputes, 

(d) value-creation based executive compensation schemes, (e) identification of value drivers in 

growing businesses and, (f) strategic decision making as to whether to grow, merge or divest 

(Fernandez, 2007, Lebbon & Churchill, 1992 and Michael & Thornton, 2009). In addition, the 



 An integrated economic model for the evaluation of franchise systems 

- A synthesis of agency and corporate finance theories 

 

 

25 

 

advent of intellectual property securitisation
6
 in franchise firms (Nisar, 2011) adds empirical 

currency to the need for goodwill valuation methodologies. 

1.5.1. Implications for academics 

Academics may embrace this work and conduct further research. Given that the work undertaken 

in this thesis relies heavily on the identification of relationships between variables, antecedent 

variables and consequences relating to franchisees, franchisors and markets, extant knowledge 

will benefit from further quantitative and qualitative research. This could involve franchisees, 

franchisors, brokers, and advisers to the sector. Firstly, franchisees are expected to offer an 

endogenous perspective of their business and franchising arrangements generally, which is to be 

contrasted with franchise brokers who will be more disposed and able to provide a worldview of 

a franchisee-operated business within an exogenous context. On the other hand, the expert adviser 

will be relied upon to amalgamate exogenous and endogenous based observations and opinions. 

Put differently, franchisees are bound to respond from the perspective of direct involvement and 

having personal assets at risk in their franchisee-operated business, whereas franchise brokers 

who actively deal in franchise sales, are likely to provide a more industry/market based response. 

Granting that the expert adviser has extensive empirical knowledge about franchisees, franchisors 

and the market as a whole, as implied in the ordinary course of the advisory role, a broader type 

of response is therefore presupposed. Lastly, quantitative data could be sourced from franchisors 

to assist in the calculation of various metrics for a discount rate. Accepting these perspectives, a 

mixed methods framework could facilitate concurrent surveys of franchisees, brokers and 

advisers by way of questionnaires. Franchisees may be selected from, for example, three different 

industries, whilst brokers and advisers may be asked to report on all three industries separately. 

1.5.2. Implications for advisers 

Advisers to the sector may choose to test the rigour and applicability or the valuation model by 

using real data from real clients. This process would supplement and provide valuable 

corroborative data for further research. 

1.5.3. Implications for franchisees & franchisors 

Franchisees and franchisors may adopt methodologies developed in this thesis regarding 

governance structures and goodwill valuation to resolve change of ownership issues as they arise 

or pre-empt any future instances of conflicts by incorporating some or all of the theory in 

franchise agreements and collateral documentation. More importantly, whereas the (Australian 

Retailers Association, 2008) maintains that, “… no amount of legislation or Codes will protect a 

                                                      
6
 IP securitization is a method that allows firms to raise funds by using their intellectual property assets and future revenue stream rather 

than traditional tangible assets 
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small business from failure... franchisees investing in a franchise system cannot firewall 

themselves against failure” and that “… it is a false premise to think otherwise”, risks of failure 

can be diminished by prospective franchisees. This can be achieved by commissioning an expert 

valuation of the target business, to ensure the reasonable prospect of a viable return on investment 

over the term of the franchise grant. Ultimately, the responsibility must rest with “… franchisees 

to undertake their due diligence to adequately assess the business opportunity prior to entering 

into a franchise agreement” (Commonwealth of Australia, 2008, p. 5) and in so doing would 

create contractual obligations for their franchisor and advisers. 

1.5.4. Implications for regulators 

Regulators should embrace the body of work contained in this thesis to inform future inquiries in 

the issue of goodwill in franchising and to explore the use of the governance structure developed 

in the establishment to establish a rating agency for franchise systems. 

1.6 Ethical issues 

This research is purely theoretical and as such, there are no issues arising from Griffith University‟s 

research ethics policy. 

1.7 Terminology 

Definitions of key terms used throughout this thesis are provided below: 

i. Acquisition: A change of ownership event represented by an initial franchise grant to a 

franchisee either by a franchisor, a master-franchisee or a sub-franchisee. 

ii. Assignment: A change of ownership event represented when a franchisee assigns the 

franchise rights for the unexpired license term to a prospective franchisee, which has 

been pre-approved by the franchisor.  

iii. Bonding fee: A fee, that is payable by the franchisee to the franchisor at the 

commencement of the franchise relationship in part or full consideration of the franchise 

grant that is designed to bond the franchisee to the system. 

iv. Buy-back: A change of ownership event represented when a franchisee voluntarily 

surrenders its rights to the franchisor in the absence of a ready and willing purchaser. 

v. Closure: A change of ownership event represented when a bilateral agreement is reached 

between franchisor and franchisee to cease operations, close the franchisee-operated 

business, and vacate the premises. 
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vi. Code: The Franchising Code of Conduct, Trade Practices (Industry Codes Franchising) 

Regulations 1998 Statutory Rules 1998 No. 162, includes amendments up to SLI 2010 

No. 125, July 1, 2010. 

vii. Company owned business: A single business that is not a franchisee-operated business 

but one operated by the franchisor to sell products approved by the franchisor directly to 

the customer. 

viii. Endogenous risk: Soft and hard risks that arise out of acculturation, organisation, 

communication, and incentive forces within the business. 

ix. Exit event: A valuation event comprising a buy-back, an expiry, a closure, or a 

termination. 

x. Expiry: A change of ownership event represented when there is no unexpired license 

term component or renewal option, and the franchise expires through the effluxion of 

time. 

xi. Franchise fee: Collectively refers to bonding fee, ongoing fee, transfer fee, and renewal 

fee. 

xii. Franchise risk ecology: A risk model developed for this research with specific 

assumptions about the diversifiability of risks at the market, franchisor, system, industry, 

and endogenous levels. 

xiii. Franchise: A single business operated by a person or corporate entity under a site or a 

territory license granted by a franchisor, to sell products approved by the franchisor, 

directly to the end customer. 

xiv. Franchisee: A person or corporate entity authorised to hold a franchise license from a 

franchisor to operate a franchise for a specified term. 

xv. Franchise system: A combination of divergent but related elements organised into a 

complex whole comprising a franchisor and a network of franchisees.  

xvi. Franchisor: A person or corporate entity who grants a franchise license to another 

suitably qualified person or corporate entity. 

xvii. Goodwill: For the purpose of this thesis, goodwill is defined as the total value of future 

operating cash-flows of the business less the opportunity cost of net tangible assets 

employed in generating these cash-flows. 
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xviii. Hard risk: That part of endogenous risk that cannot be controlled by franchisees of any 

franchise systems. 

xix. Independent business: A single business that is not a franchisee-operated business and 

which is operated by the proprietor or a manager independent of any other organisations.  

xx. Intangible asset: A valuable and claimable business asset such as brand name, patents, 

and other items of intellectual property or capital excluding physical business assets. 

xxi. Natural value: The purchasing power of the asset in an open and competitive market 

either in conjunction with, or in operating independently of other assets. Natural value is 

not adjusted for flawed structural characteristics such as control, tradability, and 

contractual impairments and assumes a frictionless marketplace. 

xxii. Ongoing fee: A fee, including royalties payable by the franchisee to the franchisor during 

the course of the franchise term other than an initial or terminal fee that does not directly 

relate to the provision of any contracted services directly or indirectly by the franchisor. 

xxiii. Plural system: A franchise system where the franchisor operates a mix of company 

owned businesses and franchisee-operated businesses from one or more sites or 

territories. 

xxiv. Renewal fee: A fee that is payable by the franchisee to the franchisor for the right to 

extend the term of the initial franchise grant. 

xxv. Resale event: A valuation event that is a surrender, a transfer, or an assignment. 

xxvi. Simple transfer: A change of ownership event represented when a franchisee transfers the 

rights to the unexpired license term to a purchaser pre-approved by the franchisor. 

xxvii. Soft risk: Endogenous risks that can be mitigated by management effort. 

xxviii. Surrender and resale:  A change of ownership event represented when a franchisee 

voluntarily surrenders its rights to the franchise to the franchisor on the condition that, the 

franchisor grants a full term license to a pre-approved purchaser. 

xxix. Suspended agreement: An agreement that contractually acknowledge a franchisee‟s right 

to any latent value existing in the unexpired portion of the current term but is silent on 

any unused renewal options. 
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xxx. Extended agreement: A contractual right to franchisees to capitalise on any unused 

portion of a term specified in the agreement as well as a renewal option in a change of 

ownership. 

xxxi. Suspended goodwill value: Value of goodwill imputed or calculated under a suspended 

agreement. 

xxxii. Extended goodwill value: Value of goodwill imputed or calculated under an expended 

agreement. 

xxxiii. Terminal fee: An exit payment fixed or formula based paid by the franchisor to the 

franchisee on a buy-back, expiry, closure, or termination. 

xxxiv. Termination: Generally, there are two types of termination, without cause and with cause.  

xxxv. Transfer fee: A fee payable by the franchisee to the franchisor on a surrender, transfer, or 

assignment. 

xxxvi. True value: Value that a rational and fully informed franchisee ought to accept as a 

minimum return on investment and that which a rational and fully informed franchisor 

ought to accept as a fair indication of consideration required to compensate an outgoing 

franchisee, or justify the acquisition by a newcomer. 

1.8 Conclusion 

It is evident that the issue of franchisee-operated business goodwill identification and valuation has 

been ignored for too long. This is partly because the determination of goodwill entitlement is 

inextricably linked to the rights of the assets that generate the goodwill. In essence, proprietary 

rights to assets are infinite and contractually unconditional, whereas contractual rights are finite and 

conditional. It is therefore important, when considering goodwill, to understand the nature of the 

assets in place and determine whether those assets are owned or just controlled. In a franchising 

context, these issues are complicated by contractual and relational arrangements that are constantly 

evolving and adapted to marketplace demands. 
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Chapter 2- Franchise structures 

Objective: This chapter examines the growth of franchising in Australia. It 

looks at issues of goal alignment between franchisor and franchisee, and 

explains how this phenomenon is represented in franchise contracts, the nature 

of these contracts and the relational, operational, and legal complexities that 

arise. An examination of the different types of franchise structures is undertaken 

to accentuate their differing legal and operational characteristics, which 

consequently create a need for the customisation of methodologies for the 

valuation of goodwill. 

 

 

2.1 Introduction 

The business of franchising is well developed in Australia. It continues to grow at a high rate 

across major industries such as retail trade, accommodation and food as well as administration and 

support services (Frazer, Weaven, & Bodey, 2010). It is an old concept dating back at least to the 

middle-ages when the Catholic Church granted preeminent citizens the freedom and privilege to 

share in revenue gathering. These citizens, mainly secular rulers, agreed to collect taxes on behalf 

of the church for a specified area, and in return shared in the collections. Over time, the concept of 

mutual agreement between parties to exploit the exclusive revenue sharing structure of one party, 

for the more general benefit of the other, developed into many new and sophisticated forms 

(Ehrmann, Rost, & Inauen, 2011). 

Franchising took a leap in the 1850‟s when the Singer sewing machine company developed a 

distribution model comprising independent sales representatives, revenue sharing arrangements, 

and territorial rights. By 1898, General Motors had adapted a similar model to its dealership 

business and some four years later Rexall Drugs resorted to franchising extensively and 

innovatively for its distribution. After World War II, franchising was applied on a large scale 

across numerous industries, mainly as „exclusive distribution agreements‟, as consumer demand 

boomed (Dicke, 1992). However, it was not until the 1950‟s that business format franchising 

bloomed. This epoch accelerated the burgeoning of well-known brands, such as Harlan Sanders‟ 

KFC and Ray Kroc‟s McDonald‟s, both of which are credited for the nascence of franchising in 

Australia (Wright & McAuley, 2012) and today dot the global fast food landscape. To explain this 

watershed period, Mathewson & Winter (1985) argued that the efficiency of brand names was the 

decisive fillip to franchising. In defending their claim, they suggested three reasons why that 

occurred, namely the advent of cost efficient brand advertising on television, the increase in 

consumer travel to more unfamiliar locations, and the increase in consumers‟ disposable income. 

Presently, Australia boasts an estimated 1,180 home-grown business format systems with over 

Part 2  

Literature 

review 

 



 An integrated economic model for the evaluation of franchise systems 

- A synthesis of agency and corporate finance theories 

 

 

31 

 

73,000 franchisees
7
. Most franchisors around the world operate vertically (Grünhagen & Dorsch, 

2003) as they do in Australia. Over 93 per cent of Australian franchisors are privately owned with 

only 5 publicly listed on the Australian Stock Exchange (Frazer, Weaven, & Bodey, 2010) and 

substantially corroborated by later research in (Griffith University, 2011). Firms seeking to expand 

the reach of their brands have a choice of employees or franchisees (Rubin, 1978), but often opt 

for a plural rather than a pure franchise system (Burkle & Posselt, 2008 and Verbieren, Cools, & 

Van den Abbeele, 2008).  

2.2 Regulatory framework 

The issue of regulation dates back as far as 1976 with the Swanson Committee, where franchising 

featured in its final report to Government. It was not until 1979 that the Blunt Committee 

investigated fully the issues facing small business and made recommendations as to prior 

disclosure, assignment, and termination in franchise arrangements, which were ignored by 

Government. 

In 1981, the Supreme Court of Western Australia held in Casnot‟s case that an advertisement for 

franchisees was subject to regulation under the “prescribed interest” provisions of the then 

Corporations law. That meant that the then National Companies and Securities Commission 

(now ASIC), would then require prospective franchisors to prepare a prospectus in order to grant 

franchises (Terry & Giugni, 2005). This paved the way for resourceful mature and emerging 

franchisors to develop alternate distribution strategies to circumvent the prescribed interest 

provisions, which partly contributed to the proliferation of various relationally and contractually 

incomplete franchise structures. In 1987, the Australian Government reacted and removed 

franchising from the scope of Corporations law by providing an exemption from Reg. 7.1.02, 

which essentially relieved franchisors from the burden of issuing a prospectus when offering 

franchises to the public (Terry, 1996). In so doing, Government inadvertently closed the door on 

the issue of goodwill ownership and its valuation, which could have otherwise triggered disclosure 

issues for future prospectuses.  

In October 1998, a mandatory Code of practice was introduced to regulate pre and post contract 

conduct of franchisees and franchisors. This Code is now law throughout the country and applies 

to most types of third party retail distributions. It has been the subject of various reviews and 

amendments in recent years in keeping with the antecedent and consequential relational and legal 

challenges of the fast evolving nature of franchising. The Code has recently been subject to 

another review, that considered the efficacy of past amendments, good faith in franchising; end of 

term issues for franchisees; and enforcement of Code obligations. Even though franchise 

                                                      
7
 Griffith University, Franchising Australia, (2012).  Note that the 73,000 figure excludes motor vehicle and fuel sale franchises with an 

estimated additional 6,500 fuel retail outlets, and 4,403 motor vehicle retail outlets 
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legislation generally (Rubin, 1978) and more specifically the Code, were initially seen by some as 

a catalyst for relational declension within the franchising sector, and a possible threat to new and 

emerging systems; it seems that empirical evidence suggests the opposite. In fact, Frazer, Weaven, 

& Bodey (2010) and Frazer, Weaven, & Wright (2008) revealed a growth of over 87% in the 

number of Australian franchises in twelve years to 2008 and more recently Frazer, Weaven, 

& Bodey (2012) reported a growth of over 16% between 2010 and 2012. 

2.3 The franchise contract 

The franchise agreement in its purest form creates neither a master/servant, an 

employer/employee, nor an independent contracting relationship, which Van Tonder & McMullan 

(2010, p. 892) refer to as a “hybrid organisation” and Hoy, Stanworth, & Purdy (2000, p. 412) as a 

“quasi employee or independent venture owner.” In its many forms, franchising can represent a 

very exciting and rewarding business model. However, it is essential not to confuse its virtues with 

marketing and distribution concepts such as pyramid selling, multi-level marketing, joint ventures, 

dealerships and co-operatives, all of which are expressly excluded as franchise systems by the 

Code. These concepts may at first glance resemble a franchise, but they all lack some or all of the 

essential elements specified by the Code for a franchise system (such as a common brand, 

specified territories, training and support commitments, advertising budgets, standardised business 

systems, and common merchandising). It is worthwhile noting that franchise agreements must not 

have, or purport to have, the force of an employee/employer relationship (Combs & Ketchen, 

2003), which is customarily not subject to the concept of economic risk and the “… contractual 

creation of sunk cost penalties” (Dnes, 1993, p. 391) that principally governs a franchise 

agreement (Brickley & Dark, 1987). Properly structured and underpinned by the principium of 

either principal-to-principal or principal-to-agency (Elango & Fried, 1997), franchise agreements 

can decisively deflect legal and operational risk (Beyer, 2000); as well as elegantly reflect 

independence and ownership separation between franchisee and franchisor. Even more concisely 

put by Van Tonder & McMullan (2010, p. 890), “… franchising generally refers to the business 

form, and practice whereby an entrepreneur (the franchisee) acquires the right, (or license) from 

another business (the franchisor) to use the latter‟s brand name or trademark(s) and its business 

system to distribute goods or service”.  

Notably, the equivalency of a franchise to a transfer or a right or a license was considered in the 

Federal Court without any clear legal distinction being settled (Spencer, 2008). However, it could 

be argued that in the final analysis, the distinction lies more in the specifics, rather than the 

generalities of the contract, and measured by allocation of independence, risk, and incentives 

between the parties. Typically, the franchisor sheds risks by extracting economic rents from the 

franchisee who conducts business under the terms of the franchise grant, and who commercially 
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profits from, an existing business or business opportunity legally owned by the franchisor (Combs 

& Ketchen, 2003). In other words, the payment of an initial franchise fee and subsequent fees to 

the franchisor does not represent the purchase of a business by the franchisee but merely the right 

to replicate such a business. Whilst what a franchisee does may have the character of a business 

within the framework of the franchise system as a whole, it is still not the franchisee‟s business. 

Having a mere legal right to conduct the business does not necessarily mean that the franchisee 

owns the business as ruled by some Courts in the U.S.A. (Dant, 2008). Put simply, what the 

franchisee enjoys is a contractual (finite), not a proprietary (infinite), right to the business. 

Contractual rights are incomplete, and as such complicate, and at times frustrate the revenue 

earning process, thereby adding idiosyncratic risks to the business. 

2.4 Goal alignment 

Whilst extant literature does not offer any one prescriptive definition (Combs & Ketchen, 2003), 

researchers from different disciplines, such as management (Shane, 1996); marketing 

(Dant,  Paswan, & Kaufmann, 1996); psychology (Felstead, 1991); finance (Norton, 1995); 

entrepreneurship (Anderson, Condon, & Dunkelberg, 1992); and economic (Lafontaine, 1992); 

have richly contributed to our conception of the fundamental building blocks of franchising. 

Scholarly opinions and findings such as Bennett, Frazer, & Weaven (2009) and Sardy & Alon 

(2007) frame franchising to be a joint effort by progressive firms and business-minded individuals 

where franchisors create a prescribed business model and where franchisees risk cash and labour 

to operate such a business often with no prior experience (Bennett, Frazer, & Weaven, 2010). The 

commercialisation of the relationship is effected by franchisors collecting franchise fees, in 

exchange for allowing franchisees to sell products under their brand name, and for using their 

processes under contractual obligations that are interdependent, ongoing, and variable. In the end, 

these reciprocal obligations reflect risks of different forms that franchisees have to bear and 

manage in order to maximise the profitability of their business units. In contrast, franchisors are 

interested more in the value of their brand name to attain high franchise premiums and to optimise 

total system value by minimizing agency costs
8 

(Combs, et al., 2011, Nair, Tikoo, & Liu, 2009, 

Commonwealth of Australia, 2008, Burkle & Posselt, 2008, Spinelli, Rosenberg, & Birley, 2004, 

Combs, Michael, & Castrogiovanni, 2004 and Elango & Fried, 1997). In fact, Bennett, Frazer, 

& Weaven (2009) maintain that franchisors are less concerned about risk since most of it is shed to 

franchisees. However, Rubin (1978) observed that the franchisor is the most diversified thereby 

making franchisees more risk averse, which Martin (1988) rejects on the basis that franchisees 

choose a less diversified investment because they are predisposed to take on more risk associated 

with running a business as compared to being an employee.  

                                                      
8
 The costs to the principal of maintaining a relationship is powered by information asymmetry, this is discussed in detail in chapter 3 



 An integrated economic model for the evaluation of franchise systems 

- A synthesis of agency and corporate finance theories 

 

 

34 

 

2.5 PP & PA relationships 

Growing evidence suggests that franchisors are increasingly employing customised hierarchical 

channels and sophisticated contractual relationships to pursue their corporate goals and growth 

strategies (Frazer, Weaven, & Bodey, 2010). In fact, relational models such as multi-unit 

franchising and master franchising are extensively utilised domestically and internationally 

to   “… mitigate the agency problems, such as adverse selection, free-riding, inefficient 

information sharing, through long-term goal alignment between the franchisor and local partners” 

(Jell-Ojobor & Windsperger, 2013, p. 16). Unavoidably, these growth models create a hothouse 

for intricate relationships and unintended consequences (Grunhagen & Mittelstaedt, 2005 and 

Hadfield, 1990). Amidst this development, the exact legal relationship that arises between 

franchisor and franchisee remains substantively unsettled by Australian Courts. Moreover, the 

Code does not discriminate between a principal-to-principal and a principal-to-agent model, as 

long as the model meets its six prescriptive elements as set out in Part 1 Sc 4(1)
9
. In fact, the 

principal-to-principal relationship dominates the structure of most extant franchise arrangements, 

even though like the principal-to-agent model, each brings to the fore differing characteristics that 

need to be managed differently within the context of goodwill valuation. Extant literature has 

given little attention to the implications of agency law in franchising despite its substantive 

ramifications on relational, operational, and contractual issues. In Australia, common law rules 

principally govern the relationships and rights created in contracts of agency, which are very 

complex, and create three relationships, namely principal/agent, principal/third party and 

agent/third party (Middletons Lawyers, 2002). More precisely, Dal Pont (2001) proposes three 

practical agency situations (a) where agents can create legal relations on behalf of a principal with 

a third party; (b) those that can affect legal relations on behalf of a principal with a third party; and 

(c) a person who has authority to act on behalf of a principal. In fact, Grünhagen & Dorsch 

(2003, p. 368) aver that many franchisor/franchisee relationships exhibit the hallmarks of agency, 

in that they comprise “defined obligations” and “give and take” reciprocities. Even though Spencer 

(2008, p. 8) found that most franchise contracts “… expressly provide that a franchisee is not an 

agent, subsidiary, legal representative, employee, nor in a fiduciary relationship, partnership or 

joint venture”, the final test of the relationship, according to McCarthy (2004) lies more in the way 

the parties play out their respective roles in practice. In context of a franchise relationship, a 

single-unit franchise agreement can be written bilaterally either with both the franchisor and 

franchisee acting as principal, a principal-to-principal (PP) model or with the franchisor as acting 

as principal and the franchisee as agent, a principal-to-agent (PA). In the first case, the franchisee 

                                                      
9
 Part 1 Sc 4(1) states that for an arrangement to be classified a franchise, there must be an agreement; and there must be a business 

operating in Australia; and there must be a system or marketing plan. In addition, the franchisor or an associate of the franchisor must 
control the system or marketing plan; and there must be intellectual property belonging to the franchisor or an associate that is used by 

the franchisee. Lastly, there must be at least an agreement by the franchisee to pay to the franchisor or an associate of the franchisor at 

the start or during the course of business a sum of money 
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is entitled to generate sales in its own right, incur business overheads, and enjoy residual profits. In 

contrast, a principal-to-agent relationship binds the principal to pay the agent commission and to 

indemnify the agent for expenses and liabilities, if incurred with the principal‟s approval.  

Because the Code does not discriminate between a PP and a PA, high profile franchise brands in 

the tyre, confectionery, banking, and telecommunication industries held PA contracts with their 

franchisees for many years, until most reverted to a PP model with the advent of the goods and 

services tax. Whereas the PP model relationship dominates the structure of most extant franchise 

arrangements, each model brings to the fore differing characteristics that need to be managed 

differently within the context of risk and goodwill valuation. 

2.6 Types of franchises 

The franchise relationship can be seen as a marriage of commercial convenience and expediency 

right along the value chain, which Barsky & Catanach (2005, p. 4) reinforces by stating that it is a 

“… set of interrelated tasks or processes that companies execute to achieve their business 

strategy”, with the franchisor as its anchor. Following this line, Perrigot, Kacker, Basset, 

& Cliquet (2011) referred to the three main actors in brand building, as being the franchisor, 

franchisees, and customers. Arguably, this group of actors can be expanded to include employees, 

contractors and master-franchisees as well as area-developers and sub-franchisees, which 

commonly form part of a franchisor‟s arsenal of growth strategies and in its commercial dealings 

with suppliers, franchisees, and customers. Tangentially, the survival of the individual stakeholder 

along this value chain is very much dependent on the performance of other stakeholders, and their 

collective commitment to the sustainability of the relationship. This principle of co-dependency 

inevitably influences the design of a franchise system‟s distribution model. 

Wright & Frazer (2007) point out that various distribution models of relational and contractual 

nuances have evolved from traditional organic structures in response to the maturity of the 

franchise sector. These models can be arranged in five distinct but related structural tiers that 

manifest a rich tapestry of relational and contractual topographies. Each tier has been assembled 

according to single and multi franchise concepts developed and explored in the literature, by 

(Combs et al., 2011, Combs, Michael, & Castrogiovanni, 2009, Dant, Perrigot, & Cliquet, 2008, 

Wright & Frazer, 2007, Garg, Rasheed, & Priem, 2005, Combs & Ketchen, 2003 and 

Frazer, 2002). In effect, tier 1- distribution, tier 2- growth, tier 3- simple delivery, tier 4- complex 

delivery, and tier 5- co-branding intelligently leverage the single-unit franchise, in divergent ways 

for theoretical and practical applications. In aggregate, thirty-three franchise formats have been 

identified for potential analysis as each diverges in its risk, return, and goodwill profile
10

. This 

                                                      
10

 See Appendix C for a diagram of the 5-Tier matrix 
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divergence is particularly manifested when considering the type of agreement; who issues it; its 

key terms (type and term of franchise grant); the timing of payment of fees (upfront, ongoing and 

end of term); the express or implied entitlement to goodwill; and the type of revenue stream. For 

ease of review and analysis, the structure of these agreements (type and function), their particulars 

(issuee, issuer, territory type, term, number of sites and territory, share of goodwill); and the 

typical revenue streams connected to each tier are analysed and summarised in tabular form
11

. 

Consequently, this web of structures should vindicate the call for intellectual currency of the 

organisational, legal, and relational complexities associated with franchisee-operated businesses. 

2.6.1. Tier 1- Distribution models 

In examining the distribution options available to franchisors Combs et al., (2009), Stanworth 

et al., (2004) and Elango & Fried (1997) accord in their characterisation of extant distribution 

models either as trademark (licensing, co-operatives and distributorship), or business format as 

does Beyer (2000). In the 5-Tier model, these are represented in tier 1. Typically, product or 

trademark formats consist of a party granting to another, the right to sell its products within a 

specified territory, with no prescriptive requirement for common marketing and administration 

(Van Tonder & McMullan, 2010). Under these associations, a licensee, co-operative member or 

distributor, may also sell complementary or competing products without any contractual 

restrictions (common to automobile and gasoline retailing, and soft drink and beer distribution). 

On the other hand, business format franchising is by far the most popular and dynamic form of 

distribution in franchising and involves the franchisor granting a franchisee the right to market and 

sell products according to a trademarked business system (Fladmoe-Lindquist & Jaque, 1996 and 

Preble & Hoffman, 1995). The system is protected and enforced by a written agreement, 

a  “… matrix of overlapping roles of franchisor and franchisee” (Spencer, 2008), setting out the 

conduct of both franchisor and franchisee, hence the reference to being a “contract channel” 

(Hossain & Wang, 2008, p. 44 and Sen, 1993, p. 175). What distinguishes this dyadic relationship 

from product or trademark franchises is the requirement of a standardised business system and 

regulation of what the franchisee can or cannot sell (Combs, Michael, & Castrogiovanni, 2009). 

This prescription of enterprise conduct is played out by “… the allocation of responsibilities, 

decision rights, and profits between a centralised principal (the franchisor) and decentralised 

agents (franchisees)” (Michael, 1999, p. 2). The legal and operational relationship is tighter and 

more prescriptive than that of a product or trademark arrangement, which leads Beyer (2000) to 

assert that business format contracts face more risk of vicarious liability, at least outside of 

products liability claims. 

                                                      
11

 See Appendices D, E, G, & H for details 
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2.6.2. Tier 2- Growth models 

Tier 2-growth models feature franchisor issued contracts, sub-franchisee, master-franchisee, and 

area-franchisee arrangements. They often operate separately and together to allow franchise 

systems to grow faster (Grunhagen & Mittelstaedt, 2005, Grünhagen & Dorsch, 2003 and 

Kaufmann & Dant, 1996), with one third of Australian franchisors choosing to grow through 

master-franchise arrangements, while 24 per cent prefer area development franchises for 

international expansion and 12 per cent through wholly-owned subsidiaries (Frazer, Weaven, 

& Bodey, 2010). 

Tier 2 arrangements enable the franchisor to reach the customer via its own outlets, as well as 

through franchisees, sub-franchisees and master-franchisees. Shane (1996) considers this form of 

dual distribution to contain units that are hierarchical (company-owned businesses) and units that 

are closer to the market (franchises) within the same system. Similarly, Carney 

& Gedajlovic (1991) describe it as “… comprehensive vertical integrations” and “comprehensive 

contractual market exchanges” which according to Windsperger & Dant (2006), the latter 

possesses local market assets such as local market information, financial resources, and 

managerial capabilities. In validating the motivation for this somewhat conflicted hybridism, 

(Bradach, 1998) claimed that plurality in franchising is aimed at meeting three managerial 

challenges, namely spatial expansion; brand protection, reaction against competition; and service 

and/or product concept maturation. Indeed, these parallel forms of vertical integration have 

attracted much attention in the last decade (Combs et al., 2009). Many researchers reached 

concordance that plural systems “… enhance the synergies and result in an increase in the network 

performance” (Dant, Perrigot, & Cliquet, 2008, p. 292); and “… affect balance between 

centralization and standardization through organizational learning, thereby enhancing the 

franchise chain‟s efficiency and performance” (Hendrikse & Jiang, 2005, p. 3). In an empirical 

life-cycle model using firm-specific data, Martin (1988) found that franchisors are more likely to 

reduce their relative holding of company-owned to franchisee-operated businesses in the long-run. 

In his findings, Martin stresses the importance of distinguishing between short-run and long-run 

incentives to franchisees, as they do not necessarily converge.  

In granting a sub-franchise contract, the lead franchisor relinquishes some functions and 

responsibilities. The sub-franchise owner assumes the role of franchisor, issues its own agreement, 

(Grunhagen & Mittelstaedt, 2005) but remains responsible to the main franchisor under the sub-

franchise agreement. This ensures adherence to the critical aspects of the business system and 

procedures. Due to the tri-partite nature of a sub-franchise arrangement, complex legal and 

commercial issues arise in structuring the initial relationship and its subsequent management. Sub-

franchising, subject to certain legal, commercial and operational constraints can be a very efficient 
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way for the franchisor to grow the network with little capital of its own, by drawing on another 

party‟s resources. These economic motivations are examined later in context of claims made by 

resource theorists in their attempts to hypothesise a relationship between resource scarcity and 

franchising (Combs & Ketchen, 2003). 

Turning to a more direct arrangement, master-franchise contracts allow the franchisor to develop 

the franchise system by introducing and managing new franchisees more efficiently in distant 

trade geographies (Shane, 1998). The main difference between these and a sub-franchise contract 

is found in the underlying contractual relationship that exists with the unit franchisee. Under a 

master-franchise, the unit franchisee holds an agreement with, and therefore has contractual 

obligations directly with the franchisor. This is a popular strategy adopted by many franchisors 

with the need for intellectual capital. In the main, they leverage off the master-franchisee to access 

trade geographical intelligence, industry knowledge and acculturation to achieve rapid growth 

with the highest degree of control; which according to agency theory, is accomplished by 

implementing incentive-based contracts (Lafontaine & Slade, 1998). 

Unlike sub-franchise (SF) and master-franchise (MF) models, the area-franchisee is contractually 

responsible for the physical development of a contracted number of sites and territories in 

different geographies, which Grunhagen & Mittelstaedt (2005, p. 211) refer to as 

“quasi simultaneous unit establishment”. This predominantly involves such tasks as site selection, 

site construction, fit-outs and equipment sourcing and may cover (although rarely) front-line 

franchisee recruitment and training. An area-developer is generally not assigned responsibilities 

for the ongoing management of unit franchisees within any geographic area and is usually 

rewarded with a once only fee relating to the development of each franchise site (Garg, Rasheed, 

& Priem, 2005). 

2.6.3. Tier 3- Delivery-simple models 

Tier 3-simple delivery models have progressively evolved to adapt to market-place challenges 

faced by forward-thinking franchisors who desire growth. These challenges range from having to 

compete for growth capital, to attracting and appointing suitable franchisees (Weaven, 2009; 

Grace, Wright, & Frazer, 2008 and Frazer, Weaven, & Wright, 2006). Tier 3 comprises five main 

archetypal models of single-managed businesses (SMB), to the more sophisticated forms of 

multiple-unit franchises, incremental-unit franchises (IUF), multiple-management rights as 

canvassed in (Wright & Frazer, 2007 and Garg, Rasheed, & Priem, 2005). 

A multiple-unit franchise  (MUF) contract allows the franchisor to discretionarily grant a number 

of franchises within a restricted trade geography (Garg, Rasheed, & Priem, 2005 and Bradach, 

1998) to a well-credentialed individual, who then employs line managers to operate them, which 
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Kaufmann & Dant (1996, p. 343) refer to as the “modal form of franchising”. It has the ability to 

“… increase organisational capabilities, such as monitoring, knowledge transfer, and innovation” 

(Hussain & Windsperger, 2011, p. 103) which can make the franchise system more efficient in 

performing value chain activities, thereby improving overall competitiveness. Predictable agency 

problems such as, information asymmetry, and moral hazard (Bennett, Frazer, & Weaven, 2009 

and Shane, 1998) may surface as relationships between multi-unit franchisees and their managers 

become more complex, thereby exerting upward pressure on monitoring costs.  

Unlike the MUF, the incremental-unit franchisee is awarded incremental rights to more than one 

franchisee-operated business, based on performance. There is no prior contractual commitment 

incumbent on the franchisor neither to offer, nor on the part of the franchisee to accept, further 

rights or responsibilities to own additional businesses. 

In complete contrast to the multiple-unit franchises and incremental-unit franchises, multiple-

management rights limit the relationship to one where an individual is granted the rights to 

manage only, rather than to own and manage, a cluster of sites within restricted trade geography. 

Under this scenario, the franchisor does not license any intellectual property or systems, but rather 

sub-contracts the management of selected company-owned-businesses to professional managers 

and contractors for an agreed period. 

Conventionally referred to as company-owned businesses, single-managed businesses are owned 

and managed by the franchisor. Dant & Kaufmann (2003) contend that despite the diligence of 

researchers to explain why franchisors choose to operate some of their own businesses within a 

franchised network, they have failed to reach any convincing or conclusive theoretical or 

synthesised positions. Nonetheless, company-owned businesses continue to feature in franchise 

networks of all sizes and often lead to ownership redirection as examined by (Windsperger 

& Dant, 2006, Dant, Kaufmann, & Paswan, 1992 and Dant, Paswan, & Kaufmann, 1996). This 

type of approach has proven to foster and materialise potential synergies between franchised and 

company-owned businesses to the benefit of the system as a whole (Kaufmann & Eroglu, 1999).  

Finally, single-unit franchises are consummated by the granting of a single franchise to a suitably 

qualified individual who will conduct business as an owner-operator and represents the 

“… prevailing traditional form of franchising” (Grunhagen & Mittelstaedt, 2005, p. 5). Moreover, 

this traditional model, in its strictest legal form is defined in section 4 (1) of Part 1 of the Code. In 

essence for an arrangement to be chracterised a franchise, there must be an agreement; and there 

must be a business operating in Australia; and there must be a system or marketing plan. In 

addition, the franchisor or an associate of the franchisor must control the system or marketing 

plan; and there must be intellectual property belonging to the franchisor or an associate that is 

used by the franchisee. Lastly, there must be at least an agreement by the franchisee to pay to the 
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franchisor or an associate of the franchisor at the start or during the course of business a sum of 

money.  

2.6.4. Tier 4- Delivery- complex models 

Like the simple delivery models, complex models follow a direct channel to the customer, but by 

virtue of their operational and ownership structure, they bring an added level of complexity to 

relational and contractual arrangements between franchisee and franchisor. The legal relationship 

is different and cuts deeper across various aspects of commercial law, such as partnership, agency, 

and corporations. Complex delivery models manifest themselves in single-unit branchises, 

multiple-unit branchises, single-unit partnerships, and multiple-unit partnerships.  

A single-unit branchise is an arrangement whereby the franchisor grants a single-unit-franchise to 

an entity, that is jointly owned by the franchisor and another party and is at times referred to a 

“ a branch and a franchise rolled into one”. The characteristics of multiple-unit branchises 

contractually mirror those of single-unit branchises except that parties pre-agree to a fixed number 

of businesses at the outset. Under this arrangement, the franchisor has proprietary and contractual 

interest in the channel, respectively as franchisor and franchisee. However, the partner will only 

have contractual rights of the type that would normally accrue to a franchisee under a franchise 

agreement.  

The distinguishing feature of this arrangement lies in the way the returns to both franchisee and 

franchisor are set out in the capital and income agreement, as compared to a standard front line 

franchise agreement, where the franchisee retains all profits of the franchisee-operated business 

and the franchisor benefits by way of fees, royalties, and product mark-ups. 

In single-unit partnerships and multiple-unit partnerships, the franchisor trades equity in the 

channel in order to leverage off a strategic partner with complementary skill sets. Under this 

scenario, the partner will have proprietary interest in the goodwill (including intellectual property) 

and other tangible business assets attached to the channel. Roles and responsibilities are shared, as 

do capital and profit entitlements, pursuant to a partnership agreement. In keeping with standard 

partnership law, parties to the partnership arrangement equally share financial and legal risks 

incurred by either party, on behalf of the partnership. 

2.6.5. Tier 5- Co-branding models 

Co-branding is the mainstay of contemporary franchising and is a distribution strategy that is 

rapidly suffusing many industries, from fast food to financial services, as demonstrated by 

paragons, such as McDonald‟s and Hungry Jacks with Shell and BP; and Subway with 7-Eleven 

(Wright, Frazer, & Merrilees, 2005). It involves the integration of two or more known brands of 
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differing product offerings, under one roof (Kohli, 2003). It produces value for both brands, as 

each brand draws custom and cross-pollinates from the brand appeal of the other. Correctly 

structured and implemented, it can introduce new customers to each brand within a short time, by 

creating a new value proposition and therefore expanding its appeal to include a fresh segment of 

the market (Wright & Frazer, 2007, Justis & Judd, and 2002, Kohli, 2003). It is particularly 

effective in an environment where competition is fierce, one brand is lesser known than the other, 

product margins are tight, fixed overheads are high, customer expectations are volatile, one brand 

has narrow product offerings; and the trade geography is parochial.  

The most common adaptations of co-branding involve hosting-formats, co-siting formats, 

composite formats, co-development formats, and portfolio formats. They involve any 

combinations of commercial and legal relationships of divergent brands that are operationalised in 

creative franchising, agency, licensing, and/or distributorship arrangements. By virtue of their 

idiosyncratic forms and applications, issues concerning risk, return, property rights (particularly in 

relation to goodwill) and decision rights ought to be of substantive interest to researchers. 

A hosting format normally contemplates a symbiotic relationship where a bigger, more known, 

and economically superior brand acquires a franchise from another brand of synergistic value. 

Under this type of arrangement both brands operate under the one roof with shared resources and 

controlled by one dominant operator. 

Co-siting formats on the other hand, normally contemplate a relationship where two brands, 

normally consisting of one franchise brand, come together under the one roof but maintain 

separate ownership, administration, and processes. The dominant brand holds the head lease, or 

owns the site and is normally rewarded with a royalty and/or a contribution towards occupancy 

costs. Composite formats involve one party obtaining the franchise right to at least two 

complementary brands to be operated under one roof, with common administration and 

infrastructure. This approach can be very effective at defraying fixed and semi fixed operating 

overheads, with particular efficiencies being achieved in advertising and marketing expenditures. 

The return on combined capital invested in both brands may also be higher that what it would have 

otherwise been had the brands operated independently. 

Arguably, the oldest and simplest co-branding model is the co-development format, which 

involves two brands affiliating and agreeing to develop or co-lease premises together, with the 

dominant purpose of securing key sites and penetrate new marginal markets. Both brands operate 

autonomously in every respect, but with an agreement with regard to the sharing of occupancy 

costs. 
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In portfolio formats, one master-franchisee actively secures the franchise rights to a portfolio of 

brands for specified territories (Wright & Clarke, 2014). That master-franchisee then proceeds to 

establish in its own right, in varying trade areas, a combination of two or more brands within its 

portfolio. This type of approach is particularly popular for trade areas such as airports, shopping 

centres, and sporting arenas. 

2.7. Conclusion 

Government intervention in the Australian franchising sector meant that franchisors and 

franchisees could no longer deal with each other free of restrictions, when entering and serving out 

the franchise arrangement. Arguably, these restrictions are necessary to protect such a vibrant and 

high-growth sector from problematic relations that inevitably arise between franchisor and 

franchisee due to divergences in goal alignment. Consequently, these restrictions to freedom of 

contract provide a catalyst for franchisee-operated businesses to become increasingly 

differentiated from those that operate independently, thereby creating nonconformity and 

incongruity in the way they are structured and operated. The evolution of the five structural tiers 

of franchise types highlights the sector‟s appetite to innovate and grow, which in turn has to be 

matched by increased sophistication of franchise agreements. Ultimately, the uniqueness of the 

franchise arrangement and the incompleteness of franchise agreements (Hadfield, 1990) create a 

unique bundle of risks that underscores the complexities associated with the valuation of goodwill 

of franchisee-operated businesses at a change of ownership. Despite these complexities, goodwill 

valuation can become the threshold of many commercial, operational, and legal disputes requiring 

resolution. Unfortunately, the answer is not that simple. In the following chapters, effort is 

directed at the means by which agency and finance theories can be leveraged towards the 

development of a solution to valuing franchisee-operated business goodwill.   
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Chapter 3- Agency theory & franchising 

Objective: This chapter proposes a framework for the evaluation of franchise 

systems by synthesising agency theory. Franchisors specialise in ownership and 

franchisees specialise in custodianship. These demarcated functions of the 

franchise relationship generate value for both parties. However, that value 

cannot simply be imputed or guesstimated. The evaluation framework targets 

the governance structure of the franchise system and systematically rates its 

sub-systems and governance drivers. It allows franchisors and franchisees to 

test the efficiency of their respective businesses against a theoretical 

governance structure and ultimately value their goodwill entitlements.  

 

3.1 Introduction 

Franchisors invest heavily and over a long time to create a system that is licensed to franchisees. In 

the market place, the license or the franchise agreement attracts buyers of differing risk profiles and 

utility functions. Both franchisee and franchisor reckon on the franchise agreement to govern the 

relationship, which in turn is operationalised by a governance structure operated and maintained by 

the franchisor. Ultimately, the value of the license will be determined by how effectively the 

governance structure enables the franchisor and its franchisees to perform their respective 

ownership and custodianship roles. In that context, the governance structure of the franchise system 

functions as a mechanism for generating and measuring the economic value of businesses 

conducted by the franchisor and its franchisees under a common brand. At this early stage of this 

thesis, it is important to make the point that its underlying interest is in the governance structure of 

the franchise system and not that of the franchisor or the franchisee as decoupled entities.  

3.2 Dominant theories of franchising  

There appears to be a convergence of thought that the resource based, upper echelon and 

institutional theories supplement rather than replace the classical agency and resource scarcity 

theories in franchising (Flint-Hartle & De Bruin, 2010, Castrogiovanni, Combs, & Justis, 2006 and 

Combs, Michael, & Castrogiovanni, 2004). In developing resource scarcity theory, Oxenfeldt 

& Kelly (1969) hypothesised that franchising was an effective mechanism to source capital and 

managerial resources; and submitted this to be the reason why firms choose to franchise. 

Conceptually, this explication has a lot of appeal, especially in reference to resource-poor firms that 

are at the cusp of reaching critical mass. However, various empirical studies (Burkle & Posselt, 

2008, Tracey & Jarvis, 2007, Windsperger & Dant, 2006, Combs & Ketchen, 2003, Alon, 2001 and 

Combs & Ketchen, 1999) fell short of grounding the theory and reach consensus on its applicability 

to firms of divergent sizes, maturity, geographic dispersions, and resource base. Attempting to 

moderate ambiguity in prior research findings, (Castrogiovanni, Combs, & Justis, 2006 ) focused 
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their research on the changes in the mix of franchised and company owned outlets rather than the 

mix itself. Despite believing it important to focus research effort on the direction in which the mix 

of franchised and company owned outlets is moving, these authors left room for others to offer 

further confirmation that resource scarcity is a stimulus for new firms only. In effect, their findings 

corroborated the earlier work of (Combs & Ketchen, 2003, p. 459) where they reported, “…based 

on our results, there appears to be little support for the notion that resource scarcity as measured by 

age, system size, and growth rate.” Disappointing though is the fact that resource scarcity theory is 

still silent as to why franchising is used by many businesses that clearly have full access to capital 

markets and human capital (Combs & Ketchen, 2003, Elango & Fried, 1997 and Gallini & Lutz, 

1992). 

In contrast, agency theory relies on incentives and the efficient allocation of economic rents 

(Burkle & Posselt, 2008) to fuel the commercial relationship between the principal and the agent. It 

is widely agreed that the “… franchisor-franchisee relationship is a classic case of an agency 

relationship (Garg, Rasheed & Priem, 2005, p. 189). Moreover, the seminal work of Spence 

& Zeckhauser (1971) paved the way for researchers to expand agency theory organically beyond 

that of insurance. Nowadays, the literature is replete with synthesised applications of agency 

theory, which explain relationships such as politics, judiciary, employer and employee, shareholder 

and manager, and landowner and tenant farmer. Given that agency theory “… is not in fact a single 

overarching theory with a specific set of assumptions or conclusions” (Gailmard, 2012, p. 3), this 

thesis synthesises agency theory at a paradigmatic level only. It makes a deliberate attempt to avoid 

complex technical, mathematical, and tautological reasoning, which according to Eisenhardt 

(1989: p.57) “obscures the theory” and proceeds instead from a positivist standpoint. In so doing, 

effort is channelled towards a discussion of the role and operations of governance structures in the 

management of agency costs.  

3.3 Synthesis of agency theory in franchising  

At the outset, in franchise relationships both principal and agent, acknowledging each other‟s 

comparative advantage willingly collaborate towards the achievement of mutual goals that is, the 

maximisation of their utility, albeit by divergent means. In effect, the maximisation of utility is 

substantially attained in economic units by maximizing firm value, which is an equally dominant 

stimulus for the agency relationship. Like all formal relationships, there are established canons of 

engagement, which are typically set out in a contract. This contract or the franchise agreement is a 

representation of the problems associated with delegation and information asymmetry.  Information 

asymmetries occur when the principal does not know if the agent is shirking- not working hard 

enough (Combs, et al., 2004) or simply pursuing self-interest (Williamson, 1975). Likewise, a 

franchisee may have the same view that their franchisor may also shirk or pursue self-interest. 
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Agency theory largely deals with how these two parties overcome these barriers to co-operate 

harmoniously. 

The franchise relationship begins by the franchisor delegating some functions to the franchisee. 

This is a deliberate strategy designed and implemented for commercial advantage. However, the 

advantage being sought by the parties comes at a price. In agency relationships, such as the one 

reflected in franchising, that price is manifested in the size and complexity of the information 

chasm that exists between franchisee and franchisor. Effectively, it exists because the franchisee 

possesses, acquires, and accumulates private knowledge about the relationship, which the 

franchisor does not have. The creation of this knowledge bank is possible because the franchisee is 

performing functions that the franchisor is unwilling or unable to do. By purposefully relinquishing 

commercially valuable information to the franchisee, the franchisor has to engage in a cost benefit 

analysis. This entails an intricate analysis of the costs associated with surrendering information, as 

represented by agency costs, against the expected gain or increase in utility. Whilst the literature 

abounds in definitions of agency costs, Kim (2011) and Jensen & Meckling (1976) seem to hit the 

mark by stating that agency costs comprise the aggregated pecuniary and non-pecuniary costs of 

the agent shirking (residual loss), the costs of administering and monitoring the agent to control 

shirking; and bonding costs
12

 of the agent. Similarly, Miller (2005, p. 204) expresses agency costs 

as “… the losses imposed on the principal by an inability to align the agent‟s self-interest with that 

of the principal”. As with most economic analyses, agency costs analysis is driven by temporal, 

stochastic, and behavioural assumptions, which cannot always be fully defended by simple 

modelling. 

With the informed knowledge that it can attain its expected utility and knowing that it cannot avoid 

agency costs, the franchisor develops strategies to mitigate them at the least costs. This effort is 

contained, maintained, and retained in a governance structure specifically designed to maximise the 

utility of both franchisor and franchisee. At this point, it is worth recalling that while both 

franchisor and franchisee seek to maximise their respective utility, they achieve this differently. 

Because of this divergence in approach and the prevalence of information asymmetry, franchisors 

choose to insure (to the extent possible) their desired outcomes by entering legally binding 

contracts (franchise agreements) with franchisees. In its purest form, a franchise agreement 

essentially deals with the forward management of information asymmetry within the context of a 

dynamic and eclectic relationship. Moreover, it is proposed that this management effort is 

embedded in a governance structure that is bolted on four structural pillars, namely communication, 

acculturation, organisation, and incentives systems
13

. Indeed Koza & Dant (2007, p.281) make the 

point that previous studies have focused on two types of control mechanisms (governance 

                                                      
12

 Bonding costs are the costs to the agent to ensure that the principal will not be disadvantaged by the agent‟s aberrant actions 
13 The theoretical design of these systems is discussed in chapter 9 
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structures) that can be characterised as either “bureaucratic control” or “trust-based control”. 

Whilst bureaucratic control aims at pursuing cost and performance efficiencies through prescriptive 

rules and manipulation of rewards (Weber, 1964), trust-based control is more about empowering 

the principal to empower its agents to “give up control without losing control” (Spreitzer & Mishra, 

1999, p. 156) and promote cross-fertilisation of ideas and effort. Because of these collaborative 

characteristics, it is argued that trust-based control “reduces transaction costs of monitoring” 

(Koza & Dant, 2007, p. 281) and increases the level of cooperative disposition and confidence 

between participating parties (Inkpen & Currall, 2004, Dyer & Chu, 2003 and Das & Teng, 1998). 

Accordingly, trust-based control is adopted as the underpinning doctrine to the franchise 

governance structure developed in this thesis. Despite the philosophical disparities between the two 

control mechanisms, they are not presented as being mutually exclusive in every respect. In fact, 

both rely on rewards and incentives as important tools in managing agency relationships. Typical 

of economic units, incentives are deployed to motivate and reward the parties to comply with the 

governance structure. The structuring of these incentives is a complex synthesis of economic, 

marketing, behavioural, and agency theories aimed at managing hidden information on the part of 

both franchisee and franchisor. In fact, agency theorists argue that moral hazard and adverse 

selection are two fundamental derivatives of hidden information which Bergen, Dutta, 

& Walker (1992, p. 3) refer to as “post-contractual” and “pre-contractual” problems respectively. 

As expected, franchise relationships exact the same behavioural syndrome.  

Moral hazard is presented as a post-contract deficiency in effort by the agent borne out of hidden 

action. Conversely, adverse selection deals with inefficient pre-contract actions by the principal due 

to hidden information held by the agent (Grant & Quiggin, 1998). Contextually put, moral hazard 

in franchising is exemplified when a franchisee agrees with a franchisor not to sell unauthorised 

products as a condition precedent of being granted a franchise and then does so when in business. 

In that instance, it is not the antecedent information vested in either party that creates the hazard, 

but the inability of the franchisor to consequently control and monitor discretionary risk-taking 

behaviour on the part of the franchisee. A case in point of adverse selection occurs where a 

franchisor appoints a franchisee based on hidden information that the franchisee holds and chooses 

to represent to the franchisor about their skill and competence to operate a franchisee-operated 

business, which subsequently transpires to be at best misleading and at worst false. This is 

information known to the franchisee only, which may cost the franchisor. In effect, in the absence 

of hidden information, there would be no comparative advantage to exploit, thereby eliminating 

agency costs. In such a case, the principal/franchisor would maximise utility by doing itself that 

which needs to be done. In the real world of business and commerce, this is not feasible. Therefore, 

if we accept the existence (past, present, and future) of information asymmetry, we must also 

accept agency costs as a mutually inclusive component.  
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Figure 2- Agency Theory framework developed for this thesis 

 

In an enterprise context, franchisors structure their agreements with franchisees to focus on the 

delivery of outcomes not effort. This decision is simply governed by economics and risks. 

Divergences in preferences, actions, information, and skills of the agent and the principal, 

ultimately influence their respective attitudes towards risks. However, the convergence of moral 

hazard, adverse selection, and hold-up
14

 on the agency relationship create a hothouse for the 

cultivation of management issues concerning information, risks, self-interest, goal conflict, and 

effort (see Fig.2 above for a graphical representation of the relationship between agency problems 

and governance structures). 
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A typical hold-up situation may surface where a franchisor unconscionably gains an advantage 

over an existing franchisee that is in a poor bargaining position. Accepting the mutual goal of value 

maximisation
15,

 and the need to ensure durability of the economic unit, franchisors try to manage 

those issues and their concomitant risks by implementing governance structures that deal with 

incentives, information, acculturation, and organisation. These structures tend to focus less on 

effort and more on outcomes to bridge the gap between what the franchisor wants and what the 

franchisee delivers, thereby lessening agency costs (Kim, 2011, Eisenhardt, 1989 and 

Shavell, 1979). However, as pointed out by Posner (2000, p.5), contracts that aim to reward 

outcome only and ignore effort might not attract risk-averse franchisees who only seek 

compensation for desired outcomes but for insist on “insurance against unlucky outcomes”. The 

more outcome-oriented the contract becomes, the more risk is borne by the franchisee to the benefit 

of the franchisor. In that case, in order to appeal to franchisees, contracts must contain both 

insurance and incentives, thereby accommodating the information inequity between franchisee and 

franchisor. This phenomenon ultimately determines the structure of bilateral contracts/franchise 

agreements (Laffont & Martimort, 2001).  

The management of effort is costly, even more costly than that of outcomes. Monitoring of agents 

doing things that franchisors do not do out of choice or as a matter of course, is not only a financial 

handicap, but is also almost impossible to do effectively. Governance systems are complex 

organisms comprising drivers of value that are influenced by micro and macro environmental 

forces. Franchisors quickly determine that it is more cost efficient to allow franchisees to specialise 

and to provide them with incentives to channel effort towards desired utility outcomes. Indeed the 

inclusion of incentives is a necessary but not sufficient condition for the efficient operation of 

governance structures and in moderating putative risks of not attaining utility goals. In the end, the 

quality of these structures and their ability to vitiate risks will directly affect the economic success 

of the relationship. 

Accordingly, most franchisees are predisposed to maximise (quasi-rents) profits from the bottom 

up (Brickley, Misra, & Van Horn, 2006 and Combs & Castrogiovanni, 1994) whereas franchisors 

focus on the top down and the reliance on “… transfer price mechanism for extracting downstream 

revenues” (Sen, 1993, p. 175). Put differently, franchisees are more likely to create wealth from 

their businesses by expending the least amount of financial resources, to extract the highest gross 

margin, from a sustainable level of unit sales. Conversely, it is in the franchisor‟s interest to grow 

network unit sales (Rubin, 1978) in order to exploit economies of scale for value chain gains, to 

increase competitiveness, and to accelerate network expansion (Campbell, Datar, & Sandino, 2009, 

Shane, 1996 and Dant, Paswan, & Kaufmann, 1996). This inherent conflict of interest has the 

                                                      
15

 While „value maximisation‟ is taken to be the mutual goal of franchisor and franchisee, it is acknowledged that this might not 

necessarily be the case for all franchisors and all franchisees all of the time 
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potential of creating unintended relational and contractual consequences for both franchisee and 

franchisor if not properly managed. Nonetheless, agency theorists would argue that efficiency 

incentives encourage franchisees to maximise the value of their business, with concomitant benefits 

accruing to the franchise system as a whole, thereby adding value to the franchisor‟s business 

(Emerson, 2013 and Bennett, Frazer, & Weaven, 2009). The franchisee and franchisor therefore 

diverge with respect to the best measures and strategies to achieve profits. This divergence is often 

manifested in instances of double-sided moral hazard (Bhattacharyya & Lafontaine, 1995) where 

both franchisee and franchisor engage in inapposite behaviour to maximise their individual 

interests.  

3.4 Agency & hold-up problems in franchising 

Garg, Rasheed, & Priem (2005) and Shane (1998), accord that the presence of uncertainty and 

information asymmetry in economic relationships lead to adverse selection, moral hazard, and 

holdup. Consequently, franchise systems devise creative incentives to underpin the management of 

the inherent conflict in goal alignment between the franchisor and its franchisees (Altinay, 2004). 

Because this relational conflict is bounded by contractual obligations at one end and commerciality 

at the other, both franchisor and franchisee are exposed to risk. Expounding on this dilemma, 

Carney & Gedajlovic (1991) argue that inefficient investment, free-riding, and quasi-rent 

appropriation are three prospective malaises of agency relationships. 

Firstly, the inefficient investment argument is vindicated by the fact that franchisees generally 

commit their entire stock of wealth in one franchise without any certainty of any returns, as they 

can only work with a contracted allocation of incentives to maximise their residual income. For the 

rational franchisee, this form of concentrated risk should cause an evaluation of that risk whenever 

a marginal investment is undertaken, so that investment with spill over effects, such as mass media 

advertising, are avoided in lieu of local area advertising.  

Secondly, franchisees are predisposed to free-ride on the franchisor‟s brand building efforts 

(Combs et al., 2011 and Rubin, 1978) to the extent that they may shirk their part in product quality 

if the gains from such activities can be internalised and the costs externalised (Hendrikse & Jiang, 

2005 and Carney & Gedajlovic, 1991). Stated differently, if the franchise system allows, 

franchisees may free-ride horizontally or vertically, at the expense of other franchisees and/or the 

franchisor respectively. Therefore, in cases where franchisees are contractually obliged to 

participate in a specified activity regardless of costs, a higher risk premium would be required to 

justify the initial decision to invest. 

Lastly, quasi-rents are at risk of being appropriated by the franchisor at the expense of the 

franchisee, when the value of an asset is greater than its salvage value, such as when a high initial 
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investment is required to secure a franchise (Carney & Gedajlovic, 1991 and Brickley & Dark, 

1987) that may not have a residual value. This is a case in point where a hold-up situation may 

arise, leading the franchisor to exploit the franchisee‟s vulnerability in being heavily committed to 

an inefficient investment. Accepting this risk, rational franchisees ought to demand a higher rate of 

return on their franchise investment to compensate for risk of quasi-rents appropriation during the 

contracted term and especially where the franchisor is capable of engaging in unilateral contract 

variation (through operations manual) for capital expenditure and other forms of reward 

(Rodrıguez; Caballer, & Guadalajara 2011).  

3.5 Conclusion 

Franchisors work towards maximising the efficiency of their governance structure to minimise 

agency costs and maximise value. The optimization is carried out by a number of systems and sub-

systems comprising a battery of rateable best practice value drivers
16

. In chapters 9 and 13, these 

drivers are systematically assembled in a governance structure designed for optimising agency 

costs. In that context, they reflect that which is theoretically required for incentive, information, 

acculturation, and organisational systems to function efficiently. As noted earlier, Gailmard (2012) 

commented that agency theory is not a single overarching theory and is inconclusive at a 

theoretical and empirical level. Despite this shortcoming, agency theory has emerged as one of the 

most relevant to franchising (Combs & Ketchen, 1999) whether intrinsically or conjointly 

considered. In particular, agency theory appears to reduce the risk characteristics inherent to the 

relationship and the systems employed by franchisors to mitigate those risks. These incentive, 

information, acculturation, and organisational systems are represented in a governance structure 

that singularly and collectively make up the value of the franchise system and its ability to deliver 

parallax goals and expected utility to the franchisor and its franchisees. Put simply, the economic 

value of a franchisee‟s or a franchisor‟s business is determined by the ability of the system‟s 

governance structure to abate the risk of either party not achieving its expected outcome. Within 

that purview, a franchise system‟s governance structure is a carrier of risk to every operative of that 

system and is the dominant determinant of the economic value of the relationship. Accordingly, for 

such evaluation to be of relevance in assessing firm value, it must stand on firm economic 

foundations, which can only be built on inveterate finance theories. To that end, the next chapter 

explores the role of finance theories and sets out a framework as to how it can be applied in valuing 

franchisee-operated businesses.  
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 Rateable best practice drivers are governance drivers are discussed in detail in chapter 9 
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Chapter 4- Finance theory & franchising 

Objective: This chapter offers an overview of finance theory and discusses the 

interaction of three guiding principles relating to investment, financing, and 

dividend. It considers the importance of risk, timing, and information in 

maximizing firm value and explores the links to agency theory. Attention is also 

given to the role of these principles in the formulation of valuation 

methodologies and the relevance of the market efficient hypothesis in valuing 

privately held and operated businesses, such as those existing under franchise 

structures. 

 

 

4.1 Introduction 

The overarching principle of contemporary finance theory maintains that principals and their agents 

enter economic partnerships to maximise value of their firms (Levy & Sarnat, 1984). Ultimately, 

this intention translates into a decision about the allocation of resources through time 

(Fama  & Miller, 1972). The value of the firm is determined by sustainable cash-flows generated 

by individual assets and the incremental cash-flows by all assets combined, not the book value of 

the assets themselves. Contextually, for franchise systems these assets are created and grown 

within their governance structure. In that sense, the firm‟s value is generated by the interaction of 

systems within the business itself, including its financing strategies and dividend policies, which 

ultimately dictate the success of the business, the extent of the financial returns to shareholders and 

the manner in which these returns are applied in generating further value once generated. This 

relationship is represented in Fig.3 below. 

4.2 Operating principle 

In order to achieve this value maximisation goal, firms are guided by three operating principles that 

address risk, timing, and information. Firstly, the investment principle states that value can only be 

maximised if firms invest in projects with expected returns that exceed the cost of capital. Put 

simply, value can only be created by generating returns on capital invested that exceed the cost of 

that capital (Koller, Goedhart, & Wessels, 2010). For franchisors, the maximisation of value 

becomes a perennial task to maximise the efficiency of their governance structure and to minimise 

agency cost, which cannot be optimised independently without affecting the other. Given goal 

conflict between franchisor and franchisee, these tasks are often sabotaged by franchisees shirking 

for transitory personal gain.  
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Figure 3- Finance Theory Framework developed for this thesis 

 

In a broader sense, the investment principle promotes a relationship between franchisor and 

franchisee where their respective expected returns from the systems‟ governance structure and the 

means of achieving them are optimally aligned. In addition, it maintains that these returns exceed 

the cost of capital required to sustain the administration of the structure. Secondly, under the 

dividend principle firms should consider returning excess cash to shareholders if they cannot 

achieve a return higher than that which shareholders can achieve elsewhere (Damodaran, 2001). 

This decision will be influenced by agency problems (information, risks, self-interest, goal conflict, 

and effort) discussed earlier, particularly since franchisees generally operate a business with a finite 

life, where reinvestment may be considered risky and susceptible to hold-up problems. Thirdly, the 

financing principle requires firms to minimizing their cost of capital by selecting the optimum mix 

of debt and equity. The higher the cost of capital, the higher the cost of administering the 

governance structure, thereby causing an escalation of agency cost. This might result in franchisees 

shirking as franchisors adjust their costs and economic rents to achieve their expected return. 

Conceivably, Nobel prize winners Franco Modigliani and Merton Miller
17

 would argue that in an 

efficient market where the individual investor can borrow at the same rate as the company and 

where there are no taxes and transaction costs; the capital structure (debt and equity mix) of the 

                                                      
17

 F. Modigliani and M.H. Miller, The cost of capital, corporation finance and the theory of investment, American Economic Review 

(1958), 48/3, pp.261-297 
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company should not affect its value unless its operating cash-flows simultaneously change 

(Damodaran, 2012b and Koller, Goedhart, & Wessels, 2010).  

4.3 Valuation principles 

The monetary value of an asset is founded on what that asset is worth prospectively and as a going 

concern. In that context, it is subject to, (a) the monetary value of its net cash-flows
18

 at given time 

in the future, (b) the availability, and access of information regarding the asset‟s ability to generate 

revenues, and (c) the associated risks. More specifically, the temporal preference for present rather 

than future consumption together with inflationary pressures affects the value of money over time. 

Whilst inflation debases the purchasing power of money, preference for present consumption 

means that a monetary unit today is valued more than tomorrow. However, to make choices about 

which asset to invest in and the expected value it will generate, information about future risks and 

uncertainties is paramount. This is particularly relevant as a decision to invest in one asset affects 

the opportunity of investing in other assets during the investment horizon.  

4.4 Efficient market hypothesis 

The efficient market hypothesis is central to finance and economics. Whereas economists approach 

efficiency as being operational efficiency, which is “… the way resources are employed to 

facilitate the operation of the market” (Dimson & Mussavian, 2000, p. 959), the finance world 

views efficiency in terms of informational efficiency. Furthermore, finance theories argue that the 

efficiency of the market is founded on information
19

 and that information is a tradeable commodity, 

which market participants can readily access. On that basis, if information is available and 

accessible to all, then asset prices in an efficient market should reflect available information and 

such markets should not “… allow investors to earn above-average returns without accepting 

above-average risks” (Malkiel, 2003, p. 60). In simple terms, the hypothesis argues that in a market 

where everyone has the same information at the same time, no one can influence asset prices by 

using information that another does not have. Therefore, the price given by the market is an 

equilibrium price. However, as pointed out in (Olsont, 2004, p. 530) “… the reactions and 

decisions of investors are not always predictable or rational in relation to their access to 

information” and for that reason market price manipulation may occur. Adding to this dilemma, 

Bodie, Kane, & Marcus (2010, p. 376) see the efficient market hypothesis in three distinct kinds of 

information access and application. In fact, they claim that some market participants operate with 

historical information only, while some are exposed to all relevant historical information and some 

“… fundamental data on the firm‟s product line, quality of management, balance sheet 

                                                      
18

 The importance of cash-flows rather than earnings in the creation of value and in valuation models is explored in detail in chapter 8.3 
19

 Informational efficiency is taken as the measure of market efficiency in this thesis 
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composition, patents held, earning forecasts, and accounting practices”, and some are privileged to 

make decisions according to all available past and private information.   

Viewed in context of business valuations, it seems reasonable to argue that valuations per se are 

mere exercises in testing market prices and that any price returned by a valuation that is either over 

or under market price is invalid. Following that logic, there ought to be no pricing benefit 

(in acquiring or disposing) by undertaking valuations, because market price is the best determinant. 

At the extreme, Damodaran (2012b, p. 5) states, “… those who believe that markets are inefficient 

should spend their time and resources on valuations whereas those who believe that markets are 

efficient should take the market price as the best estimate”. In rationalising that claim, a distinction 

needs to be made between the public and private market. In the public market, the value of firms is 

subject to supply and demand forces that converge in a public exchange system, such as the stock 

exchange. Within such a setting, investors constantly bid for assets, with some confidence that 

prices reflect information symmetry, and with the comfort that custodians of those assets are 

statutorily subject to stringent standards of accounting, reporting, and governance. In contrast, 

businesses operating in the private market are subject to lower thresholds of accountability. 

Moreover, asset values are not constantly monitored and checked at arm‟s length.  

While the efficient market hypothesis might be of relevance to firms operating in the public space 

and for diversified asset traders, it falls short of explaining the behaviour of privately owned and 

operated firms (Ang, 1996). In fact, as foreshadowed in chapter 4 and expounded in chapter 7, 

franchisees are predominantly undiversified (the inefficient investment argument) and are subject 

to the agency malaise of information asymmetry. As discussed previously, it is the presence of 

information asymmetry in franchise arrangements that encourage franchisees and franchisors to 

collaborate for commercial gain. In that light, valuation of franchisee-operated businesses is 

warranted because it signals to a potential buyer of any dormant value in the business, over and 

above the vendor‟s lowest price. In the case of an incoming or outgoing franchisee, that value is 

pegged to the unexpired portion of the franchise grant (inclusive of renewal options) and for the 

franchisor, it is value in perpetuity. This is simply because the franchisee is subject to limited 

contractual rights whilst the franchisor possesses proprietary rights that last forever (unless the 

franchisor itself is subject to contractual restraints as a master-franchisee).  

4.5 Conclusion 

Finance principles, and the efficient market hypothesis have evolved to explain behaviour of firms 

and individuals participating in public traded assets. Whilst they may explain some behaviour, they 

fall short of doing so for all firms. More specifically, the efficient market hypothesis appears to 

have little relevance to privately owned and operated franchises. Moreover, according to 
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Chen, Miao, & Wang (2010, p. 4351) the characteristics of private businesses “… overturn the 

predictions of standard finance theory on firm valuation, financing choices, and agency problems”. 

Nonetheless, over time the value that franchise firms generate ultimately lies in the successful 

implementation and execution of the three operating principles relating to investment, dividend and 

financing. Firm value is evaluated in both present and future contexts. Whereas present value is 

relatively basic to measure, future value is much more complex, as it involves the issue of 

goodwill. However, generation of value alone is not enough to invigorate and perpetuate a 

successful agency relationship. Value must be able to be identified, validated, and measured so that 

the efficiency of the franchise system‟s governance structure can be evaluated. To that end, finance 

theory provides three powerful tenets relating to, (a) the time value of money, (b) risk, and 

(c) information that will be synthesised in developing methodologies to value goodwill. Before 

proceeding with this synthesis, the next chapter directs attention towards an explication of goodwill 

in context of this work.   
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Chapter 5- Goodwill 

Objective: This chapter explores the goodwill enigma and considers its 

treatment in an economic, accounting and legal sense. It defines what it is and 

discusses why it is different in businesses operated by franchisee when 

compared to those operated independently. Special attention is given to issues 

surrounding its valuation and change of ownership events that give rise to its 

identification, quantification, and apportionment. Above all, the need for 

franchisee goodwill valuation is reinforced by the identification of a number of 

important contractual and regulatory triggers that in themselves have triggered 

relational conflict amongst franchisees and their franchisor. 

 

5.1 Introduction 

Franchise models comprise a blend of innovative structures that inevitably create contractual and 

relational complexities, together with property and decision rights issues. As these rights include 

claims on various business assets, we need to know what they are, when do they arise, and why do 

they need to be identified. The identification and entitlement of goodwill in franchising 

arrangements for both franchisor and franchisee in an initial sale/acquisition, or an exit-event (buy-

back, expiry, closure, or termination) or a resale-event (assignment, transfer, or surrender) have 

important economic and legal implications for the sector. This is because Australian franchisors 

typically retain the rights to goodwill
20
, which in turn affects a franchisee‟s return on investment, 

thereby creating dissonance when a franchisee wishes to discontinue the franchise arrangement. 

Whereas goodwill comprises identifiable assets such as trademark, brand name, and patents, this 

dissertation assumes that these types of assets are at best unidentifiable in the hands of the 

franchisee and at worst non-existent because they are owned and controlled by the franchisor.   

5.2 Why identify goodwill? 

In any franchising arrangement, the intentions of both franchisor and franchisee are reflected in an 

agreement that essentially deals with the rights and obligations of each party during the term of the 

commercial relationship and beyond. Whilst these rights and obligations substantively reflect the 

requirements of a hegemonic franchisor, they are also influenced by statutes that deal with stamp 

duty, intellectual property, income, capital gains, goods and services, industry codes, and 

competition and consumer. The need to value goodwill arises from contract and statutes.  

5.2.1. Regulatory triggers 

Firstly, as the case in some Australian states, statutes may trigger a valuation event that compels 

franchisees to ascertain the value of goodwill for such purposes as determining stamp duty on 
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acquiring a franchise contract or in evaluating any benefits arising from the concessional treatment 

or rollover relief from capital gains tax where goodwill can be identified and valued. The workings 

of these statutory influences combined with the marketing and economic goals of the franchisor 

ultimately affect the opportunity afforded to the franchisee to conduct business and maximise 

residual profits. However, the Code has the most impact. It not only prescribes post-contractual 

conduct, but it also deals extensively with conduct prior to entering agreements and obligates 

disclosures that contemplate various goodwill issues. In effect, at the same time of prescribing 

what constitutes a franchise, the Code also excludes arrangements such as partnerships and co-

operatives and in so doing creates the following mandatory disclosure obligations for franchisors 

in relation to risk, return, and goodwill.  

a) Part 2, [Div.2.1, Par.6A(a)]; states in part that the purpose of the disclosure document is to 

assist franchisees in making a reasonably informed decision about the franchise, which gives 

rise to goodwill entitlement and value. This is because one of the key things franchisees need 

to know is the expected return on their investment. In any measure, this must include 

entitlements to income and capital rewards, and the manner in which these will be determined. 

Goodwill in most businesses is a main source of capital gains. 

b) Part 2, [Div.2.2, Par.11 (2) (a) (i) and (ii)]; require the franchisee to obtain independent 

business or financial advice before entering into a franchise agreement. This may create a duty 

for the adviser to advise on the merits of the franchisee-operated business, which may include 

goodwill. 

c) Annexure 1, Par.7.1 (f); requires the franchisor to provide details of intellectual property rights 

to the franchisee, which may affect the market value of the franchisee-operated business. 

d) Annexure 1, [Par.13.3(f), 13.4(b), 13.6(a) and 13.6(b)]; require the franchisor to disclose the 

payments required form the franchisee to begin operations and the formula used to work out 

the payment, which may affect initial and terminal payments for goodwill. 

e) Annexure 1, Par.17C.1(b); requires the franchisor to disclose any exit payments due to the 

franchisee at the end of the franchise agreement and how it is to be calculated. This calls for 

contractual fairness and consistency on the part of the franchisor in making the determination 

as to payment type and value, which may take on the character of goodwill. 

f) Annexure 1, Par.17C.1 (d); requires the franchisor to disclose whether the franchisee has the 

right to dispose the business at the end of the term, which inevitably calls for valuation of both 

proprietary and contractual assets. 
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g) Annexure 1, Par.17C.1 (e); requires the franchisor to disclose how the market value of the 

franchisee-operated business will be calculated on resale-events, thereby creating decisions 

about financial returns and goodwill. 

h) Annexures 1 Para.17C; prescribes certain disclosures for franchisors relating to arrangements 

at the end of franchise agreement, which may affect the market value of the franchisee-

operated business. 

i) Annexures 1, Par.13A; requires the franchisor to disclose whether the franchisee will be 

required to make any unforeseen capital expenditure during the term. This directly affects the 

franchisee‟s return on investment and the market value of the franchisee-operated business. 

5.2.2. Contractual triggers 

Secondly, franchisees and franchisors generally develop a trend of behaviour, which creates 

predictable goodwill identification and valuation stimuli at various stages of the contractual 

relationship. The behaviour of both actors in the relationship reflects not only the workings of an 

economic system, but also that of a dynamic social system, which are both deeply embedded in the 

franchise system itself. The organic interaction of both economic and social systems often 

engenders personal relationships between franchisor and franchisee (Pelton, Stutton, & Lumpkin, 

2002 and Etgar, 1978). In turn, these relationships, if not properly managed, can over the term of 

the franchise grant, generate disputes, conflicts, and irreconcilable differences over such matters as 

territorial encroachment, geographic scope of advertising campaigns, vertical price restraints, and 

the composition of product mix (Grünhagen & Dorsch, 2003) which often instigate a separation 

between the parties. In fact, responding to the Parliamentary Joint Committee on Corporations and 

Financial Services, the Commonwealth Government of Australia identified the need for market 

valuation of a franchisee-operated business at various stages of the franchise relationship by 

measuring “… equity in the value of the business as a going concern” (Commonwealth of 

Australia, 2008, p. 15). To that point, Blut, Backhaus, Heussler, Woisetchlager, Evanschitzky, & 

Ahert (2011, p. 307) drew on U-Curve
21

 theory to argue that franchisees are most likely to exit the 

system during the intermediate stage of routine plagued by “… disillusionment, frustration, or 

cultural shock” and crossroad where franchisees become experienced, believe they can operate 

independently, and question the role and value of the franchisor. In that respect, the life cycle of 

the archetypical franchisee is of much interest in understanding why dissonance occurs. In the 

initial period of building the business, the franchisee has to contend with working capital, staffing, 

customer base, and culture issues. Later into the term, after having built a sustainable customer 

base and steady cash-flow, the franchisee enters a comfort zone, enjoys the success of a mature 
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business, rides on the brand, and develops a fresh lifestyle that is not necessarily complementary to 

the health of the business. The franchisee enters a comfort zone that more often than not generates 

conflict with the franchisor, which Van Tonder & McMullan (2010) describe as the 

maturation/decline stage. Following the comfort zone and subsequent reality checks promoted by 

the franchisor and advisers, the franchisee attempts to refocus on business to fight off competitors 

who have surreptitiously entered the market and now preying on the franchisees lack of market 

commitment. In this competitor awareness zone, it often gets too hard for the franchisee. The 

overall investment proposition is re-evaluated amidst lifestyle changes that are necessary, going 

forward. Most franchisees find it very difficult to manage this transition and elect to exit the 

system. Accordingly, both franchisee and franchisor decide that it is in their mutual the interests to 

sever their contractual ties. These ultimately trigger any one of the valuation events mentioned 

above, which Van Tonder & McMullan (2010) contend is a stage where the “… franchisee is 

usually confronted with the choice (decision) of revitalising (and revamping) the business or 

putting it up for sale”. 

The separation is typically manifested in assignments, buy-backs, expiries, transfers, surrenders, 

closures, and terminations. It is said that such motivations for discord amongst franchisees, are 

explicable by their diminishing perception of the value received from their franchisors over time, 

as found by Grünhagen & Dorsch (2003) in a four-stage analysis of a paper and pencil survey of 

206 fast food franchise owners. These unintended separations create goodwill identification and 

valuation events that are often problematic for all stakeholders in the relationship. To that point, 

Frazer, Weaven, & Bodey (2012) found that the most common causes of disputes were those 

related to system compliance, franchise fees, territorial issues, misrepresentation, and profitability. 

In any case, the ability to value a franchisee-operated business empowers both franchisor and 

franchisee in the validation and measurement of the success of relationship. 

5.3 What is being valued 

By understanding the type of assets being acquired, the rights attached to these assets, the duration 

of these rights and their monetary value at expiry and/or at any time before expiry of the franchise 

agreement, value and entitlement issues relating to goodwill can be adequately addressed. As stated 

earlier, this thesis focuses on goodwill as the total value of future operating cash-flows of the 

business less the opportunity cost of net tangible assets employed in generating these cash-flows. 

Put more generally, goodwill is “… a payment in excess of an established value of a [physical] 

resource” and “...the difference between the market value of the identifiable [physical] assets and 

the sale price” (Parkman, 1998, p. 8). Therefore, by definition according to Cathro (1996) goodwill 

may include imputed values for such assets as trademarks, brand names, patents, and all other 

benefits derived by its governance structure. Changing perspective, Schaeffer & Robins (2008) 
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argue that goodwill should be differentiated between those that are protectable by law, such as 

patents and trademarks and those that are not, such as incentive and marketing systems. These 

authors further argue that unprotected generators of goodwill carry more risk and uncertainty in 

common law, which may militate their relative value. At the end, goodwill is a function of the 

value that claimable intellectual capital adds to the business, (Ramanauskaite & Rudzzioniene, 

2013, Westnes, 2005, and Engstrom, et al., 2003). 

At the limit, given that franchisee‟s businesses tend to have substantively more resources invested 

in goodwill related assets relative to tangible assets, any of the valuation events occurring either at 

a resale-event or at an exit-event must therefore be undertaken within that context. In other words, 

the identification of goodwill generating assets and the potential risks to their revenue producing 

capacity as a going concern and their value in context of identifiable risks must predominate any 

valuation exercise. In a more general sense, Damodaran (2009), Kaplan & Norton (2001) and 

Sullivan & Sullivan (2000) reinforce the value of intangibles
22

 by commenting that there has been 

a shift of management focus away from tangible to intangible assets, in creating sustainable 

competitive advantage. In a similar vein, Sullivan & Sullivan (2000), prompted by a three hundred 

per cent shift in the value of intangibles held by companies, went further to accentuate “… the 

need for methods of calculating the worth of companies whose major assets are intellectual (that 

is, intangible)”. However, compounding the problem of calculating the value of intangible is the 

fact that “… identification of intangible assets is as broad as the mind is creative” (Hitchner, 2003, 

p. 763). 

Adding to these challenges is the view that the franchise agreement is a commercial and legal 

instrument that creates a web of integration, delegation, control, and independence 

(Hadfield, 1990) and one that has mutated into various forms. However, due to bounded 

rationality, most contracts are incomplete (Hart, 1988), and the franchise contract is no different 

(Hadfield, 1990). The incompleteness of contracts means that there are non-contractible elements 

due to difficulties in contemplating in advance all possible future contingencies and measuring 

performance under each contingency (Spencer, 2008, Mathewson & Winter, 1985 and Grossman 

& Hart, 1986). 

In the interest of commerciality, the franchise contract provides for a matrix of rights and 

obligations between consenting parties. Understandably, the intentions of contracting parties 

should be clear and explicit, but nonetheless uncertainty exists since franchise contracts employ 

open-ended terms and discretion (Spencer, 2008). In cases where uncertainty engenders disputes 

between parties, they can refer to the Courts for a determination. Quite often, the job at hand is to 
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ascertain the rights to property that exist by virtue of contract and those out of proprietorship. 

Proprietary rights are infinite and contractually unconditional, whereas contractual rights are finite 

and conditional. More specifically, Blaire & Lafontaine (2005) observed a “… franchise contract 

as a rental contract over an intangible asset”, which Foss (2009) reinforced by stating that 

“… ownership has a concrete meaning in the law: both legislation and jurisprudence distinguish 

the law relating to contract from the law relating to asset ownership”. 

Following an exploratory survey of one hundred companies, Matolcsy, Stokes, & Wells (2002) 

confirmed the views of Kaplan & Norton (2001) regarding intangibles (non-physical assets). They 

identified the top ten types of intangible assets as rated by the respondents to be, brand 

identification, reputation within industry, trained personnel, product quality, management 

practices, patents, management information systems, trade secrets, developing new products, and 

customer service. These assets, much like those considered by (Norton, 1988, Kacker, 1988 and 

Klein & Leffler, 1981) are observed for their ability to generate quasi-rents, and to manage agency 

costs and are often the subject of restrictive covenants imposed on franchisees by franchisors who 

seek to protect the mainstay of the franchise system. Ultimately though, the value of these 

intangibles to the franchisor “… depends critically on the use made of it by the franchisee” 

(Caves & Murphy, 1976, p. 6) in creating sustained value in the franchisee‟s own business, for the 

franchisee‟s own benefit (Mathewson & Winter, 1985). 

5.4 What is goodwill? 

While Matolcsy, Stokes, & Wells (2002) identified 23 types of valuable non-physical assets, this 

list is by no means exhaustive and is likely to vary according to the economic, geographic, and 

demographic profiles of firms. Therefore, to define these assets narrowly in terms of a handful of 

perceived assets of value would be unsound as they form part of goodwill. In the view of 

(Australian Taxation Office , 1995), goodwill may be approached from a legal (taxation), an 

accounting, a quality, attribute, or a discretionary perspective. This discussion however, draws on 

extant legal precedents and literary commentaries on the legal and accounting approaches to 

highlight the idiosyncrasies of franchisee-operated business goodwill. Perhaps the profundity of 

the intangibility of goodwill is better summed up by Caves & Murphy (1976), which goes to the 

core of this discussion. 

“The franchise relationship... involves the sharing between independent firms of an 

intangible asset-customer goodwill and willingness to pay more than its direct cost 

for a good or service embodying the intangible. The value of an intangible asset is 

derived by capitalising its stream of earnings... for independent parties to agree on 

that value in advance they must not only share conjectures on unknown future 
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events but also agree on the terms for defining the franchisee‟s profit (because the 

profit and the value of the intangible in the franchisee‟s business cannot be 

determined residually)”. 

The morphology of goodwill is an area of potential conflict that requires extensive debate from an 

academic, legal, and economic standpoint. In the past, a number of Courts have commented upon 

the difficulty of prescribing a legal definition of goodwill, to the extent that no statutory definition 

exists in Australian law (Tregoning, 2010). This is most obvious in the minority decision of Judge 

Kirby in the 1998 High Court case of Commissioner of Taxation (Australia) v Murry where His 

Honour said, “... almost 100 years ago, the House of Lords in Muller‟s case
23

  declared that 

goodwill was a thing very easy to describe, very difficult to define”. Indeed, these few simple 

words continue to pose an intellectual challenge for many (Cathro, 1996). In a sense, the definition 

of goodwill straddles across the three perspectives of: economics- why it exists?, accounting- how 

to measure it?; and legal- who owns it?. 

5.4.1. The economic perspective 

As Parkman (1998) states, goodwill can only be measured prospectively according to the 

probabilistic future returns of the asset. By extension, an asset without a reasonable probability of 

generating future returns has no goodwill value. However, goodwill exists only in those assets that 

generate revenues in combination with other productive assets. In that sense, goodwill cannot be 

divided or autonomously attributed to discrete assets that form part of a revenue-generating 

organism (Beresford & Moseley, 1983). Whilst revenues are maximised by the efficient allocation 

of resources to individual assets, there is no guarantee that each asset will deliver commensurable 

returns. Despite the possibility of disproportionate returns amongst assets within the organism, 

when calculating goodwill those returns are proportionally and cooperatively represented.    

5.4.2. The accounting perspective 

In Australia, as in the United Kingdom and South Africa, the accountant‟s view of goodwill is 

predicated on a combination of finance and property rights theories, and is encapsulated in various 

accounting standards. The taxonomic essence of goodwill according to these standards relate to 

two broad concepts, that of future benefits and residually quantifiable assets. In context of 

accounting and statutory reporting, future benefits accrue to the firm in the form of the efficiency 

and effectiveness of its business operations (Nethercott & Hanlon, 2002); and more as an added-

value as determined in Murry‟s case supra; and a super profit according to Cathro (1996). While 

there may be a prima facie appreciation for the simplicity of this concept, several complex finance, 

legal and marketing issues arise in arriving at an actual monetary value for this added-value. 
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Conversely, the constitution of residually quantifiable assets is much easier to conceptualise and 

identify. It is everything a business owns or controls, to the exclusion of, assets that are capable of 

being readily identified and recorded (Nethercott & Hanlon, 2002). More specifically, Australian 

accounting standards specify patents, licenses, rights, and copyrights as identifiable intangibles 

that do not form part of a firm‟s goodwill. In short, the accounting approach settles goodwill as 

being the difference between the sum of the values of identifiable assets employed in the business 

and the value of the business as a whole (Tregoning, 2010, Fernandez, 2007, Higson, 1998, 

Parkman, 1998 and Cathro, 1996). Thus, it appears that the accounting rules within the firm, the 

integrity of the recording process, and the type of valuation methodology used significantly 

determine the validity and reliability of any apportionment of the value of a business, between 

goodwill and identifiable tangible and intangible assets. Accordingly, Parkman (1998) argues that 

the accounting perspective concerns itself more about the measurement of goodwill rather than its 

character.  

5.4.3. The legal perspective 

Turning to the legal perspective, Nethercott & Hanlon (2002) correctly point out that there is a 

paucity of uniformity and inconsistency in defining and valuing goodwill. In a legal sense, the 

issue of goodwill arises mainly in assessing stamp duty and in relation to capital gains tax 

(Tregoning, 2010), which has led to the development of three main approaches, namely the 

umbrella asset, the living business and the super profit approaches (Cathro, 1996). 

Notwithstanding the theoretical divergences in these approaches, they all converge on a seminal 

definition of goodwill contained in a locus classicus made in Muller‟s case supra: 

“Goodwill regarded as property has no meaning except in connection with some 

trade, business, or calling. In that connection I understand the word to include 

whatever adds value to a business by reason of situation, name and reputation, 

connection, introduction to old customers, and agreed absence from competition, 

or any of these things, and there may be others which do not occur to me. In this 

wide sense, goodwill is inseparable from the business to which it adds value and, 

in my opinion, exists where the business is carried on” 

On closer analysis of the above definition, it is evident that legal goodwill exists, as a matter of 

course, in any business that manifests the attributes to attract custom (Walpole, 2010, Nethercott 

& Hanlon, 2002 and Slater, 1995). However, when juxtaposed with the accounting view, it 

highlights a point of difference, in that goodwill for accounting purposes inheres in the business, if 

and only if, these attributes actually generate value. Furthermore, the economic notion that the 

goodwill of a business is one whole thing or inseparable from the business and is independent 

from its source is now settled jurisprudence in Australia (Tregoning, 2010). In an income tax case 



 An integrated economic model for the evaluation of franchise systems 

- A synthesis of agency and corporate finance theories 

 

 

64 

 

involving the disposal of a taxi license, the Court ruled that goodwill was an asset legally distinct 

from the taxi license; and is inseparable from the conduct of a business. Consequently, the Court 

concluded that, “… goodwill does not inhere in the identifiable assets of a business and the sale of 

an asset which is a source of goodwill, separate from the business itself, does not involve any 

disposal of goodwill of the business”
24

. The upshot of that decision creates a bigger divide 

between legal and accounting goodwill in that, by definition the inseparability of goodwill from 

the business excludes the accounting approach to assessing goodwill by separating assets that are 

identifiable, from those that are not. The fact that these two mainstream approaches fundamentally 

differ is problematic (Nethercott & Hanlon, 2002) and can lead to goodwill valuations under each 

approach being incommensurable and antithetic. 

5.5 Goodwill in franchising 

Applied to the franchising domain, Murry‟s case means that an asset in the form of a grant of 

license, while it may be the source of goodwill, is legally distinct from the goodwill of the 

business. This raises an important principle that generally distinguishes the standing of franchise 

owners from other forms of business ownerships, on the question of goodwill. A franchise 

agreement merely confers rights of use and ought not to be utilised to confer rights of ownership in 

relation to property, including intellectual property, that itself gives rise to goodwill. On that basis, 

the business and the goodwill of the business ought to belong to the franchisor. This view was 

reinforced by the Federal Court in a case, where goodwill attached to rented premises was awarded 

to the landlord, on eviction of the tenant. As such, there is no compelling reason why a franchise 

agreement should interfere with established legal precedents. On the other hand, whether the 

franchise agreement ought to provide some incentive to existing and prospective franchisees, who 

may invest considerable time and effort in building the customer base of the business, is another 

matter that requires separate consideration by the franchisor. In Australia, franchisee-operated 

business goodwill is generally accepted and specifically mentioned in franchise agreements to 

belong to the franchisor. This is to be contrasted with the prevailing convention in the United 

States of America
25

 where local goodwill belongs to the franchisee. Even though the literature 

does not fully explain this entitlement asymmetry, it seems that the non-recognition of franchisee 

goodwill is a practice founded on the financial and contractual motivations of the franchisor. 

Furthermore, this praxis remains unopposed by Australian Courts. Indeed, whilst international 

jurisdictions of cultural parity such as Australia, Canada, and Europe share the problems 
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 In effect, almost all franchisors control, or at least try to control, all goodwill related to the franchise system or particular franchised 

units. Franchise contracts contain express provisions reserving the goodwill to the franchisor. A recent survey of franchise contracts 

showed that 95 per cent contain clauses in which the franchisor states that it has developed goodwill for the benefit of the franchised 

system, with controls over franchisee behaviour thus necessary to maintain this goodwill (Emerson, 2013) and (Spencer, 2008) 
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associated with franchisee-operated business goodwill entitlement, it appears that some countries 

in Europe are progressively swinging the goodwill pendulum towards franchisees
26

.  

Notwithstanding the above, it can be said that customers, at least in a loose sense, belong to the 

business, which in turn belong to the franchisor. This should not prejudice the franchisee, because 

as long as the franchisee has a right to participate in the system, on any balanced consideration, the 

franchisee is benefited by the system. The system, and all its components, must be protected under 

the franchise agreement for both legal and commercial purposes. There is no room therefore, to 

confer any rights of ownership on the franchisee with regard to any components of the system. 

Consequently, it is difficult to see how the franchisee can separately accumulate any such rights or 

alternatively any material value in goodwill terms. Having said that, except where there has been a 

contractual infraction, the contention that franchisees ought not to have any proprietary rights to 

goodwill, should not attenuate any of their contractual and commercial entitlements to an exit 

payment or to compensation for any unexpired portion of a franchise grant on a resale-event. 

5.6 Franchisees & independent businesses 

Franchisees, as common law agents, are less independent and are different from other forms of 

business because they are created, governed, and terminated by contract; and retain an inherent 

connection to their principal/franchisor for the duration of the franchise term (Sardy & Alon, 2007 

and McCarthy, 2004). At their best, these contracts contain regulatory mechanisms for a franchisor 

to monitor its franchisees, to provide performance incentives, to allocate risk, to manage 

externalities and information asymmetry; and to facilitate entrepreneurship and interdependence 

(Spencer, 2008, Burkle & Posselt, 2008 and Elango & Fried, 1997). Independent businesses 

exhibit a different set of relational, operational, and risk bearing characteristics to those of 

franchisee-operated businesses. The relationship layers are far more direct and less structured. 

These businesses deal direct with the end customer or through intermediaries, with customer 

ownership clearly vesting in the business proprietor. However, like franchisees, independent 

businesses are driven by the maximisation of their own absolute revenue/profits to compensate for 

risk, whereas the franchisor is motivated by marginal revenue/profits (Rubin, 1978). Firstly, the 

goodwill value of a franchisee-operated business is a function of the efforts of the franchisor and 

the franchisee in operating a profitable business. Conversely, goodwill value in an independently 

owned business vests in the efforts of the proprietor alone. Secondly, in independent businesses, 

the value of goodwill in a resale-event is determined between purchaser and vendor, unlike the 

involvement of the franchisor in a franchise transaction, where in some circumstances; the 

franchisor selects the purchaser and sets a floor or ceiling (interferes with equilibrium pricing) for 

a transfer price in order to protect the system (Schaeffer & Ogulnick, 2008). Thirdly, franchisee-
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operated business goodwill value is limited to the term of the franchise grant as compared to the 

indeterminacy of that of an independent business, whereas goodwill exists in perpetuum, subject to 

profitability, site ownership, and control. Fourthly, franchisees only have custodianship over their 

customers unlike independent businesses who enjoy unfettered customer ownership. Lastly, 

putative goodwill in franchises is generally contractually ascribed to the franchisor unlike the 

proprietor of the independent business who owns all of the goodwill attached to the business. 

Given in most instances franchisees are not rewarded for goodwill generated during the term of the 

franchise grant, they would need to be compensated with lower risk and/or higher earnings or 

psychic rewards (higher lifestyle, job satisfaction, and status) to be indifferent to operating an 

independent business. In other words to reach parity in net present values for franchise and 

independent businesses over the same time horizon, discount rates and cash-flows have to be 

optimised. Ultimately, what distinguishes a franchisee-operated business from an independent 

private and public enterprise is its inability to manage risk autonomously and free of restrictions. 

What it does, how it does it, and when it does it, is considerably governed by the franchise 

agreement, therefore by the franchisor. This is problematic because if the franchisee cannot 

manage risk as it sees fit, then there is a greater risk that it will not attain returns as expected. 

Ironically, franchisees voluntarily relinquish control to the franchisor as they have far less 

confidence in themselves than they do in the franchisor (Combs & Ketchen, 2003). Conceptually 

this is contradistinctive to that which would be required of the same person as an independent 

business operator. Essentially the franchise agreement prescribes and proscribes the actions of the 

franchisee during the term and to some extent for some time after. This means, that which the 

franchisee does in the business and for the business must conform to the agreement. Since the 

franchise agreement contains decision and property rights, and bilateral obligations regarding the 

system‟s governance structure, risks of not realising expected outcomes are expected. 

5.7 When does goodwill arise? 

As Tractenberg, Calihan, & Luciano (2004) remarked, the term afforded to franchisees in contract 

is by far the most important provision, and Brickley, Misra, & Van Horn (2006, p. 174) maintain 

that franchisees prefer “… contracts with liberal renewal rights to protect their investment from 

holdup and to provide them an opportunity to earn positive returns”. The term of the initial grant, 

the renewal rights and any unexpired portion of either the initial or the renewed term are factors 

that singularly or conjointly affect goodwill. More specifically, the term of the franchise grant is 

determined by, (a) the initial grant upon entering the franchise, (b) an extended period (usually less 

than twelve months) granted by the franchisor without contractual obligations, (c) a renewal of an 

expired term triggered by contractual obligations, (d) a renewal of an expired term at the 

franchisor‟s discretion and without any contractual obligations, (e) a bilateral agreement between 
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franchisor and franchisee to discontinue prior to the expiry of a term, and (f) a termination of the 

term by the franchisor with or without cause. These events are create  divergent operational and 

contractual issues relating to the term of the franchise grant, the term of leasehold site 

(if controlled by the franchisee), any payment to franchisor on a resale-event; and the franchisor's 

implied or express policy regarding goodwill entitlement. As these issues affect goodwill, they are 

separately considered below for each change of ownership event of acquisitions, assignments, buy-

backs, expiries, transfers, surrenders, closures, and terminations. 

 

Figure 4- Goodwill Valuation Events developed for this thesis 

 

5.7.1. Acquisition  

Acquisition is the initial franchise grant to a franchisee either by a franchisor, a master- franchisee 

or a sub-franchisee. This may take the form of a greenfield business or one previously operated by 

the franchisor. Generally, for such a change of ownership event, franchisee-operated business 

goodwill is subject to, (a) the duration of the first term of the franchise grant and any rights to 

renewal options, (b) the duration of the full first term of the leasehold site (if controlled by the 

franchisee) and any rights to renewal options, and (c) any implied or expressed entitlement to 

some or all goodwill in resale or exit events. 

5.7.2. Assignment 

An assignment occurs when a franchisee assigns the franchise rights for the unexpired license term 

to a prospective franchisee, which has been pre-approved by the franchisor. This event has a 

disadvantage in the sense that the assignee must necessarily (unless otherwise negotiated with the 

franchisor, though unlikely) be restricted to the rights attached to the unexpired license term. 
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Generally, for such a change of ownership event, franchisee-operated business goodwill is subject 

to, (a) the unexpired portion of the current term and the rights to any renewal options, (b) the 

unexpired portion of the current term of the leasehold site (if controlled by the franchisee) and any 

rights to renewal options, and (c) any implied or expressed entitlement to some or all goodwill 

generated from the assignee. 

5.7.3. Transfer 

A simple transfer occurs when a franchisee transfers the rights to the unexpired license term to a 

purchaser pre-approved by the franchisor. A franchisee will generally not favour this option due to 

the lower market value of a partially expired limited term license, which has been heavily 

discounted by the market towards the latter end of a franchise term. All other things being equal, 

prospective purchasers will always pay more for a full term license. Conversely, a conditional 

transfer occurs when a franchisee transfers the rights to the unexpired licensed term to a pre-

approved purchaser, subject to the granting by the franchisor of a fresh full term license to the 

purchaser. A franchisee will favour this option over the previous option because of the increased 

market value of a full term license grant. If the franchisor reissues the license at a premium, the 

minimum amount the franchisee stands to recoup is the initial license fee and, possibly an 

additional performance based reward. Generally, for such a change of ownership event, franchisee-

operated business goodwill is subject to, (a) the unexpired portion of the current term, and the 

rights to any renewal options, (b) the unexpired portion of the current term of the leasehold site 

(if controlled by the franchisee) and any rights to renewal options, and (c) any implied or 

expressed entitlement to some or all goodwill generated from the transferee. 

5.7.4. Surrender 

A surrender and resale contemplates a franchisee voluntarily surrendering its rights to the franchise 

to the franchisor on the condition that, the franchisor grants a full term license to a pre-approved 

purchaser. This option has all the advantages of a conditional transfer without most of the 

disadvantages. The processes involved in a conditional voluntarily surrender can be designed to be 

relatively simple. This appears, prima facie, to be the cleanest, simplest and potentially the least 

costly of the options available to a franchisee who wishes to sell out. Generally, for such a change 

of ownership event, franchisee-operated business goodwill is subject to, (a) the duration of the first 

term of the franchise grant and any rights to renewal options, (b) the unexpired portion of the 

current term of the leasehold site (if controlled by the franchisee) and any rights to renewal 

options, and (c) any implied or expressed entitlement to some or all goodwill generated from the 

end purchaser. 
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5.7.5. Buy-back 

A buy-back occurs when a franchisee voluntarily surrenders to the franchisor in the absence of a 

ready and willing purchaser. In this situation, even though there might not be any contractual 

obligation on the franchisor to buy-back, it is only something the franchisor may do, or ought to 

do, as part of many commercial compromises to protect the brand. This situation regularly occurs 

where the franchisee wishes to exit the franchise before an approved purchaser is found. 

Generally, for such a change of ownership event, franchisee-operated business goodwill is subject 

to, (a) the unexpired portion of current term, (b) the unexpired portion of the current term of the 

leasehold site (if controlled by the franchisee), and (c) the franchisor's express or implied policy 

regarding goodwill entitlement, which may be disguised in the exit fee set by the franchisor. 

5.7.6. Expiry 

In an expiry event there is no unexpired license term component or renewal option, therefore no 

consideration is due by the franchisor to the franchisee. Nevertheless, expiry events may trigger a 

performance reward as in the case of Australia Post (Commonwealth of Australia, 2008) or an exit 

payment tied to a restrictive covenant to the outgoing franchise principal. This approach is 

commonly called upon to manage instances when there is an expiry without exercise of option for 

extended terms, or an expiry of extended franchise term. As there is no term remaining, any exit 

fee entitlement is entirely at the franchisor‟s discretion, unless otherwise specified in the 

agreement. 

5.7.7. Closure 

A closure occurs when a bilateral agreement is reached between franchisor and franchisee to cease 

operations, close the franchisee-operated business, and vacate the premises. Such an agreement 

may be driven by a poor performing site brought about by a change in demographics, town 

planning, or poor site selection at the outset. Generally, for such a change of ownership event, 

franchisee-operated business goodwill is subject to the unexpired portion of the current term, and 

the rights to any renewal options. In a closure there is no value attributed to leasehold, as the site is 

deemed unviable for the business. Any compensation fee is entirely at the franchisor‟s discretion, 

unless otherwise specified in the agreement.  

5.7.8. Termination 

In most franchise agreements, the franchisee accepts that proper and lawful termination does not 

confer on the franchisee any right to payment of compensation. This does not necessarily mean 

that compensation will not be paid to the franchisee, In fact, it highlights that each case needs to be 

considered on its own facts. To that point, Micklich, Lynch, & Festin (2013) argue that valuation 
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of the franchisee-operated business is necessary step in settling damages in wrongful termination 

cases. Generally, there are two types of termination, without cause and with cause, the latter 

occurring with relatively less frequency. From a best practice point of view, many franchisors 

generate an internal policy document that outlines special circumstances, including compassionate 

grounds, under which a franchisee may receive limited compensation, notwithstanding a 

termination with cause. Conversely, termination pursuant to a breach of a specific clause in the 

franchise agreement, as a rule carries no compensation. Suffice to say, where all parties to the 

agreement wish to terminate to facilitate a buy-back arrangement, or pursuant to a surrender and 

resale agreement, or for other reasons that are mutually agreeable; a primary issue will be the 

appropriate level of compensation, such as an exit payment. On the other hand, compensation 

issues may be a source of particular concern where a franchisor is eager to terminate, but the 

franchisee is either reluctant or willing but not eager to terminate. Generally, for such a change of 

ownership event, franchisee-operated business goodwill is subject to, (a) the unexpired portion of 

current term, (b) the unexpired portion of the current term of the leasehold site (if controlled by the 

franchisee), and (c) the franchisor's express or implied policy regarding goodwill entitlement, with 

regard to 'with or without cause' terminations. 

5.8 Conclusion 

Goodwill is an enigmatic concept. The fact that franchisee-operated businesses are in themselves 

complex structures hinders a clear conceptualisation of their goodwill. The complexity arises from 

the agency relationship and the manner in which that relationship is represented in contract. Unlike 

independent businesses, franchises operate within a community of co-dependence. Their welfare is 

continually influenced by the actions of other franchisees in the system and those of the franchisor, 

thereby ultimately affecting the goodwill of their respective businesses. Even though goodwill can 

be differentiated from an accounting, legal and economic perspective, there is commonality of 

approach in that goodwill is an important business asset and cannot be discretely identified. Given 

that it is a residual value, calculated by the difference between the sum of the values of physical 

assets employed in the business and the value of the business as a whole, its value can vary 

according to the type, size, and prospects of the business and the contractual, relational, and 

regulatory events that trigger its valuation. In particular, a change of ownership events such as an 

acquisition, an assignment, a transfer, a buy-back, an expiry, a closure, and a termination need to 

be treated differently when a valuation takes place. Despite being acknowledged by many 

influential bodies, including the Australian Commonwealth Government, goodwill related 

problems in franchising remain largely unresolved.  
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Chapter 6- Valuation methodologies 

Objective: This chapter evaluates extant methodologies for the valuation of a 

private firm. Attention is directed at the difference in approach required to 

value equity in the firm as opposed to the firm itself and the implications of 

diversified and undiversified buyers and sellers acting in the valuation process. 

In particular, the dominance of discounted cash-flow models in valuation 

practice is explored and the composition of risk premiums and betas discussed 

to advance a framework for the valuation of franchisee-operated business 

goodwill. 

 

 

6.1 Introduction 

As stated earlier, this thesis focuses on valuing goodwill in franchisee-operated businesses, which 

is calculated by the total value of future operating cash-flows of the business less the opportunity 

cost of net tangible assets employed in generating these cash-flows. By extension, the definition of 

goodwill according to Cathro (1996) may include imputed values for such assets as trademarks, 

brand names, patents, and all other benefits derived by its governance structure. As such, valid 

valuation methodologies must have the sophistication to calculate goodwill in that broader sense 

and must include the three previously identified arguments of finance theory, namely the value of 

money, information, and risk discussed in chapter 4. Above all these methodologies must 

recognise that “… valuing franchises is inherently different from valuing other types of 

businesses” (Micklich, Lynch, & Festin, 2013, p. 2). 

6.2 The meaning of value 

The financial valuation process of most businesses rests on three structural pillars, namely the 

identification and valuation of operating and non-operating assets, the future earning power of 

these assets and the calculation of a discount rate (Koller, Goedhart, & Wessels, 2010). With 

regard to both asset classes, there is a corresponding need to determine individual assets within 

each class that will positively add to earnings as a going concern and those that will not. This 

process then allows assets with earnings power to be capitalised (where cash-flows or net income 

are divided by an applicable rate) or discounted and those without, to be valued at net realisable 

value. Indeed, the value of any asset is a function of the cash-flows generated by that asset, their 

expected growth and the riskiness associated with their realisation (Luehrman, 1997 and 

Damodaran, 2001). Therefore, in valuing goodwill, the challenge is to arrive at an appropriate 

methodology to determine the value of physical assets with earning power, and the value of the 

business as a whole. However, this challenge cannot be undertaken without first establishing the 
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meaning of value, as “… relying on the wrong standard of value can result in a very different value 

and, in a dispute setting, the possible dismissal of the value altogether” (Hitchner, 2003, p. 3). 

In valuation models, the conception of value is contextually dependent. However, its worth is 

always measured in monetary terms. More specifically, when valuing franchisee-operated business 

goodwill, which concept of value is the most relevant? Is it, (a) the value to the market, (b) the 

natural value, (c) the value to the franchisor, (d) the fair value, (e) the value to the franchisee, or 

(f) the true value? While this question cannot be unequivocally resolved, a divergent valuation 

result would certainly arise from differing characterisation of value in a valuation exercise. 

Accordingly, the following definitions of value (in context of franchisee-operated business 

goodwill) are considered for the purposes of this thesis. Firstly, (a) the value to the market is given 

as the purchasing power of the asset in an open and competitive market either in conjunction with, 

or in operating independently of other assets. It is adjusted for flawed structural characteristics 

such as control, tradability, and contractual impairments. Contradistinctively, (b) the natural 

value
27

 mirrors the characteristics of the market value without any adjustments for structural 

characteristics and assumes a frictionless marketplace. This is to be distinguished with, (c) the 

value to the franchisor that is more likely to be reflected by its potential worth to other franchisees 

within the system and the immediate buyer pool of prospective franchisees rather than random 

participants in the market at large. Its purchasing power does not extend as far and as wide as the 

market value. On a different level, the convention of, (d) fair value stems from the likely 

consideration required to compensate an outgoing franchisee, or justify the acquisition by a 

newcomer, for the underlying goodwill value of the franchisee-operated business. This assumes 

that the transaction involves a willing, but not anxious purchaser, and a willing, but not anxious 

vendor, as informed parties acting at arm‟s length and under no compulsion to act, in an open and 

unrestricted market.  

In that sense, it is similar to market value, except that fair value presupposes a synergy to optimise 

an outcome on the part of all parties, which therefore negates the need to discount the valuation for 

flawed structural characteristics. At the polar opposite, (e) value to the franchisee is personal and 

circumstantial. It may not be market driven but influenced more by psychic and emotional stimuli. 

It is pegged to a privately conceived level of expected return on intellectual, physical, and financial 

capital invested. Lastly, (f) the true value
28

 is that which a rational and fully informed franchisee 

ought to accept as a minimum return on investment and that which a rational and fully informed 

franchisor ought to accept as a fair indication of consideration required to compensate an outgoing 

franchisee, or justify the acquisition by a newcomer. It is a theoretical economic value calculated 

independently of the market. It presupposes a preparedness of information sharing between 
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franchisor and franchisee, and a higher level of information availability, completeness, and access 

than contemplated by the other value concepts. Given that this thesis aims to synthesise agency 

and finance theories in valuing franchisee-operated business goodwill, true value qualifies as the 

most appropriate construct for the development a valuation model. 

As indicated above, the value of an operating asset, such as a franchise is measured in monetary 

terms and its monetary worth is determined by its net cash-flows (excess cash inflows over 

outflows) not only its profits (excess revenues over expenses). In fact, there appears to be 

concordance amongst finance academics and practitioners that a business cannot subsist without 

positive cash-flows but may without profits, at least for a short while (Pearson Education, 2014). 

Notwithstanding the size, the industry, or the maturity of the business, it is doomed to fail without 

adequate cash-flows. This innate appetite for cash and a proclivity to prefer present rather future 

consumption by franchisees mean that the time value of cash is critical to any valuation exercise. 

To that end, discounted cash-flow (DCF) models feature in most valuation methodologies with 

“… literally thousands of discounted cash-flow models in existence” (Damodaran, 2012b, p. 12) 

which “… continue to deliver the best results” (Koller, Goedhart, & Wessels, 2010, p. 322), and is 

“… the heart of most corporate capital-budgeting systems” (Luehrman, 1998 , p. 51). 

6.3 Mainstream methodologies 

Notwithstanding the available knowledge, a great number of businesses continue to be priced 

according to „quick and dirty‟ methods such as , the rule-of-thumb or industry averages or multiple 

or some other method that in no way reflects the true worth of the business, when properly valued 

by financial and econometric models. In saying that, it is important to distinguish price, that is, the 

consideration agreed between purchaser and vendor for the conveyance of the business and value 

being the worth of the business to the buyer as measured by such purchaser perceptions as 

economies of scale, economies of scope and strategic value (Fernandez, 2007). The literature 

abounds in different valuation methodologies that have evolved to meet different objectives. With 

over 60 different approaches on offer, Ramanauskaite & Rudzioniene (2013, p.84) drew on 15 

research papers to summarise their fundamental approaches, under four rubrics which are 

reproduced below.  

1. Market Capitalization Methods – MCM is based on the calculation of the difference between 

the market value of an enterprise and its assets, which is equalled to the value of intellectual 

capital. These methods are hard to apply in non-profit entities or enterprises of the public 

sector (e.g., market to book values, Tobin‟s q, Investor„s assigned market value, etc.) 

2. Return on Assets Methods – ROA is based on pre-tax average income versus average capital 

unit calculation. Afterwards, the obtained result is compared with the average value of the 
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industry branch, and the result is treated as the average of return on intellectual capital. Part 

of these methods are based on discounted cash flow calculation and do not avoid some errors 

(e.g., CIV, EVA, VAIC, Knowledge capital earning, etc.) 

3. Direct Intellectual Capital Methods – DIC is based on evaluation of intellectual capital in 

monetary units by identifying the specific components or elements (e.g., Technology broker–IC 

audit, Total value creation, The value explorer, Citation-weighted patents, Accounting for the 

future, etc.) 

4. Scorecard Methods- SC is based on identification of various components of intellectual capital 

and attribution of specific indicators or indices to measure these components. The difference 

from the first type lies in the fact that this type does not seek evaluation in monetary units (e.g., 

Skandia navigator, IC index, Intangible assets monitor, etc.) 

While the above classification provides an excellent generalisation of extant models, for the 

present, attention is directed at several mainstream methods of valuing business goodwill that have 

emerged as influential and fit for purpose. They are the (a) multiple/classic method, (b) the super-

profit method, and (c) the annuity method. 

Let‟s begin with (a) the relative valuation or earnings multiple/classic method which values 

goodwill by multiplying the most recent or average net income of the target firm or its net cash-

flows by a multiple that is representative of the industry‟s average. It is normally used when a 

business is expected to trade profitably in the future and where profits are sufficient to support a 

valuation in excess of the net assets of the business. It is predicated on supply and demand forces 

being the dominative determinant of value in so far that it requires a multiple based on the overall 

performance of, or the comparable sales within the industry. In a different way, (b) the super-profit 

or the abbreviated goodwill income or capitalisation of earnings method determines goodwill in 

two ways. The simple version arrives at a value for goodwill by calculating a super-profit, being 

the present value of the company‟s net assets (at net book value). Under this approach, the 

company‟s asset values are discounted at a risk free rate for a period of five to eight years. The 

discounted value is then reduced by the company‟s net income for the most recent year or that 

which is forecasted for the year ahead to arrive at goodwill. In contrast, the complex version 

calculates the realisable value of the company assets rather than relying solely on the book value 

of its net assets to establish goodwill. Both multiple/classic and the super-profit methods are 

intrinsically susceptible to extrinsic factors that are subject to bias, in that the multiple/classic 

method relies on a „valuation multiple‟ and the super-profit method requires a „depreciation rate‟ 

equally based on a reified industry average. Fundamentally, unlike the super-profit and annuity 

methods “… which is a search for intrinsic value, relative valuation relies much more on the 

market being right” (Damodaran, 2012b, p. 18). Lastly, (c) the annuity method, Anglo Saxon or 

indirect method, calculates a super-profit as described above and then computes goodwill by 
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converting that value into an annuity, at a risk-adjusted rate such as that for fixed income 

securities. 

Central to the super-profit and annuity methods is the need to determine an appropriate range of 

discount rates or capitalisation rates, net asset values and income/cash-flow values, which 

unavoidably involves a consideration of several cross-sectional factors. Indeed, despite the vast 

body of work contained in the literature about discount rates, it remains one of the most contested 

and problematic issues in asset valuations. The issue of discount rates retain intellectual currency 

because in most valuation models, they are typically composed by combining a risk free rate, a 

beta factor and a risk premium (Damodaran, 2012a and Ross, Westerfield, & Jaffe, 2005). As 

explained below, beta factors and risk premiums cannot be homogenised across all businesses and 

require customisation.  

6.4 Discount rate 

The confluence of inflation and the preference for present rather than future consumption 

(Damodaran, 2001), mean that a dollar today is worth more than one tomorrow (Ross, Westerfield, 

& Jaffe, 2005). In investment term, the investor has a choice, either to invest in a business or 

elsewhere to earn a return, and the required rate of return together with the preparedness to take on 

risk, make up the discount rate. As Markowitz (1991) aptly observed, if investments were devoid 

of uncertainties, there would be no risk, which will in turn steer the rational investor towards an 

investment with the highest return. In that context, it logically follows that franchises yielding the 

same level of cash-flows would be valued the same, thereby creating real investment indifference 

between any of them, or any combination of them. Moreover, discount rates are notoriously case 

sensitive, requiring adjustment and customisation, to accord with that which is being discounted 

and for a specific purpose. In other words, the valuation event and the equitable interest being 

acquired (acquisition of the entire firm or part thereof) must be known at the outset. In the case of 

an equity valuation, the discount rate reflects the cost of equity. Ultimately, in valuing the 

franchisee-operated businesses a whole, rather than an equity interest in the business (since 

franchises are mostly owned by a single equity holder), the discount rate must reflect the initial 

and ongoing cost of financing that business. Given that franchisees typically rely on a mixture of 

debt and equity as a source of capital, by design the discount rate must include the weighted costs 

associated with each source.  

6.4.1. Cost of equity 

In most valuation models for privately held firms, the cost of equity is used as the discount rate, 

which is typically composed by combining a risk free rate, a beta factor, and a risk premium 

(Damodaran, 2012a and Ross, Westerfield, & Jaffe, 2005). The conformation of an appropriate 
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beta and a risk premium is generally accepted to be fundamentally the most challenging aspect of 

calculating a discount rate. Together with other valuation inputs, it depends on the type of investor 

seeking the valuation, and on whether the valuation is required for an acquisition, or a resale event 

or an exit event. Whilst the risk free rate is often simply linked to treasury bonds or such other 

riskless securities, a beta factor is far more complex to generate. In context of a discount rate, it 

measures the risks, which cannot be neutralised by investing in more than one asset that are added 

to a diversified portfolio of assets. Risk premiums on the other hand reflect the extra return that 

investors expect for not investing in a riskless investment but rather in one with risk, to wit a 

franchisee-operated business. The extra return sought is a function of the franchisee‟s risk 

averseness and represents a measure of the perceived risk in the investment (Damodaran, 2001). In 

fact, for the franchisee, the motivation for investing in a franchisee-operated business will 

materially influence any appetite for risk and extra return (a risk premium). For example, it can be 

said that the franchisee who regards a franchise investment as „a replacement of a salary package‟ 

or „buying a job‟, is less likely to demand a high premium as compared to one who invests with the 

express purpose of maximising return on investment (combination of income and capital growth). 

Later in chapter 11, an integrated risk model is proposed for the calculation of beta and risk 

premium for inclusion in the cost of equity.     

6.4.2. Cost of capital 

The cost of capital for a privately held firm, such as a franchisee-operated business is not a difficult 

process once the cost of equity is known. For the typical franchisee-operated business, fund raising 

can only take place by dealing with equity or/and debt. By definition, the cost of capital is an 

amalgam of the cost of both debt and equity and calculated by the weighted average cost of each 

source. Whereas the cost of equity signals “… the riskiness of equity investors in the firm”, the cost 

of debt is “… a function of the default risk of the firm” (Damodaran, 2012b, p. 211). Not 

surprisingly the default risk (the risk that the business will not honour its debts when they fall due) 

of a privately held franchisee-operated business is not a readily available metric. In the case of 

most publicly listed firms, their debts are independently rated and a default spread calculated. 

However, surrogate measures of default risk may be used for franchisees, such as the spread on the 

recent borrowing history or by estimating a synthetic rating. According to Damodaran (2012b) the 

estimation process begins by calculating the interest coverage ratio for the firm. The ratio is then 

referenced to that of comparable firms listed on a rating agency‟s interest coverage ratios and 

ratings list (such as the one published by Standard & Poors) to determine the default spread. The 

spread is then added to a risk-free rate to arrive at the cost of debt (Steiger, 2008). 
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6.5 Conclusion 

The meaning of value plays a critical role in the design of valuation methodologies. Indeed, the 

theoretical foundations vary according to each perspective of value to the market, natural value, 

value to the franchisor, fair value, value to the franchisee, or true value the vary. Invariably this 

also yields a different valuation result. Several theories and methodologies have evolved in the 

literature and in professional practice to value goodwill in businesses. While some of these models 

deliberately differentiate themselves at a theoretical and practical level, their foci have been on the 

valuation of independently operated businesses. Unfortunately, mainstream valuation models such 

as the multiple/classic method, the super-profit method, and the annuity method fall short on what 

is required to value franchisee-operated business goodwill according to the true value concept. The 

adoption of the true value concept in valuing franchises requires key considerations not present in 

prevailing models. These considerations contemplate a rational and fully informed franchisee and 

franchisor, and their interaction in the valuation process independent of the market, but with 

reliance on agency and finance theories. Whereas prevailing models pay little attention to agency 

costs, they all converge on the importance of the time value of money and the role of discount rates 

in measuring it.  
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Chapter 7- Risks in franchising 

Objective: This chapter introduces the concept of risk and discusses its 

implications in valuing franchisee-operated businesses. In the process, risk is 

defined and identified to enable the calculation of a risk premium for 

franchisees later in chapter 11. It is proposed that risks in franchising are 

multi-layered and hierarchical. Consequently, this relationship is represented 

in a Franchise Risk Ecology (FRE) developed as a critical component of this 

thesis. Discussions about the FRE are aimed as background information for 

discussions and conceptualisation of the Franchise Risk Imputation Model 

(FRIM).  

 

7.1 Introduction 

As stated by Alchian (1965, p. 128), in every society there exists “… conflicts of interest among 

the members of that society” that must be resolved. He further argued that the process for 

resolving, not eliminating, conflict is by competition. Often, these conflicts arise from divergences 

in goal alignment, which in a competitive setting create risks. In franchising, these risks are multi-

layered and hierarchical. Franchisors deliberately invest valuable resources to create a system 

whereby risks can be efficiently diffused across structured layers of franchise arrangements that 

typically take the form of, master, sub, and area franchises. Franchisees view each franchise 

opportunity as a product being supplied by the franchisor comprising a number of risk 

characteristics (that are similar but not substitutes) that compete with other goods. Some products 

(franchises) may compete with other offers within the same franchise system or with offers within 

or external to the same industry. Franchisees evaluate their consumption of these products 

according to their biographical characteristics, entrepreneurial capabilities; personal and economic 

motivations, industry preferences and risk profile (Levesque & Minniti, 2006). 

Existing as an economic enterprise the franchisor participates in the supply and demand 

environment to sell its product. In that environment, it encounters risks of various types that affect 

its ability to generate revenues. In order to defray and mitigate those risks, the franchisor 

discriminately identifies risks that can be diversified which are then commoditised in a franchise 

agreement together with incentives to encourage franchisees to take on those risks. The supply of 

this product that is, the franchise agreement attracts buyers of differing risk profiles and utility 

functions from the market place. In its purest form, buyers of this license, namely franchisees 

contractually acquire from the franchisor a claim on its property rights, which principally 

comprises intellectually property. This simple collaborative exchange allows each party to 

specialise in demarcated functions in the revenue generation process. Franchisors specialise in 

ownership and franchisees specialise in custodianship. Framed in an agency theoretic context, the 

principal does not only determine the work, but also prescribes the manner in which the agent 
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should perform and superintend that work, (Garg, Rasheed, & Priem, 2005, Carney & Gedajlovic, 

1991 and Eisenhardt, 1989) together with the incentives for efficient performance of the work. 

Such a deliberate separation of functional responsibilities promotes specialisation by each party 

and allows risks inherent in property rights (held by the franchisor) to be diffused by way of 

commercial and contractual instruments. Specialisation according to Alchian (1965, p. 140) 

engenders two derivative implications namely, “(1) concentration of rewards and costs more 

directly on each person responsible for them, and, (2) comparative advantage effects of specialised 

applications of, (a) knowledge in control, and (b) of risk bearing”.  

To that end, franchisors substantively focus on managing intellectual property (Sanli 

& Kurtz, 2006) which Barney (1991) expands to include physical capital such as physical assets, 

location, and trade name; human capital such as training, experience, and judgement; and 

organisational capital such as formal reporting systems and coordinating mechanisms, namely the 

governance structure. Conversely, franchisees are empowered by the franchisor to generate 

revenue from the use of an anthology of intellectually property and a governance structure that 

continuously mutates and evolves. This is effected by way of a regimented and finite license. 

7.2 Franchise risk ecology 

As mentioned earlier, risks in franchising are multi-layered and hierarchical. Of importance is the 

determination of the layer/s of risk that could and those that could not affect the franchisee‟s 

“… cash-flow to such an extent that it would change management‟s future directions” 

(Koller, Goedhart, & Wessels, 2010, p. 671). In corporate finance, risks that are strongly correlated 

with an event or activity that is beyond management‟s control are referred to as non-diversifiable 

risks and those that are not correlated are diversifiable. Since risks and returns are positively 

correlated, both risk types are important to the valuation process. To expand this discussion, this 

thesis identifies five risk levels within the franchise risk ecology that comprise market, franchisor, 

system, industry, and endogenous risks. These risks are intrinsically correlated and exhibit 

differing levels of diversifiability as indicated in Fig.5. 
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Figure 5- Franchise Risk Ecology developed for this thesis 

 

At the lowermost of the franchise risk ecology (FRE) diagram, much like the franchisor‟s 

governance structure, endogenous risks arise out of acculturation, organisation, communication, 

and incentive forces within the business
29

. Industry risks exude from the sector in which the 

franchise system operates. They include such risks like technological, regulatory, industrial 

relations, and product life-cycle relating to all franchisors and franchisees in that industry. System 

risks or pluralistic risks consist of risks emitted by franchisees, company-owned businesses and the 

franchisor of an organic system in areas such as compliance, litigation, contractual and 

encroachment. Franchisor risks are those associated with the franchisor as a commercial enterprise 

such as brand, management, economic and financial; and supply chain. Lastly, at the uppermost of 

the FRE, market wide risks affect all market participants in similar ways and are typically 

generated by international, political, statutory, and macro-economic forces. However, the 

franchisor being relatively more diversified that its franchisees can diversify some non-market 

specific risk. In contrast, their franchisees take on many more layers of non-diversifiable risks 

when investing in a franchisee-operated business (the larger the risk circle, the less likely the risk 

can be diversified). Moreover as complex organisms, the effectiveness of governance structures is 

influenced by endogenous and exogenous forces existing in pluralistic franchise systems, the 

                                                      
29

 These forces are discussed in detail in chapter 9 
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industry, the market, as well as the franchisor‟s and the franchisee‟s business. These forces equate 

to risk, for which franchisors and franchisees require compensation.  

7.2.1. Risk compensation 

Rubin, 1978 (p. 225) challenges this concept of risk, independence, and ownership separation by 

contending that “… the definition of the franchise as a separate firm, rather than as part of the 

franchisor is a legal and not an economic distinction... a franchisee is closer to being an employee 

of the franchisor than to being an independent entrepreneur”. His claim is made in context of the 

relational and contractual arrangements that govern proprietorship and control, which according to 

Hadfield (1990, p. 932) operate on a continuum, where “… franchising relationships 

characteristically lie in the intermediate range between employment and independent contracting”. 

A point reinforced by Cochet & Garg (2008) and Combs & Ketchen (2003) is that franchisors give 

up considerable autonomy over their outlets in exchange for economic rents. More broadly stated, 

the consideration for this exchange is only sustainable when franchisors are able to efficiently 

devise and implement a business model to access scarce resources (Oxenfeldt & Kelly, 1969) such 

as capital, knowledge, and management. In so doing, risks can be efficiently shifted to franchisees, 

as found by Burkle & Posselt (2008), and which according to Minkler (1992) is reflected in a 

business model where franchisees „absorb‟ and hence abate much of the risk associated with the 

franchisor business. In that instance, the contractual allocation of ownership and control, then 

raises thorny matters of decision rights and asset ownership, namely as to what is owned, who 

owns it and what it is worth?  

By extension, the concentration of rewards and costs also means a concentration of risks when 

generating these rewards. In such a context, risks are measured by nominal costs (capital upfront 

and ongoing- required in procuring the reward) and opportunity costs (rewards forgone by 

investing capital in the business). Both franchisor and franchisee encounter the risk dilemma, as 

risk within any given context can generate rewards either above or under the ex-ante return. 

Therefore, the vesting of specialisation of ownership in the franchisor and custodianship in the 

franchisee means that each party deals with a divergent bundle of risks, which may also 

characteristically differ. More precisely, comparative advantage that arises from doing something 

relatively better than another is borne out of knowledge and control of that knowledge, which 

ultimately attenuates the risk burden. In all cases, the rational and risk averse investor requires 

compensation for those risks. 

As discussed above, the franchise contract is the risky asset being acquired by the franchisee. The 

risk bearing functions of the franchisee and their ability to diversify risk at each level of the FRE 

are dictated by the prescriptive and proscriptive contractual conditions under which sustainable 

earnings can be generated. Franchise agreements often include conditions, such as a right of veto 
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by the franchisor in a sale event, a first right of refusal to the franchisor at a nominal fee in the 

event that the franchisee wishes to exit the system as in Video Ezy (Gunasekara & Sims, 2007), a 

restriction on the franchisee regarding investments outside of the franchise system as in the 

Cheesecake Shop (Buchan, 2012), prescriptive debt to equity ratios as required by McDonald‟s 

and Subway (De Jong, Jiang, & Verwijmeren, 2011), and restricted ownership of the franchisee-

operated business. Above all, due to resource constraints franchisees are known to invest all of 

their wealth in the one business (Frazer & Perry, 1998). Consequently, they predictably cannot 

diversify their business interests to reduce or alienate most risks.  

7.2.2. Nature of risks 

Risk in a general sense is the danger or hazard associated with action or inaction. For a risk to exist 

there must be exposure, expectation, and uncertainty. It is viewed purely as the price payable for 

participating in the unknown. Whilst the price may be high or low relative to expectation, 

nonetheless a price always exists. However, according to (Damodaran, 2012a, Goetzmann & 

Ibbotson, 2006 and Kocherlakota, 1996) risk in corporate finance is generally presented as the 

likelihood that the actual returns from an investment will diverge from the returns initially 

expected by the investor. This divergence may yield returns that are either desirable being a 

reward for upside risk or undesirable to the investor reflecting the downside risk. Since the success 

of a commercial enterprise is powered by its ability to generate regular positive cash-flows and 

given that these cash-flows are subject to a myriad of internal and external forces, it seems fitting 

to measure risk of success or failure by the variability of these cash-flows. In fact, the theoretical 

footing for this widely accepted practice in capital budgeting and asset pricing exercises was set 

down by Markowitz (1991) and Tobin (1958) when they argued that the risk of an asset is 

measured by the standard deviation of its returns. Notwithstanding the popular use of this measure 

of risk, Sortino & Satchell (2001, p.123) maintain that “using standard deviation of return as a 

stand-alone measure of investment risk can lead to… (a) intuitively reasonable results when the 

means are equal, or close to equal, (b) rankings of investment risks which are sometimes the 

reverse of investors‟ intuitive rankings; and (c) equal numerical risk rankings for investments 

which have very different levels of intuitive risk”. Because the standard deviation of an asset 

reflects both upside and downside risk, the accepted corporate finance approach to measuring risk 

does not differentiate between these two types of risk. Contextually stated, for the franchisee, risk 

is the investment hazard of not realising an expected stream of stochastic cash-flows over the 

known term of the franchise grant. In that sense risk is relative to the expectation, is not absolute 

and comprises both downside and upside risk as long as there is exposure and uncertainty. Within 

the simplicity of this definition, lie several complex issues that cannot be comprehensively and 

unequivocally resolved (Goetzmann & Ibbotson, 2006).  
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Broadly, the probability of failure of the franchisee‟s business depends not only on its own 

operating and financial performance, but also on that of the franchisor; which is ultimately 

manifested in the quality and quantity of residual cash-flows generated by its governance structure. 

Indeed, given that businesses are valued prospectively, cash-flows to the valuations have to be 

estimated temporally and stochastically, in context of any real and contingent risks. As it stands, 

extant methodologies for identifying and quantifying those risks do not equate to an exact science, 

as there is no universally settled definition of risk (Mitchell, 2011, Ross, Westerfield, & Jaffe, 

2005 and Sortino & Satchell 2001). As such, risk for the purposes of this study is that which is 

defined by corporate finance and outlined above. However, it is difficult to conceive a risk model 

without considering  firstly the knowledge of the horizon over which cash-flows are expected; 

secondly the type, timing and size of these cash-flows; thirdly the likelihood that these expected 

cash-flows will vary; and most importantly how much less should franchisees pay for these cash-

flows given the risk.  

7.2.3. Cash-flows in franchising 

In structuring a franchise contract, great effort is directed at the efficient and effective allocation of 

economic rents (cash-flows) between franchisor and franchisee. This exercise is driven by 

financial and marketing imperatives that often diverge, but must nonetheless be reconciled, so that 

high quality franchisees can be attracted to and retained in the system. Moreover, Seid (2011, p. 1) 

observed that, “… fees often are set simply to ensure they are competitive with other franchisors, 

rather than set at financially justifiable rates to ensure profitability for both the franchisee and the 

franchisor”. Far from being an exact science, prescriptive research has attempted to develop 

mathematical models to objectively allocate these rents, leading Elango & Fried (1997, p. 73) to 

conclude that, “… royalty payments are a better option than initial fees [bonding fee] or tie in 

sales, as they motivate franchisors to act in the best interest of the franchise system”. Likewise, 

Lafontaine (1992) found that franchisors incorporated royalties in their revenue model in an 

attempt to minimise goal asymmetry and double-sided moral hazard. In a different way, Rubin 

(1978) argued that a franchisor would have the propensity to generate most of its economic rents 

through bonding fees
30

 relative to ongoing fees where its business model allows its franchisees to 

enjoy high managerial latitude. Indeed, it appears that Pareto efficiency
31

 in allocating economic 

rents in franchise structures is not so easily achieved by algorithmic approaches alone.  

                                                      
30

 In this thesis, bonding fee is a term coined for this thesis and used interchangeably to refer to a fee payable by the franchisee to the 

franchisor at the commencement of the franchise relationship in part or full consideration of the franchise grant that is designed to bond 

the franchisee to the system. This bonding process is achieved by ensuring the franchisee has „skin in the game‟ and is psychologically 

committed to having bought an asset that needs to be protected and fertilised 
31

 Resource allocation theory developed by Vilfredo Pareto (Sociologist & Economist) proposes equilibrium where resources cannot be 

further allocated without benefiting one agent at the expense of another 
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As established earlier, franchisees traditionally enjoy residual profits after paying the franchisor a 

battery of franchise fees such as bonding fees, ongoing fees, renewal fees and transfer fees. Whilst 

a high majority of franchisors require a standard type of bonding fee (Frazer & Perry, 1998), 

ongoing fees are much more diverse in form and content. So much so that many franchise 

contracts reserve the right to vary these fees indirectly through operation manuals and other 

collateral documentation (Spencer, 2008). Given that ongoing fees generally do not directly or 

indirectly relate to the provision of any contracted services by the franchisor (Baucus, Baucus, 

& Human, 1993), the franchisee‟s residual profits can be at risk of dilution over the term of the 

franchise grant, thereby being inimical to goodwill value. It is therefore essential to evaluate the 

type of fees levied on franchisees to determine how they are calculated, how much is payable, 

when they are paid, and whether the basis (amount and timing) is fixed in contract or variable 

through other collateral documents. As common in most systems and represented in Fig.6, fees 

take on the character of revenue or expense recovery, see Appendix H. Revenue type fees 

normally comprise franchise fees and royalties and expense recovery types can be anything from 

IT help desk fee to merchandising fees, which franchisors either charge out to franchisees at cost 

or at a mark-up, particularly where favourable volume pricing have been negotiated and realised.  

 

Figure 6- Franchise Fees Structure developed for this thesis 

7.2.4. Risk analysis 

Risk analysis requires knowledge of the timing and the timeframe of cash-flows. In franchise 

arrangements, the timeframe is determined by the term of the franchise grant and the timing 

depends on the type of fees specified in the franchise agreement. The more frequent cash-flows 

occur over the longest period in the future, ceteris paribus, the higher the risk. The duration of 

cash-flows depends on the fertility of the income producing asset and its useful life expectancy. 

More to the point, a franchise is by derivation a discrete asset of limited life span within a 

business, as it is created by contractual rights. Consequently, its cash-flows are limited to the 
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unexpired term of the franchise grant and any additional terms contained in the franchise 

agreement. The unexpired term emerges any time after acquisition and before the first term or 

subsequent terms and is relevant in all resale events as well as exit events. Resale events typically 

arise when there is a surrender, a transfer, or an assignment and exit events are triggered by a buy-

back, expiry, closure, or termination, see Fig.7 below. 

Empirically, most franchisors adhere strictly to the renewal conditions contained in the franchise 

agreement, though many step outside what is agreed in writing to extend further terms to high 

performing franchisees, even after the final term of the contract. Nonetheless, risk appraisals 

should only rely on contractually agreed terms that afford certainty to the franchisee as to the 

conditions under which cash-flows can be generated, and not on the mere discretionary and labile 

intentions of the franchisor. Whilst the franchisee expects a steady stream of cash-flows for the 

term of the franchise grant, there is a risk that this expectation might be thwarted by certain 

unforseen relational or contractual events thereby causing an early discontinuance of the 

agreement. Knowledge of the time horizon for which cash-flows are expected can only be based 

on known rights of the franchisee pursuant to the franchise agreement. Nevertheless, this approach 

considers risks priced in equilibrium and not its value at a discrete point in time. 

 

Figure 7- Valuation Continuum developed for this thesis 

 

7.2.5. Mitigable risks  

At the outset franchisees form a more definite expectation of cash-flows than their counterparts in 

independent businesses do because they can benchmark from other franchisees and are often lured 

to a franchise offering by the broadcasted success of existing franchisees. Both groups face 

market-specific risks (MSR) and company-specific risks (CSR) which conjointly capture the total 
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risk of the business. As indicated above, in the FRE franchisees endure non-diversifiable risk at 

every level. However, they can mitigate some risks under certain conditions. Risks such as 

termination with cause, risk of breach of agreement, management risk, competition risk, working 

capital risk are considered soft as they are within the reasonable control of the franchisee (to the 

extent that the agreement allows the franchisee to do so) and can be managed at the endogenous 

level. They also apply to all franchisees of all systems in all industries in one form or another. 

These soft risks can be mitigated but not necessarily eliminated
32

. They may also exist for 

independent businesses in different forms where the business owner can manage them without 

contractual restrictions. In contrast, hard risks
33

 comprise risks such as, risk of variation in 

franchise fees, risk of unplanned capital expenditure, risk of occupation rights, risk of brand 

damage due to other franchisees‟ actions, risk of buyer pool being excluded by franchisor, risk of 

encroachment (in the electronic or physical market), risk of franchisor failure, technology risk, 

supply chain risk, product risk, risk of capital; and the risk of exit entitlements in a change of 

ownership event. Such risks are system specific, are embedded in and powered by the franchise 

contract and are outside the control of the franchisee.  

7.3 Risk pricing by franchisees 

Pricing of risk is critical because it informs the decision whether to invest and when appropriate, 

where to invest, how much and when. In context of a franchise system, risks influence how the 

franchisor prices the franchise grant (upfront and ongoing fees) to be competitive and to attract the 

right franchisee to grow the system whilst optimising agency costs. On the other hand, franchisees 

operate on a risk return continuum and decide whether the price (risk) of the franchise grant is a 

fair gamble for the expected cash-flows. To do this, franchisees must first identify risks, price 

them, and reconcile them to their individual risk tolerance and motivation. The identification and 

evaluation process is a structured exercise that can lead to divergent outcomes as franchisees have 

different risk appetites and motivations. What might otherwise be a risk to a franchisee may be an 

opportunity to another and similarly what is deemed high risk by one may not be to another. 

Obviously, the heterogeneity of perceptions feed through each franchisee‟s expected returns, 

which in turn affect the price that each is prepared to pay for the franchise. For that reason, the 

valuation of a franchisee-operated business must take into account the franchisee‟s preference for 

risk
34

. Furthermore, in formulating cash-flow expectations of a franchise opportunity, franchisees 

must also factor in information costs, taxation, compliance costs, and other industry specific 

characteristics of the franchisee-operated business (Aliouche & Schlentrich, 2005), as well as their 

ability to mitigate soft risks. 

                                                      
32

 See Fig.5 Soft risks lie in the dark green portion of the single franchisee graphic that overlaps the risk circles in the FRE 
33 A term developed specifically for this thesis 
34

 The risk of not achieving expected goals, which will vary from franchisee to franchisee, as each will have divergent goals around 

finances, lifestyle, and status 
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Overall, the decision to invest, the amount to invest, the required return on that investment, the 

conditions of the investment and the level of preparedness to accept risks of capital and income, 

will be mostly determined by the potential franchisee‟s motivations (Damodaran, 2001). If 

franchisees were motivated by risks, then a higher risk premium would be required to compensate 

for agency problems, thereby lowering the bonding fee payable in net present value terms. 

However, if franchisees were risk tolerant
35

 as found by Flint-Hartle & De Bruin (2010), the 

motivation is something other than risk. Consequently, franchisees may value the investment as a 

“… means of escaping the restrictions of employment... lifestyle and monetary reward” 

(Frazer, 2002, p. 10), or just to obtain a reasonable return on investment combined with initial and 

ongoing training (Bennett, Frazer, & Weaven, 2010). At the extreme, the naive franchisee view 

would simply argue that franchisees are “… simply naive and unsophisticated compared to 

franchisors” (Brickley, Misra, & Van Horn, 2006, p. 173) and therefore enter one-sided 

agreements on a take it or leave it basis for fear of losing out. In these cases, the valuation inputs, 

in particular the premium required for risk will be different to those required for a risk averse 

franchisee. 

7.4 Conclusion 

Franchising manifests a bundle of risks created by the delegation of functions as both franchisor 

and franchisee exploit their respective comparative advantage. The galvanisation of these 

advantages are governed by the franchise agreement and optimised by the effectiveness of the 

governance structure. However, optimisation is subject to a hierarchy of risks within a specific 

ecology comprising market, franchisor, system, industry, and endogenous risks. These risks
36

 are 

either non-diversifiable/market-specific (MSR) or diversifiable/company-specific (CSR) and they 

congregate in the franchise risk ecology in varying types and values. In the franchise risk ecology, 

MSR and CSR exist on a continuum of diversifiability with market risk at one end (low 

diversifiability) and company-specific risk at the other (high diversifiability). CSR contains a set 

of specific risk known in the FRE as endogenous risk, which is made up of soft and hard risks. In 

that context, it is proposed that soft risks are controllable to varying degrees by franchisees of any 

franchise systems. Admittedly, their ability to effect such control can be substantially restrained by 

the terms and conditions of their franchise agreement. This is contrary to independent businesses 

as they have the ability to control soft risks without any contractual inhibitions. Ultimately, the 

ability to control risk also affects the ability to generate healthy and steady cash-flows that form 

the basis of risk measurement when valuing an active asset. Defining risk in terms of the 

variability of cash-flows means that the valuation of a franchisee‟s business must take into account 

                                                      
35

 A mere 4.3% of the sample of real estate agents chose franchising because they perceived it as less risky and would not  otherwise be 

in business 
36

 The literature interchangeably uses terms such as market risks, systematic risks and non-diversifiable risks for MSR and non-

systematic, idiosyncratic, firm-specific and diversifiable for CSR 
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the source of these cash-flows and the causes of their variability. Consequently, the structuring of 

economic and non-economic incentives by the franchisor is integral to the long-term success of the 

franchise system as a whole. On the face of it, this might seem simple economics but in reality, 

many franchisors get it wrong and pay the price. Consistent with this thinking, the next chapter 

considers appropriate methodologies for valuing franchisee-operated businesses by taking into 

account the risk of expected cash-flows not materialising, the efficiency the franchise system‟s 

governance structure, and the compensation sought for risk by a risk averse actor in the FRE. 
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Chapter 8- Franchisee goodwill valuator 

Objective: This chapter aims at advancing a framework for the valuation of 

goodwill in franchisee-operated businesses under suspended and extended 

agreements. Attention is given to the pricing of franchise specific risks and the 

development of a stepwise valuation algorithm for cases where the franchisee‟s 

rights to the future value of the unexpired portion of the franchise grant and any 

putative renewal options are recognised by the franchisor and cases where 

these rights are disregarded.  

 

 

 

8.1 Introduction 

In the previous chapter, the issue of risk was considered within a hypothetical ecological model that 

dealt with both diversifiable and non-diversifiable risks. It was argued that market, franchisor, 

system, industry, and endogenous risks operate sequentially on a continuum of low to high 

diversifiability. The issue of risk is a structural pillar in any valuation construct as valuations are 

prospectively informed by and constructed from antecedent, existent, and subsequent variables. 

Unavoidably, the prior accuracy of any valuations cannot be guaranteed. This systemic problem is 

further compounded by the unique characteristics of a franchisee-operated business and its agency 

problems. The following methodology attempts to blend conventional valuation theories with 

franchising scholarships and agency theory to present a model, the true value model, or TVM for 

valuing goodwill in franchisee-operated businesses. In so doing, it pursues the main proposition of 

this thesis (MP1) which maintains that the valuation of goodwill of a franchisee-operated business 

necessarily involves the pricing of specific risks not found in businesses operated independently, 

such as risks associated with the franchisor‟s business. 

8.2 Underpinning methodology 

Earlier in chapter 6, the identification and valuation of operating assets, the future earning power of 

these assets and the calculation of a discount rate were advanced as the three structural pillars of 

goodwill valuation. It was further argued that a discounted cash-flow (DCF) model is the most 

effective in valuing goodwill because franchisees manifest a preference for current rather than 

delayed consumption, that cash-flows (timing and quantum) are the lifeblood of the business and 

because inflation influences the time value of money.  Consequently, the TVM embraces the logic 

and routine of DCF modelling. Indeed, commenting on the selection or valuation models Levin 

(1998) remarked “… given the same forecast of fundamental data, do the different models give the 

same valuation result?” Whilst this thesis cannot offer empirical cross-validation of valuation 

results with other models, it is highly probable that the results returned by the TVM would vary. 

This divergence would mainly be caused by the TVM‟s three distinguishing attributes, (a) the 
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characterisation of value as being true value
37

, rather than other concepts of value such as value to 

the market, natural value, value to the franchisor, fair value, or value to the franchisee, (b) the 

synthesis of agency theory and the incorporation of the franchisor‟s efficiency at managing agency 

costs, and (c) the inclusion of risk-adjusted parameters imported from the FRE
38

. These risk 

parameters comprise such factors as soft risks, the level of risk aversion of the franchisee and the 

franchisee‟s expectation on their managerial ability to mitigate risks whilst operating the franchise. 

The TVM is predicated on the franchisee-operated business existing as a going concern and upon 

its continuation in its present form, including its plans for the future. In so doing, regard is given to 

the endogenous factors affecting the business, such as future working capital requirements, the 

type, and the condition of equipment and technology employed, the impact of technological 

advances and their replacement costs, and the contribution of key personnel to the overall 

profitability of the business and the impact thereon given a change. Equally as important are those 

factors that are exogenous of the business. They usually comprise marketplace conditions specific 

to the franchisee-operated business, the impact of any foreseeable changes in legislation or award 

conditions, such as a material increase in labour costs, the general movement in cost of funds, the 

likely growth dynamics of the industry and the spill over effects in the markets in which the 

franchisee-operated business operates. These factors carry different weight within the valuation 

framework but nonetheless play important roles.  

Given that future cash-flows are integral to true value, it is fitting to understand that the ability of 

the franchisee-operated business to generate cash-flows is heavily constrained by the terms and 

conditions contained in the franchise agreement and the governance structure of the franchise 

system. Accordingly, in valuing franchisee-operated business goodwill, it is germane to 

differentiate between suspended agreements, and extended agreements
39

. This also extends to the 

valuation of each type of agreement by accounting for the efficiency of the franchisor. The TVM 

provides a methodology that factors the franchisor‟s efficiency in calculating the goodwill of the 

franchisee‟s business, which is referred to as Dependent Suspended and Dependent Extended 

goodwill. In each case the goodwill value is adjusted by the factor E, being the efficiency rating of 

the franchise system. 

Typically, when there is a change of ownership, suspended agreements contractually acknowledge 

a franchisee‟s right to any latent value existing in the unexpired portion of the current term but is 

silent on any unused renewal options. Under these circumstances, the outgoing franchisee is at the 

mercy of the franchisor‟s discretion to allow a renewal option to be priced in an assignment or a 

transfer of the license. Though infrequent, franchisors sometimes allow franchisees to sell the 

                                                      
37

 See chapter 6 for detailed explanation 
38

 See chapter 7 for detailed explanation 
39

 The terms suspended and extended agreements are specifically developed for this thesis 
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business on the same terms and conditions of the then franchise agreement. This essentially means 

that the outgoing franchisee can factor the terms of the franchise grant (initial and renewal) in its 

calculation of sale value and the incoming franchisee can do the same in its appraisal of the value 

going forward. In situations where the franchisor has afforded the franchisee such concessions, it is 

likely that the decision would have been motivated by a need to „move on‟ a defiant franchisee or 

recompense one who has been compliant. In any case, it is usually an exercise in governance and 

public relations. In contrast, extended agreements provide a contractual right to franchisees to 

capitalise on any unused portion of a term specified in the agreement as well as a renewal option in 

a change of ownership (subject to the franchisee not being in default at the time). Hence, each 

agreement type warrants a different valuation approach, as the contractual interests that catalyse the 

value in exchange are different. To that end, effort is now directed at calculating independent 

franchisee-operated business goodwill under two separate conditions, (a) suspended goodwill value 

(SG), and (b) extended goodwill value (EG)
40

 pursuant to suspended agreements and extended 

agreements respectively. These calculations feature progressive algorithms that highlight the 

difference between a valuation model for franchisee-operated business goodwill that synthesises 

agency theory (where weight is given to the effectiveness of the franchise system‟s governance 

structure) and one that performs valuations independently of the franchisor‟s business.  

 

Source: Reproduced from Ramanauskaite & Rudzioniene (2013, p. 87) 

 

It is worth noting that Ramanauskaite & Rudzioniene (2013, p. 86) skilfully provided a system of 

classification of valuation methods (see above) according to the expression of the valuation result 

and concluded that “… it is possible to claim that most methods of intellectual capital valuation are 

based on scorecard, assess specific components of intellectual capital, and do not employ monetary 

                                                      
40

 The terms suspended and extended goodwill value are specifically developed for this thesis 
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units in the process of valuation”. These researchers further added that contemporary 

methodologies lack the “… focus on the financial aspect of intellectual capital valuation methods, 

and this fact should be considered when choosing directions for the further research”. Indeed, the 

model offered in this thesis appears to have met this call to the extent that it integrates financial 

valuation, value measurement, value assessment, and measurement.  

8.3 Model construction 

As mentioned earlier, the valuation process for franchisee-operated business goodwill requires 

appropriate methodologies that can identify operating assets and assess their prospective capacity 

to generate cash-flows and to calculate a discount rate.  This process begins with the development 

of specific algorithms and formulae for the valuation of suspended and extended goodwill under 

the two conditions nominated. Later in chapter 14, these formulae are loaded with extrapolated 

metrics to simulate a goodwill valuation for a fictitious franchisee and to illustrate the TVM theory. 

The six headline goodwill valuation conditions captured in the TVM is collectively referred to as 

TVM-6 and are illustrated in Fig.8. 

 Independent suspended goodwill (ISG) may exist in situations where on a change of 

ownership event, the franchisee is disentitled to specific contractual rights to any 

remaining renewal term, and where the unexpired portion of the current term is its only 

fungible asset and that which is valued independently of the franchise system.  

 Independent extended goodwill (IEG) may exist in situations where on a change of 

ownership event, the franchisee is entitled to specific contractual rights to any remaining 

renewal term and any unexpired portion of the current term, and where these rights are 

valued independently of the franchise system.  

 Independent replicated goodwill (IRG) may exist in situations where on a change of 

ownership event, the franchisee is not entitled to specific contractual rights to any 

remaining renewal term and any unexpired portion of the current term, but is allowed by 

the franchisor to sell the business on the basis that the incoming franchisee will be granted 

the same rights to the initial and renewal terms contained in its franchise agreement, and 

where these rights are valued independently of the franchise system.  

 Dependent suspended goodwill (DSG) may exist in situations where on a change of 

ownership event, the franchisee is disentitled to specific contractual rights to any 

remaining renewal term, and where the unexpired portion of the current term is its only 

fungible asset and that which is valued codependently of the franchise system.  
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 Dependent extended goodwill (DEG) may exist in situations where on a change of 

ownership event, the franchisee is entitled to specific contractual rights to any remaining 

renewal term and any unexpired portion of the current term, and where these rights are 

valued codependently of the franchise system. 

 Dependent replicated goodwill (DRG) may exist in situations where on a change of 

ownership event, the franchisee is not entitled to specific contractual rights to any 

remaining renewal term and any unexpired portion of the current term, but is allowed by 

the franchisor to sell the business on the basis that the incoming franchisee will be granted 

the same rights to the initial and renewal terms contained in its franchise agreement, and 

where these rights are valued codependently of the franchise system.  

 

Figure 8- TVM-6 Model developed for this thesis 

 

The following notations are used to compose various formulas and algorithms relating to TVM-6 

throughout this chapter and beyond. They carry the same meaning throughout unless otherwise 

stated. 

 FCF = Initial cash outlay plus expected adjusted cash-flows from operations (only from 

operations allowed in the franchise agreement). 

 ∑      
    The sum of the calculation to the right of the formula for all periods.  

 PV = Present value. 
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 Ke = Cost of equity, chapter 6.4.1. 

 Kc = Cost of capital, chapter 6.4.2.  

 NTAS = Book value of net tangible assets of the business at the start of time n. 

 NTAE = Market value of net tangible assets of the business at the end of time n. 

 CTA = Cash-flows that could otherwise be generated by investing elsewhere at the risk 

free rate, the value of net tangible assets employed at the commencement of each period n 

in the ordinary course of business such that:  

     =            , chapter 8.3.4.  

 Rfr = Risk free rate, chapter 8.3.5.   

 g = Terminal growth rate of FCF and CTA. 

In their simplest forms the three independent TVM formulas comprise five active variables namely, 

(a) expected cash-flows, (b) discount rate, (c) time horizon, (d) net tangible assets values, and (e) a 

risk free rate; and the dependent formulas contain an additional variable, namely the an efficiency 

rating for the franchise system‟s governance structure. 

8.3.1.  Expected cash-flows 

Expected cash-flows represent the net flow of cash to the business after accounting for initial 

acquisition costs and deducting any injection of debt or equity capital and proceeds from sale of 

capital assets (free cash-flow). However, when valuing the firm, as opposed to valuing equity, 

cash-flows are increased by any outflows relating to debt repayments. This is to ensure that the cost 

of the capital structure of the business is properly reflected in the valuation. As discussed in chapter 

7.2.3 cash-flows are to be distinguished from business profits, as the two do not necessarily equate. 

In TVM-6, expected cash-flows are estimated from the historical financial records according to 

a  3-step structured process, namely, (a) data collection, (b) normalisation and sanitation of 

financial statements, and (c) forecasting of profits and cash-flows. 

a) Data collection 

 Most recent balance sheets and profit & loss statements of the franchisee-operated business for 

three years preceding the valuation (financial statements). 

 Current leasehold agreement for business site. 

 Current franchise agreement and collateral documentation.  
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b) Normalisation and sanitation of financial statements.  

 Eliminate all payments (salaries, fringe benefits and other emoluments) made to or on behalf 

of the directors and shareholders of the franchisee-operated business, including their associates 

and impute a value equivalent to what the franchisee-operated business would pay at arm‟s 

length for equivalent skills and expertise. 

 Eliminate all payments relating to the occupation of the freehold business premises and impute 

a value equivalent to what the franchisee-operated business would pay at arm‟s length for 

equivalent leasehold premises. 

 Eliminate any revenues that do not directly relate to the operations of the franchisee-operated 

business as prescribed in the franchise agreement. 

 Eliminate any revenues and expenses that are not expected to recur in whole or in part. 

 Eliminate any assets and liabilities that do not directly relate to the operations of the 

franchisee-operated business as prescribed in the franchise agreement. 

c) Forecasting of profits and cash-flows. 

 Obtain estimations for growth rate of cash-flows. 

 Confirm the time remaining in the first term of the franchisee-operated business pursuant to 

the franchise agreement. 

 Confirm the length of any renewal options and any fee payable pursuant to the franchise 

agreement. 

 Confirm goodwill entitlement pursuant to the franchise agreement.  

 Confirm recurring payments to the franchisor the pursuant to the franchise agreement. 

 Confirm cash reinvestment rate. 

 Confirm leasehold arrangements (term, payments, and renewal options) pursuant to the 

leasehold agreement. 

 Run regression analysis, (a) forecast revenues by finding a linear trend in historical data 

supplied by the least squares method, and (b) forecast expenses by first calculating the 

coefficient of correlation for each expense item using Pearson product moment correlation 

coefficient (r
2
). The coefficient is a dimensionless index that ranges from -1.0 to 1.0 inclusive. 

It reflects the extent of a linear relationship between two data sets, namely expenses and 
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revenues. For every expense item returning an r
2
 value equal to or exceeding a predetermined 

coefficient of say 0.80, the historical ratio of that expense to revenues is then used to predict 

revenues for the next three periods.  

8.3.2. Discount rate 

The discount rate can be either the cost of equity Ke or the cost of capital Kc. In capital structures 

without debt the use of Ke or Kc will return the same outcome, as they will be of equal value. 

Where debt exists, Ke is always greater than Kc because the cost of equity is always greater than the 

cost of debt. The choice between Ke and Kc for discounting purposes will be influenced by whether 

the valuation is for equity or the firm as a whole. In the case of franchisees, Kc will prevail in most 

instances because most franchisees fund the initial franchise acquisition or subsequent growth 

capital by hypothecating their family homes or investment properties in exchange for debt. Often 

the franchisor itself becomes the source of debt to many franchisees (Frazer & Weaven, 2004). For 

that reason and the fact that the majority of franchise agreements disallow sale of equity or 

syndicated ownership structures, the cost of capital will be used as the discount rate for the 

purposes of valuing franchisee-operated business goodwill. Even though discounting to the cost of 

capital has been criticised for assuming a static leverage ratio, and for not accommodating any 

future change in interest or tax shields, it maintains integrity when used to value franchises. This is 

because the capital structure of franchisee-operated businesses is typically governed and 

stabilised
41

 by their lending institution and/or franchisor for the duration of the franchise term. In 

fact, large franchise systems negotiate structured financing arrangements with lenders (Frazer, 

Weaven, & Wright, 2006, p. 54), which are also underwritten and offered to credentialed 

franchisees by a selected few. Accordingly, competing models such as the adjusted present value 

model, detaches the investment from the financing decision by separately discounting unlevered 

cash-flows and combining that value to the discounted value of interest tax shield. Accordingly, it 

is of little value to the valuation of franchisee-operated business goodwill. On that basis, the 

methodology for calculating cost of equity and cost of capital is presented below in short form and 

is dealt with in detail in chapter 11. 

From a finance theory perspective, it could be said that total beta, as included in the calculation of 

TVM-6 discount rate already compensates the franchisee for risks associated with the franchisor‟s 

operations. In effect, this is not so. The TVM-6 beta factor is governed by the risk premise 

developed in chapter 7 in the sense that risk is measured by the variability of historical cash-flows. 

Indeed „variability‟ is a relative measure and does not equate to „efficiency‟ or „profitability‟. What 

is required is a measure that informs TVM-6 about how well the franchisor is performing in 

                                                      
41

 Systems such as Bob Jane T-Marts, Baker‟s Delight, Subway and MacDonald‟s have a history of not only specifying a maximum 

debt to equity rating in their franchise agreements but also collaborate with lenders in setting and enforcing gearing rations outside of the 

franchise agreement 
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absolute terms. The efficiency rating of the franchise system E as detailed in the next chapter 

indicates how efficient the franchise system has been and likely to prosper at minimizing agency 

costs. High agency costs mean low return on investment, low cash-flows and high risk of 

impairment (not necessarily reflected in beta as it measures variability only). 

8.3.3. Time horizon 

Whereas Levin (1998, p. 269) makes the point that “… when performing a valuation, one often 

makes explicit forecasts for a limited number of years only and accounts for the time after that 

with a horizon value”, the time horizon used in TVM-6 valuation models reflects the contractual 

rights of the franchisee to generate cash-flows. This is because unlike most independently operated 

businesses, the time horizon for franchises is known because the rights of a franchisee to future 

cash-flows are specified in the franchise agreement. Forecasts are therefore based on actual and 

implied terms of the franchise agreement relating to rights of renewal, rights to unexpired term, 

and rights in perpetuity (which is rarely seen in franchise contracts). Even though franchise 

agreements may attempt to specify these rights, disputes arise in change of ownership events such 

as acquisition, assignment, buy-back, expiry, transfer, surrenders, closure, and termination that 

may trigger a reassessment of the proper time horizon for valuation purposes
42

. 

8.3.4. Net tangible assets 

Since goodwill is a combination of things intangible, its value can only be determined residually 

within TVM-6. To do this, the value of all tangible assets net of liabilities employed in generating 

franchisee-operated business revenues must be ascertained. Tangible assets in a franchisee-

operated business characteristically take the form of land, buildings, motor vehicles, equipment, 

and machinery. Invariably, many systems invest considerable resources in developing system-

specific assets that are worth more in the system than outside as they generate quasi-rents for the 

franchisor (Carney & Gedajlovic, 1991). Generally, these assets do not generate cash-flows on their 

own and are only valuable as functional component in a business system. This is why CTA 

assumes that the realisable values of the asset will be invested at the cost of capital rather than 

investing the asset itself. As a rule, they are depreciable and may need restoration or replacement 

before the expiry of the franchise term, to ensure that they can generate positive cash-flows for the 

business. At the end of the franchise term tangible assets are prone to lose their operating capacity, 

and become sunk costs (Gallini & Lutz, 1992). However, in most instances they are still valuable 

and can be realised at market prices. Arguably then, at that time the franchisee loses the right to any 

intellectual property, but may still have rights to tangible assets under certain conditions. Some 

franchise systems rent or lease operating assets to franchisees to ensure that ownership and control 
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remains with the franchisor. This can be an effective control mechanism in creating a barrier to re-

entry for outgoing franchisees, especially where the asset has secondary usage outside the franchise 

system. From a valuation perspective, tangible assets (net of liabilities) have an opportunity cost. 

That cost equates to a return that their value equivalent in cash could generate by investing 

elsewhere in at a risk free rate. In order to calculate this cost or forgone return, assumptions need to 

be made about an alternative investment, the return on that investment and the measure of value for 

the subject asset. The simplest approach is to take both assets and liabilities at net book value and 

use the risk free rate as the alternative investment rate. Once the opportunity cost is determined, 

goodwill is then calculated by deduction. In other words, the difference between the present value 

of the franchisee-operated business‟s cash-flows and the present value of the return otherwise 

obtainable on net tangible assets discounted at the cost of capital is deemed value that cannot be 

traced to any separately identifiable asset. 

8.3.5. The risk free rate 

The risk free rate is defined in context of an asset where (a) its expected returns are known with 

certainty, (b) there are no default risks, and (c) there are no reinvestment risks. Such assets are 

typically issued by government authorities in the form of bonds. In Australia, government bonds 

are commonly used as proxies for the risk free rate. Even though such proxies carry some risk of 

default, Queensland Competition Authority (2012, p. 2) maintain that “… risk is very low in 

... countries such as the United States, United Kingdom, Australia, and New Zealand”. At the limit, 

the choice of an appropriate proxy begins with, (a) the selection of a risk free asset, and 

(b)  confirming the time period over which the rate is to be set, and (c) the matching the 

term/maturity of the security with that of the asset being discounted.  

8.3.6. Governance structure- Efficiency rating 

The efficiency factor E is returned as an integer between 0 and 1 in the governance system 

evaluation model. The governance structure is maximised when the factor equals to 1 (when the 

total points scored equal to the maximum points possible). At this level of efficiency, the franchisor 

has optimised agency costs and can no longer add any incremental value to the goodwill of the 

franchisee-operated business. However, a factor less than 1 signals an efficiency or optimisation 

gap. At this level, the structure incurs sub-optimum agency costs (Y) equal to (1E) thereby 

reducing the goodwill value of the franchisee-operated business. As E approaches unity, the 

franchisee-operated business value diminishes accordingly and when it reaches zero, the 

franchisee-operated business has no goodwill value. The theoretical implications and mathematical 

calculations of E are covered later in chapter 9.   
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8.4 Independent TVM 

This section focuses on valuing goodwill in isolation of the franchisor and the franchise system and 

specifically presents formulas for valuing goodwill for suspended agreements, extended and 

replicated agreements. These valuation events are arranged below on a continuum of franchise 

currency for ISG, DSG, IEG, DEG, IRG, and DRG. 

 

Figure 8.1- Valuation events continuum developed for this thesis 

a) ISG- Independent suspended goodwill 

Despite the possibility of a franchisor granting a franchisee uncontracted rights to capitalise on 

unused renewal terms in a change of ownership event (for commercial rather than contractual 

reasons), from a valuation perspective suspended agreements ought only be valued on their 

intrinsic merits and not on the discretionary „suspended‟ decisions of the franchisor. This is 

because the decision by the franchisor to grant this benefit to the franchisee is often influenced by 

several factors which are beyond the control of the outgoing franchisee and which arise from 

problems central to agency and transactional theories such as goal alignment, bounded rationality, 

self-interest, incomplete contracts, and information asymmetry. 

Therefore, the value of independent suspended goodwill (ISG) of a franchisee-operated business is 

submitted to be the present value (PVFCF) of expected free cash-flows (FCFi) discounted at the cost 

of capital (Kc), over a specified time horizon (ns), where ns represents the unexpired portion of 

the franchisee’s current term measured in months, less the present value of annual cash-flows 

forgone from net operating tangible assets (CTA) discounted at the cost of capital (Kc) over the 

same time horizon, less the book value of net tangible assets (NTAS) at the start of the period plus 

the present value of  the market value of net tangible assets (NTAE) at the end of the period. This 

relationship is mathematically expressed as follows: 
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Formula 1.1 
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In essence, the above formula calculates the present value of cash-flows generated by the business 

from the start to the end of the franchise (initial and subsequent capital expenditure, plus capital 

and revenue gains) and then reduces that value by the present value of income forgone on the net 

tangible assets invested elsewhere at the cost of capital.  

b) IEG- Independent extended goodwill  

The formula for calculating ISG can now be adapted to compute independent extended goodwill-

IEG
43

. To begin, it is worth noting that mathematically, the value for IEG will always exceed that 

of ISG by the discounted goodwill value attributable to the time extended to the franchisee for the 

generation of further cash-flows in the renewal term (assuming PV of FCFs for the extended term 

exceed PV of CTAs). More precisely, IEG is the additive result of ISG and the future value of 

goodwill generated from the end of the first term, to the end of the extended term, discounted back 

to the start of the first term. It requires the preparation of detailed projections of costs and revenues 

together with net tangible asset values so that forward values of FCF and CTA can be estimated.   

This method calculates goodwill based on a continuous stream of stochastic cash-flows and asset 

values over the unexpired portion of the current term and the renewal term. This adds a level of 

complexity to the valuation process in so far that additional assumptions have to be made about 

risks and returns for a time further in the future, thereby increasing the risk of the projections not 

materialising. Arguably, the reliability of a valuation under the IEG method will substantively 

depend on the predictive integrity of the assumptions over the valuation horizon.  

In that sense, the value of independent extended goodwill (IEG) of a franchisee-operated business 

is submitted to be the present value (PVFCF) of expected free cash-flows (FCFi) discounted at the 

cost of capital (Kc), over a specified time horizon (ne), where ne represents the unexpired 

portion of the franchisee’s current term plus the renewal term measured in months, less the 

present value of annual cash-flows forgone from net operating tangible assets (CTA) discounted at 

the cost of capital (Kc) over the same time horizon, less the book value of net tangible assets 

(NTAS) at the start of the period plus the present value of  the market value of net tangible assets 

(NTAE) at the end of the period. This relationship is mathematically expressed as follows: 

 

                                                      
43

 Where in a change of ownership, suspended agreements contractually acknowledge a franchisee‟s right to any latent value that exists 

in the unexpired portion of the current term and is silent on any unused renewal options 
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Formula 1.2 
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c) Independent replicated goodwill 

The value of independent replicated goodwill (IRG) of a franchisee-operated business is submitted 

to be the present value (PVFCF) of expected free cash-flows (FCFi) discounted at the cost of capital 

(Kc), over a specified time horizon (nr), where nr equals the franchisee’s full initial term plus 

the full renewal term measured in months, less the present value of annual cash-flows forgone 

from net operating tangible assets (CTA) discounted at the cost of capital (Kc) over the same time 

horizon, less the book value of net tangible assets (NTAS) at the start of the period plus the present 

value of  the market value of net tangible assets (NTAE) at the end of the period. Unlike IEG, the 

discounted cash flows under IRG are adjusted for the ability of the business to generate cash-flows 

in perpetuity since the outgoing franchisee and any future franchisees are allowed by the 

franchisor, to on-sell to any incoming franchisees the benefit of generating cash-flows for a future 

term equal to that which is contained in their agreements. This relationship is mathematically 

expressed as follows: 

Formula 1.3 
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8.5 Dependent TVM 

In chapter 3, the framework of agency theory was used to explain the behaviours of franchisees and 

franchisors in context of problems created by information asymmetry. In particular, it was argued 

that these problems are managed but not eliminated by governance structures and that these 

structures are the main creators of economic value in the relationship. At the outset, given that 

franchisors and franchisees collaborate towards parallax goals with an overarching intention to 

maximise firm value, finance theories were embraced to inform a synthesised framework for 

valuing that collaborative effort. In context of this thesis, that effort is measured by the business 

goodwill generated in the franchise.  

Accordingly, the following formulae synthesise agency, finance, and franchising theories; validate 

the relationship and establish baseline values for franchisee-operated business goodwill under, 
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(a) dependent suspended goodwill (DSG), (b) dependent extended goodwill (DEG), and dependent 

replicated goodwill (DRG) see Fig. 9.  Fundamentally, the only difference between the dependent 

and the independent case is the incorporation of the multiplier E. This multiplier is a relative 

measure of the effectuality (the actual achievement) and efficaciousness (the potential to achieve) 

of the franchise system at minimizing agency costs and maximizing value for both franchisor and 

franchisee. It is used in TVM-6 to denote present as well as prospective effectiveness and 

efficiency at optimizing agency costs.
44

    

 

 

Figure 9- Synthesis Model developed for this thesis 

  

 

 

                                                      
44

 The efficiency factor E is calculated and explained at length in chapter 9 
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a) DSG- Dependent suspended goodwill 

The value of dependent suspended goodwill (DSG) of a franchisee-operated business is submitted 

to equal to independent suspended goodwill (ISG) as calculated by formula 1.1 except that the 

calculated ISG value is multiplied by the governance efficiency factor E for the target franchise 

system. Given that, E cannot exceed unity;  the value of DSG can never exceed that of ISG. This 

relationship is mathematically expressed as follows: 

Formula 1.4 
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b) DEG- Dependent extended goodwill 

The value of independent extended goodwill (DEG) of a franchisee-operated business is submitted 

to equal to the value of independent extended goodwill (IEG) as calculated by formula 1.2 

multiplied by the governance efficiency factor E calculated for the target franchise system. Given 

that E cannot exceed unity, the value of IEG can never exceed that of DEG. This relationship is 

mathematically expressed as follows: 

Formula 1.5 
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c) DRG- Dependent replicated goodwill 

The value of dependent replicated goodwill (IRG) of a franchisee-operated business is submitted 

to be equal to the value of goodwill calculated for independent replicated goodwill (DRG) after 

adjusting for the governance efficiency rating of the target franchise system as calculated by E. 

Given that, E cannot exceed unity; the value of DRG can never exceed that of IRG. This 

relationship is mathematically expressed as follows:  
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Formula 1.6 
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At this stage, it is worth recapping the theoretical foundations of TVM-6 that have been 

progressively developed in previously chapters. 

i. Chapter 2 argued that franchise arrangements are charged with relational, operational, and 

contractual complexities that create risks, and these risks affect the goodwill value of the 

franchisee-operated business.    

ii. Chapter 3 maintained that agency theory best explains the franchise relationship and that 

consequential agency costs are optimised through a governance structure conceived, built, 

and maintained by the franchisor. Furthermore, risks are minimised when the governance 

structure is operating effectively. 

iii. Chapter 4 established the importance of the time value of money, risk, and information and 

argued for their requisite incorporation in goodwill valuation methodologies.   

iv. Chapter 5 defined goodwill for the purpose of this thesis as the total value of future 

operating cash-flows of the business less the opportunity cost of net tangible assets 

employed in generating these cash-flows. 

v. Chapter 6 introduced the concept of true value in context of a rational and fully informed 

franchisee and franchisor, and their interaction in the valuation process independent of the 

market, but with reliance on agency and finance theories. 

vi. Chapter 7 proposed a risk ecology comprising five risk levels operating on a continuum 

with low diversifiability at one end and high diversifiability at the opposite. It also argued 

that franchisees can control soft risks within the constraints of their franchise agreements. 

8.6 Underlying assumptions 

Knowing the theoretical foundations mentioned above and accepting that TVM-6 is powered by 

them, attention is now given to the assumptions that underpin TVM-6‟s structural framework and 

the calculation of suspended and extended goodwill value. 
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i. Value means „true value‟. It is what a rational and fully informed franchisee ought to 

accept as a minimum return on investment and that which a rational and fully informed 

franchisor ought to accept as a fair indication of consideration required to compensate an 

outgoing franchisee, or justify the acquisition by a newcomer. True value is the value used 

in conjunction with other assets not in exchange, with no secondary usage, with limited 

tradability and subject to usage and ownership constraints.  

ii. The capital structure of the business will remain the same in perpetuity. 

iii. Cash-flows are available for reinvestment at the end of each discounting period. 

iv. Cash-flows are reinvested at the same rate over the time horizon. 

v. Risk parameters are constant over the time horizon. 

vi. An incoming franchisee will enter a franchise agreement that is substantially the same as 

that which applied to the outgoing franchisee. 

vii. All franchises are incorporated entities with the controlling shareholder working in the 

franchisee-operated business on a full-time basis. 

viii. All franchisees within the same system observe the same accounting principles and 

conventions. 

ix. Management ability and competency will not deteriorate on a change of ownership event.  

x. Franchise fees and pass-through expenses will not change over the time horizon. 

xi. Tax rates for both sellers and buyers of franchises are the same. 

8.7 Conclusion 

This chapter has addressed the calculation of goodwill for suspended and extended franchise 

agreements within the theoretical framework of TVM-6. It culminated in settling a formula for, 

(a) suspended goodwill, where there is no guarantee that any unexpired portion and/or renewal 

option/s of a franchise grant will be recognised by the franchisor given a change of ownership, and 

(b) and for extended goodwill where such rights are gratified by the franchisor. However, in its 

holistic form TVM-6 synthesises not only finance theory but also agency theory, to account for the 

indelible influence of the franchise system‟s governance structure on the value of franchisee-

operated business goodwill. Whilst the role and function of governance structures are methodically 

discussed in the next chapter, it is worth noting Emerson (2013, p. 354) who reported, “… when a 

franchisee builds the goodwill of his or her own business, the franchisee is concurrently building 
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the franchisor‟s goodwill”. In effect, the obverse could equally be said of the franchisor. Put 

simply, co-dependency between franchisor and franchisee is the measure by which the relationship 

is defined and the evaluation and integration of the efficiency rating of franchisor‟s business is a 

sine qua non in the valuation of goodwill of one of any of its franchises.  

TVM-6 is deeply rooted in the foundations of DCF methodologies. That said, it emerges as a 

model that is sensitive to pricing risks in privately held businesses, especially those operating under 

a franchise arrangement. These risks included soft risks calculated in the franchise risk imputation 

model FRIM, together with franchisee risk averseness and risk mitigation expectation. Overall, it is 

the combination of discounted cash-flow fundamentals, the pricing of franchisee specific risks, and 

the evaluation of the franchise system‟s governance structure, which distinguishes TVM-6 from 

other goodwill valuation models. The synthesis of the various theories in arriving at the extended 

value of goodwill of a franchisee-operated business contains several components, four of which 

will be comprehensively modelled in the ensuing chapters. Specifically, the calculation of 

governance efficiency factor E, the risk premium Rp, the risk averseness factor RAf, and the risk 

mitigation factor RMf will be progressed in chapters 9, 10, 11, and 12 respectively, and typified by 

the DEG formula below. 

 

 

 

Figure 10- TVM-6 Model Multi Factor Model developed for this thesis 
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Chapter 9- Governance structure 

evaluator 

Objective: This chapter presents a theoretical model that aims at measuring the 

effectiveness of a franchise system‟s governance structure. It provides the 

framework and the formulae for calculating an efficiency factor and an implied 

measure of agency costs for inclusion in the dependent TVM. In so doing, 

various scenarios are offered to model the relationship between the system‟s 

efficiency and the level of agency costs incurred in an equilibrium state and to 

defend sub-proposition SP1 that proposes goodwill of a franchisee-operated 

business cannot be valued without also evaluating the governance structure of 

the franchise system. 

 

9.1 Introduction 

It was previously argued that governance structures exist in agency relationships to manage risks of 

moral hazard and adverse selection. Moreover, these risks affect the economic welfare of both 

principal/franchisor and agent/franchisee for the currency of the relationship, and at times beyond 

its termination. In that sense, it is elemental to know more about the risks embedded in the form, 

content and mechanism of the governance structure, and the economic implications for the 

franchisor and franchisee in the event that these risks materialise. In order to do this, the 

governance structure needs to be evaluated to establish the efficiency of the franchise system, and 

by extension the efficiency and welfare of the franchisor and its franchisees. To that point, Bergen, 

Dutta, & Walker (1992, p. 2) highlight that „efficiency‟ in most agency models is measured by how 

successfully the franchisor minimises agency costs rather than the maximisation of “… the joint 

utility of both principal and agent”. On the other hand, Bennett, Frazer, & Weaven (2010, p. 71) 

claim that „efficiency‟ in franchising, is more about “… the incentive that a franchisee has, to 

maximise the value of his or/her franchise which in turn increases the value of the whole system to 

the franchisor‟s benefit”. As stated in chapter 3.1, the interest here is about the governance 

structure of the franchise system and the value that the franchise system delivers to the franchisor 

and its franchisees as a co-dependent and synergistic economic unit. Therefore, „efficiency‟ is 

defined in terms of  how effective the franchise system‟s governance structure has been and is 

likely to be in achieving the value maximisation goal of both franchisor and franchisee, by 

minimising the use of resources, time and effort. However, whilst the evaluation of the governance 

structure can inform us about how well the system has minimised agency costs; it cannot 

unilaterally provide a pro tem or an ex ante economic measure of value. As such, the measure of 

economic value is carried out by the dependent TVM, which incorporates the efficiency rating E, 

which is in turn calculated by a quantitative and quantitative model/instrument, namely the 

governance structure evaluation model, the GSEM.  

Part 3  

Synthesis of 

agency, finance 

& franchising 

theories 
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9.2 Agency efficiency model 

As discussed in chapter 3, governance structures actuate the agency contract and validate the 

relationship between the principal and their agents. They play a foundation role in dispensing 

incentives, information, acculturation, and operations during the economic life of the franchisee-

operated business. Much the same way, Watts & McNair-Connolly (2012, p. 23) maintain that 

control systems or governance structures “… exist first and foremost to direct behaviour [effort], 

secondly to evaluate and reward the results of these actions [outcomes]”. This important point is 

couched differently by Eisenhardt (1989, p. 61) who states that a principal invests in governance 

systems to “… discover the agent‟s behaviour” which is “… unobservable due to moral hazard or 

adverse selection” and to “… contract on the outcomes of the agent‟s behaviour”. In support, 

Arwinge (2013, p. 31) argues that control systems are vital in reducing the “… information-gap” 

and “… reduce inherent uncertainties in relationships”. In fact, Mellewigt, Ehrmann, & Decker 

(2011, p. 328) found that mechanisms that purport to regulate the behaviour of franchisees have 

“… no impact on franchisees‟ satisfaction at all”. However, to be effective governance systems 

need to exhibit a “… delicate balance of rules, communication, and monitoring” (Mitsuhashi, 

Shane, & Sine, 2008, p. 4). Indeed agency contracts such as that of a franchise mostly operate 

somewhere on the continuum of effort and outcome based systems (Bergen, Dutta, & Walker, 

1992). 

The presence of agency costs in franchising restricts the ability of the franchisor to reward 

outcomes to the extent expected by franchisees. Indeed, the literature seems resolute that agency 

costs cannot be entirely negated at any costs in relationships that are fraught with moral hazards, 

adverse selections, and risk sharing. Accepting that the agency costs phenomenon is central to 

economic, organisational, and social theories, discussion is now directed at how governance 

systems of acculturation, organisation, communication, and incentives are employed in agency 

costs minimisation.  

Firstly, acculturation systems employ stimulative, adaptive, reformative and educative tools to 

“… resolve differences” and “… help people to work together” (Linstead, Fulop, & Lilley, 2009, 

p. 156) towards a common goal and create a culture which Hodgetts, Luthans, & Doh (2005, p. 94) 

say most scholars characterise as being “… learned, shared, transgenerational, symbolic, patterned 

and adaptive”. Effective acculturation systems can exert subliminal influence over stakeholders 

such as employees, franchisees, suppliers, and partners and function as a bonding agent. Once a 

common bond is created between franchisor and franchisee, the prospect of free-riding
 
and shirking 

by the agent and hold-up by the franchisor is diminished. It is particularly relevant in a franchising 

context as it can break down barriers and temper the „them‟ and „us‟ attitude, which so often leads 

to a greater incidence of information asymmetry and monitoring costs. Stimulative and adaptive 
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acculturation systems are reactive, whereas reformative and educative acculturation systems are 

proactive. More specifically, stimulative acculturation is considerably symbolic and focuses on 

stimulating future behaviour by positively reinforcing past achievements of individuals at being 

culturally responsive and supportive. Adaptive systems deal with environmental challenges 

existing now and in the future. They enable the franchise system to become agile and respond 

quickly to changes occurring inside and outside of the organisation. Reformative systems 

proactively identify cultural factors in need of transformation and contemporisation in order to 

remain market relevant. The effectiveness of stimulative, adaptive, and reformative systems is 

aided by educative systems that focus on systematic and repetitive edification of stakeholders about 

past, present and future cultural shape and scope.  

Secondly, in view of the agent‟s comparative advantage, the agent manifests some “… expertise 

the principal does not have, represented as information the principal needs to know to choose the 

best decision” (Gailmard, 2012, p. 14). To attenuate the problem of information asymmetry and the 

consequences of agency costs, principals commit large resources to develop and administer 

sophisticated communication systems that subsist in reactive, proactive, aggressive, or passive 

forms. These systems are conveyors of information, ideas, thoughts, feelings, and emotions that 

dwell in most franchise relationships. In that sense, they are paramount in form and content to the 

management of adverse selection and moral hazard. They allow the franchisor as principal the 

opportunity to minimise hidden knowledge by tapping into information accessed by the agent that 

would not otherwise be available to it as principal. Reactive communication systems entail 

voluntary action to receive and participate in information exchange on the part of all actors in the 

process, and are generally conducted face-to-face. Similarly, proactive communication is also 

voluntary, with the burden of sourcing and access rests more with the recipient and rarely occurs 

face-to-face. Contrariwise, aggressive and passive communications are transmitted automatically 

and at times forcefully to intended recipients, thereby increasing ease and speed of access. Whilst 

aggressive communication is principally fulfilled electronically by voice and text, passive 

communication tends to predominate in the traditional audio and visual forms. Given this array of 

communication types, the franchisor must intelligently and assiduously mix and match each type to 

each identifiable agency problem in order to mitigate agency costs. 

Thirdly, organisation systems such as operational, financial, regulative, and contractual combine 

to form a structural base for incentives, information, and culture. Accordingly, operational systems 

can be bifurcated into that which is commercial and legal and that which is not. Together, they act 

as the nerve centre of the governance structure and can represent the main source of value in the 

relationship. At the commercial level, operational systems perform the important task of supporting 

and stabilising the other systems with key functions such as human resources, sales and marketing, 

systems and procedures, and support structures. However, such important functions cannot be 
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effectively fulfilled without healthy levels of activity, leverage, liquidity, and profitability. From a 

legal perspective, regulative and contractual systems serve the interests of government, community, 

customer, and business owner. Regulative systems manage and discharge compliance obligations 

under various state and commonwealth statutes whilst contractual systems strive to conceptualise, 

formalise, and legitimise the agency relationship apropos employees, franchisees, suppliers and 

intellectual property.  

Lastly, incentive systems present under the rubric of communicative, organisational, and 

acculturative. The agency model is powered by all that can be successfully delegated. In the 

process, delegation of roles, functions and power to agents who have divergent goals and private 

information create structural management problems for the principal. These problems are known 

and anticipated to the extent that both agent and principal opt to manage them by agreeing to 

various compensatory, distributive, interactional, and procedural incentives in a written contract, 

prior to the commencement of the relationship. This process according to Laffont & Martimort 

(2001, p. 12) would not be necessary if the agent had no private information because 

“… the principal could propose a contract which perfectly controls the agent and induces the 

latter's actions to be what he would like to do himself”. In corroboration, Kim (2011, p. 545) states 

that, “… if the principal had complete information or if monitoring costs were zero, this problem 

would be trivial because the principal could effectively observe and punish any deviations”. In their 

varied pecuniary and non-pecuniary forms, these systems are utilised as primary control levers to 

“… close the gap between the agent‟s private incentives and the principal‟s goals” 

(Kim, 2011, p. 547) thereby reducing the risk of moral hazard. For that reason, principals customise 

incentives to optimise the value that the agent can add to their expected utility, by leveraging the 

effort-averse, and the risk-averse agent‟s “… special ability and lower opportunity cost of effort 

and time” (Hamman, Loewenstein, & Weber, 2009, p. 1). Communication, organisational, and 

acculturation systems cannot prosper without the buttress of an effective incentive system. Overall, 

the successful deployment of incentives (to reward agents) will be dictated by the extent that they 

singularly or conjointly target each of these systems, to monitor, change, and direct behaviour 

towards a given outcome (Eisenhardt, 1985). Although acculturation, organisation, communication 

and incentives systems are extensively employed to mitigate conflicts of interest, “… the slippage 

between the agent‟s and the principal‟s interests cannot be eliminated entirely” 

(Kim, 2011, p. 547). It is therefore paramount that the governance structure of the franchise system 

is assembled intelligently and expertly so that it can deliver the highest level of efficiency 

dividends to the franchisor and its franchisees. The means by which that efficiency can be 

measured is addressed in the next section. 
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9.3 Governance structure 

As indicated above, the governance structure (GST) comprises a nomological network of four 

distinct but related levels. Level 1 is represented by 4 governance systems (GSY), whereas level 2 

branches out in 15 governance sub-systems (GSS). The sub-systems are further expanded in level 3 

by 60 governance functions, (GFU) that allow the development of 472 governance drivers (GDR) 

at level 4. These governance drivers consist of general drivers (GD) and benchmark drivers (BD) 

employed in measuring the efficiency of the franchise system. This measurement process is 

undertaken in a governance structure evaluation model (GSEM) which is developed specifically to 

calculate the efficiency factor E for incorporation in the dependent TVM. The GSEM is presented 

in long form in this thesis and in electronic form as a companion file. It contains a series of 

successive steps of gathering, recording, sanitising, arranging, and analysing qualitative and 

quantitative data in preparation for evaluation. The evaluation process comprises a system of 

weighting, marking and scoring of the 472 governance drivers of the franchise system‟s 

acculturation, organisation, communication, and incentive systems. At the end, GSEM aggregates 

the weighted scores and calculates an efficiency factor. The methodology for this calculation is 

covered in detail later in this section. For now, the following table provides an overview of each of 

the levels 1, 2, and 3 contained in the governance structure. 

System ACCULTURATION 

Sub-system Stimulative Adaptive Reformative Educative 

Functions 

Commemoration Ethics Advisory board Induction 

Leadership Resource Advisory  council Mentoring 

Reward & award Structure Field audit Storytelling 

Scorecard Technology Focus group Training 

     

System ORGANISATION 

Sub-system Operational Financial Regulative Contractual 

Functions 

Competition & product Activity Corporations law Employee 

Human resource Leverage Taxation law Franchisee 

Sales & marketing Liquidity Trade practices law Intellectual property 

Systems & procedures Profitability Workplace law Supplier 

     

System COMMUNICATION 

Sub-system Reactive Proactive Aggressive Passive 

Functions 

Conference Internet Email Billboard 

Group meeting Intranet SMS Grapevine 

One-on-one Newsletter Telephone Radio 

Seminar Web-site Voicemail Television 
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System INCENTIVE  

Sub-system Communicative Organisational Acculturative  

Functions 

Aggressiveness Contracts Adaptations  

Passiveness Financials Educations  

Proactiveness Operations Reforms  

Reactiveness Regulations Stimulants  

 

9.3.1. Notations for levels 1, 2 & 3 

This section progresses the construction of the GSEM by assembling each element of levels 1, 2, 

and 3 of the governance structure and presenting them in notational form for incorporation in the 

modelling process. Level 4 is separately covered in the next section. 

a) Level 1- Governance systems 

GSY consist of acculturation (A), organisation (O), communication (C) and incentive (I).  

Systems-GSY 

Acculturation A Organisation O Communication C Incentives I 

b) Level 2- Governance sub-systems 

In level 2, each GSY namely acculturation, organisation, communication, and incentives branches 

in four governance sub-systems-GSS as tabulated below. Every GSS is assigned with a three-letter 

Notation. 

 

Sub-systems-GSS 

Acculturation Organisation Communication Incentives 

Stimulative  Sti Operational Ope Reactive Rea Communicative  Com 

Adaptive  Ada Financial Fin Proactive  Pro Organisational  Org 

Reformative  Ref Regulative  Reg Aggressive  Agg Acculturative  Acc 

Educative  Edu Contractual  Con Passive  Pas Communicative  Com 

c) Level 3- Governance functions 

In level 3, each GSS namely simulative, adaptive, reformative, educative, operational, financial, 

regulative, contractual, reactive, proactive, aggressive, passive, communicative, organisational, and 

acculturative branches in four governance functions-GFU as tabulated below. Every GFU is 

assigned with a three-letter notation. 
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Functions-GFU 

Acculturation 

Stimulative Adaptive Reformative Educative 

Commemoration Com Ethics Eth 
Advisory 

board 
Adb Induction Ind 

Leadership Lea Resource Res 
Advisory 

council 
Adc Mentoring Men 

Reward & award Rea Structure Str 
Field 

audit 
Fia Storytelling Sto 

Scorecard Sco Technology Tec 
Focus 

group 
Fog Training Tra 

 
Organisation 

Operational Financial Regulative Contractual 

Competition & 

product 
Cop Activity Act 

Corporations 

law 
Col Employee Emp 

Human 

resource 
Hur Leverage Lev Taxation law Tal Franchisee Fra 

Sales & 

marketing 
Sam Liquidity Liq 

Trade 

practices law 
Tpl 

Intellectual 

property 
Inp 

Systems & 

procedures 
Syp Profitability Pro 

Workplace 

law 
Wol Supplier Sup 

 

Communication 

Reactive Proactive Aggressive Passive 

Conference Con Internet Ine Email Ema Billboard Bil 

Group meeting Grm Intranet Ina 

Short 

messaging 

systems  

Sms Grapevine Gra 

One-on-one Ono Newsletter New Telephone Tel Radio Rad 

Seminar Sem Web-site Web Voicemail Voi Television Tel 

 

GSY- Incentives 

Communicative Organisational Acculturative 

Aggressiveness Ags Contracts Cos Adaptations Ads 

Passiveness Pas Financials Fis Educations Eds 

Proactiveness Prs Operations Ops Reforms Res 

Reactiveness Res Regulations Res Stimulants Sts 

9.3.2. Notations for weights & points 

As mentioned above, each driver contained in the GSEM is individually weighted and scored to 

reflect a relative position of influence in the agency costs optimization model. In developing the 

model, Notations are allocated to elements of the system, the sub-system, and the functions, 

together with the weights and the points allocated to each driver. These Notations are summarised 

below. 
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a) Systems, sub-systems and functions 

Governance structure  GST  

Governance systems  GSY  

Governance sub-systems  GSS  

Governance functions GFU  

Governance drivers GDR  

General drivers GD  

Benchmark drivers BD  

Efficiency factor of franchisor  E  

Agency costs to the system  Y  

Total points allocated to the governance structure  P  

Total points allocated to the general drivers  PGD  

Total points allocated to the benchmark drivers  PBD  

Total points awarded to the governance structure  PS  

 

b)   Weights and points 

 
Weights 

Max 

points 

Governance system-Acculturation WA PA 

Governance system-Organisation WO PO 

Governance system-Communication  WC PC 

Governance system-Incentive WI PI 

Governance system-Financial benchmarks WF PF 

 

Acculturation 
Weight 

Max 

points 

 WA PA 

Stimulative acculturation WASti PASti 

 Stimulative commemoration WACom PACom 

 Stimulative leadership WALea PALea 

 Stimulative reward & award WARea PARea 

 Stimulative scorecard WASco PASco 

Adaptive acculturation WAAda PAAda 

 Adaptive ethics WAEth PAEth 

 Adaptive resource WARes PARes 

 Adaptive structure WAStr PAStr 

 Adaptive technology WATec PATec 

Reformative acculturation WARef PARef 

 Reformative advisory board WAAdb PAAdb 

 Reformative advisory council WAAdc PAAdc 
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 Reformative field audit WAFia PAFia 

 Reformative focus group WAFoc PAFoc 

Educative acculturation WAEdu PAEdu 

 Educative induction WAInd PAInd 

 Educative mentoring WAMen PAMen 

 Educative storytelling WASto PASto 

 Educative training WATra PATra 

 

Organisation 
Weight 

Max 

points 

 WO PO 

Operational organisation WOOpe POOpe 

 Operational competition & product WOCop POCop 

 Operational human resource WOHur POHur 

 Operational sales & marketing WOSam POSam 

 Operational systems & procedures WOSyp POSyp 

Financial organisation WOFin POFin 

 Financial activity WOAct POAct 

 Financial leverage WOLev POLev 

 Financial liquidity WOLiq POLiq 

 Financial profitability WOPro POPro 

Regulative organisation WOReg POReg 

 Regulative corporations law WOCol POCol 

 Regulative taxation law WOTal POTal 

 Regulative trade practices law WOTpl POTpl 

 Regulative workplace law WOWol POWol 

Contractual organisation WOCon POCon 

 Contractual employee WOEmp POEmp 

 Contractual franchisee WOFra POFra 

 Contractual intellectual property WOInp POInp 

 Contractual supplier WOSup POSup 

 

Communication 
Weight 

Max 

points 

 WC PC 

Reactive communication WCRea PCRea 

 Reactive conference WCCon PCCon 

 Reactive group meeting WCGrm PCGrm 

 Reactive one-on-one  WCOno PCOno 

 Reactive seminar WCSem PCSem 
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Communication 
Weight 

Max 

points 

Proactive communication WCPro PCPro 

 Proactive internet WCIne PCIne 

 Proactive intranet WCIna PCIna 

 Proactive newsletter WCNew PCNew 

 Proactive web-site WCWeb PCWeb 

Aggressive communication WCAgg PCAgg 

 Aggressive email WCEma PCEma 

 Aggressive SMS WCSms PCSms 

 Aggressive telephone WCTel PCTel 

 Aggressive voicemail WCVoi PCVoi 

Passive communication WCPas PCPas 

 Passive billboards WCBil PCBil 

 Passive grapevine WCGra PCGra 

 Passive radio WCRad PCRad 

 Passive television WCTel PCTel 

 

Incentive 
Weight 

Max 

points 

 WI PI 

Communicative incentive WICom PICom 

 Aggressive communication WIAgs PIAgs 

 Passive communication WIPas PIPas 

 Proactive communication WIPrs PIPrs 

 Reactive communication WIRes PIRes 

Organisational incentive WIOrg PIOrg 

 Contractual organisation WIOpe PIOpe 

 Financial organisation WIFin PIFin 

 Operational organisation WIReg PIReg 

 Regulative organisation WICon PICon 

Acculturation incentive WIAcc PIAcc 

 Adaptive acculturation WISti PISti 

 Educative acculturation WIAda PIAda 

 Reformative acculturation WIRef PIRef 

 Stimulative acculturation WIEdu PIEdu 

Financial benchmarks WB  

 Key historical benchmarks WBKhb PBKhb 

 Key forecasted benchmarks WBKfb PBKfb 

 Relative financial benchmarks WBRfb PBRfb 
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9.3.3. Formulae for points allocation 

By design, the GSEM allocates a maximum number of points to each governance driver. This 

allocation is theoretically originated and has not been empirically tested.  

a) Summary of the number of elements at each level 

 No of governance systems  ∑GSY = 4 

 No of governance sub-systems  ∑GSS = 15 

 No of governance functions  ∑GFU = 60 

 No of general governance drivers  ∑GDRGD = 357 

 No of benchmark governance drivers  ∑GDRBD = 115 

 No of system governance drivers  ∑GST = ∑GDRGD + ∑GDRBD = 472 

b) Formulae for allocating points to governance drivers 

 General governance drivers  PGD = 5,000  

 Benchmark governance drivers  PBD = 2,000 

 System governance drivers  P = PGD + PBD = 7,000 

c) Formulae for allocating points to governance systems 

General drivers 

 Acculturation  PA = WA (PGD) 

 Organisation  PO = WO (PGD) 

 Communication  PC = WC (PGD) 

 Incentive  PI = WI (PGD) 

 Total points allocated to all general governance drivers and benchmark governance drivers 

(P):- 

Formula 1.7  

P = PA + PO + PC + PI + PBKhb + PBKfb + PBRfb  
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(Acculturation points + Organisational points + Communication points + Incentive points + 

Key historical benchmarks points + Key forecasted benchmarks points + Relative financial 

benchmarks points) 

Benchmark drivers 

 Key historical benchmarks  PHKhb = WBKhb (PBD)  

 Key forecasted benchmarks  PFKfb = WBKfb (PBD) 

 Relative financial benchmarks  PBRfb = WBRfb (PBD) 

d) Formulae for allocating points to governance sub-systems 

Acculturation 

 Stimulative acculturation  PASti = PA (WASti)  

 Adaptive acculturation  PAAda = PA (WAAda) 

 Reformative acculturation  PARef = PA (WARef) 

 Educative acculturation  PAEdu = PA (WAEdu) 

Organisation 

 Operational organisation  POOpe = PO (WOOpe)  

 Financial organisation  POFin = PO (WOFin) 

 Regulative organisation  POReg = PO (WOReg) 

 Contractual organisation  POCon = PO (WOCon) 

Communication 

 Reactive communication  PCRea = PC (WCRea)  

 Proactive communication  PCPro = PC (WCPro) 

 Aggressive communication  PCAgg = PC (WCAgg) 

 Passive communication  PCPas = PC (WCPas) 
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Incentive 

 Communicative incentive  PICom = PI (WICom)  

 Organisational incentive  PIOrg = PI (WIOrg) 

 Acculturative incentive  PIAcc = PI (WIAcc) 

e) Formulae for allocating points to governance functions 

Stimulative aculturation  

 Commemoration  PACom =  PA (WASti) (WACom) 

 Leadership  PACom = PA (WASti) (WACom) 

 Reward & award  PACom = PA (WASti) (WACom) 

 Scorecard  PACom = PA (WASti) (WACom) 

Adaptive acculturation 

 Ethics  PAEth = PA (WAAda) (WAEth) 

 Resource  PARes = PA (WAAda) (WARes) 

 Structure  PAStr = PA (WAAda) (WACom) 

 Technology  PATec = PA (WAAda) (WATec) 

Reformative acculturation 

 Advisory board  PAAdb = PA (WARef) (WAAdb) 

 Advisory council  PAAdc = PA (WARef) (WAAdc) 

 Field audit  PAFia = PA (WARef) (WAFia) 

 Focus group  PAFog = PA (WARef) (WAFog) 

Educative acculturation 

 Induction  PAInd = PA (WAEdu) (WAInd) 

 Mentoring  PAMen = PA (WAEdu) (WAMen) 
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 Storytelling  PASto = PA (WAEdu) (WASto) 

 Training  PATra = PA (WAEdu) (WATra) 

Operational organisation 

 Competition & product  POCop = PO (WOOpe) (WOCop) 

 Human resource  POHur = PO (WOOpe) (WOHur) 

 Sales & marketing  POSam = PO (WOOpe) (WOSam) 

 Systems & procedures  POSyp = PO (WOOpe) (WOSyp) 

Financial organisation 

 Activity  POAct = PO) (WOFin) (WOAct) 

 Leverage  POLev = PO (WOFin) (WOLev) 

 Liquidity  POLiq = PO (WOFin) (WOLiq) 

 Profitability  POPro = PO (WOFin) (WOPro) 

Regulative organisation 

 Corporations law  POCol = PO (WOReg) (WOCol) 

 Taxation law  POTal = PO (WOReg) (WOTal) 

 Trade practices law  POTpl = PO (WOReg) (WOTpl) 

 Workplace law  POWol = PO (WOReg) (WOWol) 

Contractual organisation 

 Employee  POEmp = PO (WOCon) (WOEmp) 

 Franchisee  POFra = PO (WOCon) (WOFra) 

 Intellectual property  POInp = PO (WOCon) (WOInp) 

 Supplier  POSup = PO (WOCon) (WOSup) 
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Reactive communication 

 Conference  PCCon = PC (WCRea) (WCCon) 

 Group meeting  PCGrm = PC (WCRea) (WCGrm) 

 One-on-one  PCOno = PC (WCRea) (WCOno) 

 Seminar  PCSem = PC (WCRea) (WCSem) 

Proactive communication 

 Internet  PCIne = PC (WCPro) (WCIne) 

 Intranet  PCIna = PC (WCPro) (WCIna) 

 Newsletter  PCNew= PC (WCPro) (WCNew) 

 Web-site  PCWeb = PC (WCPro) (WCWeb) 

Aggressive communication 

 Email  PCEma = PC (WCAgg) (WCEma) 

 SMS  PCSms = PC (WCAgg) (WCSms) 

 Telephone  PCTel = PC (WCAgg) (WCTel) 

 Voicemail  PCVom = PC (WCAgg) (WCVom) 

Passive communication 

 Billboard  PCBil = PC (WCPas) (WCBil) 

 Grapevine  PCGra = PC (WCPas) (WCGra) 

 Radio  PCRad = PC (WCPas) (WCRad) 

 Television  PCTel = PC (WCPas) (WCTel) 

Communicative incentive 

 Aggressiveness  PIAgs = PC (WICom) (WIAgs) 

 Passiveness  PIPas = PC (WICom) (WIPas) 
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 Proactiveness  PIPrs = PC (WICom) (WIPrs) 

 Reactiveness  PIRes = PC (WICom) (WIRes) 

Organisational incentive 

 Contracts  PICos = PC (WIOrg) (WICos) 

 Financials  PIFis = PC (WIOrg) (WIFis) 

 Operations  PIOps = PC (WIOrg) (WIOps) 

 Regulations  PIRes = PC (WIOrg) (WIRes) 

Acculturative incentive 

 Adaptations  PIAds = PC (WIAcc) (WIAds) 

 Educations  PIEds = PC (WIAcc) (WIEds) 

 Reforms  PIRes = PC (WIAcc) (WIRes) 

 Stimulants  PISts = PC (WIAcc) (WISts) 

9.4 Level 4- Governance drivers 

Level 4- Governance drivers are catalogued at the end of this chapter showing their notations, 

descriptions, allocated weights, and explanations. Ideally, these drivers would have been subjected 

to rigorous regression analysis and selected for their high correlations to franchisee profitability or 

other such measures. However, for the purposes of this theoretical work, drivers expected of a 

governance structure designed for agency costs optimization have been systematically assembled 

from empirical knowledge accumulated from consulting engagements spanning twenty-five years. 

They include franchise related consulting engagements with leading brands such as ACCC, 

Australia Post, Autobarn, Berklee Exhaust, Bidvest, Bing Lee, Bob Jane T-Marts, Capt‟n Snooze, 

Clark Rubber, Coles Myer Liquorland, Commonwealth Bank of Australia, Digital TV Installations, 

Domino‟s Pizza, IAG, James Hardie, Midas Mufflers & Brakes, Muffin Break, Optus World, Quest 

Hospitality, Red Rooster, Subway, Tattersalls, Toms Tyres, Vivianne‟s Fashions, Westpac Banking 

Corporation; and Wormald Security.  

In addition, information was garnered from sources such as, (a) web-site of franchisors and 

government agencies such as ASIC and ACCC, (b) franchise related regulations such as the Code 

and Consumer Law, (c) legal material such as precedents and expert commentaries, (e) selected 
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web-sites of franchise brokers such as franchisebusiness.com.au and Franchising Magazine, and (c) 

literary works and research papers. Similar works undertaken by Badawi (2010), Boulay (2010), 

Mitsuhashi1 (2008) and Windsperger (2004) were drawn upon to formulate the approach in 

designing some of the drivers. These drivers are intended to reflect that which is theoretically 

required for incentive, information, acculturation; and operational systems to function efficiently in 

the interest of a successful the franchise system. Indirectly, Ramanauskaite & Rudzioniene (2013) 

refer to Bontis (2002), Daum (2003), Vaskeline (2003), Hitchner (2006) and Saez et a1., (2007) to 

support this claim by saying that the intellectual capital (governance structure) of the organisation 

is made up of human, organisational and relational capital. Elaborating on the critical elements of 

governance structures, Ramanauskaite & Rudzioniene (2013, pp. 82-83) go on to say that 

“… human capital is perceived as the entirety of knowledge, skills, education, experience, talent, 

innovativeness, competence, motivation, loyalty, creativity, ability to perform a task and deal with 

arising issues, leadership, business skills, management and ideas leading to new products”. They 

add that “… organizational capital is perceived as the organizational and financial structure of an 

enterprise, its strategic processes, technologies, procedures, process documentation, risk assessment 

methodology, technical equipment, software, systems, the use of information technologies, 

databases (e.g., the ones covering information on the market and clients), patents, trademarks, 

methods of sales management, communication systems and all other organizational capabilities 

supporting the productivity of the personnel and facilitating their productive cooperation; and 

“… relational capital is conceived as the awareness of the enterprise, its trademarks, brands, image, 

external networks and complete orders, its supply streams, long-term contracts, license and 

franchise agreements and relations with external individuals founding the marketing and 

commercial capabilities of the enterprise”.  In essence, these elements form the basis of the 

governance systems developed in this thesis. 

In all, some intellectual capital 472 drivers are tested and rated across the four governance systems. 

Following is a catalogue of these drivers with information about their identification Code (DIN), 

the basis of marking. DINs 1 to 107 address questions about drivers that are responded by choosing 

from four set answers, with the first choice returning the most points in the marking system. On the 

other hand DINs 108 to 472 address questions about drivers with a positive (Yes) or negative (No) 

response only. It should be pointed out that the GSEM hypothesises a homogenous set of 

governance drivers for franchise systems within the same industry. However, it is anticipated that 

weights, hence points allocated to each driver may vary from system to system to accommodate 

any idiosyncratic characteristics of that system.   
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DIN GOVERNANCE DRIVER45 CHECK 

1 
What is the franchisor's policy regarding the delivery of core promises to its 

customers? 
First choice 

2 
What is the franchisor's policy regarding the delivery of core promises to its 

employees? 
First choice 

3 What is the franchisor's policy regarding its dealings with its suppliers? First choice 

4 What is the franchisor's policy regarding environmental issues? First choice 

5 What is the franchisor's policy regarding corporate citizenship? First choice 

6 What is the franchisor's policy regarding nepotism? First choice 

7 What type of organisational structure does the franchisor have? First choice 

8 How responsive is the franchisor's structure to changes in its environment? First choice 

9 
What is the quality of the franchisor's franchisee training and development 

program? 
First choice 

10 What is the quality of the franchisee's staff training and development program? First choice 

11 How often does the franchisor conduct training programs for franchisees? First choice 

12 How often are franchisees required to conduct training programs for their staff? First choice 

13 What type of training programs does the franchisor deliver to its franchisees? First choice 

14 What type of field audits does the franchisor undertake? First choice 

15 How does the franchisor select focus groups participants? First choice 

16 What geographical strategy is adopted for focus groups? First choice 

17 How often are focus groups conducted by the franchisor?  First choice 

18 How are franchisees selected for performance awards? First choice 

19 What type of information is mostly communicated via email? First choice 

20 What type of information is mostly communicated via short message service? First choice 

21 What type of information is mostly communicated via the telephone? First choice 

22 What type of information is mostly communicated via voice mail? First choice 

23 What type of email software does the franchise system operates? First choice 

24 What type of information is mostly communicated via billboards? First choice 

25 What type of information is mostly communicated via word-of-mouth? First choice 

26 What type of information is mostly communicated via radio? First choice 

27 What type of information is mostly communicated via television? First choice 

                                                      
45

 Dates appearing in this table are for illustrative purposes only. They represent rating time lines in the electronic GSEM for the 

purposes of simulating a rating factor for a fictitious franchisor. 
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DIN GOVERNANCE DRIVER45 CHECK 

28 How often are television communications updated? First choice 

29 What type of information is mostly communicated via the internet? First choice 

30 What type of information is mostly communicated via the intranet? First choice 

31 What type of information is mostly communicated via the franchisor's website? First choice 

32 How often is the franchisor‟s website updated for content? First choice 

33 What type of information is mostly communicated via newsletters? First choice 

34 How often does the franchisor conduct national conferences? First choice 

35 How are the costs of convening national conferences funded? First choice 

36 Who are the invitees to national conferences? First choice 

37 How often does the franchisor conduct group meetings with franchisees? First choice 

38 How often does the franchisor conduct group meetings with staff? First choice 

39 What high-level access do franchisees have to resolve urgent business issues? First choice 

40 How often does the franchisor conduct one-on-one meetings with franchisees? First choice 

41 How often does the franchisor conduct one-on-one meetings with staff? First choice 

42 What policy does the franchisor have for franchisee field support? First choice 

43 How often does the franchisor conduct seminars for its franchisees? First choice 

44 How often does the franchisor conduct seminars for its staff? First choice 

45 
What incentives exist to maximise the effectiveness of- Acculturative 

adaptations? 
First choice 

46 
What incentives exist to maximise the effectiveness of- Acculturative 

educations? 
First choice 

47 What incentives exist to maximise the effectiveness of- Acculturative reforms? First choice 

48 
What incentives exist to maximise the effectiveness of- Acculturative 

stimulants? 
First choice 

49 
What incentives exist to maximise the effectiveness of- Communicative 

aggressiveness? 
First choice 

50 
What incentives exist to maximise the effectiveness of- Communicative 

passiveness? 
First choice 

51 
What incentives exist to maximise the effectiveness of- Communicative 

proactiveness? 
First choice 

52 
What incentives exist to maximise the effectiveness of- Communicative 

reactiveness? 
First choice 

53 
What incentives exist to maximise the effectiveness of- Organisational 

contracts? 
First choice 

54 
How does the franchise agreement deal with franchisee-operated business 

goodwill entitlement? 
First choice 

55 How does the franchisor contribute to the cost of advertising? First choice 

56 
What incentives exist to maximise the effectiveness of- Organisational 

financials? 
First choice 
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DIN GOVERNANCE DRIVER45 CHECK 

57 
What incentives exist to maximise the effectiveness of- Organisational 

operations? 
First choice 

58 
What incentives exist to maximise the effectiveness of- Organisational 

regulations? 
First choice 

59 
How often do franchisees have to lodge management accounts to the 

franchisor? 
First choice 

60 What is the initial term of the franchise grant? First choice 

61 
What is the franchisor likely to do when a highly esteemed franchisee sells a 

partly expired contract? 
First choice 

62 What is the franchisor's policy regarding multi-site ownership? First choice 

63 
What type of agreement do franchisees usually have to occupy the business 

premises? 
First choice 

64 What type of franchise agreement does the franchisor have with its franchisees? First choice 

65 
What restrictions does the franchise agreement impose on franchisees regarding 

customer procurement? 
First choice 

66 
What restrictions does the franchise agreement impose on franchisees wishing 

to operate another business? 
First choice 

67 
Has the franchisor issued proceedings against any franchisees in the last 3 

years? 
First choice 

68 
How long does the franchisor have legal use its marks, patents, logos, and 

insignias? 
First choice 

69 
What type of guarantee have the directors given for any of the franchisor's 

debts? 
First choice 

70 What constitutes the majority of the franchisor's receivables? First choice 

71 How do foreign exchange rate fluctuations affect the franchisor's business? First choice 

72 How would the average franchisee rate the profitability of their business? First choice 

73 What rate of return on investment have comparable franchisees achieved? First choice 

74 How competitive is the industry in which the franchisor operates? First choice 

75 
How do franchisees view the market acceptance of core products offered by the 

franchisor? 
First choice 

76 
How do franchisees view the market longevity of core products offered by the 

franchisor? 
First choice 

77 
How do franchisees view the price competitiveness of core products offered by 

the franchisor? 
First choice 

78 
How many worthy competitors does the franchise brand contend with in the 

local market? 
First choice 

79 
How strong is the bargaining power of suppliers of product to the franchise 

system? 
First choice 

80 
How strong is the competition from sellers of substitute products sold by the 

franchise system? 
First choice 

81 
How does the franchisor rate the financial resources of the main competitors to 

the franchise system? 
First choice 

82 
How does the franchisor rate the success of competitors to the franchise 

system? 
First choice 

83 
What do franchisees think of the quality of core products offered by the 

franchisor? 
First choice 

84 
What is the franchisor's view on the likelihood of a new entrant to the industry 

in the medium to long term? 
First choice 
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DIN GOVERNANCE DRIVER45 CHECK 

85 
What is the franchisor's view on the likelihood of substitute products entering 

the industry in the medium to long term? 
First choice 

86 What are the features of core products sold by the franchise system? First choice 

87 How often does the franchisor consult with subject matter experts? First choice 

88 How often does the franchisor's board of directors meet? First choice 

89 How do franchisees rate the quality of the franchisor's management team? First choice 

90 How strong is buyer bargaining power in the industry? First choice 

91 How strong is cross-industry diversification? First choice 

92 How strong is the rivalry amongst existing firms in the industry? First choice 

93 How strong is the rivalry from newly entering firms to the industry? First choice 

94 
How does the franchisor rate the uniqueness and longevity of the franchisor's 

business? 
First choice 

95 How many foreign countries does the franchise brand operate? First choice 

96 What are the global growth expectations for the industry? First choice 

97 What are the global life-cycle expectations for the industry? First choice 

98 What are the national growth expectations for the industry? First choice 

99 What are the national life-cycle expectations for the industry? First choice 

100 What are the regional growth expectations for the industry? First choice 

101 What are the regional life-cycle expectations for the industry? First choice 

102 
What earnings information does the franchisor provide to franchisees prior to 

granting a franchise? 
First choice 

103 
How long do new franchisees have to train before they can operate the 

business? 
First choice 

104 How do franchisees contribute to the advertising fund? First choice 

105 How detailed is the franchisor's business plan? First choice 

106 How has the franchisor dealt with any s47 (third line forcing) issues? First choice 

107 How often does the franchisor conduct Code and CCA training for its staff? First choice 

108 Does the franchisor have a policy in support of fair remuneration? Yes 

109 Does the franchisor have a pro-environment policy?  Yes 

110 
Does the franchisor have a policy regarding conflicts of interest between its 

staff and franchisees? 
Yes 

111 Does the franchisor have a policy regarding the accuracy of its records? Yes 

112 
Does the franchisor have detailed manuals to assist franchisees with financial 

issues? 
Yes 

113 
Does the franchisor have detailed manuals to assist franchisees with operational 

issues? 
Yes 

114 
Does the franchisor have detailed manuals to assist franchisees with sales and 

marketing issues? 
Yes 
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115 
Does the franchisor have detailed manuals to assist franchisees with technical 

issues? 
Yes 

116 Has the franchisor reviewed its organisational structure since 01-December-11? Yes 

117 
Has the franchisor updates its technology to reflect changes in its culture since 

01-December-11? 
Yes 

118 
Does the franchisor set aside funds in its annual budget for technology reviews 

and updates? 
Yes 

119 
Do franchisees generally feel that the franchisor is up-to-date with industry 

standards in technology? 
Yes 

120 Are franchisees formally inducted before commencing business? Yes 

121 Are employees of the franchisor formally inducted before starting work? Yes 

122 Are employees of the franchisees formally inducted before starting work? Yes 

123 Are employees of the franchisor contractually obliged to attend inductions? Yes 

124 Are employees of the franchisee contractually obliged to attend inductions? Yes 

125 Are franchisees contractually obliged to attend inductions? Yes 

126 Does the franchisor have a dedicated franchisee support team? Yes 

127 
Does the franchisor actively encourage successful franchisees to mentor other 

franchisees? 
Yes 

128 
Does the franchisor actively encourage franchisees to have mentors external of 

the system? 
Yes 

129 Is the franchisor's growth and success story told to franchisees and staff? Yes 

130 Is the franchisor's success story also told by other franchise systems? Yes 

131 
Has the franchisor's success story been corroborated by any credible media 

organisation? 
Yes 

132 Do franchisees have a structured O, H, & S education program for staff? Yes 

133 Does the franchisor have a structured O, H, & S education program for staff? Yes 

134 
Does the franchisor provide franchisees with technical and sales training for 

new products? 
Yes 

135 Is the franchisor's training for new franchisees competency based? Yes 

136 Does the franchisor have an independent board of directors? Yes 

137 Do any current franchisees sit on the advisory board? Yes 

138 Does the franchisor have an active franchise advisory council? Yes 

139 Do franchisees actively contribute to the reform agenda of the advisory council? Yes 

140 
Are franchisee members of the advisory council democratically elected by other 

franchisees? 
Yes 

141 
Does the franchisor have a structured program to evaluate mystery-shopping 

outcomes? 
Yes 

142 Does the franchisor conduct mystery shopping programs at least bi-annually? Yes 

143 
Does the franchisor conduct formal ceremonies to recognise superior 

performance? 
Yes 

144 Are commemorative events attended by senior executives of the franchisor? Yes 

145 Are families of franchisees encouraged to attend commemorative events? Yes 

146 
Are franchisees required to prepare business plans that reflect the franchisor's 

vision? 
Yes 

147 
Does the franchisor have a vision statement that is known to its staff and 

franchisees? 
Yes 

148 
Does the franchisor have a value statement that reflects prevailing market 

conditions? 
Yes 

149 Does the franchisor provide awards to franchisees for system compliance? Yes 

150 Does the franchisor's value statement have the support of most franchisees? Yes 

151 Does the franchisor recognise franchisee achievements with special awards? Yes 

152 Does the franchisor recognise its employee achievements with special awards? Yes 

153 Are rewards and awards given to franchisees valued by the recipients? Yes 

154 Has the franchisor ever made the top 3 franchisor or the year award? Yes 
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155 Has a franchisee ever made the top 3 franchisee or the year award? Yes 

156 
Has the franchisor achieved its cost budget for the year ending 30-November-

13? 
Yes 

157 
Has the franchisor achieved its franchise outlet expansion plan for the year 

ending 30-November-13? 
Yes 

158 
Has the franchisor achieved its operating profit for the year ending 30-

November-13? 
Yes 

159 
Has the franchisor achieved its revenue budget for the year ending 30-

November-13? 
Yes 

160 
Do all franchisees have a dedicated business email address that is accessible 

during business hours? 
Yes 

161 
Does the franchisor have a policy regarding accessing, reading, and responding 

to emails? 
Yes 

162 What system does the franchisor have for sending and retrieving SMS? Yes 

163 Are SMS messages stored for future references? Yes 

164 Does the franchisor take notes of telephone conversations with its franchisees? Yes 

165 Are telephone conversations recorded for training and follow up purposes? Yes 

166 Is voice mail stored for future references? Yes 

167 Are billboard communications refreshed at least annually? Yes 

168 Are billboards regularly maintained for look and feel? Yes 

169 
Does the franchisor channel information through designated franchisees for 

propagation to others? 
Yes 

170 
Do franchisees use other franchisees to propagate information to the franchisor 

and other franchisees? 
Yes 

171 
Does the franchisor allow franchisees to directly participate in radio 

communication? 
Yes 

172 Is radio communication regionally based and targeted? Yes 

173 Is television communication regionally based and targeted? Yes 

174 
Does the franchisor use social media for communication with its franchisees 

and customers? 
Yes 

175 Does the franchisor's website contain current information? Yes 

176 Are franchise operations manual available on the franchisor's intranet? Yes 

177 Does the franchisor provide regular industry specific newsletters to franchisees? Yes 

178 Are newsletters published in electronic and hard copy forms? Yes 

179 
Does the franchisor communicate sensitive business information via its 

website? 
No 

180 Does the franchisor have web-enabled POS system? Yes 

181 
Does the franchisor operate a web-enabled management and accounting 

system? 
Yes 

182 Are franchisees contractually obliged to attend seminars? Yes 

183 
Are product endorsement rebates received from suppliers disclosed to 

franchisees? 
Yes 

184 
Are product endorsement rebates received by the franchisor from suppliers 

shared with franchisees? 
Yes 

185 
Does the franchisor allow a franchisee to renew a franchise on substantially the 

same term as the original? 
Yes 

186 Are all franchisees eligible for the same incentives as offered by the franchisor? Yes 

187 
Does the franchisor financially support franchisees during tight cash-flow 

cycles? 
Yes 

188 
Does the franchisor redirect rebates received from buying media to boost 

advertising budgets?  
Yes 

189 Is there a fee payable by franchisees on renewal of the franchise? No 

190 Does the franchisor subsidise the cost of preparation of management accounts? Yes 

191 Are employees of the franchisee required to sign confidentiality agreements? Yes 
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192 Are employees of the franchisor required to sign confidentiality agreements? Yes 

193 Are employees of the franchisee required to sign employment agreements? Yes 

194 Are employees of the franchisor required to sign employment agreements? Yes 

195 Are employees of the franchisor required to attend induction programs? Yes 

196 Are employees of the franchisee required to attend induction programs? Yes 

197 Are franchisees required to contribute to an advertising fund? Yes 

198 Are the terms of the franchise agreement negotiable by individual franchisees? No 

199 
Does the franchisor reserve the right to reject an incoming sale on a change of 

ownership event? 
Yes 

200 
Are there any unresolved contractual disputes between the franchisor and any 

franchisee? 
No 

201 
Are franchisees allowed to sell an existing franchise without the approval of the 

franchisor? 
No 

202 
Are the franchisor and franchisee allowed to terminate the franchise agreement 

at will? 
No 

203 
Are new-to-industry individuals allowed to operate the franchisee-operated 

business without the requisite training? 
No 

204 
Are franchisors allowed to introduce new products without the approval of 

franchisees? 
No 

205 
Does the franchise advisory council have a role in determining advertising 

strategies? 
Yes 

206 Does the franchisor control all telecommunication access codes and numbers? Yes 

207 
Does the franchisor coordinate the buying and distribution of products to 

franchisees? 
Yes 

208 
Does the franchisor have a contractual obligation to contribute to an advertising 

pool? 
Yes 

209 
Does the franchisor have first option on the sale of a franchisee-operated 

business? 
Yes 

210 
Does the franchisor require a written confidentiality agreement from 

franchisees? 
Yes 

211 Does the franchisor require a written franchise agreement from franchisees? Yes 

212 Does the franchisor require a written pre-franchise agreement from franchisees? Yes 

213 Does the franchisor require a written training agreement from franchisees? Yes 

214 
Does the franchisor require franchisees to surrender agreements prior to a 

resale? 
Yes 

215 Are franchisees pre-notified of disbursements from the advertising fund? Yes 

216 Does the franchisor grant franchises through an incorporated entity? Yes 

217 Are franchises granted by a legal entity that resides in Australia? Yes 

218 
Are items of intellectual property owned or controlled by an Australian private 

company owned by the franchisor? 
Yes 

219 Is the franchise agreement written in plain language? Yes 

220 
Are franchisees required to sign a formal business premises lease with the 

franchisor? 
Yes 

221 
Is the franchisor obliged to buy back franchises at a pre-agreed formula in the 

event of default? 
Yes 

222 Are franchisees obliged to purchase products exclusively from the franchisor? No 

223 
Does the franchisor require franchisees to personally guarantee their contractual 

obligations? 
Yes 

224 Are important intellectual property items owned by the franchisor? Yes 

225 Are important intellectual property items quarantined by the franchisor? Yes 

226 
Are the technical specifications of the franchisor's core products legally 

protected? 
Yes 

227 
Does the entity that holds valuable intellectual property items reside in 

Australia? 
Yes 

228 Does the franchisor control the technology and know-how to manufacture its Yes 
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products? 

229 
Does the master license held by the franchisor terminate in the event of 

insolvency? 
No 

230 
Has the franchisor registered its logos, marks, and unique features of the 

franchise system? 
Yes 

231 Has the franchisor registered its trading name as a domain name? Yes 

232 Has the franchisor registered the brand name of its flagship product? Yes 

233 Has the franchisor registered the core brand of the franchise system? Yes 

234 
Have any of the directors been subject to civil proceedings since 01-December-

11? 
No 

235 Is there any pending legal disputes regarding the franchise brand or trademarks? No 

236 
Are there any bulk supply arrangements in place for the purchase of 

communication? 
Yes 

237 
Are there any bulk supply arrangements in place for the purchase of store 

maintenance? 
Yes 

238 Are there any bulk supply arrangements in place for the purchase of utilities? Yes 

239 
Are there any bulk supply arrangements in place for the purchase of waste 

disposal? 
Yes 

240 
Is there a secondary market for fit outs used in the franchisee-operated 

business? 
Yes 

241 
Is there a secondary market for motor vehicles used in the franchisee-operated 

business? 
Yes 

242 
Is there a secondary market for plant and equipment used in the franchisee-

operated business? 
Yes 

243 Is there a secondary source for the franchisor's major product lines? Yes 

244 Does the franchisor have exclusive supply arrangements for its product lines? Yes 

245 Does the franchisor have more than 3 revenue sources from at least 3 products? Yes 

246 Do the franchisor‟s revenues comprise more than 70% in overseas transactions? No 

247 
Is there a waiting list of at least 5 potential buyers for a franchisee-operated 

business? 
Yes 

248 Does the franchisor mandate a maximum debt to equity ratio for its franchisees? Yes 

249 
Does the franchisor finance any part of the investment required of a new 

franchisee? 
Yes 

250 Has the franchisor provided bank guarantees on behalf of any franchisees? No 

251 Are the franchisor's revenue sources entirely from domestic sources? Yes 

252 Is the franchisor under any workout programs with its financiers? No 

253 Are products sold by franchisees highly susceptible to obsolescence? No 

254 Are products sold by franchisees highly differentiated and unique? Yes 

255 Are products sold by franchisees distributed without special licenses? Yes 

256 Are the franchisor's core products manufactured by publicly listed companies? Yes 

257 Are the franchisor's core products manufactured domestically? Yes 

258 Are there a number of suppliers of core products to the industry? Yes 

259 Is technical know-how of core products diffused across markets? Yes 

260 
Do any associates of the franchisor compete with franchisees under a different 

brand? 
No 

261 
Do any directors of the franchisor beneficially or otherwise own a franchise 

outlet of the franchisor? 
No 

262 Do franchisees and their staff require intense technical training to sell products? No 

263 Does the franchisor compete with franchisees in the same market? No 

264 
Does the franchisor have exclusive access to raw materials making up its 

products? 
Yes 

265 
Does the franchisor manufacture its major product lines through an entity it 

controls? 
Yes 

266 Does the franchisor supply products to franchisees via a separate but associated Yes 
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entity? 

267 Are there foreseeable improvements in efficiency in adjacent markets? Yes 

268 
Are at least two directors tertiary qualified in their areas of corporate 

governance? 
Yes 

269 Are the majority of directors also shareholders of the franchisor? Yes 

270 
Are the majority of directors actively involved with the franchisor on a daily 

basis? 
Yes 

271 
Do at least two board members also sit on the board of directors of other 

organisations? 
Yes 

272 Does the franchisor have a board of directors consisting of external members? Yes 

273 Does the franchisor have a succession plan in place for its executives? Yes 

274 
Does the franchisor's board of directors comprise at least two external industry 

experts? 
Yes 

275 
Have more than 5 senior executives left the franchisor's employ since 01-Dec-

11? 
No 

276 
Have any current directors served the franchisor for at least half of its economic 

life? 
Yes 

277 
Is the chair of the board an Australian resident, residing permanently in 

Australia? 
Yes 

278 Is the chair of the board younger than 80 years of age? No 

279 Was at least one of the directors previously a franchise owner of the franchisor? Yes 

280 
Will any long serving executive leave the franchisor in the next 12 months from 

30-Nov-14? 
No 

281 
Have any of the directors been convicted of a criminal offence any time since 

01-December-11? 
No 

282 Does the franchisor have a well-articulated e-commerce strategy in place? Yes 

283 Does the franchisor conduct national market research at least annually? Yes 

284 Does the franchisor have on-line marketplace capabilities? Yes 

285 Is national retail price parity common amongst franchisees? Yes 

286 
Does the franchisor provide hands on assistance during pre-opening of a new 

franchise? 
Yes 

287 
Does the franchisor require potential franchisees to take a psychometric 

profiling test? 
Yes 

288 Are backups of important electronic data stored and archived in a safe place? Yes 

289 Are backups of important electronic data made on a regular basis? Yes 

290 
Is mortgagees' consent on business leases held by franchisees obtained and 

registered? 
Yes 

291 Are the franchisor's accounts externally audited by a reputable firm? Yes 

292 
Does the franchisor have an enforceable policy to protect from defaulting 

franchisees? 
Yes 

293 Does the CEO sight and sign all compliance related memorandums? Yes 

294 Does the franchisor declare rebates received from buying media to franchisees?  Yes 

295 
Does the franchisor provide earnings forecast to franchisees prior to granting a 

franchise? 
Yes 

296 Does the franchisor have a geo-demographically based site selection model? Yes 

297 Does the franchisor have a formal a policy for information technology? Yes 

298 
Does the franchisor deploy structured management systems to assist franchisees 

increase profits? 
Yes 

299 
Does the franchisor have processes that monitor performance of its 

management team? 
Yes 

300 
Does the franchisor have processes to control and direct the flow of critical 

information? 
Yes 

301 
Does the franchisor have processes to cross-departmentalise information and 

knowledge? 
Yes 

302 Does the franchisor only franchise outlets with a profitable track record? Yes 
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303 Does the franchisor operate a franchisee help line during trading hours? Yes 

304 
Does the franchisor provide a list of current and past franchisees to a potential 

franchisee? 
Yes 

305 
Does the franchisor provide a turnkey business format franchise to potential 

franchisees? 
Yes 

306 Does the franchisor exclusively sell franchises through business brokers? No 

307 
Has the franchisor installed audit programs to ensure compliance with its 

internal processes? 
Yes 

308 Is critical software backed up and stored off the premises? Yes 

309 Are franchisees provided a copy of the head lease to the business premises? Yes 

310 
Is the franchisor's gross profit margin on products sold to franchisees disclosed 

to them? 
Yes 

311 Is there a contingency plan to recover electronic data after an incident? Yes 

312 
Are there any unresolved actions against the franchisor for unconscionable 

conduct? 
No 

313 
Are there any unresolved actions against the franchisor for breach of 

corporations law? 
No 

314 
Does the franchisor have a fixed or floating charge (REM) over its corporate 

assets? 
No 

315 
Have there been any franchisee initiated judgments against the franchisor since 

01-December-11? 
No 

316 
Have there been any supplier initiated judgments against the franchisor since 

01-December-11? 
No 

317 
Has the franchisor's accounts been qualified by an auditor anytime since 01-

Dec-11? 
No 

318 
Has the franchisor ever been under administration pursuant to corporations 

Law? 
No 

319 Have there been any previous insolvency proceedings against the franchisor? No 

320 Have any of the directors been bankrupted any time since 01-December-11? No 

321 
Have any of the directors been fined or sanctioned by ASIC any time since 01-

December-11? 
No 

322 
Is the franchisor engaged or likely to become engaged in any disputes with the 

Australian taxation office? 
No 

323 
Do compliance personnel of the franchisor receive regular briefings from the 

ATO? 
Yes 

324 
Has the franchisor implemented GST pricing policies consistent with ACCC 

guidelines? 
Yes 

325 Has the franchisor met all its superannuation guarantee levy obligations? Yes 

326 Has the franchisor met all its GST obligations? Yes 

327 Has the franchisor met all its PAYE obligations? Yes 

328 
Do executives of the franchisor regularly receive briefings on CCA obligations 

from its solicitors? 
Yes 

329 
Are all advertising and marketing collateral and material reviewed for CCA 

compliance before release? 
Yes 

330 
Are the major contractors and suppliers to the franchisor aware of the Code and 

CCA obligations? 
Yes 

331 
Are all packaging and product information reviewed for CCA compliance 

before market? 
Yes 

332 
Are all senior franchisor personnel aware of Code and CCA compliance 

obligations? 
Yes 

333 
Are there any resolved actions against the franchisor for breach of trade 

practices law? 
No 

334 Do the franchisor's executives understand the ramifications of price fixing? Yes 

335 
Does the franchisor complete a Code compliance checklist for all franchises 

granted? 
Yes 

336 Does the franchisor have a Cl (9) (3) updated disclosure document? Yes 
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337 Does the franchisor have a Code and CCA compliance audit program? Yes 

338 
Does the franchisor have a compliance system relating to trade practices act 

generally? 
Yes 

339 
Does the franchisor have a dedicated resource to administer Code and CCA 

compliance? 
Yes 

340 
Does the franchisor have a system to manage breaches of Code and CCA when 

detected?  
Yes 

341 Does the franchisor have appropriate product liability insurance in place? Yes 

342 
Does the franchisor have a compliance program regarding S52 

(misrepresentation)? 
Yes 

343 
Has the franchisor been investigated by the ACCC for any matter pursuant to 

the CCA? 
No 

344 Have all franchisees agreed to comply with Code and CCA generally? Yes 

345 
Has the franchisor been disciplined by the ACCC for non-compliance with the 

Code? 
No 

346 
Has the franchisor been successfully investigated by the ACCC for non-

compliance with the Code? 
No 

347 
Has the franchisor conducted a Code and CCA compliance audit since 30-

November-13? 
Yes 

348 Has the franchisor installed a system to alert of changes to the Code and CCA? Yes 

349 
Has the franchisor refunded Cl13 monies more than 5 times since 01-

December-11? 
No 

350 
Is the franchisor's website regularly reviewed for misleading or deceptive 

claims? 
Yes 

351 Is the supply of core products or raw materials regulated by a statutory body? No 

352 
Do franchisees require special licenses to operate the franchisee-operated 

business? 
No 

353 Does the franchisor have an active O, H, & S committee? Yes 

354 
Have there been any employee initiated judgments against the franchisor since 

01-December-11? 
No 

355 
Has the franchisor breached any industrial relations laws since 30-November-

13? 
No 

356 
Has the franchisor breached s127A or s127B of the industrial relations act since 

01-December-11? 
No 

357 
Has the franchisor breached s276 of the industrial relations act (QLD) since 01-

December-11? 
No 

358 Is the total number of active outlets greater than 50? Yes 

359 Is the total number of active company active outlets greater than 5? Yes 

360 Is the total number of active franchised outlets greater than 30? Yes 

361 Is the number of outlets active for more than 5 years greater than 45? Yes 

362 
Is the number of years that the franchisor has operated this franchisee-operated 

business greater than 5? 
Yes 

363 
Is the number of outlets held by the same franchisee for more than 3 years 

greater than 25? 
Yes 

364 
Is the number of franchised outlets bought back by the franchisor since 

01/12/2011 less than 15? 
Yes 

365 
Is the number of franchised outlets sold by franchisees since 30/11/2013 less 

than 15? 
Yes 

366 Is the number of franchised outlets that are owned by investors less than 5? Yes 

367 Is the number of franchised outlets currently listed for sale less than 15? Yes 

368 
Is the planned number of new outlets for year ending 30/06/2014 greater than 

5? 
Yes 

369 
Is the planned number of new outlets for year ending 30/06/2015 greater than 

6? 
Yes 

370 Is the planned number of new outlets for year ended 29/06/2016 greater than 7? Yes 
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371 
Is the average amount of cash on deposits held by the franchisor since 01-

December-11 greater than $1500000? 
Yes 

372 
Are the franchisor's net tangible assets as at 30-June-13 greater than 

$50000000? 
Yes 

373 
Is the industry benchmark greater than the franchisor's historical inventory 

turnover ratio? 
Yes 

374 
Is the industry benchmark greater than the franchisor's historical total asset 

turnover ratio? 
Yes 

375 
Is the industry benchmark greater than the franchisor's historical fixed asset 

turnover ratio? 
Yes 

376 
Is the industry benchmark greater than the franchisor's historical debt to equity 

ratio? 
No 

377 
Is the industry benchmark greater than the franchisor's historical tangible asset 

ratio? 
No 

378 
Is the industry benchmark greater than the franchisor's historical interest 

coverage ratio? 
Yes 

379 
Is the industry benchmark greater than the franchisor's historical equity 

multiplier? 
Yes 

380 Is the industry benchmark greater than the franchisor's historical current ratio? Yes 

381 
Is the industry benchmark greater than the franchisor's historical margin of 

safety ratio? 
Yes 

382 
Is the industry benchmark greater than the franchisor's historical operating cash-

flow ratio? 
Yes 

383 
Is the industry benchmark greater than the franchisor's historical cash safety 

ratio? 
Yes 

384 
Is the industry benchmark greater than the franchisor's historical gross profit 

ratio? 
Yes 

385 
Is the industry benchmark greater than the franchisor's historical net profit 

margin ratio? 
Yes 

386 
Is the industry benchmark greater than the franchisor's historical return on 

assets ratio? 
Yes 

387 
Is the industry benchmark greater than the franchisor's historical return on 

equity ratio? 
Yes 

388 
Is the industry benchmark greater than the franchisor's historical fixed 

repayment ratio? 
Yes 

389 
Is the industry benchmark greater than the franchisor's historical fixed income 

ratio? 
Yes 

390 
Is the industry benchmark greater than the franchisor's historical franchise profit 

ratio? 
Yes 

391 
Is the industry benchmark greater than the franchisor's historical recurring 

income ratio? 
Yes 

392 
Is the industry benchmark greater than the franchisor's historical franchise fee 

ratio? 
No 

393 
Is the industry benchmark less than the franchisor's historical inventory 

turnover ratio by at least 20%? 
Yes 

394 
Is the industry benchmark less than the franchisor's historical total asset 

turnover ratio by at least 20%? 
Yes 

395 
Is the industry benchmark less than the franchisor's historical fixed asset 

turnover ratio by at least 20%? 
Yes 

396 
Is the industry benchmark less than the franchisor's historical debt to equity 

ratio by at least 20%? 
No 

397 
Is the industry benchmark less than the franchisor's historical tangible asset 

ratio by at least 20%? 
No 

398 
Is the industry benchmark less than the franchisor's historical interest coverage 

ratio by at least 20%? 
Yes 

399 
Is the industry benchmark less than the franchisor's historical equity multiplier 

by at least 20%? 
Yes 
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400 
Is the industry benchmark less than the franchisor's historical current ratio by at 

least 20%? 
Yes 

401 
Is the industry benchmark less than the franchisor's historical margin of safety 

ratio by at least 20%? 
Yes 

402 
Is the industry benchmark less than the franchisor's historical operating cash-

flow ratio by at least 20%? 
Yes 

403 
Is the industry benchmark less than the franchisor's historical cash safety ratio 

by at least 20%? 
Yes 

404 
Is the industry benchmark less than the franchisor's historical gross profit ratio 

by at least 20%? 
Yes 

405 
Is the industry benchmark less than the franchisor's historical net profit margin 

ratio by at least 20%? 
Yes 

406 
Is the industry benchmark less than the franchisor's historical return on assets 

ratio by at least 20%? 
Yes 

407 
Is the industry benchmark less than the franchisor's historical return on equity 

ratio by at least 20%? 
Yes 

408 
Is the industry benchmark less than the franchisor's historical fixed repayment 

ratio by at least 20%? 
Yes 

409 
Is the industry benchmark less than the franchisor's historical fixed income ratio 

by at least 20%? 
Yes 

410 
Is the industry benchmark less than the franchisor's historical franchisee-

operated business profit ratio by at least 20%? 
Yes 

411 
Is the industry benchmark less than the franchisor's historical recurring income 

ratio by at least 20%? 
Yes 

412 
Is the industry benchmark less than the franchisor's historical franchise fee ratio 

by at least 20%? 
No 

413 
Is the industry benchmark greater than the franchisor's historical inventory 

turnover ratio by at least 20%? 
Yes 

414 
Is the industry benchmark greater than the franchisor's historical total asset 

turnover ratio by at least 20%? 
Yes 

415 
Is the industry benchmark greater than the franchisor's historical fixed asset 

turnover ratio by at least 20%? 
Yes 

416 
Is the industry benchmark greater than the franchisor's historical debt to equity 

ratio by at least 20%? 
No 

417 
Is the industry benchmark greater than the franchisor's historical tangible asset 

ratio by at least 20%? 
No 

418 
Is the industry benchmark greater than the franchisor's historical interest 

coverage ratio by at least 20%? 
Yes 

419 
Is the industry benchmark greater than the franchisor's historical equity 

multiplier by at least 20%? 
Yes 

420 
Is the industry benchmark greater than the franchisor's historical current ratio by 

at least 20%? 
Yes 

421 
Is the industry benchmark greater than the franchisor's historical margin of 

safety ratio by at least 20%? 
Yes 

422 
Is the industry benchmark greater than the franchisor's historical operating cash-

flow ratio by at least 20%? 
Yes 

423 
Is the industry benchmark greater than the franchisor's historical cash safety 

ratio by at least 20%? 
Yes 

424 
Is the industry benchmark greater than the franchisor's historical gross profit 

ratio by at least 20%? 
Yes 

425 
Is the industry benchmark greater than the franchisor's historical net profit 

margin ratio by at least 20%? 
Yes 

426 
Is the industry benchmark greater than the franchisor's historical return on 

assets ratio by at least 20%? 
Yes 

427 
Is the industry benchmark greater than the franchisor's historical return on 

equity ratio by at least 20%? 
Yes 
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DIN GOVERNANCE DRIVER45 CHECK 

428 
Is the industry benchmark greater than the franchisor's historical fixed 

repayment ratio by at least 20%? 
Yes 

429 
Is the industry benchmark greater than the franchisor's historical fixed income 

ratio by at least 20%? 
Yes 

430 
Is the industry benchmark greater than the franchisor's historical franchisee-

operated business profit ratio by at least 20%? 
Yes 

431 
Is the industry benchmark greater than the franchisor's historical recurring 

income ratio by at least 20%? 
Yes 

432 
Is the industry benchmark greater than the franchisor's historical franchise fee 

ratio by at least 20%? 
No 

433 
Is the industry benchmark less than the franchisor's forecasted inventory 

turnover ratio by at least 20%? 
Yes 

434 
Is the industry benchmark less than the franchisor's forecasted total asset 

turnover ratio by at least 20%? 
Yes 

435 
Is the industry benchmark less than the franchisor's forecasted fixed asset 

turnover ratio by at least 20%? 
Yes 

436 
Is the industry benchmark less than the franchisor's forecasted debt to equity 

ratio by at least 20%? 
No 

437 
Is the industry benchmark less than the franchisor's forecasted tangible asset 

ratio by at least 20%? 
No 

438 
Is the industry benchmark less than the franchisor's forecasted interest coverage 

ratio by at least 20%? 
Yes 

439 
Is the industry benchmark less than the franchisor's forecasted equity multiplier 

by at least 20%? 
Yes 

440 
Is the industry benchmark less than the franchisor's forecasted current ratio by 

at least 20%? 
Yes 

441 
Is the industry benchmark less than the franchisor's forecasted margin of safety 

ratio by at least 20%? 
Yes 

442 
Is the industry benchmark less than the franchisor's forecasted operating cash-

flow ratio by at least 20%? 
Yes 

443 
Is the industry benchmark less than the franchisor's forecasted cash safety ratio 

by at least 20%? 
Yes 

444 
Is the industry benchmark less than the franchisor's forecasted gross profit ratio 

by at least 20%? 
Yes 

445 
Is the industry benchmark less than the franchisor's forecasted net profit margin 

ratio by at least 20%? 
Yes 

446 
Is the industry benchmark less than the franchisor's forecasted return on assets 

ratio by at least 20%? 
Yes 

447 
Is the industry benchmark less than the franchisor's forecasted return on equity 

ratio by at least 20%? 
Yes 

448 
Is the industry benchmark less than the franchisor's forecasted fixed repayment 

ratio by at least 20%? 
Yes 

449 
Is the industry benchmark less than the franchisor's forecasted fixed income 

ratio by at least 20%? 
Yes 

450 
Is the industry benchmark less than the franchisor's forecasted franchisee-

operated business profit ratio by at least 20%? 
Yes 

451 
Is the industry benchmark less than the franchisor's forecasted recurring income 

ratio by at least 20%? 
Yes 

452 
Is the industry benchmark less than the franchisor's forecasted franchise fee 

ratio by at least 20%? 
No 

453 
Is the industry benchmark greater than the franchisor's forecasted inventory 

turnover ratio by at least 20%? 
Yes 

454 
Is the industry benchmark greater than the franchisor's forecasted total asset 

turnover ratio by at least 20%? 
Yes 

455 
Is the industry benchmark greater than the franchisor's forecasted fixed asset 

turnover ratio by at least 20%? 
Yes 
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DIN GOVERNANCE DRIVER45 CHECK 

456 
Is the industry benchmark greater than the franchisor's forecasted debt to equity 

ratio by at least 20%? 
No 

457 
Is the industry benchmark greater than the franchisor's forecasted tangible asset 

ratio by at least 20%? 
No 

458 
Is the industry benchmark greater than the franchisor's forecasted interest 

coverage ratio by at least 20%? 
Yes 

459 
Is the industry benchmark greater than the franchisor's forecasted equity 

multiplier by at least 20%? 
Yes 

460 
Is the industry benchmark greater than the franchisor's forecasted current ratio 

by at least 20%? 
Yes 

461 
Is the industry benchmark greater than the franchisor's forecasted margin of 

safety ratio by at least 20%? 
Yes 

462 
Is the industry benchmark greater than the franchisor's forecasted operating 

cash-flow ratio by at least 20%? 
Yes 

463 
Is the industry benchmark greater than the franchisor's forecasted cash safety 

ratio by at least 20%? 
Yes 

464 
Is the industry benchmark greater than the franchisor's forecasted gross profit 

ratio by at least 20%? 
Yes 

465 
Is the industry benchmark greater than the franchisor's forecasted net profit 

margin ratio by at least 20%? 
Yes 

466 
Is the industry benchmark greater than the franchisor's forecasted return on 

assets ratio by at least 20%? 
Yes 

467 
Is the industry benchmark greater than the franchisor's forecasted return on 

equity ratio by at least 20%? 
Yes 

468 
Is the industry benchmark greater than the franchisor's forecasted fixed 

repayment ratio by at least 20%? 
Yes 

469 
Is the industry benchmark greater than the franchisor's forecasted fixed income 

ratio by at least 20%? 
Yes 

470 
Is the industry benchmark greater than the franchisor's forecasted franchisee-

operated business profit ratio by at least 20%? 
Yes 

471 
Is the industry benchmark greater than the franchisor's forecasted recurring 

income ratio by at least 20%? 
Yes 

472 
Is the industry benchmark greater than the franchisor's forecasted franchise fee 

ratio by at least 20%? 
No 

Table 1- Governance drivers 

 

9.5 Underlying principles and assumptions 

The methodology for the evaluation of the franchise system‟s governance structure is founded on 

five operative principles and ten assumptions. 

9.5.1. Operative principles 

i. Agency costs are minimised when there is symmetry of goals, information, and power; 

mutuality of effort and knowledge; and verifiability of behaviour, control, and value. 

ii. Governance drivers are purposefully formulated to test for symmetry, mutuality; and 

verifiability in the franchise system. 
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iii. Each driver can be quantitatively evaluated for its contribution to the efficiency of the 

governance structure. 

iv. Governance drivers are homogenous to all franchisors (weights adjusted).  

v. Historical performance is the best indicator of how the governance structure is likely to 

perform in the future. 

9.5.2. Assumptions 

Acknowledging Gailmard‟s supra, earlier comment about the fluid nature of agency theory; the 

ensuing synthesis of the theory will be grounded on ten foundation assumptions grafted from the 

works of Jensen & Meckling (1976) and Miller (2005). Following on, for expository purposes it is 

assumed that agency costs are minimised when the following condition occur: 

i. Symmetry of goals- There is no systemic goal conflict between the principal and the agent. 

ii. Symmetry of incentives- There is preponderance on outcomes rather than effort in the 

operation of the agency relationship. 

iii. Symmetry of information- There is less comparative advantage, therefore less incentive to 

delegate on the part of the principal. 

iv. Symmetry of power- The principal controls the balance of power in the agency relationship 

and uses that power to achieve its goals.  

v. Mutuality of effort- The principal and the agent combine their efforts towards the 

attainment of a mutual outcome.  

vi. Mutuality of knowledge- The principal and the agent possess specialised knowledge on 

how to accomplish a mutual outcome. 

vii. Verifiability of behaviour- The principal can be effectively apprised of the behaviour of its 

agents via monitoring systems. 

viii. Verifiability of behaviour- The agent can be effectively apprised of the behaviour of its 

principal via regulatory reporting, disclosures and market information. 

ix. Verifiability of control- Governance systems are effectively administered. 

x. Verifiability of value- Hidden information held by the principal and the agent is a tradeable 

commodity.  
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9.6 Calculating the efficiency factor  

The efficiency factor is a relative measure of the effectuality (the actual achievement) and 

efficaciousness (the potential to achieve) of the franchise system at minimizing agency costs and 

maximizing value for both franchisor and franchisee. It is used in the dependent TVM to denote 

present as well as prospective effectiveness and efficiency at optimizing agency costs. The 

efficiency factor is calculated by dividing PS by P, where:-   

Formula 1.8 

PS = SA + SO + SC + SI + SBKhb + SBKfb + SBRfb, being the total points scored by the governance 

structure, for acculturation, organisation, communication, incentive, key historical benchmarks, key 

forecasted benchmarks, and relative financial benchmarks respectively.  

Formula 1.9 

P = PA + PO + PC + PI + PBKhb + PBKfb + PBRfb, being the total points allocated to the governance 

structure for acculturation, organisation, communication, incentive, key historical benchmarks, key 

forecasted benchmarks, and relative financial benchmarks respectively. 

Where:  

Drivers Maximum points 

General drivers  

 Acculturation- PA 500 

 Organisation- PO 1,000 

 Communication- PC 1,250 

 Incentive- PI 2,250 

Total general drivers 5,000 

Benchmark drivers  

 Key historical benchmarks- PBKhb 1,000 

 Key forecasted benchmarks- PBKfb 500 

 Relative financial benchmarks- PBRfb 500 

Total benchmark drivers 2,000 

Total drivers                      7,000 

Formula 2.0  

Efficiency factor  

E  
  

 
                          



 An integrated economic model for the evaluation of franchise systems 

- A synthesis of agency and corporate finance theories 

 

 

141 

 

The factor of E is returned with a positive rating when (PS ÷ P) is equal to or greater than pt and 

equal to or less than unity, that is (           ), where pt is a predetermined tolerance threshold, 

that signifies a structurally impaired system. When E is greater or equal to pt a positive rating is 

assigned to indicate whether the franchise system‟s governance structure qualifies for a rating of 

AAA, AA, A, or A-
 
(see Fig.10 below for an exemplar system where E = 1). When E falls below 

pt, it is rated A-. The arbitrary thresholds for each categorisation are as follows where a = 0.8952, 

b = 0.7952 and pt = 0.6952. These thresholds may be adjusted for each industry type and franchise 

system as the case maybe and have not been empirically tested. 

Formula 2.1 

E = AAA when (       ), where a represents a predetermined lowermost threshold value for 

AAA rating. This is the highest rating. 

Formula 2.2  

E = AA when (       ), where b represents a predetermined lowermost threshold value for AA 

rating. This is the second highest rating. 

Formula 2.3 

E = A when (          ), where c represents a predetermined lowermost threshold value for A 

rating. This is the third highest rating. 

Formula 2.4 

E = A- when (      ), which represents a structurally impaired franchise system. This is the 

lowest highest rating. 

The tolerance threshold pt is a composite value that is arrived at by setting thresholds to each sub-

system so that each of their respective importance can be relatively weighted and measured in the 

rating system. For example, financial drivers (contained in the organisation GSY) are deemed to be 

critical to the survival of the franchisor, hence the franchise system. In that instance, it is assigned a 

higher threshold than, say any of the communication sub-systems. This mechanism ensures that 

there is a point at which the franchise system impairs or at the extreme extinguishes the value of its 

franchises. This occurs when E returns a rating of A-
. 
In that respect, fixed threshold values are 

allocated to each sub-system to arrive at E when: 

[SASti  PASti(TASti), SAAda  PAAda(TAAda), SARef,  PARef (TARef), SAEdu,  PAEdu(TAEdu), SOOpe,  

PAOpe(TOOpe), SOFin,  POFin(TOFin), SOReg,  POReg(TOReg), SOCon,  POCon(TOCon), SCRea,  
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PORea(TCRea), SCPro,  PCPro(TCPro),  SCAgg,  PCAgg(TCAgg), SCPas,  PCPas(TCPas), SICom,  

PICom(TICom), SIOrg,  PIOgr(TIOrg); and SIAcc  PIAcc(TIAcc)].   

Where: Tolerance 

factor 

Points 

scored 

Acculturation  SA 

Stimulative acculturation tolerance factor  TASti SASti 

Adaptive acculturation  TAAda SAAda 

Reformative acculturation  TARef SARef 

Educative acculturation  TAEdu SAEdu 

Organisation  SO 

Operational organisation  TOOpe SOOpe 

Financial organisation  TOFin SOFin 

Regulative organisation  TOReg SOReg 

Contractual organisation  TOCon SOCon 

Communication  SC 

Reactive communication  TCRea SCRea 

Proactive communication  TCPro SCPro 

Aggressive communication  TCAgg SCAgg 

Passive communication  TCPas SCPas 

Incentive  SI 

Communicative incentive  TICom SICom 

Organisational incentive  TIOrg SIOrg 

Acculturative incentive TIAcc SIAcc 

Returning to  Formula 1.5 the valuation of the dependent extended goodwill value (DEG) under 

dependent TVM of a franchisee belonging to an AAA franchise system ceteris paribus, would 

return a positive valuation greater than that possible for a AA or an A franchise system. However, 

when E equals to 0 as would be the case for an A- system, the franchise being valued would be 

worthless, as DEG would also equal to zero. 

    [∑
    

(     
 

  

   
   ∑

    

(     
 

  

   
       

    

(     
 
 ]       

In order to calculate the efficiency factor, a number of correlated steps need to be undertaken. The 

analysis and marking process is achieved by arranging the governance drivers under the rubric of a 

checklist and rating scale. The use of a rating scale allows the marking of behaviour, attitude, and 

metrics that is evaluated on a continuum of say, „never‟ to „always‟ and is given as a choice of one 

of four fixed answers. Conversely, a checklist is used to deal with behaviours, characteristics, and 

metrics relating to the governance structure that can be readily observed as „true‟ or „false‟, 
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(Leedy & Ormond, 2010). In the governance structure evaluator
46

, a rating scale is employed to 

mark all benchmark drivers and some general drivers, whereas a checklist is used only for marking 

general drivers. Drivers belonging to a checklist or rating scale are marked manually or 

automatically. Each value driver is assigned a weight to reflect its importance to the optimisation 

goal of the franchise system. For example, the fact that the franchisor reserves the right to reject an 

incoming franchisee in a change of ownership event is deemed very important as it ensures that 

every franchisee meets the same proven selection criteria and to quarantine the system from any 

potential dysgenic influences. This right of veto is tested in driver number 199- Does the franchisor 

reserve the right to reject an incoming sale on a change of ownership event? On the other hand, 

driver number 198- Is the franchise agreement written in plain language? is deemed relatively less 

important and would therefore attract a lesser weight in the model (because it has a lesser impact 

on discounting the value of the franchisee-operated business as reflected by the E value). A 

weighted score is then generated for each driver and aggregated for all drivers to calculate the 

efficiency factor E. 

9.7 Governance rating process 

The rating and ranking of the franchise system‟s governance structure comprise four functions- 

initialisation, forecasting, marking; and scoring. Firstly, the initialisation function involves eight 

manual steps as described below. This is to be completed by the evaluator. Secondly, the 

forecasting function described in steps 10 to 16 is automatically carried out by coded algorithms 

contained in the Franchise System Governance Evaluator Ver. F.12.10.14 SN 2784368. Thirdly, 

the marking function is performed in three separate steps. The marking of single general and 

multiple governance drivers is manually undertaken by the evaluator while single benchmark 

governance drivers are automatically marked by the GSEM. Lastly, marking scores are 

automatically aggregated and weighted to produce a rating of AAA, AA, A, or A- for the subject 

franchise system. These functions are performed by a progression of manual and automated tasks 

as indicated in Fig.12 below. Whilst manual tasks are executed by the evaluator using an electronic 

program, automated tasks are processed seamlessly and in tandem by the same program. 

9.7.1. Manual process 

 Step 1- Set up franchisor by entering the rating date, the franchisor's company name, the 

franchisor's brand name, the franchisor's ABN, the franchisor's main product, and the 

franchisor's industry.  

                                                      
46

 The governance structure evaluation process is carried out in electronic form as per Franchise System Governance Evaluator Ver. 

F.12.10.14 SN 2784368 
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 Step 2- Check data sources in the form of the most current disclosure document, most current 

disclosure document of the master license holder, master franchise agreement granted by an 

overseas franchisor, master franchise agreement granted by a domestic franchisor, master 

agreement granted to a domestic company, agreements between the franchisor, the master and 

unit franchisees, confidentiality agreement, pre-franchise agreement, training agreement, 

franchise agreement, occupancy or property lease agreement, proof of proprietorship of 

trademarks, brands and insignias, marketing collateral such as brochures and corporate profile, 

company search, credit report, financial statements for the most recent three years (statutory & 

management). 

 Step 3- Check fatal triggers to ensure that the franchisor does not have an adverse credit 

report that cannot be reasonably explained, that it has not been issued with a statutory demand 

which it cannot defend, that it is not presently in default of loan obligations with its financiers, 

that it only grants franchises for more than five years, that it has been operating the franchisee-

operated business in Australia for more than five years, that it does not have a class action 

against it instigated by its franchisees, that it has not filed its income tax returns for more than 

three years, that it has more than twenty active franchisee-operated businesses, that its net 

tangible assets are greater than $1,000,000, and that it is not presently facing any serious 

charges from the ACCC. In the GSEM, the rating is qualified and issued subject to any adverse 

triggers being rectified. 

 Step 4- Enter key indicators in the form of the total number of active outlets, total number of 

active company active outlets, total number of active franchised outlets, number of outlets 

active for more than five years, number of years that the franchisor has operated this 

franchisee-operated business, number of outlets held by the same franchisee for more than 

three years, number of franchised outlets bought back by the franchisor since three years from 

the rating date
47

, number of franchised outlets sold by franchisees since one year from the 

rating date, number of franchised outlets that are owned by investors, number of franchised 

outlets currently listed for sale, number of months of financial data provided (at least thirty-six 

months), last month of available financial statements, proposed franchise related capital 

expenditure for the first year following the last month of available financial statements, 

proposed franchise related capital expenditure for the second year following the last month of 

available financial statements, proposed franchise related capital expenditure for the third year 

following the last month of available financial statements, proposed debt reduction for the first 

year following the last month of available financial statements, proposed debt reduction for the 

second year following the last month of available financial statements, proposed debt reduction 

                                                      
47

 The rating date being the date on which the rating is based 
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for the third year following the last month of available financial statements, value of assets not 

employed in generating franchise income for the third year preceding the last month of 

available financial statements, value of assets not employed in generating franchise income for 

the second year preceding the last month of available financial statements, value of assets not 

employed in generating franchise income for the first year preceding the last month of 

available financial statements, value of balance sheet liabilities not employed in generating 

franchise income for the third year preceding the last month of available financial statements, 

value of balance sheet liabilities not employed in generating franchise income for the second 

year preceding the last month of available financial statements, value of balance sheet 

liabilities not employed in generating franchise income for the first year preceding the last 

month of available financial statements, planned number of new outlets for the first year 

following the last month of available financial statements, planned number of new outlets for 

the second year following the last month of available financial statements, planned number of 

new outlets for the third year following the last month of available financial statements, total 

liabilities less overdraft balance for the third year preceding the last month of available 

financial statements, total liabilities less overdraft balance for the second year preceding the 

last month of available financial statements, total liabilities less overdraft balance for the first 

year preceding the last month of available financial statements, total interest paid for the first 

year preceding the last month of available financial statements, total interest paid for the 

second year preceding the last month of available financial statements, total interest paid for 

the third year preceding the last month of available financial statements, the number of months 

it takes for an average new franchisee-operated business to break even; and the number of 

franchisees who earn EBIT
48

 in excess of $1,000,000. 

 Step 5- Enter rates and factors relating to the average company tax rate, inflation rate for the 

first year following the last month of available financial statements, inflation rate for the 

second year following the last month of available financial statements, inflation rate for the 

third year following the last month of available financial statements, correlation threshold, 

default depreciation rate for motor vehicle, default depreciation rate for office furniture and 

fittings, default depreciation rate-equipment, goodwill revaluation factor; and riskless rate. 

 Step 6- Enter industry weights that reflect the relative importance of each governance driver 

within the governance structure and the optimization goal of the franchisor. While the majority 

of drivers will be weighted the same for systems within the same industry, some will 

undoubtedly vary according to the maturity of the system.  

                                                      
48

 EBIT refers to the earnings of the business before interest and tax 
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 Step 7- Enter historical profit and loss statement supplied by the franchisor. A template input 

screen is provided to automatically tabularise and normalise revenue and expense metrics for 

use in forecasting and calculation of various performance ratios. 

 Step 8- Enter historical balance sheet supplied by the franchisor. A template input screen is 

provided to automatically tabularise and normalise metrics relating to assets and liabilities of 

the business for use in forecasting and calculation of various performance ratios. 

 Step 9- Enter industry benchmarks that reflect established financial ratios of the industry of 

interest, inventory turnover ratio, total asset turnover ratio, fixed asset turnover ratio, debt to 

equity ratio, tangible asset ratio, interest coverage ratio, equity multiplier, current ratio, margin 

of safety ratio, operating cash-flow ratio, cash safety ratio, gross profit ratio, net profit margin 

ratio, return on assets ratio, return on equity ratio, fixed repayment ratio, fixed income ratio, 

franchise profit ratio, recurring income ratio, and franchise fee ratio. 

 Step 18- Mark single general governance drivers by using checked boxes provided in the 

electronic model. Marking occurs manually for single benchmark governance drivers and 

automatically for single general and multiple governance drivers. 

Table 2- Exemplar single choice manual rating screen 

Angry Jacks GSY- System Organisation

Fast food retailers GSS- Subsystem Financial

Hamburgers

DIN Select

245 Does the franchisor have more than 3 revenue sources from at least 3 products? Yes

246 Do the franchisor's revenues comprise more than 70% in overseas transactions? No

247 Is there a waiting list of at least 5 potential buyers for a franchise? Yes

248 Does the franchisor mandate a maximum debt to equity ratio for its franchisees? Yes

249 Does the franchisor finance any part of the investment required of a new franchisee? Yes

250 Has the franchisor provided bank guarantees on behalf of any franchisees? No

251 Are the franchisor's revenue sources entirely from domestic sources? Yes

252 Is the franchisor under any workout programs with its financiers? No

Validated by Status

Main product

Click here for explanation of each of the drivers below

Company

Industry

Financial drivers

Joe 2 Completed

Instrument to and forming part of Ph.D. Thesis- A.M.Roussety 2014

Back NextM
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 Table 3- Exemplar single choice automatic rating screen 

 Step 19- Mark multiple general governance drivers:- according to information obtained 

from the current disclosure document of the franchisor, current disclosure document of the 

master license holder, master franchise agreement granted by an overseas franchisor, master 

franchise agreement granted by a domestic franchisor, master agreement granted to a domestic 

company, agreements between the franchisor, the master and unit franchisees, confidentiality 

agreement, pre-franchise agreement, training agreement, franchise agreement, occupancy or 

property lease agreement, proof of ownership of trademarks, brands, and insignias, marketing 

collateral such as brochures and corporate profile, ASIC company searches, credit report; and 

financial statements for the most recent three years (statutory & management). 

 

 

 

 

 

 

 

 

 

 

 

Table 4- Exemplar multiple choice rating screen 

Angry Jacks GSY- System Organisation

Fast food retailers GSS- Subsystem Financial

Hamburgers Type of metrics Historical

DIN *Answer

373 Is the industry benchmark greater than the franchisor's historical inventory turnover ratio? Yes

374 Is the industry benchmark greater than the franchisor's historical total asset turnover ratio? Yes

375 Is the industry benchmark greater than the franchisor's historical fixed asset turnover ratio? Yes

376 Is the industry benchmark greater than the franchisor's historical debt to equity ratio? No

377 Is the industry benchmark greater than the franchisor's historical tangible asset ratio? No

378 Is the industry benchmark greater than the franchisor's historical interest coverage ratio? Yes

379 Is the industry benchmark greater than the franchisor's historical equity multiplier? Yes

380 Is the industry benchmark greater than the franchisor's historical current ratio? Yes

381 Is the industry benchmark greater than the franchisor's historical margin of safety ratio? Yes

382 Is the industry benchmark greater than the franchisor's historical operating cash-flow ratio? Yes

383 Is the industry benchmark greater than the franchisor's historical cash safety ratio? Yes

384 Is the industry benchmark greater than the franchisor's historical gross profit ratio? Yes

385 Is the industry benchmark greater than the franchisor's historical net profit margin ratio? Yes

386 Is the industry benchmark greater than the franchisor's historical return on assets ratio? Yes

387 Is the industry benchmark greater than the franchisor's historical return on equity ratio? Yes

Validated by Status

Company

Industry

Main product

Joe 2 Completed

Instrument to and forming part of Ph.D. Thesis- A.M.Roussety 2014

Driver

Back NextM

Angry Jacks GSY- System Organisation

Fast food retailers GSS- Subsystem Operational

Hamburgers GFU- Function Systems & procedures

DIN

104 How do franchisees contribute to the advertising fund?

Franchisees make contributions to the advertising fund by:

Making payments to a fund administerred by a board of trustees comprising at least one franchisee

Making payments directly to a trust account which is managed by the franchisor 

Making payments directly to an advertising agency appointed by the franchisor

Making payments directly to the franchisor's trading account which is managed by the franchisor

Validated by Status

Instrument to and forming part of Ph.D. Thesis- A.M.Roussety 2014

Industry

Main product

Driver Select

Completed

This is the explanation about How do franchisees contribute to the advertising fund? No 104

Company

Back NextM
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9.7.2. Automated processes 

 Step 10- Forecast revenues by finding a linear trend in historical financial data supplied by the 

franchisor. The regression fits a straight line (using the method of least squares) to the arrays 

known y's and known_x's and returns the y-values along that line for the array of new x's that 

are specified. Calculates the statistics for a line by using the least squares method and 

calculates a straight line that best fits the data, and then returns an array that describes the line.  

 Forecast expenses by first calculating the coefficient of correlation for each expense item 

using Pearson product moment correlation coefficient, r
2
, a dimensionless factor that ranges 

from -1.0 to 1.0 inclusive and reflects the extent of a linear relationship between two data sets. 

For every expense item returning a predetermined coefficient 0.80 or more, the historical ratio 

of that expense to revenues is then used to predict expenses for the next three periods. 

Expenses with a low correlation to revenue are indexed with inflation for future periods. 

 Step 11- Forecast profit and loss by combining normalised forecasted expense and revenue 

items.  

 Step 12- Forecast cash-flows by integrating profit and loss items and opening values for 

balance sheet items. 

 Step 13- Forecast balance sheet by integrating key metrics from the forecasted cash-flow 

statement. 

 Step 14- Compute forecasted benchmarks by using forecasted values for inventory turnover 

ratio (cost of goods sold ÷ trade stock), total asset turnover ratio (franchise revenues ÷ total 

assets), fixed asset turnover ratio (franchise revenues ÷ fixed assets), debt to equity ratio (total 

liabilities ÷ shareholder's equity), tangible asset ratio (total liabilities ÷ tangible assets), 

interest coverage ratio (adjusted profit before interest & tax ÷ interest), equity multiplier (total 

assets ÷ shareholder's equity, current ratio (current assets ÷ current liabilities), margin of 

safety ratio (adjusted profit after interest & before non-cash charges ÷ current liabilities), 

operating cash-flow ratio (cash balance ÷ current liabilities), cash safety ratio (cash balance 

÷ total liabilities), gross profit ratio (franchise revenues less advertising levies ÷ franchise 

revenues), net profit margin ratio (adjusted profit after interest & tax ÷ franchise revenues), 

return on assets ratio (adjusted profit after interest & tax ÷ total assets), return on equity ratio 

(adjusted profit after interest & tax ÷ shareholder's equity), fixed repayment ratio (adjusted 

profit before interest & tax plus lease payments ÷ interest plus lease payments), fixed income 

ratio (fixed royalties & fees ÷ franchise revenues), franchise profit ratio (adjusted profit after 

interest & tax ÷ profit after interest & tax), recurring income ratio (adjusted franchise revenues 

÷ franchise revenues); and franchise fee ratio (franchise fees ÷ franchise revenues). 
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 Step 15- Compute relative benchmarks by extracting metrics from the forecasted balance 

sheet, forecasted profit and loss and cash-flow statements and apply them to various formulas 

to calculate forecasted financial ratios. 

 Step 16- Compute historical benchmarks by extracting metrics from the actual balance sheet, 

actual profit and loss, and cash-flows statements and apply them to various formulas to 

calculate historical financial ratios. 

 Step 20- Score and rank drivers by aggregating all marking decisions and scores. 

 Step 21- Compute ranking factor by applying predetermined thresholds: 

[SASti PASti(TASti), SAAda  PAAda(TAAda), SARef, PARef (TARef), SAEdu, PAEdu(TAEdu), 

SOOpe, PAOpe(TOOpe),SOFin, POFin(TOFin), SOReg,  POReg(TOReg), SOCon,  POCon(TOCon), 

SCRea,  PORea(TCRea), SCPro,  PCPro(TCPro),  SCAgg,  PCAgg(TCAgg), SCPas,  PCPas(TCPas), 

SICom,  PICom(TICom), SIOrg,  PIOgr(TIOrg); and SIAcc  PIAcc(TIAcc)].   

 

 Step 22- Generate ranking report by assembling key metrics, assumptions, and scorecard. 

  

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Figure 11- GSEM Rating Model developed for this thesis 
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9.8 Governance rating simulation 

The simulation process begins with conceiving a fictitious franchisor and then proceeding with the 

initialisation, forecasting, marking, and scoring processes. The initial six steps of the initialisation 

process specified in the electronic GSEM are reproduced below showing mandatory information 

sought in the shaded areas and information provided in unshaded areas. Information gathered in 

steps 7 to 19 is supplied in Appendices L, M, N, O, and P xx due to the voluminous nature of 

information sought and provided.  

9.8.1. Step 1- Set up fictitious franchisor 

 

Particulars Status 

Rating date Tuesday, 1 April 2014 

Franchisor's company name Uncompetitive Foods Pty Ltd 

Franchisor's brand name Angry Jacks 

Franchisor IDN Angry41730 

Franchisor's ABN 6757800222 

Franchisor's main product Hamburgers 

Franchisor's industry Fast food retailers 

   Table 5- Step 1 of governance evaluation 

9.8.2. Step 2- Data sources 

 

Source Status 

Most current disclosure document  Received 

Most current disclosure document of the master license holder Not applicable 

Master franchise agreement granted by an overseas franchisor Received 

Master franchise agreement granted by a domestic franchisor Not applicable 

Master agreement granted to a domestic company Received 

Agreements between the franchisor, the master and unit franchisees Received 

Confidentiality agreement Received 

Pre-franchise agreement Received 

Training agreement Received 

Franchise agreement Received 

Occupancy or property lease agreement Received 

Proof of proprietorship of trade marks, brands and insignias Received 

Marketing collateral such as brochures and corporate profile Received 

Company search Received 

Credit report Received 

Financial statements for the last three years (statutory & management) Received 

    Table 6- Step 2 of governance evaluation 
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9.8.3. Step 3- Fatal triggers 

 

Trigger Source Status 

The franchisor has an adverse credit report that cannot be 

reasonably explained 
Credit report No 

The franchisor has been issued with a statutory demand that it 

cannot defend 
Court No 

The franchisor is presently in default of loan obligations with its 

financiers 
Bank confirmation No 

The franchisor only grants franchises for not more than 5 years 
Franchise 

agreement 
No 

The franchisor has been operating the franchise business in 

Australia for less than 5 years 

Financial 

statements 
No 

The franchisor has a class action against it instigated by its 

franchisees 
Search  Yes 

The franchisor has not filed its income tax returns for more than 3 

years 

Tax assessment 

notices 
No 

The franchisor has less than 20 active franchise outlets 
Disclosure 

document 
No 

The franchisor's net tangible assets are less than $1,000,000 Balance sheet No 

The franchisor is presently facing serious charges from ACCC Court No 

         Table 7- Step 3 of governance evaluation 

9.8.4. Step 4- Key business indicators 

 

Business indicator Source Status 

Total number of active outlets Disclosure document 100 

Total number of active company active outlets Disclosure document 5 

Total number of active franchised outlets Disclosure document 105 

Number of outlets active for more than 5 years Disclosure document 80 

Number of years that the franchisor has operated this 

franchisee-operated business 
Disclosure document 10 

Number of outlets held by the same franchisee for 

more than 3 years 
Disclosure document 70 

Number of franchised outlets bought back by the 

franchisor since 02/04/2011 
Disclosure document 3 

Number of franchised outlets sold by franchisees since 

01/04/2013 
Disclosure document 2 

Number of franchised outlets that are owned by 

investors 
Interview franchisor 0 

Number of franchised outlets currently listed for sale Disclosure document 13 

Number of months of financial data provided (at least 

36 months) 
Disclosure document 12 

Last month of available financial statements 

30/06/2013 
Disclosure document 30/06/2013 

Proposed franchise related capital expenditure for year 

ending 30/06/2014 
Interview franchisor $500,000 

Proposed franchise related capital expenditure for year 

ending 30/06/2015 
Interview franchisor $600,000 

Proposed franchise related capital expenditure for year 

ending 29/06/2016 
Interview franchisor $700,000 

Proposed debt reduction for year ending 30/06/2014 Interview franchisor $500,000 

Proposed debt reduction for year ending 30/06/2015 Interview franchisor $500,000 

Proposed debt reduction for year ending 29/06/2016 Interview franchisor $500,000 
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Business indicator Source Status 

Value of assets not employed in generating franchise 

income for year ending 01/07/2011 
Interview franchisor $2,000,000 

Value of assets not employed in generating franchise 

income for year ending 30/06/2012 
Interview franchisor $2,000,000 

Value of assets not employed in generating franchise 

income for year ending 30/06/2013 
Interview franchisor $2,000,000 

Value of balance sheet liabilities not employed in 

generating franchise income for year ending 

01/07/2011 

Interview franchisor $600,000 

Value of balance sheet liabilities not employed in 

generating franchise income for year ending 

30/06/2012 

Interview franchisor $600,000 

Value of balance sheet liabilities not employed in 

generating franchise income for year ending 

30/06/2013 

Interview franchisor $600,000 

Planned number of new outlets for year ending 

30/06/2014 
Interview franchisor 30 

Planned number of new outlets for year ending 

30/06/2015 
Interview franchisor 40 

Planned number of new outlets for year ended 

29/06/2016 
Interview franchisor 50 

Total liabilities less overdraft balance for year ending 

01/07/2011 
Disclosure document $13,250,000 

Total liabilities less overdraft balance for year ending 

30/06/2012 
Disclosure document $11,775,000 

Total liabilities less overdraft balance for year ending 

30/06/2013 
Disclosure document $11,525,000 

Total interest paid for year ending 01/07/2011 Disclosure document $800,000 

Total interest paid for year ending 30/06/2012 Disclosure document $900,000 

Total interest paid for year ending 30/06/2013 Disclosure document $950,000 

The number of months it takes for an average new 

franchise outlet to break even  
Interview franchisor 12 

The number of franchisees who earn EBIT in excess of 

$1,000,000 
Interview franchisor 80 

   Table 8- Step 4 of governance evaluation 

9.8.5. Step 5- Rates and rating factors 

 

Factor Value 

Average company tax rate 25.00% 

Inflation rate for 30-June-2014 3.20% 

Inflation rate for 30-June-2015 3.30% 

Inflation rate for 29-June-2016 3.40% 

Correlation threshold 80.00% 

Default depreciation rate- Motor vehicle 33.33% 

Default depreciation rate- Office furniture & fittings 25.00% 

Default depreciation rate- Equipment 30.00% 

Goodwill revaluation factor 10.00% 

Riskless rate 4.50% 

    Table 9- Step 5 of governance evaluation 
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9.8.6. Step 6- Matrix of weights and points allocation to each GSY & GSS 

As mentioned in section 9.3.3 above the GSEM contains 357 general drivers (GD) and 115 benchmark 

drivers (BD) spread across four systems, (a)  acculturation drivers GFUA = (GFUSti + GFUAda 

+ GFURef + GFUEdu) = 70,  organisation (general) drivers  GFUO = (GFUOpe + GFUFin 

+ GFUReg+ GFUCon) = 216, organisation (benchmark) drivers BFUKhb, +  BFUKfb + BFURfb = 115, 

communication drivers GFUC = (GFURea + GFUPro + GFUAgg + GFUPas) = 49, incentive drivers GFUI 

= (GFUCom + GFUOrg + GFUAcc) = 22, which in all amounts to  a total number of  system governance 

drivers of GFUGD = (70 + 331 + 49 +22) = 472. Below is a set of tables detailing weights applied to 

each system (GSY) and sub-system (GSS), and the relevant formulae for calculating points in the 

GSEM. Weights and points allocation to functions (GFU) are separately tabled in section 9.87 below. 

a.     Allocation of weights and points to 357 general system drivers 

 

        Systems Weight 
Maximum 

points 
Points calculation formula 

General drivers    

Acculturation 0.10 500.00 PA = WA (PGD)  5,000 (0.10) 

Organisation 0.20 1,000.00 PO = WO (PGD)  5,000 (0.20) 

Communication 0.25 1,250.00 PC = WC (PGD)  5,000 (0.25) 

Incentive 0.45 2,250.00 PI = WI (PGD)  5,000 (0.45) 

Total general drivers 1.00 5,000.00  

Benchmark drivers    

Key historical benchmarks 0.50 1,000.00 PH = WBKhb (Pbd) = 2,000 (0.50) 

Key forecasted benchmarks 0.25 500.00 PH = WBKfb (PKfb) = 2,000 (0.25) 

Relative financial benchmarks 0.25 500.00 PH = WBRfb (PRfb) = 2,000 (0.25) 

Total benchmark drivers 1.00 2,000.00  

Total drivers  7,000.00  

   Table 10- Points allocation to general drivers 

b. Allocation of weights to acculturation drivers 

 

Acculturation Weight 
Max 

points 
Points calculation formula 

Stimulative 0.25 125.00 PASti = PA (WASti)  500 (0.25)  

Adaptive 0.15 75.00 PAAda = PA (WAAda)  500 (0.25)  

Reformative 0.20 100.00 PARef = PA (WARef)  500 (0.25)  

Educative 0.40 200.00 PAEdu = PA (WAEdu)  500 (0.25)  

Total points 1.00 500.00  

   Table 11- Points allocation to acculturation drivers 
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Stimulative Weight 
Max 

points 
Points calculation formula 

Commemoration 0.10 12.50 PACom =  PA (WASti) (WACom)  125 (0.10) 

Leadership 0.20 25.00 PALea =  PA (WASti) (WALea)  125 (0.20) 

Reward & award 0.30 37.50 PARea =  PA (WASti) (WARea)  125 (0.30) 

Scorecard 0.40 50.00 PASco =  PA (WASti) (WASco)  125 (0.40) 

Total points 1.00 125.00  

                  Table 12- Points allocation to stimulative drivers 

 

Adaptive Weight 
Max 

points 
Points calculation formula 

Ethics 0.10 7.50 PAEth =  PA (WAAda) (WAEth)  75 (0.10) 

Resource 0.20 15.00 PARes =  PA (WAAda) (WARes)  75 (0.210) 

Structure 0.30 22.50 PAStr =  PA (WAAda) (WAStr)  75 (0.30) 

Technology 0.40 30.00 PATec =  PA (WAAda) (WATec)  75 (0.40) 

Total points 1.00 75.00  

                  Table 13- Points allocation to adaptive drivers 

 

Reformative Weight 
Max 

points 
Points calculation formula 

Advisory board 0.15 15.00 PAAdb =  PA (WARef) (WAAdb)  100 (0.10) 

Advisory council 0.25 25.00 PAAdc =  PA (WARef) (WAAdc)  100 (0.25) 

Field audit 0.30 30.00 PAFia =  PA (WARef) (WAFia)  100 (0.30) 

Focus group 0.30 30.00 PAFog =  PA (WARef) (WAFog)  100 (0.30) 

Total points 1.00 100.00  

                  Table 14- Points allocation to reformative drivers 

 

Educative Weight 
Max 

points 
Points calculation formula 

Induction 0.12 24.00 PAInd =  PA (WAEdu) (WAInd)  200 (0.12) 

Mentoring 0.12 24.00 PAMen =  PA (WAEdu) (WAMen)  200 (0.12) 

Storytelling 0.30 60.00 PASto =  PA (WAEdu) (WASto)  200 (0.30) 

Training 0.46 92.00 PATra =  PA (WAEdu) (WATra)  200 (0.46) 

Total points 1.00 200.00  

                  Table 15- Points allocation to educative drivers 
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c. Allocation of weights to organisation drivers 

 

Organisation Weight 
Max 

points 
Points calculation formula 

Operational 0.20 200.00 POOpe = PA (WOOpe)  1,000 (0.20) 

Financial 0.20 200.00 POFin = PA (WOFin)  1,000 (0.20) 

Regulative 0.20 200.00 POReg = PA (WOReg)  1,000 (0.20) 

Contractual 0.40 400.00 POCon = PA (WOCon)  1,000 (0.40) 

Total points 1.00 1,000.00  

  Table 16- Points allocation to organisation drivers 

Operational Weight 
Max 

points 
Points calculation formula 

Competition & product 0.20 40.00 
POCop =  PO (WOOpe) (WOCop)  200 

(0.20) 

Human resource 0.20 40.00 
POHur =  PO (WOOpe) (WOHur)  200 

(0.20) 

Sales & marketing 0.20 40.00 
POSam =  PO (WOOpe) (WOSam)  200 

(0.20) 

Systems & procedures 0.40 80.00 
POSyp =  PO (WOOpe) (WOSyp)  200 

(0.40) 

Total points 1.00 200.00  

                  Table 17- Points allocation to operational drivers 

 

Financial Weight 
Max 

points 
Points calculation formula 

Activity 0.10 20.00 POAct =  PO (WOFin) (WOAct)  200 (0.10) 

Leverage 0.20 40.00 POLev =  PO (WOFin) (WOLev)  200 (0.20) 

Liquidity 0.30 60.00 POLiq =  PO (WOFin) (WOLiq)  200 (0.30) 

Profitability 0.40 80.00 POPro =  PO (WOFin) (WOPro)  200 (0.40) 

Total points 1.00 200.00  

                  Table 18- Points allocation to financial drivers 

 

Regulative Weight 
Max 

points 
Points calculation formula 

Corporations law 0.40 80.00 POCol=  PO (WOReg) (WOCol)  200 (0.40) 

Taxation law 0.30 60.00 POTal=  PO (WOReg) (WOTal)  200 (0.30) 

Trade practices law 0.20 40.00 POTpl=  PO (WOReg) (WOTpll)  200 (0.20) 

Workplace law 0.10 20.00 POWol=  PO (WOReg) (WOWol)  200 (0.10) 

Total points 1.00 200.00  

                  Table 19- Points allocation to regulative drivers 
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Contractual 
Weig

ht 

Max 

points 
Points calculation formula 

Employee 0.10 40.00 POEmp=  PO (WOCon) (WOEmp)  400 (0.10) 

Franchisee 0.30 120.00 POFra=  PO (WOCon) (WOFra)  400 (0.30) 

Intellectual property 0.40 160.00 POInp=  PO (WOCon) (WOInp)  400 (0.40) 

Supplier 0.20 80.00 POSup=  PO (WOCon) (WOSup)  400 (0.20) 

Total points 1.00 400.00  

                   Table 20- Points allocation to contractual drivers 

d. Points allocation to Communication drivers 

 

Communication Weight 
Max 

points 
Points calculation formula 

Reactive 0.10 125.00 PCRea=  PC (WCCom) (WCRea)  1,250 (0.10) 

Proactive 0.15 187.50 PCPro=  PC (WCCom) (WCPro)  1,250 (0.15) 

Aggressive 0.35 437.50 PCAgg=  PC (WCCom) (WCAgg)  1,250 (0.35) 

Passive 0.40 500.00 PCPas=  PC (WCCom) (WCPas)  1,250 (0.40) 

Total points 1.00 1,250.00  

  Table 21- Points allocation to communication drivers 

 

Reactive Weight 
Max 

points 
Points calculation formula 

Conference 0.30 37.50 PCCon=  PC (WCRea) (WCCon)  125 (0.30) 

Group meeting 0.40 50.00 PCGrm=  PC (WCRea) (WCGrm)  125 (0.40) 

One-on-one 0.10 12.50 PCOno=  PC (WCRea) (WCOno)  125 (0.10) 

Seminar 0.20 25.00 PCSem=  PC (WCRea) (WCSem)  125 (0.20) 

Total points 1.00 125.00  

                  Table 22- Points allocation to reactive drivers 

 

Proactive Weight 
Max 

points 
Points calculation formula 

Internet 0.10 18.75 PCIne=  PC (WCPro) (WCIne)  187.50 (0.10) 

Intranet 0.20 37.50 PCIna=  PC (WCPro) (WCIna)  187.50 (0.20) 

Newsletter 0.30 56.25 PCNew=  PC (WCPro) (WCNew)  187.50 (0.30) 

Web-site 0.40 75.00 PCWeb=  PC (WCPro) (WCWed)  187.50 (0.40) 

Total points 1.00 187.50  

                  Table 23- Points allocation to proactive drivers 
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Aggressive Weight 
Max 

points 
Points calculation formula 

Email 0.40 175.00 PCEma=  PC (WCAgg) (WCEma)  437.50 (0.40) 

SMS 0.30 131.25 PCSms=  PC (WCAgg) (WCSms)  437.50 (0.30) 

Telephone 0.20 87.50 PCTel=  PC (WCAgg) (WCTel)  437.50 (0.20) 

Voicemail 0.10 43.75 PCVoi=  PC (WCAgg) (WCVoi)  437.50 (0.10) 

Total points 1.00 437.50  

                  Table 24- Points allocation to aggressive drivers 

 

Passive Weight 
Max 

points 
Points calculation formula 

Billboard 0.20 100.00 PCBil=  PC (WCPass) (WCBil)  500 (0.20) 

Grapevine 0.30 150.00 PCGra=  PC (WCPass) (WCGra)  500 (0.30) 

Radio 0.40 200.00 PCRad=  PC (WCPass) (WCRad)  500 (0.40) 

Television 0.10 50.00 PCTel=  PC (WCPass) (WCTel)  500 (0.10) 

Total points 1.00 500.00  

                  Table 25- Points allocation to passive drivers 

e. Points allocation to Incentive drivers 

 

Incentive Weight 
Max 

points 
Points calculation formula 

Communicative 0.50 1125.00 PIInc=  PI (WICom) (WIInc)  2,250 (0.50) 

Organisational 0.40 900.00 PIInc=  PI (WIOrg) (WIInc)  2,250 (0.450) 

Acculturative 0.10 225.00 PIInc=  PI (WIAcc) (WIInc)  2,250 (0.10) 

Total points 1.00 2,250.00  

  Table 26- Points allocation to incentive drivers 

 

Communicative Weight 
Max 

points 
Points calculation formula 

Aggressiveness 0.20 225.00 PIAgs=  PI (WICom) (WIAgs)  1,125 (0.20) 

Passiveness 0.25 281.25 PIPas=  PI (WICom) (WIPas)  1,125 (0.25) 

Proactiveness 0.35 393.75 PIPrs=  PI (WICom) (WIPrs)  1,125 (0.35) 

Reactiveness 0.20 225.00 PIRes=  PI (WICom) (WIRes)  1,125 (0.20) 

Total points 1.00 1,125.00  

                   Table 27- Points allocation to communicative drivers 
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Organisational Weight 
Max 

points 
Points calculation formula 

Contracts 0.35 315.00 PICos=  PI (WIOrg) (WICos)  900 (0.35) 

Financials 0.35 315.00 PIFis=  PI (WIOrg) (WIFis)  900 (0.35) 

Operations 0.10 90.00 PIOps=  PI (WIOrg) (WIOps)  900 (0.10) 

Regulations 0.20 180.00 PIRes=  PI (WIOrg) (WIRes)  900 (0.20) 

Total points 1.00 900.00  

                  Table 28- Points allocation to organisational drivers 

 

Acculturative Weight 
Max 

points 
Points calculation formula 

Adaptations 0.25 56.25 PIAds=  PI (WIAcc) (WIAds)  225 (0.25) 

Educations 0.25 56.25 PIEds=  PI (WIAcc) (WIEds)  225 (0.25) 

Reforms 0.25 56.25 PIRes=  PI (WIAcc) (WIRes)  225 (0.25) 

Stimulants 0.25 56.25 PISts=  PI (WIAcc) (WISts)  225 (0.25) 

Total points 1.00 225.00  

         Table 29- Points allocation to acculturative drivers 

 

f. Summary of weight allocation for all levels of the governance structure 

 

 

 

 

 

Acculturation 0.10 Organisation 0.20 Communication 0.25 Incentive 0.45

Stimulative 0.25 Operational 0.20 Reactive 0.10 Communicative 0.50

Commemoration 0.10 Competition & product 0.20 Conference 0.30 Aggressiveness 0.20

Leadership 0.20 Human resource 0.20 Group meeting 0.40 Passiveness 0.25

Reward & award 0.30 Sales & marketing 0.20 One-on-one 0.10 Proactiveness 0.35

Scorecard 0.40 Systems & procedures 0.40 Seminar 0.20 Reactiveness 0.20

Adaptive 0.15 Financial 0.20 Proactive 0.15 Organisational 0.40

Ethics 0.10 Activity 0.10 Internet 0.10 Contracts 0.35

Resource 0.20 Leverage 0.20 Intranet 0.20 Financials 0.35

Structure 0.30 Liquidity 0.30 Newsletter 0.30 Operations 0.10

Technology 0.40 Profitability 0.40 Web-site 0.40 Regulations 0.20

Reformative 0.20 Regulative 0.20 Aggressive 0.35 Acculturative 0.10

Advisory board 0.15 Corporations law 0.40 Email 0.40 Adaptations 0.25

Advisory council 0.25 Taxation law 0.30 SMS 0.30 Educations 0.25

Field audit 0.30 Trade practices law 0.20 Telephone 0.20 Reforms 0.25

Focus group 0.30 Workplace law 0.10 Voicemail 0.10 Stimulants 0.25

Educative 0.40 Contractual 0.40 Passive 0.40

Induction 0.12 Employee 0.10 Billboard 0.20

Mentoring 0.12 Franchisee 0.30 Grapevine 0.30 Key historical benchmarks 50%

Storytelling 0.30 Intellectual property 0.40 Radio 0.40 Relative financial benchmarks 25%

Training 0.46 Supplier 0.20 Television 0.10 Key forecasted benchmarks 25%

Minimum threshold points for each sub-subsystem

Stimulative 60% Operational 64% Reactive 68% Communicative 72%

Adaptive 61% Financial 65% Proactive 69% Organisational 73%

Reformative 62% Regulative 66% Aggressive 70% Acculturative 74%

Educative 63% Contractual 67% Passive 71%

Minimum threshold points for financial metrics
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g. Summary of points for all levels of the governance structure 

This table shows the allocation of the 7,000 points contained in the GSEM across acculturation, 

organisation, communication, incentive, historical benchmarks, forecasted benchmarks, and 

financial benchmarks with sub-allocation across various systems based on a series of 

predetermined weights. 

 

h. Allocation of weights and points to 115 benchmark drivers 

Organisational benchmark drivers (BD) comprise key historical benchmarks drivers BFUKhb = 35, 

key forecasted benchmarks drivers BFUKfb = 35, relative financial benchmarks drivers 

BFURfb = 40, totalling to BFUBD = (35 + 35 + 40) = 115. 

Organisation- Financial Weight 
Max 

points 
Points calculation formula 

Key historical benchmarks drivers 0.50 1,000.00 PBKhb = PBD (WBKhb)  2,000 (0.50) 

Key forecasted benchmarks drivers 0.25 500.00 PBKfb = PBD (WBKfb)  2,000 (0.25) 

Relative financial benchmarks 

drivers 
0.25 500.00 

PBRfb = PBD (WBRfb)  2,000 (0.25) 

Total points 1.00 2,000.00  

     Table 30- Points allocation to financial drivers 

 

9.8.7. Matrix of points allocation to each GFU 

In the previous section, weights were assigned to each system and sub-system to determine the 

maximum points for each governance function in the GSEM. For example in Table 18, the 

MATRIX OF POINTS FOR ALL LEVELS OF THE GOVERNANCE STRUCTURE

0.10 500 Stimulative 0.25 125.00 Adaptive 0.15 75.00 Reformative 0.20 100.00 Educative 0.40 200.00

Commemoration 0.10 12.50 Ethics 0.10 7.50 Advisory board 0.15 15.00 Induction 0.12 24.00

Leadership 0.20 25.00 Resource 0.20 15.00 Advisory council 0.25 25.00 Mentoring 0.12 24.00

Reward & award 0.30 37.50 Structure 0.30 22.50 Field audit 0.30 30.00 Storytelling 0.30 60.00

Scorecard 0.40 50.00 Technology 0.40 30.00 Focus group 0.30 30.00 Training 0.46 92.00

Total stimulative 1.00 125.00 Total adaptive 1.00 75.00 Total reformative 1.00 100.00 Total educative 1.00 200.00

0.20 1,000 Operational 0.20 200.00 Financial 0.20 200.00 Regulative 0.20 200.00 Contractual 0.40 400.00

Competition & product 0.20 40.00 Activity 0.10 20.00 Corporations law 0.40 80.00 Employee 0.10 40.00

Human resource 0.20 40.00 Leverage 0.20 40.00 Taxation law 0.30 60.00 Franchisee 0.30 120.00

Sales & marketing 0.20 40.00 Liquidity 0.30 60.00 Trade practices law 0.20 40.00 Intellectual property 0.40 160.00

Systems & procedures 0.40 80.00 Profitability 0.40 80.00 Workplace law 0.10 20.00 Supplier 0.20 80.00

Total operational 1.00 200.00 Total financial 1.00 200.00 Total regulative 1.00 200.00 Total contractual 1.00 400.00

0.25 1,250 Reactive 0.10 125.00 Proactive 0.15 187.50 Aggressive 0.35 437.50 Passive 0.40 500.00

Conference 0.30 37.50 Internet 0.10 18.75 Email 0.40 175.00 Billboard 0.20 100.00

Group meeting 0.40 50.00 Intranet 0.20 37.50 SMS 0.30 131.25 Grapevine 0.30 150.00

One-on-one 0.10 12.50 Newsletter 0.30 56.25 Telephone 0.20 87.50 Radio 0.40 200.00

Seminar 0.20 25.00 Web-site 0.40 75.00 Voicemail 0.10 43.75 Television 0.10 50.00

Total reactive 1.00 125.00 Total proactive 1.00 187.50 Total aggressive 1.00 437.50 Total passive 1.00 500.00

0.45 2,250 Communicative 0.50 1125.00 Organisational 0.40 900.00 Acculturative 0.10 225.00

1,000

Aggressiveness 0.20 225.00 Contracts 0.35 315.00 Adaptations 0.25 56.25 500

Passiveness 0.25 281.25 Financials 0.35 315.00 Educations 0.25 56.25 500

Proactiveness 0.35 393.75 Operations 0.10 90.00 Reforms 0.25 56.25

Reactiveness 0.20 225.00 Regulations 0.20 180.00 Stimulants 0.25 56.25

5,000 Total communicative 1.00 1,125.00 Total organisational 1.00 900.00 Total acculturative 1.00 225.00

Acculturation

Relative financial benchmarks

Total points for financial benchmark drivers 2,000

Functions

Sub-system (GSS)

Sub-system (GSS)

Sub-system (GSS)

Functions

Financial benchmarks

Key historical benchmarks

5,000Total points for general drivers

TOTAL

Sub-system (GSS)

Communication

Incentive

System (GSY)

System (GSY)

System (GSY)

System (GSY)

Organisation

Functions

Functions

Key forecasted benchmarks
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governance function- Competition & product was allocated 40 points and 28 governance drivers. 

The points allocated to each driver are simply achieved by a pro rata calculation of points across 

the number of drivers (40 ÷ 28) = 1.43.  

Governance function 
Maximum 

GSS points 
 No of drivers 

Maximum 

GFU points 

Actual GFU 

points scored 

ACCULTURATION        

Stimulative        

Commemoration 12.50 ÷ 3 = 4.17 12.50 

Leadership 25.00 ÷ 5 = 5.00 25.00 

Reward & award 37.50 ÷ 6 = 6.25 28.75 

Scorecard 50.00 ÷ 4 = 12.50 50.00 

Adaptive         

Ethics 7.50 ÷ 10 = 0.75 7.50 

Resource 15.00 ÷ 4 = 3.75 15.00 

Structure 22.50 ÷ 3 = 7.50 22.50 

Technology 30.00 ÷ 3 = 10.00 30.00 

Reformative         

Advisory board 15.00 ÷ 2 = 7.50 15.00 

Advisory council 25.00 ÷ 3 = 8.33 25.00 

Field audit 30.00 ÷ 3 = 10.00 30.00 

Focus group 30.00 ÷ 3 = 10.00 28.00 

Educative         

Induction 24.00 ÷ 6 = 4.00 24.00 

Mentoring 24.00 ÷ 3 = 8.00 24.00 

Storytelling 60.00 ÷ 3 = 20.00 40.00 

Training 92.00 ÷ 9 = 10.22 81.78 

ORGANISATION         

Operational        

Competition & product 40.00 ÷ 28 = 1.43 38.29 

Human resource 40.00 ÷ 17 = 2.35 37.65 

Sales & marketing 40.00 ÷ 16 = 2.50 40.00 

Systems & procedures 80.00 ÷ 30 = 2.67 80.00 

Financial        

Activity 420.00 ÷ 31 = 13.55 407.50 

Leverage 440.00 ÷ 24 = 18.33 436.00 

Liquidity 660.00 ÷ 22 = 30.00 624.00 

Profitability 680.00 ÷ 51 = 13.33 680.00 

Regulative        

Corporations law 80.00 ÷ 10 = 8.00 72.00 

Taxation law 60.00 ÷ 6 = 10.00 40.00 

Trade practices law 40.00 ÷ 26 = 1.54 40.00 

Workplace law 20.00 ÷ 6 = 3.33 20.00 

Contractual        

Employee 40.00 ÷ 6 = 6.67 40.00 

Franchisee 120.00 ÷ 36 = 3.33 107.33 

Intellectual property 160.00 ÷ 13 = 12.31 157.54 

Supplier 80.00 ÷ 9 = 8.89 71.11 

COMMUNICATION        

Reactive        

Conference 37.50 ÷ 3 = 12.50 32.50 

Group meeting 50.00 ÷ 3 = 16.67 43.33 

One-on-one 12.50 ÷ 3 = 4.17 12.50 

Seminar 25.00 ÷ 3 = 8.33 25.00 
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Governance function 
Maximum 

GSS points 
 No of drivers 

Maximum 

GFU points 

Actual GFU 

points scored 

Proactive        

Internet 18.75 ÷ 3 = 6.25 18.75 

Intranet 37.50 ÷ 2 = 18.75 37.50 

Newsletter 56.25 ÷ 3 = 18.75 56.25 

Web-site 75.00 ÷ 5 = 15.00 60.00 

Aggressive        

Email 175.00 ÷ 4 = 43.75 175.00 

SMS 131.25 ÷ 3 = 43.75 131.25 

Telephone 87.50 ÷ 3 = 29.17 75.83 

Voicemail 43.75 ÷ 2 = 21.88 43.75 

Passive        

Billboard 100.00 ÷ 3 = 33.33 93.33 

Grapevine 150.00 ÷ 3 = 50.00 150.00 

Radio 200.00 ÷ 3 = 66.67 133.33 

Television 50.00 ÷ 3 = 16.67 50.00 

INCENTIVE        

Communicative        

Aggressiveness 225.00 ÷ 1 = 225.00 225.00 

Passiveness 281.25 ÷ 1 = 281.25 281.25 

Proactiveness 393.75 ÷ 1 = 393.75 393.75 

Reactiveness 225.00 ÷ 1 = 225.00 225.00 

Organisational        

Contracts 315.00 ÷ 7 =  297.00 

Financials 315.00 ÷ 4 = 78.75 315.00 

Operations 90.00 ÷ 2 = 45.00 90.00 

Regulations 180.00 ÷ 1 = 180.00 180.00 

Acculturative        

Adaptations 56.25 ÷ 1 = 56.25 45.00 

Educations 56.25 ÷ 1 = 56.25 33.75 

Reforms 56.25 ÷ 1 = 56.25 56.25 

Stimulants 56.25 ÷ 1 = 56.25 56.25 

TOTAL 7,000.00  472   6,687.03 

   Table 31- Scores for general and benchmark drivers 

9.8.8. Scores for individual drivers 

As indicated in Table 32, the total points scored by Angry Jacks is 6,687.03 thereby returning an E 

factor of (6.687 ÷ 7000) = 95.53. Consequently, in line with Formula 2.0, E returns a rating of 

AAA when (       ), where a = 0.8952 and represents a predetermined lowermost threshold 

value for AAA rating.  

Multiple choice general drivers     2,544.69 

Single choice general drivers     2,154.84 

Key historical benchmark drivers           987.50 

Key forecasted benchmark drivers          500.00 

Relative financial benchmarks drivers      500.00 

     Total   6,687.03 
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a. General drivers- Multiple choice 

 

Highest rated choice offered 
Choice that best describes the 

franchise system 
Score 

Deliver its core promises to customers at 

all times 

Deliver its core promises to 

customers at all times 
0.75 

Deliver its core promises to customers at 

all times 

Deliver its core promises to 

customers at all times 
0.75 

Treated as valuable partners in the value 

chain with vested interest in the franchise 

system 

Treated as valuable partners in 

the value chain with vested 

interest in the franchise system 

0.75 

Proactively respond to both endogenous 

and exogenous environmental issues  

Proactively respond to both 

endogenous and exogenous 

environmental issues  

0.75 

Economic, legal, ethical and 

philanthropic issues 

Economic, legal, ethical and 

philanthropic issues 
0.75 

Family, political, organizational, and 

paired employees nepotism 

Family, political, organizational, 

and paired employees nepotism 
0.75 

Controlled by state offices coordinated 

through a central office 

Controlled by state offices 

coordinated through a central 

office 

7.50 

Very high Very high 7.50 


AAA

Minimum points 

required by the valuator

Acculturation 70 459.03 500 91.81%

Stimulative 18 116.25 125 75 93.00%

Adaptive 20 75.00 75 46 100.00%

Reformative 11 98.00 100 62 98.00%

Educative 21 169.78 200 126 84.89%

Organisation 216 903.92 1,000 90.39%

Operational 91 195.93 200 128 97.97%

Financial 13 160.00 200 130 80.00%

Regulative 48 172.00 200 132 86.00%

Contractual 64 375.98 400 268 94.00%

Communication 49 1138.33 1,250 91.07%

Reactive 12 113.33 125 85 90.67%

Proactive 13 172.50 188 129 92.00%

Aggressive 12 425.83 438 306 97.33%

Passive 12 426.67 500 355 85.33%

Incentive 22 2198.25 2,250 97.70%

Communicative 4 1125.00 1125 810 100.00%

Organisational 14 882.00 900 657 98.00%

Acculturative 4 191.25 225 167 85.00%

TOTAL 357 357 4699.53 4699.53 5,000 5000 3476 93.99%

35 987.50 1000 100 98.75%

40 500.00 500 150 100.00%

40 500.00 500 50 100.00%

472 4699.53 6687.03 5,000 7000 3776

Angry Jacks is rated AAA with a factor of  95.53%

Scorecard for Angry Jacks

Tolerance 

threshold for 

each level

No of governance 

drivers rated

Actual score returned 

for Angry Jacks

Maximum points 

attainable in the 

valuator

Key historical benchmarks

Relative financial benchmarks

Key forecasted benchmarks

TOTAL FOR ALL DRIVERS

Figure 12- Governance System Scorecard developed for this thesis 
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Highest rated choice offered 
Choice that best describes the 

franchise system 
Score 

Very advanced Basic 6.13 

Very advanced Advanced 8.18 

At least monthly At least six monthly 6.13 

At least monthly At least monthly 10.22 

Specifically designed for the franchise 

system by a registered training 

organisation 

Specifically designed for the 

franchise system by a registered 

training organisation 

10.22 

Product knowledge, telephone skills, 

counter skills and service/product 

delivery 

Product knowledge, telephone 

skills, counter skills and 

service/product delivery 

10.00 

Purposive sampling strategies Random sampling strategies 8.00 

Territorial basis Territorial basis 10.00 

At least monthly At least monthly 10.00 

A balanced scorecard Store sales only 3.75 

Actagenic and factagenic operational 

issues 

Actagenic and factagenic 

operational issues 
43.75 

Actagenic and factagenic operational 

issues 

Actagenic and factagenic 

operational issues 
43.75 

Actagenic and factagenic operational 

issues 

Actagenic and factagenic 

regulative issues 
17.50 

Actagenic and factagenic operational 

issues 

Actagenic and factagenic 

operational issues 
21.88 

Standard email software that cannot be 

reconfigured by franchisees 

Standard email software that 

cannot be reconfigured by 

franchisees 

43.75 

Actagenic and factagenic operational 

issues 

Actagenic and factagenic 

regulative issues 
26.67 

Actagenic and factagenic operational 

issues 

Actagenic and factagenic 

operational issues 
50.00 

Actagenic and factagenic operational 

issues 

Actagenic and factagenic 

operational issues 
66.67 

Actagenic and factagenic operational 

issues 

Actagenic and factagenic 

operational issues 
16.67 

As often as required for currency and 

relevance 

As often as required for currency 

and relevance 
16.67 

Actagenic and factagenic operational 

issues 

Actagenic and factagenic 

operational issues 
6.25 

Actagenic and factagenic financial issues 
Actagenic and factagenic 

financial issues 
18.75 

Actagenic and factagenic operational 

issues 

Actagenic and factagenic 

operational issues 
15.00 

As often as required for currency and 

relevance 

As often as required for currency 

and relevance 
15.00 

Actagenic and factagenic operational 

issues 

Actagenic and factagenic 

operational issues 
18.75 

At least quarterly At least quarterly 12.50 

Exclusively by the franchisor and 

suppliers 

By each franchisee pro rata to 

turnover 
7.50 

Franchisees, their management staff, 

executives of the franchisor and key 

suppliers 

Franchisees, their management 

staff, executives of the franchisor 

and key suppliers 

12.50 

At least quarterly At least annually 10.00 

At least quarterly At least quarterly 16.67 

The board of directors, the chief 

executive officer or the general manager 

The board of directors, the chief 

executive officer or the general 

manager 

16.67 

At least quarterly At least quarterly 4.17 
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Highest rated choice offered 
Choice that best describes the 

franchise system 
Score 

At least quarterly At least quarterly 4.17 

One support personnel for every 20 or 

less franchisees 

One support personnel for every 

20 or less franchisees 
4.17 

At least quarterly At least quarterly 8.33 

No longer than every quarter No longer than every quarter 8.33 

Financial and psychic incentives as 

specified in the franchise agreement 

Financial incentives only as 

specified in the franchise 

agreement 

45.00 

Financial and psychic incentives as 

specified in the franchise agreement 

Financial and psychic incentives 

that are solely at the discretion of 

the franchisor 

33.75 

Financial and psychic incentives as 

specified in the franchise agreement 

Financial and psychic incentives 

as specified in the franchise 

agreement 

56.25 

Financial and psychic incentives as 

specified in the franchise agreement 

Financial and psychic incentives 

as specified in the franchise 

agreement 

56.25 

Financial and psychic incentives as 

specified in the franchise agreement 

Financial and psychic incentives 

as specified in the franchise 

agreement 

225.00 

Financial and psychic incentives as 

specified in the franchise agreement 

Financial and psychic incentives 

as specified in the franchise 

agreement 

281.25 

Financial and psychic incentives as 

specified in the franchise agreement 

Financial and psychic incentives 

as specified in the franchise 

agreement 

393.75 

Financial and psychic incentives as 

specified in the franchise agreement 

Financial and psychic incentives 

as specified in the franchise 

agreement 

225.00 

Financial and psychic incentives as 

specified in the franchise agreement 

Financial and psychic incentives 

as specified in the franchise 

agreement 

45.00 

Solely owned by the franchisor  Solely owned by the Franchisee  36.00 

As a fixed percentage of its revenues 
Always when the need arises as a 

top up 
36.00 

Financial and psychic incentives as 

specified in the franchise agreement 

Financial and psychic incentives 

as specified in the franchise 

agreement 

78.75 

Financial and psychic incentives as 

specified in the franchise agreement 

Financial and psychic incentives 

as specified in the franchise 

agreement 

45.00 

Financial and psychic incentives as 

specified in the franchise agreement 

Financial and psychic incentives 

as specified in the franchise 

agreement 

180.00 

At least monthly At least monthly 3.33 

At least 10 years At least 5 but less than 6 years 1.33 

Always issues a full term contract to the 

incoming Franchisee 

Sometimes issues a full term 

contract to the incoming 

Franchisee 

2.00 

As many stores as the franchisee can 

operate 

As many stores as the franchisee 

can operate 
3.33 

A head-lease directly with the franchisor 
A head-lease directly with the 

franchisor 
3.33 

Principal to principal arrangement Principal to principal arrangement 3.33 

A physical site as well as a system-wide 

web-site 

A fixed physical site only with 

physical geographical boundaries 
2.67 

Operate any other business anywhere in Operate any other business 3.33 
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Highest rated choice offered 
Choice that best describes the 

franchise system 
Score 

Australia anywhere in Australia 

No franchisees More than 3 franchisees 1.33 

At least 20 years At least 15 but less than 20 years 9.85 

Unlimited personal guarantees given by 

all directors 

Limited personal guarantees 

given by all directors 
6.00 

Government agencies and departments Current and past franchisees 24.00 

Highly impact on pricing of products sold 

by franchisees 

Highly impact on pricing of 

products sold by franchisees 
16.00 

Excellent Excellent 16.00 

Greater than 8.5%  Greater than 8.5%  16.00 

Low Moderate  1.14 

Has low market acceptance Has low market acceptance 1.43 

Highly susceptible to market trends and 

fads 

Moderately susceptible to market 

trends and fads 
1.14 

Below market expectations Below market expectations 1.43 

At least 6 At least 6 1.43 

Low Moderate  1.14 

Low Low 1.43 

Cannot be matched by the franchisor 
Cannot be matched by the 

franchisor 
1.43 

Low Low 1.43 

Below market expectations In line with market expectations 1.14 

No financial, industry and governmental 

barriers to entry 

Some financial, industry and 

governmental barriers to entry 
0.86 

Have no exclusive and protected technical 

features 

Have no exclusive and protected 

technical features 
1.43 

Are widely available to any willing 

supplier 

Are widely available to any 

willing supplier 
1.43 

At least quarterly At least quarterly 2.35 

At least quarterly At least quarterly 2.35 

Needy of more depth Needy of more depth 2.35 

Low Low 2.50 

Strong and stable Strong and stable 2.50 

Low Low 2.50 

Low Low 2.50 

Highly susceptible to market trends and 

fads 

Highly susceptible to market 

trends and fads 
2.50 

At least 10 foreign countries At least 10 foreign countries 2.50 

Strong and stable Strong and stable 2.50 

Strong and stable Strong and stable 2.50 

Strong and stable Strong and stable 2.50 

Strong and stable Strong and stable 2.50 

Strong and stable Strong and stable 2.50 

Strong and stable Strong and stable 2.50 

Gut feel Gut feel 2.67 

More than 12 months More than 12 months 2.67 

Making payments to a fund administered 

by a board of trustees comprising at least 

one franchisee 

Making payments to a fund 

administered by a board of 

trustees comprising at least one 

franchisee 

2.67 

Is non-existent Is non-existent 2.67 

Has obtained authorisation from the 

ACCC 

Has obtained authorisation from 

the ACCC 
1.54 

At least quarterly At least quarterly 1.54 

TOTAL SCORE 2,544.69 

   Table 32- Scores for general multiple choice drivers 
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b. General drivers- Single choice 

 

Preferred 

answer 
Single general driver Score 

Actual 

answer 

Yes 
Does the franchisor have a policy in support of fair 

remuneration? 
0.75 Yes 

Yes Does the franchisor have a pro-environment policy?  0.75 Yes 

Yes 
Does the franchisor have a policy regarding conflicts 

of interest between its staff and franchisees? 
0.75 Yes 

Yes 
Does the franchisor have a policy regarding the 

accuracy of its records? 
0.75 Yes 

Yes 
Does the franchisor have detailed manuals to assist 

franchisees with financial issues? 
3.75 Yes 

Yes 
Does the franchisor have detailed manuals to assist 

franchisees with operational issues? 
3.75 Yes 

Yes 
Does the franchisor have detailed manuals to assist 

franchisees with sales and marketing issues? 
3.75 Yes 

Yes 
Does the franchisor have detailed manuals to assist 

franchisees with technical issues? 
3.75 Yes 

Yes 
Has the franchisor reviewed its organisational structure 

since 02-April-11? 
7.50 Yes 

Yes 
Has the franchisor updates its technology to reflect 

changes in its culture since 02-April-11? 
10.00 Yes 

Yes 
Does the franchisor set aside funds in its annual budget 

for technology reviews and updates? 
10.00 Yes 

Yes 
Do franchisees generally feel that the franchisor is up-

to-date with industry standards in technology? 
10.00 Yes 

No 
Are franchisees formally inducted before commencing 

business? 
4.00 Yes 

No 
Are employees of the franchisor formally inducted 

before starting work? 
4.00 Yes 

No 
Are employees of the franchisees formally inducted 

before starting work? 
4.00 Yes 

Yes 
Are employees of the franchisor contractually obliged 

to attend inductions? 
4.00 Yes 

Yes 
Are employees of the franchisee contractually obliged 

to attend inductions? 
4.00 Yes 

Yes 
Are franchisees contractually obliged to attend 

inductions? 
4.00 Yes 

Yes 
Does the franchisor have a dedicated franchisee 

support team? 
8.00 Yes 

Yes 
Does the franchisor actively encourage successful 

franchisees to mentor other franchisees? 
8.00 Yes 

Yes 
Does the franchisor actively encourage franchisees to 

have mentors external of the system? 
8.00 Yes 

Yes 
Is the franchisor's growth and success story told to 

franchisees and staff? 
20.00 Yes 

Yes 
Is the franchisor's success story also told by other 

franchise systems? 
20.00 Yes 

Yes 
Has the franchisor's success story been corroborated by 

any credible media organisation? 
0.00 Yes 

Yes 
Do franchisees have a structured O, H, & S education 

program for staff? 
10.22 Yes 

Yes 
Does the franchisor have a structured O, H, & S 

education program for staff? 
10.22 Yes 

No Does the franchisor provide franchisees with technical 10.22 Yes 
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Preferred 

answer 
Single general driver Score 

Actual 

answer 

and sales training for new products? 

Yes 
Is the franchisor's training for new franchisees 

competency based? 
10.22 Yes 

Yes 
Does the franchisor have an independent board of 

directors? 
7.50 Yes 

Yes Do any current franchisees sit on the advisory board? 7.50 Yes 

Yes 
Does the franchisor have an active franchise advisory 

council? 
8.33 Yes 

No 
Do franchisees actively contribute to the reform 

agenda of the advisory council? 
8.33 Yes 

No 
Are franchisee members of the advisory council 

democratically elected by other franchisees? 
8.33 Yes 

No 
Does the franchisor have a structured program to 

evaluate mystery shopping outcomes? 
10.00 Yes 

No 
Does the franchisor conduct mystery shopping 

programs at least bi-annually? 
10.00 Yes 

No 
Does the franchisor conduct formal ceremonies to 

recognise superior performance? 
4.17 Yes 

No 
Are commemorative events attended by senior 

executives of the franchisor? 
4.17 Yes 

No 
Are families of franchisees encouraged to attend 

commemorative events? 
4.17 Yes 

No 
Are franchisees required to prepare business plans that 

reflect the franchisor's vision? 
5.00 Yes 

No 
Does the franchisor have a vision statement that is 

known to its staff and franchisees? 
5.00 Yes 

No 
Does the franchisor have a value statement that reflects 

prevailing market conditions? 
5.00 Yes 

No 
Does the franchisor provide awards to franchisees for 

system compliance? 
5.00 Yes 

No 
Does the franchisor's value statement have the support 

of most franchisees? 
5.00 Yes 

No 
Does the franchisor recognise franchisee achievements 

with special awards? 
6.25 Yes 

No 
Does the franchisor recognise its employee 

achievements with special awards? 
6.25 Yes 

Yes 
Are rewards and awards given to franchisees valued by 

the recipients? 
6.25 Yes 

Yes 
Has the franchisor ever made the top 3 franchisor or 

the year award? 
6.25 Yes 

Yes 
Has a franchisee ever made the top 3 franchisee or the 

year award? 
0.00 Yes 

Yes 
Has the franchisor achieved its cost budget for the year 

ending 01-April-13? 
12.50 Yes 

Yes 
Has the franchisor achieved its franchise outlet 

expansion plan for the year ending 01-Apr-13? 
12.50 Yes 

Yes 
Has the franchisor achieved its operating profit for the 

year ending 01-April-13? 
12.50 Yes 

Yes 
Has the franchisor achieved its revenue budget for the 

year ending 01-April-13? 
12.50 Yes 

No 
Do all franchisees have a dedicated business email 

address that is accessible during business hours? 
43.75 Yes 

No 
Does the franchisor have a policy regarding accessing, 

reading and responding to emails? 
43.75 Yes 

No 
What system does the franchisor have for sending and 

retrieving SMS? 
43.75 Yes 

No Are SMS messages stored for future references? 43.75 Yes 
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Preferred 

answer 
Single general driver Score 

Actual 

answer 

No 
Does the franchisor take notes of telephone 

conversations with its franchisees? 
29.17 Yes 

No 
Are telephone conversations recorded for training and 

follow up purposes? 
29.17 Yes 

No Is voice mail stored for future references? 21.88 Yes 

No 
Are billboard communications refreshed at least 

annually? 
33.33 Yes 

Yes Are billboards regularly maintained for look and feel? 33.33 Yes 

Yes 
Does the franchisor channel information through 

designated franchisees for propagation to others? 
50.00 Yes 

Yes 
Do franchisees use other franchisees to propagate 

information to the franchisor and other franchisees? 
50.00 Yes 

Yes 
Does the franchisor allow franchisees to directly 

participate in radio communication? 
0.00 Yes 

Yes Is radio communication regionally based and targeted? 66.67 Yes 

Yes 
Is television communication regionally based and 

targeted? 
16.67 Yes 

Yes 
Does the franchisor use social media for 

communication with its franchisees and customers? 
6.25 Yes 

Yes 
Does the franchisor's web-site contain current 

information? 
6.25 Yes 

Yes 
Are franchise operations manual available on the 

franchisor's intranet? 
18.75 Yes 

Yes 
Does the franchisor provide regular industry specific 

newsletters to franchisees? 
18.75 Yes 

Yes 
Are newsletters published in electronic and hard copy 

forms? 
18.75 Yes 

Yes 
Does the franchisor communicate sensitive business 

information via its web-site? 
15.00 No 

No Does the franchisor have web-enabled POS system? 15.00 Yes 

Yes 
Does the franchisor operate a web-enabled 

management and accounting system? 
0.00 Yes 

Yes 
Are franchisees contractually obliged to attend 

seminars? 
8.33 Yes 

Yes 
Are product endorsement rebates received from 

suppliers disclosed to franchisees? 
45.00 Yes 

Yes 
Are product endorsement rebates received by the 

franchisor from suppliers shared with franchisees? 
45.00 Yes 

No 

Does the franchisor allow a franchisee to renew a 

franchise on substantially the same term as the 

original? 

45.00 Yes 

No 
Are all franchisees eligible for the same incentives as 

offered by the franchisor? 
45.00 Yes 

No 
Does the franchisor financially support franchisees 

during tight cash-flow cycles? 
78.75 Yes 

No 
Does the franchisor redirect rebates received from 

buying media to boost advertising budgets?  
78.75 Yes 

No 
Is there a fee payable by franchisees on renewal of the 

franchise? 
78.75 No 

No 
Does the franchisor subsidise the cost of preparation of 

management accounts? 
45.00 Yes 

No 
Are employees of the franchisee required to sign 

confidentiality agreements? 
6.67 Yes 

No 
Are employees of the franchisor required to sign 

confidentiality agreements? 
6.67 Yes 

No 
Are employees of the franchisee required to sign 

employment agreements? 
6.67 Yes 
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Preferred 

answer 
Single general driver Score 

Actual 

answer 

No 
Are employees of the franchisor required to sign 

employment agreements? 
6.67 Yes 

No 
Are employees of the franchisor required to attend 

induction programs? 
6.67 Yes 

No 
Are employees of the franchisee required to attend 

induction programs? 
6.67 Yes 

No 
Are franchisees required to contribute to an advertising 

fund? 
3.33 Yes 

Yes 
Are the terms of the franchise agreement negotiable by 

individual franchisees? 
3.33 No 

Yes 
Does the franchisor reserve the right to reject an 

incoming sale on a change of ownership event? 
3.33 Yes 

Yes 
Are there any unresolved contractual disputes between 

the franchisor and any franchisee? 
3.33 No 

Yes 
Are franchisees allowed to sell an existing franchise 

without the approval of the franchisor? 
3.33 No 

Yes 
Are the franchisor and franchisee allowed to terminate 

the franchise agreement at will? 
3.33 No 

Yes 

Are new-to-industry individuals allowed to operate the 

franchisee-operated business without the requisite 

training? 

3.33 No 

Yes 
Are franchisors allowed to introduce new products 

without the approval of franchisees? 
3.33 No 

No 
Does the franchise advisory council have a role in 

determining advertising strategies? 
3.33 Yes 

No 
Does the franchisor control all telecommunication 

access codes and numbers? 
3.33 Yes 

No 
Does the franchisor coordinate the buying and 

distribution of products to franchisees? 
3.33 Yes 

No 
Does the franchisor have a contractual obligation to 

contribute to an advertising pool? 
0.00 Yes 

No 
Does the franchisor have first option on the sale of a 

franchise? 
3.33 Yes 

No 
Does the franchisor require a written confidentiality 

agreement from franchisees? 
3.33 Yes 

No 
Does the franchisor require a written franchise 

agreement from franchisees? 
3.33 Yes 

No 
Does the franchisor require a written pre-franchise 

agreement from franchisees? 
3.33 Yes 

Yes 
Does the franchisor require a written training 

agreement from franchisees? 
3.33 Yes 

Yes 
Does the franchisor require franchisees to surrender 

agreements prior to a resale? 
3.33 Yes 

Yes 
Are franchisees pre-notified of disbursements from the 

advertising fund? 
3.33 Yes 

Yes 
Does the franchisor grant franchises through an 

incorporated entity? 
3.33 Yes 

No 
Are franchises granted by a legal entity that resides in 

Australia? 
3.33 Yes 

Yes 

Are items of intellectual property owned or controlled 

by an Australian private company owned by the 

franchisor? 

3.33 Yes 

Yes Is the franchise agreement written in plain language? 0.00 Yes 

No 
Are franchisees required to sign a formal business 

premises lease with the franchisor? 
3.33 Yes 

No 
Is the franchisor obliged to buy back franchises at a 

pre-agreed formula in the event of default? 
3.33 Yes 
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Preferred 

answer 
Single general driver Score 

Actual 

answer 

No 
Are franchisees obliged to purchase products 

exclusively from the franchisor? 
3.33 No 

No 
Does the franchisor require franchisees to personally 

guarantee their contractual obligations? 
3.33 Yes 

No 
Are important intellectual property items owned by the 

franchisor? 
12.31 Yes 

No 
Are important intellectual property items quarantined 

by the franchisor? 
12.31 Yes 

No 
Are the technical specifications of the franchisor's core 

products legally protected? 
12.31 Yes 

No 
Does the entity that holds valuable intellectual property 

items reside in Australia? 
12.31 Yes 

Yes 
Does the franchisor control the technology and know-

how to manufacture its products? 
12.31 Yes 

Yes 
Does the master license held by the franchisor 

terminate in the event of insolvency? 
12.31 No 

Yes 
Has the franchisor registered its logos, marks, and 

unique features of the franchise system? 
12.31 Yes 

Yes 
Has the franchisor registered its trading name as a 

domain name? 
12.31 Yes 

Yes 
Has the franchisor registered the brand name of its 

flagship product? 
12.31 Yes 

No 
Has the franchisor registered the core brand of the 

franchise system? 
12.31 Yes 

Yes 
Have any of the directors been subject to civil 

proceedings since 02-April-11? 
12.31 No 

No 
Is there any pending legal disputes regarding the 

franchise brand or trademarks? 
12.31 No 

No 
Are there any bulk supply arrangements in place for 

the purchase of communication? 
8.89 Yes 

No 
Are there any bulk supply arrangements in place for 

the purchase of store maintenance? 
8.89 Yes 

No 
Are there any bulk supply arrangements in place for 

the purchase of utilities? 
8.89 Yes 

No 
Are there any bulk supply arrangements in place for 

the purchase of waste disposal? 
8.89 Yes 

No 
Is there a secondary market for fit outs used in the 

franchisee-operated business? 
8.89 Yes 

No 
Is there a secondary market for motor vehicles used in 

the franchisee-operated business? 
8.89 Yes 

No 
Is there a secondary market for plant and equipment 

used in the franchisee-operated business? 
8.89 Yes 

Yes 
Is there a secondary source for the franchisor's major 

product lines? 
0.00 Yes 

No 
Does the franchisor have exclusive supply 

arrangements for its product lines? 
8.89 Yes 

No 
Does the franchisor have more than 3 revenue sources 

from at least 3 products? 
6.67 Yes 

No 
Do the franchisor's revenues comprise more than 70% 

in overseas transactions? 
6.67 No 

No 
Is there a waiting list of at least 5 potential buyers for a 

franchise? 
6.67 Yes 

No 
Does the franchisor mandate a maximum debt to equity 

ratio for its franchisees? 
10.00 Yes 

No 
Does the franchisor finance any part of the investment 

required of a new franchisee? 
10.00 Yes 

No Has the franchisor provided bank guarantees on behalf 10.00 No 
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Preferred 

answer 
Single general driver Score 

Actual 

answer 

of any franchisees? 

No 
Are the franchisor's revenue sources entirely from 

domestic sources? 
16.00 Yes 

No 
Is the franchisor under any workout programs with its 

financiers? 
16.00 No 

No 
Are products sold by franchisees highly susceptible to 

obsolescence? 
1.43 No 

No 
Are products sold by franchisees highly differentiated 

and unique? 
1.43 Yes 

No 
Are products sold by franchisees distributed without 

special licenses? 
1.43 Yes 

No 
Are the franchisor's core products manufactured by 

publicly listed companies? 
1.43 Yes 

No 
Are the franchisor's core products manufactured 

domestically? 
1.43 Yes 

Yes 
Are there a number of suppliers of core products to the 

industry? 
1.43 Yes 

Yes 
Is technical know-how of core products diffused across 

markets? 
1.43 Yes 

Yes 
Do any associates of the franchisor compete with 

franchisees under a different brand? 
1.43 No 

Yes 
Do any directors of the franchisor beneficially or 

otherwise own a franchise outlet of the franchisor? 
1.43 No 

Yes 
Do franchisees and their staff require intense technical 

training to sell products? 
1.43 No 

Yes 
Does the franchisor compete with franchisees in the 

same market? 
1.43 No 

No 
Does the franchisor have exclusive access to raw 

materials making up its products? 
1.43 Yes 

Yes 
Does the franchisor manufacture its major product 

lines through an entity it controls? 
1.43 Yes 

No 
Does the franchisor supply products to franchisees via 

a separate but associated entity? 
1.43 Yes 

No 
Are there foreseeable improvements in efficiency in 

adjacent markets? 
1.43 Yes 

No 
Are at least two directors tertiary qualified in their 

areas of corporate governance? 
2.35 Yes 

No 
Are the majority of directors also shareholders of the 

franchisor? 
2.35 Yes 

No 
Are the majority of directors actively involved with the 

franchisor on a daily basis? 
2.35 Yes 

No 
Do at least two board members also sit on the board of 

directors of other organisations? 
2.35 Yes 

No 
Does the franchisor have a board of directors 

consisting of external members? 
0.00 Yes 

Yes 
Does the franchisor have a succession plan in place for 

its executives? 
2.35 Yes 

Yes 
Does the franchisor's board of directors comprise at 

least two external industry experts? 
2.35 Yes 

Yes 
Have more than 5 senior executives left the 

franchisor's employ since 02-Apr-11? 
2.35 No 

Yes 
Have any current directors served the franchisor for at 

least half of its economic life? 
2.35 Yes 

Yes 
Is the chair of the board an Australian resident, 

residing permanently in Australia? 
2.35 Yes 

Yes Is the chair of the board younger than 80 years of age? 2.35 No 

Yes Was at least one of the directors previously a franchise 2.35 Yes 
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Preferred 

answer 
Single general driver Score 

Actual 

answer 

owner of the franchisor? 

No 
Will any long serving executive leave the franchisor in 

the next 12 months from 01-Apr-14? 
2.35 No 

Yes 
Have any of the directors been convicted of a criminal 

offence any time since 02-April-11? 
2.35 No 

No 
Does the franchisor have a well-articulated e-

commerce strategy in place? 
2.50 Yes 

No 
Does the franchisor conduct national market research 

at least annually? 
2.50 Yes 

No 
Does the franchisor have on-line marketplace 

capabilities? 
2.50 Yes 

No 
Is national retail price parity common amongst 

franchisees? 
2.50 Yes 

No 
Does the franchisor provide hands on assistance during 

pre-opening of a new franchise? 
2.67 Yes 

Yes 
Does the franchisor require potential franchisees to 

take a psychometric profiling test? 
2.67 Yes 

Yes 
Are backups of important electronic data stored and 

archived in a safe place? 
2.67 Yes 

Yes 
Are backups of important electronic data made on a 

regular basis? 
2.67 Yes 

No 
Is mortgagees' consent on business leases held by 

franchisees obtained and registered? 
2.67 Yes 

Yes 
Are the franchisor's accounts externally audited by a 

reputable firm? 
2.67 Yes 

Yes 
Does the franchisor have an enforceable policy to 

protect from defaulting franchisees? 
2.67 Yes 

Yes 
Does the CEO sight and sign all compliance related 

memorandums? 
2.67 Yes 

Yes 
Does the franchisor declare rebates received from 

buying media to franchisees?  
2.67 Yes 

Yes 
Does the franchisor provide earnings forecast to 

franchisees prior to granting a franchise? 
2.67 Yes 

Yes 
Does the franchisor have a geo-demographically based 

site selection model? 
2.67 Yes 

Yes 
Does the franchisor have a formal security policy for 

information technology? 
2.67 Yes 

Yes 
Does the franchisor deploy structured management 

systems to assist franchisees increase profits? 
2.67 Yes 

Yes 
Does the franchisor have processes that monitor 

performance of its management team? 
2.67 Yes 

Yes 
Does the franchisor have processes to control and 

direct the flow of critical information? 
2.67 Yes 

No 
Does the franchisor have processes to cross-

departmentalise information and knowledge? 
2.67 Yes 

Yes 
Does the franchisor only franchise outlets with a 

profitable track record? 
2.67 Yes 

Yes 
Does the franchisor operate a franchisee help line 

during trading hours? 
2.67 Yes 

No 
Does the franchisor provide a list of current and past 

franchisees to a potential franchisee? 
2.67 Yes 

Yes 
Does the franchisor provide a turnkey business format 

franchise to potential franchisees? 
2.67 Yes 

Yes 
Does the franchisor exclusively sell franchises through 

business brokers? 
2.67 No 

Yes 
Has the franchisor installed audit programs to ensure 

compliance with its internal processes? 
2.67 Yes 
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Preferred 

answer 
Single general driver Score 

Actual 

answer 

Yes 
Is critical software backed up and stored off the 

premises? 
2.67 Yes 

Yes 
Are franchisees provided a copy of the head lease to 

the business premises? 
2.67 Yes 

Yes 
Is the franchisor's gross profit margin on products sold 

to franchisees disclosed to them? 
2.67 Yes 

No 
Is there a contingency plan to recover electronic data 

after an incident? 
2.67 Yes 

Yes 
Are there any unresolved actions against the franchisor 

for unconscionable conduct? 
8.00 No 

Yes 
Are there any unresolved actions against the franchisor 

for breach of corporations law? 
8.00 No 

Yes 
Does the franchisor have a fixed or floating charge 

(REM) over its corporate assets? 
0.00 No 

Yes 
Have there been any franchisee-initiated judgments 

against the franchisor since 02-April-11? 
8.00 No 

No 
Have there been any supplier-initiated judgments 

against the franchisor since 02-April-11? 
8.00 No 

No 
Has the franchisor's accounts been qualified by an 

auditor anytime since 02-Apr-11? 
8.00 No 

Yes 
Has the franchisor ever been under administration 

pursuant to corporations Law? 
8.00 No 

Yes 
Have there been any previous insolvency proceedings 

against the franchisor? 
8.00 No 

Yes 
Have any of the directors been bankrupted any time 

since 02-April-11? 
8.00 No 

Yes 
Have any of the directors been fined or sanctioned by 

ASIC any time since 02-April-11? 
8.00 No 

Yes 
Is the franchisor engaged or likely to become engaged 

in any disputes with the Australian taxation office? 
0.00 No 

Yes 
Do compliance personnel of the franchisor receive 

regular briefings from the ATO? 
0.00 Yes 

Yes 
Has the franchisor implemented GST pricing policies 

consistent with ACCC guidelines? 
10.00 Yes 

No 
Has the franchisor met all its superannuation guarantee 

levy obligations? 
10.00 Yes 

Yes Has the franchisor met all its GST obligations? 10.00 Yes 

No Has the franchisor met all its PAYE obligations? 10.00 Yes 

No 
Do executives of the franchisor regularly receive 

briefings on CCA obligations from its solicitors? 
1.54 Yes 

No 
Are all advertising and marketing collateral and 

material reviewed for CCA compliance before release? 
1.54 Yes 

No 
Are the major contractors and suppliers to the 

franchisor aware of the Code and CCA obligations? 
1.54 Yes 

No 
Are all packaging and product information reviewed 

for CCA compliance before market? 
1.54 Yes 

No 
Are all senior franchisor personnel aware of Code and 

CCA compliance obligations? 
1.54 Yes 

Yes 
Are there any resolved actions against the franchisor 

for breach of trade practices law? 
1.54 No 

No 
Do the franchisor's executives understand the 

ramifications of price fixing? 
1.54 Yes 

Yes 
Does the franchisor complete a Code compliance 

checklist for all franchises granted? 
1.54 Yes 

Yes 
Does the franchisor have a Cl (9)(3) updated disclosure 

document? 
1.54 Yes 

Yes Does the franchisor have a Code and CCA compliance 1.54 Yes 
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Preferred 

answer 
Single general driver Score 

Actual 

answer 

audit program? 

No 
Does the franchisor have a compliance system relating 

to trade practices act generally? 
1.54 Yes 

Yes 
Does the franchisor have a dedicated resource to 

administer Code and CCA compliance? 
1.54 Yes 

No 
Does the franchisor have a system to manage breaches 

of Code and CCA when detected?  
1.54 Yes 

No 
Does the franchisor have appropriate product liability 

insurance in place? 
1.54 Yes 

No 
Does the franchisor have a compliance program 

regarding S52 (misrepresentation)? 
1.54 Yes 

No 
Has the franchisor been investigated by the ACCC for 

any matter pursuant to the CCA? 
1.54 No 

No 
Have all franchisees agreed to comply with Code and 

CCA generally? 
1.54 Yes 

No 
Has the franchisor been disciplined by the ACCC for 

non-compliance with the Code? 
1.54 No 

No 
Has the franchisor been successfully investigated by 

the ACCC for non-compliance with the Code? 
1.54 No 

No 
Has the franchisor conducted a Code and CCA 

compliance audit since 01-April-13? 
1.54 Yes 

No 
Has the franchisor installed a system to alert of 

changes to the Code and CCA? 
1.54 Yes 

Yes 
Has the franchisor refunded Cl13 monies more than 5 

times since 02-April-11? 
1.54 No 

Yes 
Is the franchisor's website regularly reviewed for 

misleading or deceptive claims? 
1.54 Yes 

Yes 
Is the supply of core products or raw materials 

regulated by a statutory body? 
1.54 No 

Yes 
Do franchisees require special licenses to operate the 

franchisee-operated business? 
3.33 No 

Yes 
Does the franchisor have an active O, H, & S 

committee? 
3.33 Yes 

Yes 
Have there been any employee- initiated judgments 

against the franchisor since 02-April-11? 
3.33 No 

No 
Has the franchisor breached any industrial relations 

laws since 01-April-13? 
3.33 No 

No 
Has the franchisor breached s127A or s127B of the 

industrial relations act since 02-April-11? 
3.33 No 

Yes 
Has the franchisor breached s276 of the industrial 

relations act (QLD) since 02-April-11? 
3.33 No 

TOTAL SCORE 2,154.84 

   Table 33- Scores for general single choice drivers 

c. Key historical financial drivers 

 

Preferred 

answer 
Key historical financial drivers Score 

Actual 

answer 

No Is the total number of active outlets greater than 50? 12.50 Yes 

Yes 
Is the total number of active company active outlets 

greater than 5? 
0.00 Yes 

Yes 
Is the total number of active franchised outlets 

greater than 30? 
12.50 Yes 

Yes 
Is the number of outlets active for more than 5 years 

greater than 45? 
12.50 Yes 

Yes Is the number of years that the franchisor has 12.50 Yes 
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Preferred 

answer 
Key historical financial drivers Score 

Actual 

answer 

operated this franchise business greater than 5? 

Yes 
Is the number of outlets held by the same franchisee 

for more than 3 years greater than 25? 
12.50 Yes 

Yes 
Is the number of franchised outlets bought back by 

the franchisor since 02/04/2011 less than 15? 
12.50 Yes 

Yes 
Is the number of franchised outlets sold by 

franchisees since 01/04/2013 less than 15? 
12.50 Yes 

Yes 
Is the number of franchised outlets that are owned by 

investors less than 5? 
12.50 Yes 

No 
Is the number of franchised outlets currently listed 

for sale less than 15? 
12.50 Yes 

Yes 
Is the planned number of new outlets for year ending 

30/06/2014 greater than 5? 
12.50 Yes 

Yes 
Is the planned number of new outlets for year ending 

30/06/2015 greater than 6? 
12.50 Yes 

No 
Is the planned number of new outlets for year ended 

29/06/2016 greater than 7? 
12.50 Yes 

Yes 

Is the average amount of cash on deposits held by the 

franchisor since 02-April-11 greater than 

$1,500,000? 

30.00 Yes 

Yes 
Are the franchisor's net tangible assets as at 30-June-

13 greater than $50,000,000? 
40.00 Yes 

No 
Is the industry benchmark greater than the 

franchisor's historical inventory turnover ratio? 
12.50 Yes 

Yes 
Is the industry benchmark greater than the 

franchisor's historical total asset turnover ratio? 
12.50 Yes 

No 
Is the industry benchmark greater than the 

franchisor's historical fixed asset turnover ratio? 
12.50 Yes 

No 
Is the industry benchmark greater than the 

franchisor's historical debt to equity ratio? 
40.00 No 

Yes 
Is the industry benchmark greater than the 

franchisor's historical tangible asset ratio? 
40.00 No 

Yes 
Is the industry benchmark greater than the 

franchisor's historical interest coverage ratio? 
40.00 Yes 

Yes 
Is the industry benchmark greater than the 

franchisor's historical equity multiplier? 
40.00 Yes 

Yes 
Is the industry benchmark greater than the 

franchisor's historical current ratio? 
75.00 Yes 

Yes 
Is the industry benchmark greater than the 

franchisor's historical margin of safety ratio? 
75.00 Yes 

Yes 
Is the industry benchmark greater than the 

franchisor's historical operating cash-flow ratio? 
75.00 Yes 

Yes 
Is the industry benchmark greater than the 

franchisor's historical cash safety ratio? 
75.00 Yes 

Yes 
Is the industry benchmark greater than the 

franchisor's historical gross profit ratio? 
30.00 Yes 

Yes 
Is the industry benchmark greater than the 

franchisor's historical net profit margin ratio? 
30.00 Yes 

Yes 
Is the industry benchmark greater than the 

franchisor's historical return on assets ratio? 
30.00 Yes 

Yes 
Is the industry benchmark greater than the 

franchisor's historical return on equity ratio? 
30.00 Yes 

Yes 
Is the industry benchmark greater than the 

franchisor's historical fixed repayment ratio? 
30.00 Yes 

Yes 
Is the industry benchmark greater than the 

franchisor's historical fixed income ratio? 
30.00 Yes 

Yes Is the industry benchmark greater than the 30.00 Yes 
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Preferred 

answer 
Key historical financial drivers Score 

Actual 

answer 

franchisor's historical franchise profit ratio? 

Yes 
Is the industry benchmark greater than the 

franchisor's historical recurring income ratio? 
30.00 Yes 

Yes 
Is the industry benchmark greater than the 

franchisor's historical franchise fee ratio? 
30.00 No 

TOTAL 987.50 

  Table 34- Scores for key historical financial drivers 

d. Relative financial benchmark drivers 

 

Preferred 

answer 
Relative financial benchmark drivers Score 

Actual 

answer 

Yes 
Is the industry benchmark less than the franchisor's 

historical inventory turnover ratio by at least 20%? 
33.33 Yes 

Yes 
Is the industry benchmark less than the franchisor's 

historical total asset turnover ratio by at least 20%? 
33.33 Yes 

Yes 
Is the industry benchmark less than the franchisor's 

historical fixed asset turnover ratio by at least 20%? 
33.33 Yes 

Yes 
Is the industry benchmark less than the franchisor's 

historical debt to equity ratio by at least 20%? 
25.00 No 

Yes 
Is the industry benchmark less than the franchisor's 

historical tangible asset ratio by at least 20%? 
25.00 No 

Yes 
Is the industry benchmark less than the franchisor's 

historical interest coverage ratio by at least 20%? 
25.00 Yes 

Yes 
Is the industry benchmark less than the franchisor's 

historical equity multiplier by at least 20%? 
25.00 Yes 

Yes 
Is the industry benchmark less than the franchisor's 

historical current ratio by at least 20%? 
37.50 Yes 

No 
Is the industry benchmark less than the franchisor's 

historical margin of safety ratio by at least 20%? 
37.50 Yes 

Yes 
Is the industry benchmark less than the franchisor's 

historical operating cash-flow ratio by at least 20%? 
37.50 Yes 

Yes 
Is the industry benchmark less than the franchisor's 

historical cash safety ratio by at least 20%? 
37.50 Yes 

Yes 
Is the industry benchmark less than the franchisor's 

historical gross profit ratio by at least 20%? 
16.67 Yes 

Yes 
Is the industry benchmark less than the franchisor's 

historical net profit margin ratio by at least 20%? 
16.67 Yes 

Yes 
Is the industry benchmark less than the franchisor's 

historical return on assets ratio by at least 20%? 
16.67 Yes 

No 
Is the industry benchmark less than the franchisor's 

historical return on equity ratio by at least 20%? 
16.67 Yes 

No 
Is the industry benchmark less than the franchisor's 

historical fixed repayment ratio by at least 20%? 
16.67 Yes 

No 
Is the industry benchmark less than the franchisor's 

historical fixed income ratio by at least 20%? 
16.67 Yes 

No 
Is the industry benchmark less than the franchisor's 

historical franchise profit ratio by at least 20%? 
16.67 Yes 

No 
Is the industry benchmark less than the franchisor's 

historical recurring income ratio by at least 20%? 
16.67 Yes 

Yes 
Is the industry benchmark less than the franchisor's 

historical franchise fee ratio by at least 20%? 
16.67 No 

No 

Is the industry benchmark greater than the 

franchisor's historical inventory turnover ratio by at 

least 20%? 

0.00 Yes 

No Is the industry benchmark greater than the 0.00 Yes 
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Preferred 

answer 
Relative financial benchmark drivers Score 

Actual 

answer 

franchisor's historical total asset turnover ratio by at 

least 20%? 

No 

Is the industry benchmark greater than the 

franchisor's historical fixed asset turnover ratio by at 

least 20%? 

0.00 Yes 

No 

Is the industry benchmark greater than the 

franchisor's historical debt to equity ratio by at least 

20%? 

0.00 No 

No 

Is the industry benchmark greater than the 

franchisor's historical tangible asset ratio by at least 

20%? 

0.00 No 

No 

Is the industry benchmark greater than the 

franchisor's historical interest coverage ratio by at 

least 20%? 

0.00 Yes 

No 

Is the industry benchmark greater than the 

franchisor's historical equity multiplier by at least 

20%? 

0.00 Yes 

Yes 
Is the industry benchmark greater than the 

franchisor's historical current ratio by at least 20%? 
0.00 Yes 

No 

Is the industry benchmark greater than the 

franchisor's historical margin of safety ratio by at 

least 20%? 

0.00 Yes 

Yes 

Is the industry benchmark greater than the 

franchisor's historical operating cash-flow ratio by at 

least 20%? 

0.00 Yes 

Yes 

Is the industry benchmark greater than the 

franchisor's historical cash safety ratio by at least 

20%? 

0.00 Yes 

Yes 

Is the industry benchmark greater than the 

franchisor's historical gross profit ratio by at least 

20%? 

0.00 Yes 

Yes 

Is the industry benchmark greater than the 

franchisor's historical net profit margin ratio by at 

least 20%? 

0.00 Yes 

Yes 

Is the industry benchmark greater than the 

franchisor's historical return on assets ratio by at least 

20%? 

0.00 Yes 

Yes 

Is the industry benchmark greater than the 

franchisor's historical return on equity ratio by at 

least 20%? 

0.00 Yes 

Yes 

Is the industry benchmark greater than the 

franchisor's historical fixed repayment ratio by at 

least 20%? 

0.00 Yes 

Yes 

Is the industry benchmark greater than the 

franchisor's historical fixed income ratio by at least 

20%? 

0.00 Yes 

Yes 

Is the industry benchmark greater than the 

franchisor's historical franchise profit ratio by at least 

20%? 

0.00 Yes 

No 

Is the industry benchmark greater than the 

franchisor's historical recurring income ratio by at 

least 20%? 

0.00 Yes 

Yes 

Is the industry benchmark greater than the 

franchisor's historical franchise fee ratio by at least 

20%? 

0.00 No 

TOTAL 500.00 

   Table 35- Scores for relative financial benchmark drivers 
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e. Forecasted benchmark drivers 

 

Preferred 

answer 
Forecasted benchmark drivers Score 

Actual 

answer 

Yes 
Is the industry benchmark less than the franchisor's 

forecasted inventory turnover ratio by at least 20%? 
33.33 Yes 

Yes 
Is the industry benchmark less than the franchisor's 

forecasted total asset turnover ratio by at least 20%? 
33.33 Yes 

Yes 
Is the industry benchmark less than the franchisor's 

forecasted fixed asset turnover ratio by at least 20%? 
33.33 Yes 

Yes 
Is the industry benchmark less than the franchisor's 

forecasted debt to equity ratio by at least 20%? 
25.00 No 

Yes 
Is the industry benchmark less than the franchisor's 

forecasted tangible asset ratio by at least 20%? 
25.00 No 

Yes 
Is the industry benchmark less than the franchisor's 

forecasted interest coverage ratio by at least 20%? 
25.00 Yes 

Yes 
Is the industry benchmark less than the franchisor's 

forecasted equity multiplier by at least 20%? 
25.00 Yes 

Yes 
Is the industry benchmark less than the franchisor's 

forecasted current ratio by at least 20%? 
37.50 Yes 

No 
Is the industry benchmark less than the franchisor's 

forecasted margin of safety ratio by at least 20%? 
37.50 Yes 

Yes 
Is the industry benchmark less than the franchisor's 

forecasted operating cash-flow ratio by at least 20%? 
37.50 Yes 

No 
Is the industry benchmark less than the franchisor's 

forecasted cash safety ratio by at least 20%? 
37.50 Yes 

No 
Is the industry benchmark less than the franchisor's 

forecasted gross profit ratio by at least 20%? 
16.67 Yes 

Yes 
Is the industry benchmark less than the franchisor's 

forecasted net profit margin ratio by at least 20%? 
16.67 Yes 

Yes 
Is the industry benchmark less than the franchisor's 

forecasted return on assets ratio by at least 20%? 
16.67 Yes 

No 
Is the industry benchmark less than the franchisor's 

forecasted return on equity ratio by at least 20%? 
16.67 Yes 

Yes 
Is the industry benchmark less than the franchisor's 

forecasted fixed repayment ratio by at least 20%? 
16.67 Yes 

No 
Is the industry benchmark less than the franchisor's 

forecasted fixed income ratio by at least 20%? 
16.67 Yes 

No 
Is the industry benchmark less than the franchisor's 

forecasted franchise profit ratio by at least 20%? 
16.67 Yes 

Yes 
Is the industry benchmark less than the franchisor's 

forecasted recurring income ratio by at least 20%? 
16.67 Yes 

No 
Is the industry benchmark less than the franchisor's 

forecasted franchise fee ratio by at least 20%? 
16.67 No 

No 

Is the industry benchmark greater than the 

franchisor's forecasted inventory turnover ratio by at 

least 20%? 

0.00 Yes 

No 

Is the industry benchmark greater than the 

franchisor's forecasted total asset turnover ratio by at 

least 20%? 

0.00 Yes 

No 

Is the industry benchmark greater than the 

franchisor's forecasted fixed asset turnover ratio by at 

least 20%? 

0.00 Yes 

No 

Is the industry benchmark greater than the 

franchisor's forecasted debt to equity ratio by at least 

20%? 

0.00 No 

No 
Is the industry benchmark greater than the 

franchisor's forecasted tangible asset ratio by at least 
0.00 No 
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Preferred 

answer 
Forecasted benchmark drivers Score 

Actual 

answer 

20%? 

No 

Is the industry benchmark greater than the 

franchisor's forecasted interest coverage ratio by at 

least 20%? 

0.00 Yes 

No 

Is the industry benchmark greater than the 

franchisor's forecasted equity multiplier by at least 

20%? 

0.00 Yes 

No 
Is the industry benchmark greater than the 

franchisor's forecasted current ratio by at least 20%? 
0.00 Yes 

No 

Is the industry benchmark greater than the 

franchisor's forecasted margin of safety ratio by at 

least 20%? 

0.00 Yes 

No 

Is the industry benchmark greater than the 

franchisor's forecasted operating cash-flow ratio by 

at least 20%? 

0.00 Yes 

No 

Is the industry benchmark greater than the 

franchisor's forecasted cash safety ratio by at least 

20%? 

0.00 Yes 

No 

Is the industry benchmark greater than the 

franchisor's forecasted gross profit ratio by at least 

20%? 

0.00 Yes 

No 

Is the industry benchmark greater than the 

franchisor's forecasted net profit margin ratio by at 

least 20%? 

0.00 Yes 

No 

Is the industry benchmark greater than the 

franchisor's forecasted return on assets ratio by at 

least 20%? 

0.00 Yes 

No 

Is the industry benchmark greater than the 

franchisor's forecasted return on equity ratio by at 

least 20%? 

0.00 Yes 

No 

Is the industry benchmark greater than the 

franchisor's forecasted fixed repayment ratio by at 

least 20%? 

0.00 Yes 

No 

Is the industry benchmark greater than the 

franchisor's forecasted fixed income ratio by at least 

20%? 

0.00 Yes 

No 

Is the industry benchmark greater than the 

franchisor's forecasted franchise profit ratio by at 

least 20%? 

0.00 Yes 

No 

Is the industry benchmark greater than the 

franchisor's forecasted recurring income ratio by at 

least 20%? 

0.00 Yes 

No 

Is the industry benchmark greater than the 

franchisor's forecasted franchise fee ratio by at least 

20%? 

0.00 No 

TOTAL 500.00 

   Table 36- Scores for key forecasted benchmark drivers 

 

9.9 Conclusion 

The establishment of the effectuality and efficaciousness of a franchise system at minimising 

agency costs is a very intricate and compound process, which requires intimate knowledge and 

information about the system, sub-systems, and functions. It can be a lengthy and costly 
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management process, which may be a deterrent for some franchisors. Since most franchise 

contracts tend to reward outcomes rather than effort, it can be argued that best-practice oriented 

franchisors ought to seriously consider the cost-benefit of such a task, as the knowledge gained 

would allow it to better manage agency costs and optimise rewards to franchisees. The type and 

amount of upfront and ongoing fees required by the franchisor of the franchisee affects the residual 

free cash-flows to that franchisee, which in turn influences the goodwill value of the franchisee‟s 

business. Therefore, a governance structure that operates at sub-optimum may put the franchisee‟s 

ability to generate free cash-flows at risk. Given this relationship, SP1 states that it is impossible to 

value the franchisee‟s business without contemporaneously evaluating the franchise system. 

As discussed in this chapter and in chapters 3 and 10, even though agency costs cannot be 

eliminated, franchisors can abate their underlying causes, namely moral hazards, adverse selections 

and risk sharing. These agency costs are spread across governance systems of acculturation, 

organisation, communication, and incentives. Indeed the drivers of performance of each of these 

systems are substantively fixed for all franchise systems, except for their relative importance with 

the governance structure as a whole. Of course, this would depend on the characteristics of the 

franchise system, such as its industry, its maturity, its size, and geographic spread. Like any 

exercise that deals in economic, organisational, and social theory, there will always be a degree of 

subjectivity in some parts of any output driven analysis. The calculation of the E factor is no 

different. It can only add to management knowledge on the basis that (a) agency costs are 

minimised when there is symmetry of goals, information, and power; mutuality of effort and 

knowledge; and verifiability of behaviour, control, and value, and (b) that governance drivers are 

purposefully formulated to test for symmetry, mutuality; and verifiability in the franchise system, 

and (c) each driver can be quantitatively evaluated for its contribution to the efficiency of the 

governance structure, and (d) governance drivers are homogenous to all franchisors (weights 

adjusted), and (e) historical performance is the best indicator of how the governance structure is 

likely to perform in the future. 

   



 An integrated economic model for the evaluation of franchise systems 

- A synthesis of agency and corporate finance theories 

 

 

181 

 

Chapter 10- Calculating agency costs  

Objective: This chapter discusses the issue of agency costs and explores their 

importance to franchisors when setting initial and ongoing fees that optimise 

the operational efficiency of their systems. A framework is submitted to model 

levels of agency costs that are sustainable and suitable to the economic welfare 

of both franchisor and franchisee by advancing EAC (the expected agency 

costs) as notional operational efficiency goal, required of franchisors for the 

efficient management of the franchise system.  It also demonstrates how cash-

flows generated by the franchisor include an imputed compensation for 

goodwill forgone to the benefit of its franchisees in line with sub-proposition 

SP2. 

 

10.1 Introduction 

In an ideal world devoid of information asymmetry, the agency/principal relationship would be 

perfectly aligned. In fact, Laffont & Martimort (2001, p. 12) argued, “… if the agent had a different 

objective function but no private information, the principal could propose a contract which 

perfectly controls the agent and induces the latter's actions to be what he would like to do himself”. 

Consequently, it would be nonsensical to laden the contract with measures to minimise agency 

costs that obviously would not exist. Therefore, the aggregated costs of shirking (residual loss) to 

the principal or agent and the cost of efforts of both principal and agent to control shirking 

(monitoring costs and bonding costs) would be eliminated from the relationship. In that sense, 

information asymmetry remains the bedrock of agency relationships and one that creates a basic 

optimisation problem for the franchisor, in terms of “… how to structure the contract with the agent 

in a way that minimises total agency costs” (Kim, 2011, p. 546) and minimise agent discretion. The 

reality is that the principal never has complete control, because information asymmetry is its raison 

d‟être and cannot be eliminated. Nonetheless, the principal and the agent try to minimise 

information imparity in the relationship through contractual devices. Whereas the principal strives 

for more control, it also recognises that the agent needs an operational level of discretion to 

function. This residual discretion represents a risk of increasing agency costs, and may encourage 

the agent to gain personally at the expense of the principal and other actors in the relationship. 

10.2 Agency costs defined 

At this point, it is important to revisit the concept of agency costs and interrogate further into its 

meaning within the context of a franchise relationship. In chapter 3, Kim (2011), Miller (2005) and 

Jensen & Meckling (1976) were cited to describe agency costs in terms of the pecuniary and non-

pecuniary costs to the principal/franchisor to incentivise the agent/franchisee to deliver certain 

outcome. Stated differently, agency costs are quantifiable and unquantifiable costs incurred and 

revenue forgone by the franchisor consequential to selling its products through a franchise network 

Part 3  

Synthesis of 

agency, finance 

& franchising 

theories 
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rather than via its own outlets. Franchisors strive to optimise incentives to franchisees initially 

when the franchise is granted and subsequently during the course of the term. By granting a 

franchise, the franchisor essentially relinquishes a prospective income stream (that it would have 

generated from operating a company owned business) and replacing it with another with lesser risk 

(one operated by a franchisee). Even though many studies such as (Sen, 1993, Kaufmann & Dant, 

2001, and Windsperger, 2002) have attempted to estimate fees paid franchisees, no one study has 

actually analysed their true value in managing of agency costs,  

Assume there exists a prospective Franchisor-X with a single company Store-X that has been 

operating at optimum efficiency and generating cash-flows for the Franchisor-X. Assume further 

that Franchisor-X decides to franchise that store and grants a franchise for a fixed 5-year term with 

a further 5-year renewal to Franchisee-X. Now, for Franchisor-X to give up the right to earning 

residual cash-flows for ten years from Store-X, it needs to be compensated. This compensation is 

eclectically derived and bundled up in a franchise agreement in such forms as, bonding fees, 

ongoing fees, mark-ups, and terminal fees. All things being equal, the present value of this a 

posteriori compensatory income stream
49

 to Franchisor-X should equal to the present value of the a 

priori income stream of Store-X operating as a company store. When this condition exists, 

Franchisor-X will be indifferent about the two options. That is, Franchisor-X would have been 

adequately compensated for substituting company-store risk adjusted cash-flows for franchise 

derived cash-flows
50

. However, the net benefit from franchising extends beyond the evaluation of 

comparative cash-flows and must be contextually evaluated in terms of (a) monitoring costs, 

(b) risk-sharing, and (b) efficiency gains. Individually or collaboratively, these three factors 

influence the level of agency costs incurred by the franchisor, thereby the ability to maximise firm 

value. Firstly, the resulting economic benefit accruing to Franchisor-X from franchising is 

ultimately partly measured by diminished monitoring costs (compared to what would be incurred in 

monitoring managers of the company store) created by this new agency relationship (Kim, 2011, 

Koza & Dant, 2007, Carney & Gedajlovic, 1991 and Brickley & Dark, 1987). This is mainly due to 

the specialised skills of franchisees, the psychological and financial investment in bonding fees and 

capital outlays; and the incentives provided by the franchisor to deliver an outcome. Secondly, 

accepting that Franchisor-X has defrayed certain non-systematic risks by franchising (Miller, 2005, 

Holmstrom & Milgrom, 1991 and Eisenhardt, 1989), the value to Franchisor-X of having 

transferred those risks to Franchisee-X must be recognised in evaluating the franchising decision. 

Lastly, efficiency gains (improvement in revenues and/or operating costs) are achievable by the 

franchisee as a specialist operator armed with „private information‟ and „local knowledge‟, who is 

                                                      
49

 For the purposes of this illustration, it is assumed that net cash-flows have been normalised in the manner described in chapter 8 and 

equal to net operating income 
50

 Given that it is held that franchising reduces risk and improves efficiency for the franchisor, the discount rate for calculating NPV of 

pre-franchise cash-flows will be set higher that post-franchise cash-flows to account for the risk differential 
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deployed to maximise revenues and minimise overheads
51

 (Rubin, 1978, Brickley & Dark, 1987, 

Martin, 1988 and Lafontaine, 1991). Ultimately, the outcome sought by the franchisor is measured 

in economic terms, which by design relies on the managerial efforts of the franchisee 

(Dant, Kaufmann, & Paswan, 1992, Caves & Murphy, 1976 and Lafontaine & Kaufmann, 1994). 

In light of these three factors and their consequential impact on agency costs, it is timely to restate 

the definition previously submitted for agency costs
52

. This now reads, agency costs are 

quantifiable and unquantifiable costs incurred and revenue forgone net of quantifiable and 

unquantifiable gains realised by the franchisor consequential to selling its products through a 

franchise network rather than via its own outlets. Expanding on the key terms within that 

definition, costs primarily include incremental monitoring costs, and pecuniary and non-pecuniary 

costs attributable to moral hazard and adverse selection, whilst gains include explicit and implicit 

value of risk-sharing and the efficiency gains resulting from higher revenues and lower costs 

achieved by franchisees. Since Franchisor-X is expected to equalise any potential revenue lost and 

other quantifiable costs when setting franchise fees, the only residual agency costs will be those 

that cannot be identified and measured.  

10.3 Agency costs paradigm 

In an effort to add clarity and context to the agency costs paradigm described above a quantitative 

model is now presented that analyses and demonstrates the influence of agency costs (as previously 

defined) in setting initial and ongoing fees, and the financial implications for franchisee and 

franchisor of getting it wrong. This is facilitated by submitting scenarios that show the franchise 

system in three differing transitional states towards equilibrium. The scenarios assume a 

prospective Franchisor-X who wishes to franchise company store Coy-X. To activate the scenarios, 

information is required about present and forward key performance metrics of Store-X operating as 

a company store and comparable metrics once it is franchised. This knowledge allows the net 

benefits of franchising to be evaluated firstly by the franchisor as a system operator and secondly 

by the franchisee as the store operator. As previously discussed, the durability of the franchise 

arrangement will be determined by its ability to deliver tangible value to the franchisee for the 

duration of the term and to the franchisor beyond the term.  

Since this thesis is theoretically based, performance metrics about Store-X had to be extrapolated 

from raw data obtained from research conducted by Griffith University- Asia Pacific Centre for 

Franchising Excellence in collaboration with David Campbell of Avatar Consulting (the Griffith 

research). The data is sourced from a survey of more than 60 franchise systems in Australia 

                                                      
51

 Assuming that the franchisee does not free-ride on the efforts of the franchisor and other franchisees and cut costs at the expense of 

customers or the system as a whole 
52

 Previously defined as „quantifiable and unquantifiable costs incurred or revenue forgone by the franchisor consequential to selling its 

products through a franchise network rather than via its own outlets‟ 
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collected during the 2009 and 2010 financial years
53

. Of great interest to this thesis is a set of 

franchisor and franchisee performance metrics appearing on pages 79 to 107 of the survey report. 

These metrics were analysed and assessed for their inclusion in modelling a set of key financial 

metrics to validate and illustrate valuation methodologies developed in this section and to 

demonstrate in the next chapter the role and function of governance structures. Specifically, the 

data extracted from the Griffith report pertain to balance sheet and profit and loss items and other 

pertinent information relating to the acquisition and operation of a franchisee-operated business. 

The data selection and extrapolation process consists of eight contiguous steps namely, 

(a) selection of a suitable cohort, (b) identification of performance metrics of interest, (c) model 

baseline cash-flows for Coy-X, (d) develop assumptions and observations about the Griffith 

research metrics, (e) model reclassified baseline cash-flows for Coy-X, (f) model profit & loss 

metrics for Franchisee-X, (g) model cash-flows for Franchisee-X, and (h) compute present values 

for Franchisee-X. 

The process allows two critical valuation variables, namely cash-flows and asset values to be 

modelled and quantified. While cash-flows are integral to the calculation of agency costs, the 

estimation of asset values provides vital information in simulating a valuation for Franchisee-X 

later in chapter 14. The estimation of these two key variables for a fictitious Store-X is performed 

by applying the Griffith research baseline metrics to assumptions, such as inflation, growth, and 

reinvestment. These assumptions are necessary to maintain simplicity and realness, without 

derogating from the integrity of the baseline data and therefore the proposed model for Franchisee-

X. As indicated below, the required metrics are assembled in six groups within the modelling 

framework of Fig.10.  

i. Forecasted profit and loss items for 10 years for Store-X as a company-operated store 

(Coy-X) based on original data sourced from Griffith research. 

ii. Forecasted profit and loss items for 10 years for Store-X as a company-operated store 

(Coy-X) based on reclassified original data sourced from Griffith research. 

iii. Forecasted profit and loss items for 10 years for Store-X as a franchise-operated store 

(Franchisee-X) based on original data sourced from Griffith research. 

iv. Forecasted cash-flow items for 10 years for Store-X as a franchise-operated store 

(Franchisee-X) based on original data sourced from Griffith research. 

v. Forecasted balance-sheet items for 10 years for Store-X as a franchise-operated store 

(Franchisee-X) based on original data sourced from Griffith research. 

                                                      
53

 Griffith University- Asia Pacific Centre for Franchising Excellence & David Campbell of Avatar Consulting, 2011 
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vi. Net present values of cash-flows generated by Franchisee-X at the end of each year of 

the 10 year forecast.  

 

10.3.1. Modelling framework 

The modelling framework entails the identification and matching of a cohort that complements the 

characteristics of the archetypical franchisee specified for this thesis and the development of 

assumptions and observations specifically about that cohort, and generally about the Griffith 

research, so that quantitative scenario analysis can be undertaken.  

a) Selection of a suitable cohort 

The Griffith research reports performance metrics for three sub-sets of franchise systems namely, 

(a) “young” being those that have been franchising for up to 5 years, (b) “emerging” being systems 

that have been franchising for 6 to 10 years, and (c) “mature” being systems that have been 

franchising for more than 10 years (Griffith University- Asia Pacific Centre for Franchising 

Excellence & David Campbell of Avatar Consulting, 2011, p. 123). The average metrics for 

emerging franchisees were selected for the modelling process because these franchisees appear to 

satisfy the three prerequisite attributes postulated for this thesis, in so much that subject franchisees 

must, (a) be single-unit franchises within the meaning of Sc 4(1) of Part 1, of the Code, (b) have 

Griffith 

research

baseline data

Identify 
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with thesis 

requirement
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Figure 13- Agency Cost Simulation Model developed for this thesis 
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operated a site license (non-mobile) for at least three years, and (c) have been granted under a 

principal-to-principal agreement. 

The performance metrics selected for baseline calculations include items relating to the initial 

investment required for a franchisee-operated business and the typical cost structures of operating 

that franchise. These baseline metrics appear in the Griffith research and are reproduced in rows 

A1 to A19 of the tables below for use in the modelling process carried out in file Agency Costs 

Equivalence Ver.F.12.10.14 SN 2784368. 

 

  1 2 3 4 5 6 

  

Page 

 

Metric 

 

Low 

quintile 
Average 

Top 

quintile 
Ratio 

A1 102 ROI   1.00% 93.00% 173.00% 0.00% 

A2 102 Revenue   250,000 550,000 745,000 100.00% 

A3 102 Cost of goods sold 97,250 157,750 105,750 38.90% 

A4 102 Gross profit 152,750 392,250 639,250 61.10% 

A5 102 Labour costs 70,000 140,000 227,500 28.00% 

A6 102 Occupancy costs 40,000 52,500 67,500 16.00% 

A7 102 Other expenses 35,000 53,500 75,000 14.00% 

A8 102 Vehicle expenses 6,300 9,092 14,597 2.52% 

A9 102 Total expenses 151,300 255,092 384,597 60.52% 

A10 102 Net profit 1,450 137,158 254,653 0.58% 

       Table 37- Baseline profit & loss metrics 

 

  1 2 3 

  Page Metric Value 

A11 29 Initial franchise fee (bonding fee)       54,900 

A12 29 Fit-out & occupancy costs     128,500 

A13 29 Initial stock       40,200 

A14 29 Training costs       4,100 

A15 29 Initial working capital     32,300 

A16 29 Vehicle         9,000 

A17 29 Other costs       17,400 

A18 29 Total investment       286,400 

A19 49 Renewal fees       9,000 

       Table 38- Baseline initial investment  

b) Model assumptions and observations  

As mentioned in the previous section, the forecasting of metrics for Coy-X and Franchisee-X is 

subject to several assumptions about the future horizon and the business, which are necessary to 

simulate results without too much complexity. These assumptions appear below and referenced to 

the tables featured hereunder (note that each item is referenced by an alphanumeric Code. A 
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hyphenated Code refers to an item in a table, say with coordinates A32-5 for Training fees in year 

5). 

i. A7 Other expenses comprise 30% A25 Fixed expenses and 70% A26 Variable expenses. 

ii. A12 Fit-out & occupancy costs, A16 Vehicle costs, and A17 Other costs/Equipment are at 

original cost and subject to A58 Depreciation of 20% annually. 

iii. A12 Fit-out, A16 Vehicle, and A17 Equipment will be replaced at the end of 5 years at the 

then CPI adjusted prices and funded from A72 Cash at bank. 

iv. A17 Other costs relate to Equipment at original cost and are included at A87 Depreciable 

asset. 

v. A18 Total investment required to enter the franchise arrangement is funded by way of A91 

Bank debt 70% and Equity of 30% to capitalise the purchase of A92 ordinary shares in the 

franchisee-operated business. 

vi. A19 Renewal fee of $9,000 is payable upon exercising a renewal option at the end of five 

years.  

vii. A23 Labour costs include remuneration paid to a manager to manage the business on a 

full-time basis and are valued at $70,000 per annum. 

viii. A29 Marketing fees, A30 Administration fees, A31 IT fees, and A32 Training fees are 

levied at the same rate for Coy-X and Franchisee-X. 

ix. A34 and A52 Overheads comprise A23 Labour costs, A 21 Cost of goods sold, A27 

Vehicle expenses, and A24 Occupancy costs. 

x. A44 Revenues will organically grow by a compound rate of 4.4310% annually. 

xi. A47 Royalty fees are levied at a fixed rate for the forecasting period and are calculated as 

percentage of A44 Revenue. 

xii. A55 Market value of the franchisee's role and function in the business is set at $70,000 per 

annum. 

xiii. A57 Interest on bank debt is at 8% per annum. 

xiv. A77 Stock on hand will increase by 10% each year. 

xv. A84 Depreciable assets will have no realisable market value at the end of five years and 

will need to be replaced at an inflation adjusted cost, that is (A12+A16+A17)(1+Ci)
5
. 

xvi. A91 Bank debt attracts an annual interest rate of 8% and is not paid down during the 

forecasting period. 

xvii. A94 Net tangible assets comprise the sum of A76 Current assets and A84 Depreciable 

assets after deducting A91 Bank debt. 

xviii. A96-6 to A105-6 Terminal asset values will be 6% below A107-2 to A116-2 Net tangible 

asset values at the end of each year. 

xix. A106-3 and A106-4 present value calculations are subject to a discount rate of 10%. 
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xx. Consumer price index (Ci) will run at 3% per annum for the forecasting period.  

xxi. Fixed expenses- A49 IT, A50 Training fees, and A24 Occupancy costs will increase by Ci 

throughout the forecasting period. 

xxii. A manager operating Coy-X would have returned revenue of A30-1 $536,585 as compared 

A2-5 or A44-1 $550,000 by Franchisee-X as reported by Griffith research. This superior 

performance by Franchisee-X is an expected outcome of franchising. 

xxiii. Cost of goods sold, Labour costs, Variable costs, Vehicle expenses, and Market value of 

the franchisee's labour are highly correlated to revenues. Accordingly, it is expected that 

they will increase proportionally with revenue activity throughout the forecasting period in 

line with ratios calculated in A3-7 to A10-7. 

xxiv. The forecasting period is for 10 years with a right of renewal in year 6. 

xxv. The risk free rate (Rfr) for calculating the A107-4 to A116-4 Opportunity return on net 

tangible assets is 5.50%. 

xxvi. The discount rate (Kc) is 10.00%. 

xxvii. There are no taxes and no transaction costs. 

10.3.2. Scenario 1 modelling  

In modelling Scenario 1, average baseline metrics detailed in Table 37 are used to forecast net 

profit for Coy-X. In order to advance the agency costs analysis, the revenue metric needs to be 

adjusted to reflect that which Store-X would have achieved operating as company store Coy-X. In 

other words, since the revenue level relates to that attained by an average franchisee in line with 

agency theory assumptions about efficiency gains, a discount needs be applied to reflect revenue, 

which a company store manager would have reasonably achieved. For the purposes of this exercise, 

a discount factor of 2.5% (being an assumed increase in performance under franchise conditions) is 

applied to the reported revenue to arrive at an adjusted figure of (550,000 x (1-0.025)) = $536,585 

for Coy-X. By growing revenues organically by 4.431% (being an assumed growth rate in revenues 

due market forces) and applying the same cost ratios as in Table 37, the net profit of Coy-X can be 

estimated as per Table 39. 

 

1 2 3 4 5 6 7 8 9 10 11

Year 1 Year 2 Year 3 Year 4 Year 5 Year 6 Year 7 Year 8 Year 9 Year 10 Total

A20 Revenue 536,585 560,361 585,191 611,121 638,200 666,478 696,010 726,850 759,057 792,691 6,572,544

A21 Cost of goods sold 153,902 160,722 167,843 175,281 183,047 191,158 199,628 208,474 217,711 227,358 1,885,125

A22 Gross profit 382,683 399,640 417,348 435,840 455,152 475,320 496,382 518,376 541,346 565,333 4,687,419

A23 Labour costs 136,585 142,637 148,958 155,558 162,451 169,649 177,166 185,016 193,214 201,776 1,673,011

A24 Occupancy costs 54,075 55,697 57,368 59,089 60,862 62,688 64,568 66,505 68,501 70,556 619,909

A25 Other expenses- Fixed 37,450 38,574 39,731 40,923 42,150 43,415 44,717 46,059 47,441 48,864 429,322

A26 Other expenses- Variable 13,825 14,437 15,077 15,745 16,443 17,171 17,932 18,726 19,556 20,423 169,334

A27 Vehicle expenses 8,870 9,263 9,674 10,102 10,550 11,017 11,506 12,015 12,548 13,104 108,650

A28 Total expenses 250,805 260,609 270,807 281,417 292,456 303,940 315,889 328,323 341,260 354,722 3,000,227

A29 Net profit 131,878 139,031 146,540 154,423 162,697 171,380 180,492 190,054 200,086 210,611 1,687,192

Company store profit & loss prior to 

reclassification

Table 39- Coy-X baseline profits 
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a) Profit & loss reclassified metrics-Coy-X 

The reclassification of baseline metrics such as A7-2 Other expenses allowed assumptions to be 

made about typical expenditures such as marketing, administration, IT and training that are 

common to both company and franchisee-operated stores. The table below reflects various 

assumptions made above, and provides a benchmark A38 Residual profit metric for comparative 

analysis. In effect, the cost structure of Coy-X is assumed to parallel that of Franchisee-X except 

for the imposition of a royalty and franchisee fee. 

 

b) Profit & loss metrics-Franchisee-X 

Based on the A2-5 Revenues and cost structure of the chosen cohort, Franchisee-X is exposed to 

marketing, administration, IT and training fees (pass-through fees/expenses) as well as other 

ongoing and upfront fees. Following a review of the industry and other comparable franchise 

systems, Franchisor-X determines that it will mirror the pass-through expense structure of Coy-X 

since it is comparatively aligned with the market. According to Dnes (1993, p. 383) bonding fees 

allow the franchisor to select skilled and committed franchisees while royalties serve as a powerful 

monitoring mechanism and provide a “… continuing incentive for performance”.
 
In

 
line with that 

logic, Franchisor-X requires Franchisee-X to pay monthly A46 Marketing, A47 Royalty, A48 

Administration fees calculated as a fixed percentage of Franchisee-X‟s monthly gross revenue (on 

the same basis as would Coy-X). Additionally, monthly fixed fees for A49 IT and A50 Training 

services also apply. Franchisee-X also has to make A12, A16 and A17 capital investment in such 

things as, fittings, furniture, equipment, and vehicle together with A11 Bonding fees. It is clear that 

both Franchisee-X and Coy-Store have to incur pass-through expenses and capital investments on 

the same basis, except that only Franchise-X is burdened with an initial bonding fee and recurring 

royalty. These metrics are summarised in Table-41. 

1 2 3 4 5 6 7 8 9 10 11

Year 1 Year 2 Year 3 Year 4 Year 5 Year 6 Year 7 Year 8 Year 9 Year 10 Total

A30 Revenue 536,585 560,361 585,191 611,121 638,200 666,478 696,010 726,850 759,057 792,691 6,572,544

A28 Operating expenses

A29 Marketing fees 11,142 11,635 12,151 12,689 13,252 13,839 14,452 15,092 15,761 16,459 136,472

A30 Administration fees 2,683 2,802 2,926 3,056 3,191 3,332 3,480 3,634 3,795 3,963 32,863

A31 IT fees 26,215 27,001 27,811 28,646 29,505 30,390 31,302 32,241 33,208 34,205 300,526

A32 Training fees 11,235 11,572 11,919 12,277 12,645 13,024 13,415 13,818 14,232 14,659 128,797

A33 Total fees 51,275 53,011 54,808 56,667 58,593 60,586 62,649 64,785 66,997 69,287 598,657

A34 Overheads excl. interest 283,433 296,220 309,580 323,539 338,124 353,363 369,285 385,920 403,300 421,459 3,484,224

A35 Total operating expenses 334,708 349,230 364,388 380,207 396,717 413,949 431,934 450,705 470,297 490,746 4,082,881

A36 Net operating profit 201,878 211,131 220,803 230,914 241,482 252,529 264,076 276,145 288,760 301,945 2,489,663

A37 Management remuneration 70,000 72,100 74,263 76,491 78,786 81,149 83,584 86,091 88,674 91,334 802,472

A38 Residual profit 131,878 139,031 146,540 154,423 162,697 171,380 180,492 190,054 200,086 210,611 1,687,192

A39 Depreciation of fixed assets 30,980 30,980 30,980 30,980 30,980 47,320 47,320 47,320 47,320 47,320 391,499

A40

Residual profit after 

depreciation 100,898 108,051 115,560 123,443 131,717 124,060 133,172 142,734 152,766 163,291 1,295,693

Company store profit & loss after 

reclassification

  Table 40- Coy-X Scenario 1 profit & loss  
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c) Cash-flow statement-Franchisee-X 

Based on the A56 Residual profit determined above, the cash-flows expected of Franchisee-X are 

estimated as per Table-42. These A74 Net cash-flows (CF) represent the actual values employed in 

the valuation model and later in the risk imputation model. 

 

 

 

 

 

 

 

 

 

 

d) Present values of net cash-flows 

The net present values of Franchisee-X cash-flows are calculated by temporally matching, 

combining capital, operating outflows with inflows, and then discounting them at Kc of 10.00%. 

Specifically, Table-42 A72 Net cash-flows and Table-2 A18 Total investment and A73 Capital 

expenditures are combined in Table-43 A95-4 to A105-4 to calculate A96-5 to A105-5 Present 

values at the end of each year.   

Table 41- Franchisee-X Scenario 1 profit & loss  

Table 42- Franchisee-X Scenario 1 cash-flows 

1 2 3 4 5 6 7 8 9 10 11

Year 1 Year 2 Year 3 Year 4 Year 5 Year 6 Year 7 Year 8 Year 9 Year 10 Total

A41 Efficiency factors Revenue 2.5000% Variable cost 0.0000%

A42

A43 Model Franchisee-X PL Year 1 Year 2 Year 3 Year 4 Year 5 Year 6 Year 7 Year 8 Year 9 Year 10 Total

A44 Revenue 550,000 574,371 599,821 626,399 654,155 683,140 713,410 745,021 778,033 812,508 6,736,858

A45 Operating expenses

A46 Marketing fees 11,420 11,926 12,455 13,006 13,583 14,185 14,813 15,470 16,155 16,871 139,883

A47 Royalty fees 66,118 69,048 72,107 75,303 78,639 82,124 85,763 89,563 93,531 97,676 809,871

A48 Administration fees 2,750 2,872 2,999 3,132 3,271 3,416 3,567 3,725 3,890 4,063 33,684

A49 IT fees 26,215 27,001 27,811 28,646 29,505 30,390 31,302 32,241 33,208 34,205 300,526

A50 Training fees 11,235 11,572 11,919 12,277 12,645 13,024 13,415 13,818 14,232 14,659 128,797

A51 Total fees 117,738 122,419 127,292 132,364 137,643 143,139 148,860 154,816 161,017 167,473 1,412,761

A52 Overheads excl. interest 290,917 304,035 317,742 332,063 347,026 362,659 378,992 396,058 413,887 432,515 3,575,894

A53 Total operating expenses 408,655 426,455 445,034 464,427 484,669 505,798 527,852 550,874 574,904 599,988 4,988,655

A54 Net operating profit 141,345 147,916 154,787 161,972 169,486 177,343 185,558 194,148 203,129 212,520 1,748,203

A55

Market value of franchisee 

labour 70,000 72,100 74,263 76,491 78,786 81,149 83,584 86,091 88,674 91,334 802,472

A56 Residual profit 71,345 75,816 80,524 85,482 90,700 96,193 101,974 108,056 114,455 121,186 945,731

A57 Interest on loan 16,038 16,038 16,038 16,038 16,038 16,038 16,038 16,038 16,038 16,038 160,384

A58 Depreciation of fixed assets 30,980 30,980 30,980 30,980 30,980 47,320 47,320 47,320 47,320 47,320 391,499

A59 Residual profit after 24,326 28,797 33,506 38,463 43,682 32,835 38,616 44,698 51,097 57,828 393,848

Model profit & loss for Franchisee-

X

1 2 3 4 5 6 7 8 9 10 11

Year 1 Year 2 Year 3 Year 4 Year 5 Year 6 Year 7 Year 8 Year 9 Year 10 Total

A60 Cash-inflow from revenues 550,000 574,371 599,821 626,399 654,155 683,140 713,410 745,021 778,033 812,508 6,736,858

A61 Less cash outflows

A62 Total operating expenses 408,655 426,455 445,034 464,427 484,669 505,798 527,852 550,874 574,904 599,988 4,988,655

A63 Market value of franchisee 70,000 72,100 74,263 76,491 78,786 81,149 83,584 86,091 88,674 91,334 802,472

A64 Interest on loan 16,038 16,038 16,038 16,038 16,038 16,038 16,038 16,038 16,038 16,038 160,384

A65 Total cash-outflows 494,694 514,593 535,335 556,956 579,493 602,985 627,475 653,003 679,617 707,361 5,951,511

A66 Cash from operations 55,306 59,777 64,486 69,443 74,662 80,155 85,936 92,018 98,417 105,147 785,347
A67
A68 Stock at start 40,200 55,000 57,437 59,982 62,640 65,415 68,314 71,341 74,502 77,803

A69 Stock at end 55,000 57,437 59,982 62,640 65,415 68,314 71,341 74,502 77,803 81,251

A70 Stock movement -14,800 -2,437 -2,545 -2,658 -2,776 -2,899 -3,027 -3,161 -3,301 -3,447

A71 Cash at start 32,300 72,806 130,146 192,087 258,872 330,759 408,015 490,924 579,781 674,896

A72 Net cash-flows 72,806 130,146 192,087 258,872 330,759 408,015 490,924 579,781 674,896 776,596

A73 Capital expenditure 0 0 0 0 -236,599 0 0 0 0 0 -236,599

A74 Net cash-flows after capex 72,806 130,146 192,087 258,872 94,160 171,416 254,325 343,182 438,297 539,997

Adjust Working capital movement

Model cash-flow statement for 

Franchisee-X
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10.4 Scenario analysis 

As indicated in Table-39 Franchisor-X expects to collect a stream of cash-flows equal to A29, 

being the sum of net cash-flows collected at the end of years 1 to 10
54

. However, these cash-flows 

depend on Franchisor-X making an investment of $231,500 at the start of year 1 for stock, working 

capital, fit-out, occupancy, equipment, training, and vehicle. This is the same A18 Initial 

investment required of Franchisee-X the A11 Bonding fee ($286,400 - $54,900). Additionally, both 

Coy-X and Franchisee-X are required to replace all depreciable assets every five years. These A12, 

A16, and A17 assets are sunk cost and therefore not expected to have any value at the end of the 

term.  

The net benefit or net pre-agency profit to Franchisor-X from operating Coy-X is the difference 

between the A29 Net profit and monitoring costs associated with Coy-X. Now, from a strictly 

financial and economic perspective, Franchisor-X will only consider franchising Store-X if the 

returns are at least the same or better. In order for that condition to hold the present value of A29 

Net cash-flows after incorporating antecedent and subsequent capital expenditures must equal those 

generated after Store-X has been franchised, ceteris paribus. In order to achieve this, Franchisor-X 

must devise and calibrate a mix of initial and ongoing fees that Franchisee-X has to pay as 

compensation and recruit a franchisee with the skills and dedication to improve revenues from 

those achieved by Coy-X. This is as much a financial modelling as it is a marketing exercise. In 

other words, Franchisor-X must ensure that it presents the most competitive and marketable offer 

                                                      
54

 Assume that net profit of Coy-X equals net-cash-flows 

Table 43- Franchisee-Z Scenario 1 present values 

PRESENT VALUE OF CASH-FLOWS

1 2 3 4 5

Unexpired 

term (years)

Initial 

investment 

and future 

outlays

Expected 

cash-flows 

from normal 

trading

Net cash-

flows 

(capital 

and 

trading)

PV of end 

of year cash-

flows

A95 0 -286,400 0 -286,400 -286,400

A96 1 0 72,806 72,806 66,187

A97 2 0 130,146 130,146 107,559

A98 3 0 192,087 192,087 144,318

A99 4 0 258,872 258,872 176,813

A100 5 0 330,759 330,759 205,375

A101 6 -236,599 408,015 171,416 96,760

A102 7 0 490,924 490,924 251,922

A103 8 0 579,781 579,781 270,472

A104 9 0 674,896 674,896 286,222

A105 10 0 776,596 776,596 299,411

A106 Present values 2,038,593 1,618,639 1,618,639
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in order to attract the right franchisee now and in the future. As typified by agency models, the 

franchisee is expected to bring specialist skills
55

 on board and those skills are expected to cause an 

increase in revenues or/and a decrease in overheads. However, Franchisee-X will only participate if 

the investment has a positive net present value. To illustrate this point, let us consider Scenario 1 

according to the following metrics. 

 Ff = Bonding fee payable upfront and once only. 

 Fm = Factor for calculating monthly marketing fees as a percentage of revenue. 

 Fr = Factor for calculating monthly royalty fees as a percentage of revenue. 

 Fa = Factor for calculating monthly administration fees as a percentage of revenue. 

 Fi = Fixed monthly IT fees. 

 Ft = Fixed monthly training fees. 

 Rd = Discount rate. 

 Cd = Capital outlay for depreciable assets. 

 Co = Total capital outlay inclusive of Cd. 

 Es = Percentage increase in Store-X revenue due to franchisee specialisation. 

 E0 = Percentage decrease in Store-X overheads due to franchisee specialisation. 

 MZee = Factor for calculating monthly monitoring costs of Franchisee-X as a percentage of 

revenue. 

 MCoy = Factor for calculating monthly monitoring costs of Coy-X as a percentage of 

revenue. 

 t3
 
=  Period in a specified time horizon equal to Franchisee-X‟s contractual rights to any 

unexpired portion of the current term of the franchise grant including contractual rights to 

further renewals. 

 NPVCoy = Net present value of the net cash-flows generated by Coy-X for the term (T) and 

at the discount rate (Rd). 

 NPVZor = Net present value of the net cash-flows generated by Franchisor-X for the term (t) 

and at the discount rate (Rd). 

 NPVZee = Net present value of the net cash-flows generated by Franchisee-X for the term 

(T) and at the discount rate (Rd). 

 PVA10 = Present value of the monitoring costs incurred for Coy-X. 

 PVA29 = Present value of the monitoring costs incurred for Franchisee-X. 

 E = Efficiency rating of franchise System-X. 

                                                      
55

 See chapter 7- Such a deliberate separation of functional responsibilities promotes specialisation by each party and allows risks 

inherent in property rights (held by the franchisor) to be diffused by way of commercial and contractual instruments 
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 It is assumed that monitoring costs positively correlates to gross revenues in that the 

franchisor will incur (MCoy x A1) for the five-year period. 

10.4.1. Single scenario analysis 

In Scenario 1, Franchisor-X structures its franchise agreement according to the Table-44 metrics. 

To simplify the analysis, the scenario is limited to the first five years of the term. Based on these 

metrics, Coy-X forecasted profits for the first five years are tabled in A131 to A142, Franchisee-X 

in A144 to A154, and Franchisor-Z in A1565 to A165. 

 

 

Table 44- Scenario 1 Model metrics 

Scenario 1:- Coy-X 5-Year profits  

 

 

 

 

 

 

 

 

 

2 3 4

Frequency Factor Timing

A118 Ff Bonding fee Once-off 54,900 At start

A119 Fm Marketing fee factor Monthly 2.0764% At end

A120 Fr Royalty fee factor Monthly 12.0215% At end

A121 Fa Administration fee factor Monthly 0.5000% At end

A122 Fi IT fee- Fixed Monthly 26,215 At end

A123 Ft Training fee- Fixed Monthly 11,235 At end

A124 Rd Discount rate Term 10.0000% At end

A125 Co Initial investment (sunk costs) Once only 231,500 At start

A126 Es Efficiency gain in sales Term 0.0000% At end

A127 Eo Efficiency gain in variable costs Term -0.1200% At end

A128 MZee Monitoring costs- Franchisee Monthly 2.0000% At end

A129 MCoy Monitoring costs- Coy store Monthly 2.0000% At end

SCENARIO 1- S1

Fee calculators

7 8 9 10 11 12

Year 1 Year 2 Year 3 Year 4 Year 5 Total

A130 Company store forecasted cash-flows

A131 Revenues 536,585 560,361 585,191 611,121 638,200 2,931,458

A132 Operating expenses

A133 Marketing fees 11,142 11,635 12,151 12,689 13,252 60,869

A134 Administration fees 2,683 2,802 2,926 3,056 3,191 14,657

A135 IT fees 26,215 27,001 27,811 28,646 29,505 139,179

A136 Training fees 11,235 11,572 11,919 12,277 12,645 59,648

A137 Total fees 51,275 53,011 54,808 56,667 58,593 274,353

A138 Overheads excl. interest 353,433 368,320 383,843 400,030 416,910 1,922,536

A139 Total operating expenses 404,708 421,330 438,651 456,698 475,503 2,196,889

A140 Company store profits 131,878 139,031 146,540 154,423 162,697 734,569

A141 Monitoring costs 10,732 11,207 11,704 12,222 12,764 58,629

A142 Net pre-agency profits 121,146 127,824 134,837 142,201 149,933 675,940

Coy-X 5-Year Profit Forecast

Table 45- Scenario 1 5-Year profits for Coy-X 
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Scenario 1:- Franchisee-X 5-Year profits 

 

 

 

 

 

 

 

Scenario 1:- Franchisor-X 5-Year profits 

 

As indicated by the above metrics, both Franchisee-X and Coy-X achieve the same levels of 

revenues (A144 = A131) with the same amount of costs (A153 - A147) = A139, except that 

Franchisee-X incurs A147 Royalty fees of $352,405 and delivers an efficiency gain by reducing 

variable costs by A127-3 0.12%. Note that pass-through expenses (marketing, administration, IT, 

and training) are not controllable by either the Coy-X or Franchisee-X and are levied at the same 

rate. They are assumed to pass-through Franchisor-X and be fully expended. They are to be 

contrasted with normal overheads which both Coy-X and Franchisee-X are expected to manage and 

minimise. Under this scenario, Franchisee-X will pay to Franchisor-X recurring fees equal to A137 

plus the A118 Bonding fee of $54,900. Recurring fees comprise A157 Pass-through expenses and 

A147 Royalties, which Franchisor-X retains to partly fund internal overheads, monitoring costs and 

contribute to profits.   

7 8 9 10 11 12

Year 1 Year 2 Year 3 Year 4 Year 5 Total

A155 Franchisor forecasted cash-flows under franchise conditions

A156 Total fees from franchisee 115,780 120,375 125,156 130,133 135,314 626,759

A157 Pass-through expenses

A158 Marketing fees 11,142 11,635 12,151 12,689 13,252 60,869

A159 Administration fees 2,683 2,802 2,926 3,056 3,191 14,657

A160 IT fees 26,215 27,001 27,811 28,646 29,505 139,179

A161 Training fees 11,235 11,572 11,919 12,277 12,645 59,648

A162 Total pass-through expenses 51,275 53,011 54,808 56,668 58,593 274,353

A163 Franchisor profits 64,506 67,364 70,349 73,466 76,721 352,405

A164 Monitoring costs 10,732 11,207 11,704 12,222 12,764 58,629

A165 Net agency profits 53,774 56,157 58,645 61,243 63,957 293,776

Franchisor-X 5-Year Profit Forecast

Table 46- Scenario 1 5-Year profits for Franchisee-X 

Table 47- Scenario 1 5-Year profits for Franchisor-X 

7 8 9 10 11 12

Year 1 Year 2 Year 3 Year 4 Year 5 Total

A143 Franchise store forecasted profits

A144 Revenues 536,585 560,361 585,191 611,121 638,200 2,931,458

A145 Operating expenses

A146 Marketing fees 11,142 11,635 12,151 12,689 13,252 60,869

A147 Royalty fees 64,506 67,364 70,349 73,466 76,721 352,405

A148 Administration fees 2,683 2,802 2,926 3,056 3,191 14,657

A149 IT fees 26,215 27,001 27,811 28,646 29,505 139,179

A150 Training fees 11,235 11,572 11,919 12,277 12,645 59,648

A151 Total fees 115,780 120,375 125,156 130,133 135,314 626,759

A152 Overheads excl. interest 353,074 367,945 383,451 399,621 416,483 1,920,574

A153 Total operating expenses 468,854 488,319 508,608 529,755 551,797 2,547,332

A154 Franchisee profits 67,731 72,042 76,583 81,366 86,403 384,126

Franchisee-X 5-Year Profit Forecast
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As previously discussed, Franchisor-X is likely to incur lower monitoring costs under an agency 

(franchise store) relative to an employee/employer (company store) relationship. In this case, the 

decision to transition to a franchise model involves a trade-off of potentially lower monitoring 

costs, for problems associated with inefficient investments, free-riding and quasi-rent 

appropriation
56

. However, under the current scenario, Franchisor-X is NPV neutral by franchising 

since monitoring costs are unchanged and Franchisee-X has not delivered any efficiency gains by 

increasing revenues. Since Franchisor-X‟s revenue model is based on revenues attained by 

Franchisee-X this parity in outcome is to be expected. Arguably, it can be said that the franchise 

system is in equilibrium when the present values of Franchisee-X‟s cash-flows equal the initial 

investment, and when the net present values of the Franchisor-X‟s cash-flows equal those 

of   Store-X had it not been franchised, and pre and post agency monitoring costs are equal. 

Therefore, economic equilibrium (EQ) occurs when these three conditions exist: 

Formula 2.5 

   = (                                  )    

Condition 1 

NPV of Franchisee-X cash-flows S1-A154            0 

 

Condition 2 

NPV of Franchisor-X cash-flows S1-A163  319,884  

NPV of Coy-X cash-flows S1-A140   319,884  

Net benefit (+ve)/ Cost (-ve) to Franchisor-X             0  

     

Condition 3 

PV of monitoring costs for Coy-X S1-A141    44,085  

PV of monitoring costs for Franchisee-X S1-A164   44,085  

Monitoring cost differential               0  

    

 

 

 

 

 

 

                                                      
56 See chapter 3.4 
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Scenario 1:- Present value calculations  

A166-1 

 

Net present value of Franchisor-X cash-flows  

Formula 2.6          ∑
     

(      

   

   
   Ff 

       (      
           (      

           (      
          (      

    

      (      
    54,900 

$319,884 

A167-1 

 

Net present value of Coy-X cash-flows  

Formula 2.7           ∑
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    231,500 

$319,884 

A169-1 

 

Present value of monitoring costs for Coy-X 

Formula 2.8          ∑
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$44,085 

A170-1 

 

Present value of monitoring costs for Franchisee-X 

Formula 2.9           ∑
     

(      
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$44,085 

A172-1 

Net present value of Franchisee-X store cash-flows  

Formula 3.0          ∑
     

(      
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    286,400 

 

$0 

Table 48- Scenario NPV calculations 

 

10.4.2. Multiple scenario analysis 

In this section, two further scenarios are considered to illustrate the relationship of upfront and 

ongoing, variable and fixed fees, monitoring costs and efficiency gains in structuring a franchise 

offering. Ultimately, the arrangement that delivers the highest NPV to the franchisee is one that 

may also generate the highest goodwill value for both franchisee and franchisor. Let us now 

simulate a couple of variables and observe the net impact on Franchisee-X and Franchisor-X. 
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Assume that variables A118-2 to A125-2 remain fixed in Scenarios 1, 2 and 3. However, in 

Scenario 2, Franchisee-X increases A144-2 Revenue by 2.50% to $3,004,745, maintains a constant 

variable costs to revenue ratio, and Franchisor-X experiences an abatement of 1.50% in A128-2 

Monitoring costs. Similarly, in Scenario 3 A118-3 and A125-3 are unchanged but A126-3 doubles 

to 5.00%, A127-3 Efficiency gain in variable costs is at 1.00% and A129-3 Monitoring costs are at 

2.00% of revenues. The key metrics resulting from these 5-Year scenarios are tabled below. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

In Scenarios 2 and 3, consistent with agency theory Franchisor-X achieves a saving in monitoring 

costs equal to A172-2 and A172-3 respectively by franchising. It was proposed earlier that 

Table 49- Scenarios 1, 2, & 3 summaries of key metrics 

1 2 3

Scenario 1 Scenario 2 Scenario 3

A118 Ff Bonding fee 54,900 54,900 54,900

A119 Fm Marketing fee factor 2.0764% 2.0764% 2.0764%

A120 Fr Royalty fee factor 12.0215% 12.0215% 12.0215%

A121 Fa Administration fee factor 0.5000% 0.5000% 0.5000%

A122 Fi IT fee- Fixed 26,215 26,215 26,215

A123 Ft Training fee- Fixed 11,235 11,235 11,235

A124 Rd Discount rate 10.0000% 10.0000% 10.0000%

A125 Co Initial investment (sunk costs) 231,500 231,500 231,500

A126 Es Efficiency gain in sales 0.0000% 2.5000% 5.0000%

A127 Eo Efficiency gain in variable costs -0.1200% 0.0000% -1.0000%

A128 MZee Monitoring costs- Franchisee 2.0000% 1.5000% 2.0000%

A129 MCoy Monitoring costs- Coy store 2.0000% 2.0000% 2.0000%

A131 Revenues 2,931,458 2,931,458 2,931,458

A137 Total fees 274,353 274,353 274,353

A138 Overheads excl. interest 1,922,536 1,922,536 1,922,536

A139 Total operating expenses 2,196,889 2,196,889 2,196,889

A140 Company store profits 734,569 734,569 734,569

A141 Monitoring costs 58,629 58,629 58,629

A142 Net pre-agency profits 675,940 675,940 675,940

A144 Revenues 2,931,458 3,004,745 3,078,031

A151 Total fees 626,759 637,456 648,155

A152 Overheads excl. interest 1,920,574 1,963,422 1,987,136

A153 Total operating expenses 2,547,332 2,600,879 2,635,291

A154 Franchisee profits 384,126 403,866 442,740

A156 Total fees from franchisee 626,759 637,456 648,155

A162 Total pass-through expenses 274,353 276,241 278,130

A163 Franchisor profits 352,405 361,215 370,026

A164 Monitoring costs 58,629 45,071 61,561

A165 Net agency profits 293,776 316,144 308,465

A166 NPV of franchisor cash-flows 319,884 326,509 333,133

A167 NPV of company store cash-flows 319,884 319,884 319,884

A168 Net benefit (+ve) /cost (-ve) to the franchisor 0 6,625 13,250

A169 PV of monitoring costs for company store 44,085 44,085 44,085

A170 PV of monitoring costs for franchise store 44,085 33,890 46,289

A171 Monitoring cost differential 0 10,195 -2,204 

A172 NPV of franchisee cash-flows 1,475 16,318 45,548

End of term scenarios (5 year forecast)

Coy-X forecasted cash-flows

Franchisee-X forecasted cash-flows

Franchisor-X cash-flows under franchise conditions
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Franchisor-X should be indifferent about franchising its operations if it maintains parity with 

present value cash-flows derived from Coy-X. This means that the present value of Coy-X A142 

Net pre-agency profits and A125 Capital outlays must equal Franchisor-X‟s A165 Net agency 

profits and A118 Bonding fee receipt. However, this claim can only hold if monitoring costs 

associated with the agency relationship do not exceed those that existed for the company store. For 

example if monitoring costs A170-3 (franchise) exceed A169-3 (company store) as in Scenario 3, 

this impost can only be justified by Franchisor-X in context of other non-pecuniary or non-

quantifiable benefits derived, such as risk-sharing, diminution in moral hazard and adverse 

selection conduct by franchisees. However, as evidenced in Scenarios 2 and 3, Franchisee-X 

achieves a generous positive NPV signalling the potential of opportunistic profit taking by an 

unscrupulous franchisor. In any case, just because Scenarios 2 and 3 reveal a state of economic 

disequilibrium; it does not necessarily mean that the system is not operating to the satisfaction of 

the franchisor. In fact, it would be unrealistic for a mature franchisor not to set a level of 

„operational efficiency‟ that is tolerable and expected notwithstanding being in a state of 

disequilibrium. More to the point the level of operational efficiency ultimately depends on the level 

of agency costs required to power the system‟s governance structure. Therefore, the expected 

agency costs EAC represent a notional operational efficiency goal set by the franchisor for the 

management of the system.  

10.5 Expected agency costs 

As discussed in chapter 3, agency costs are minimised when there is symmetry of goals, 

information, and power; and mutuality of effort and knowledge; and verifiability of behaviour, 

control, and value. In a franchise setting, the quest for symmetry, mutuality, and verifiability in the 

relationship is operationalised by the governance structure and its systems. The efficiency of the 

governance structure and its systems is measured by the efficiency factor E
57 in the GSEM

58
. The 

combined workings of the structure and systems allow the minimisation of agency costs; more 

specifically monitoring costs and information asymmetry problems are minimised whilst also 

maximizing the value of risk-sharing and empowering franchisees to grow revenues at the least 

amount of costs. Put simply, agency costs cannot be minimised without an efficient governance 

structure, which by extension can only occur when E approaches unity. These conditions are 

embedded in the agency costs definition, which is decomposed below to construct a formula for the 

calculation of expected agency costs, where: 

                                                      
57

 The efficiency factor is a relative measure of the effectuality (the actual achievement) and efficaciousness (the potential to achieve) of 

the franchise system at minimising agency costs and maximizing value for both franchisor and franchisee. It is used in the TVM-6 to 

denote present as well as prospective effectiveness and efficiency at optimising agency costs, see chapter 9 for a discussion 
58

 See chapter 9.3 for a discussion of the Governance structure evaluation model (GSEM) 
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 MInc = Incremental monitoring costs calculated as the difference between the monitoring 

costs of an additional franchisee and those of a company store (MA29 – MA10). 

 Cpn= Pecuniary and non-pecuniary costs attributable to information asymmetry, such as 

moral hazard and adverse selection. 

 Gr = Gains derived from explicit and implicit value of risk-sharing. 

 Grc = Gains derived by franchisees from increasing baseline revenues and lowering 

baseline variable costs. 

For a single period:- 

Formula 3.1  

    =                    

For a term, present values (PV) apply:- 

Formula 3.2 

    =       
       

      
       

 

Given that, E is inversely proportional to EAC, when the value of E increases, a decrease in the 

value of EAC is simultaneously expected. As E is expressed as a relative value in the governance 

model, it cannot exceed unity, however EAC can take on any positive or negative value, to indicate 

a net cost or gain respectively. Extending this logic, when E = 1 and EAC = 0, the franchise system 

is in a state of equilibrium. In that state the governance structure is operating at its maximum 

efficiency thereby powering the system with the right drivers so that       
 = 0. In the case of 

Scenario-3, by substituting values in Formula 3.2, EAC = ($2,204 +      
 –     

 – $44,074). 

Effectively, this means equilibrium would be reached as long as the governance structure is 

perfectly efficient, and (     
      

) = ($44,074 – $2,204). In any case, when Franchisee-X 

fails to generate any improvements in revenues and/or overheads, Franchisor-X can only derive 

readily quantifiable monetary gains by savings made in monitoring costs. However, disequilibrium 

may be triggered in such cases when the franchisee does what it is expected to do, and improves 

revenues and/or overheads relative to what had been achieved by a company store. This is 

evidenced in Scenario 3 when absolute values for Coy-X revenues and overheads to revenues ratio 

are compared to those achieved by Franchisee-X (A131-3<A144-3 and A139-3>A152-3). In that 

case, Franchisee-X generates a substantial NPV indicated by A172-3 $44,074, which may 

encourage Franchisor-X to behave opportunistically in a hold-up situation and extract more 

economic rents from Franchisee-X such as increasing royalties or appropriate other forms 

of   quasi-rents outside of the franchise agreement. Evidently, as Franchisee-X increases its revenue 
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beyond the base case of Scenario 1 from 00% to 5.0%, substantial benefits accrue to both 

Franchisor-X and Franchisee-X with the latter increasing its NPV by $44,074. This concept of 

mutual gain is what leads Aliouche, Kaen, & Schlentrich, (2012, p. 793) to state that franchisees 

“… have a direct claim on the residual profits of their units. In addition, franchisees have much to 

lose in case of suboptimal performance of their units as they have often put their own capital at risk 

in order to open and operate them. Since franchisors are typically paid a portion of the sales of 

franchised units, better performance by franchisees usually translates into better performance by 

the franchisors”. Interestingly, whilst Franchisor-X enjoys a net cash-flow benefit of A168-3 

$13,250 it incurs added monitoring costs of $2,204 thereby creating a net gain of $11,046. This is 

brought about by linearity assumptions made about monitoring costs and revenues, which may not 

necessarily hold in reality. In fact, research indicates that over time, monitoring costs are more 

likely to increase at a decreasing rate before reaching planarity, which means the marginal cost of 

monitoring an additional franchisee-operated business is less than those existed prior 

(Castrogiovanni, Combs, & Justis, 2006 ). Interestingly enough, Weaven & Frazer (2003) and 

Grünhagen & Mittelstaedt (2002) argue that from a whole-of-system perspective, any additional 

monitoring costs are likely to be offset by economies in value chain activities, such as monitoring 

and coordination.     

10.6 Goodwill and franchise fees 

Consistent with Formula 1.1, the NPV of the franchisee-operated business (as measured by its 

discounted cash-flows) will reflect the value of the business as a whole. According to TVM-6, any 

excess value returned by the difference between the value of the business as a whole and the 

discounted value of opportunity returns on tangible assets is attributable to goodwill. By extension, 

when a value has been attributed to goodwill and the NPV of pre-franchise and post-franchise 

cash -flows to the franchisor are equal (such as in Scenario 1 when A166-1 = A167-1), then the 

cash-flows generated by the franchisor from the franchisee will contain an imputed 

compensation/value for goodwill forgone by the franchisor. This assumes that the franchisor, 

standing in the shoes of the franchisee would have invested in the same assets and in the same 

amount to generate the same cash-flows. From the franchisee‟s perspective, its NPV reflects the 

value of the total business and contains a goodwill component. Getting back to what the franchisor 

is giving up and what the franchisee is getting; let us assume that Franchisor-X withdraws the 

A120 Royalty fee of 12.0215% from Scenario 1. In that case, the       
 of the A140 Company 

store profits will equate to the       
 of A154 Franchisee profits at $551,384. However, since 

Franchisor-X no longer generates residual profits from Coy-X and relies on royalty income only for 

profits, it will operate at breakeven (setting aside the impact of monitoring costs). This is because 

A157-1 Pass-through fees are fully expended, that is Franchisor-X either engages a third party or 
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incurs the cost internally to access these services. Given these two equalities, any fees paid by 

Franchisee-X to Franchisor-X that are not directly traceable to the provision of a service or product, 

are  „top ups‟ to ensure that the two NPV‟s equal. Under these conditions, if it is assumed that both 

Coy-X and Franchisee-X have a        
 value of $150,000. 

Once the Franchisor-X reintroduces the royalty fee, the PV of Coy-X cash-flows remain at $55,384 

while Franchisee-X‟s PV falls by $264,984, being the PV of the reimposed royalty payments. It is 

therefore axiomatic that the difference between the goodwill value of Coy-X and that of 

Franchisee-X, ceteris paribus, equates to the present value of royalty payments by Franchisee-X 

minus any achieved efficiency gains from increasing revenue and/or decreasing costs. The more 

efficient Franchisee-X becomes the smaller the differential in goodwill value relative to that of 

Coy-X, and the higher its goodwill value in absolute terms. 

10.7 Conclusion 

For many franchise systems, the setting of initial and ongoing fees is often driven by market trends 

rather than normative economics. However, if the franchisor is to successfully attain adequate 

compensation for substituting company-store risk adjusted cash-flows for franchise derived cash-

flows, it must account for monitoring costs, risk-sharing and efficiency gains in its modelling of 

these fees. This is because these three factors affect the level of agency costs incurred by the 

system, therefore the franchisor‟s ability to reward its franchisees. For this condition to hold 

however, agency costs must be defined in terms of both costs and gains to the franchisor resulting 

from its participation in a franchise relationship. Costs represent the incremental monitoring costs, 

and pecuniary and non-pecuniary costs attributable to moral hazard and adverse selection, whilst 

gains comprise explicit and implicit value generated by risk-sharing and efficiencies. It goes to 

reason that a franchisor should consider a franchise arrangement only when the expected returns 

from franchise relationships equal or exceed that which could be achieved by operating a portfolio 

of company-owned businesses. As discussed above, franchising may allow the franchisor to lower 

its monitoring costs, but may have to trade off any gains with franchisee driven problems such as 

inefficient investments and free-riding. In any case, as long as monitoring costs do not rise, any 

efficiency gains delivered to the system by franchisees increasing revenues beyond what would be 

expected of company-owned stores would justify the case for franchising. These conditions are 

captured in economic equilibrium (EQ) where the present values of cash-flows generated by each 

franchisee equal the initial investment required to generate these cash-flows and when the net 

present values of the franchisor cash-flows equal those of that franchise business when operated as 

a company-owned business, and the pre and post agency monitoring costs are equal, as represented 

in Formula 2.5. In defence of SP2, this process of trading off predetermined cash-flows with the 

franchisee for the privilege of accessing the value of comparative advantage inherent in the agency 
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relationship means that the franchisor is forgoing goodwill attached to these cash-flows, which it 

would have retained under a company-owned model. 

Whilst economic equilibrium has great appeal, in fact it is more of an ideal than the deal.  Even 

though a franchise system may not be in equilibrium, it does not mean that the franchisor is 

dissatisfied with the business. EQ is a goal, not the purpose. Best practice franchisors should set a 

level of operational efficiency that is tolerable and expected (EAC) given the micro and macro 

environmental forces facing the business, and the level of agency costs required to power the 

system‟s governance structure. Expected agency costs can be minimised and driven towards EQ 

when the governance structure reflects symmetry of goals, information, and power; and mutuality 

of effort and knowledge; and verifiability of behaviour, control, and value.  
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Chapter 11- Franchisee risk imputation 

Objective: This chapter offers a set of algorithms that identifies and measures 

risk at each discrete level of market, franchisor, system, industry and 

endogenous within the franchise risk ecology. It sets out the rationale for SP3. 

In doing so, soft and hard risks that indwell at the endogenous level of the FRE 

can then be apportioned and incorporated in the composition of a risk premium. 

The theoretical justification for this approach rests on the argument that 

franchisee-operated businesses are undiversified and as such cannot rely on 

traditional risk premium calculations. 

 

 

11.1 Introduction 

Extant corporate finance theories such as the Sharpe-Lintner-Mossin „capital asset pricing model‟ 

(CAPM), and (Ross, 1971, 1972) „arbitrage pricing model‟ (APM) advance several mainstream 

risk models that are grounded on the behaviour of publicly owned corporations, that supposedly 

have unfettered access to an efficient capital market. In reality, this is not the case. More 

importantly, given that the building blocks of these models are specifically designed for public 

corporations, they cannot be applied to companies that are privately held, as their characteristics 

differ. In fact, when compared to privately held businesses, the valuation of “… large publicly 

traded firms is relatively straight forward depending on the assumptions made” (Michael 

& Thornton, 2009, p. 3). To that end, a franchise risk imputation model FRIM is being offered as a 

theoretically enhanced alternative for calculating a discount rate in TVM-6 when valuing goodwill 

of franchisee-operated businesses. 

Franchisees do not consciously make decisions that reflect prescriptive inter-temporal 

consumption and investment. They mainly hold two valuable assets, namely realty in the form of 

the family home and the franchise business. Both of which are typically indivisible and illiquid. In 

support, Chen, Miao, & Wang (2010, p. 4349) maintain that “… lack of diversification is one of 

the defining characteristics of entrepreneurship” and that several empirical studies show that 

entrepreneurs (which include franchisees) are prone to concentrated ownership, which provides 

“… proper incentives for the entrepreneur, as implied by standard agency and informational 

asymmetry”. Whereas businesses generate cash-flows, the family home is a net consumer of cash, 

and as such is not a dependable conducer of capital growth in the short-term. Consequently, the 

archetypical franchisee is hardly the profile of the marginal investor as contemplated in the CAPM 

and APM. As business owners, their cash-flows are exposed to both MSR and CSR
59

. In a perfect 

market, they could hedge (not eliminate) some MSR by investing in the market portfolio, but this 

                                                      
59

 Non-diversifiable or market-specific risks (MSR) and diversifiable or company-specific risks (CSR) are discussed in chapter 7 
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is not always possible due to capital exiguities and incidental transaction costs. In reality, most 

franchisee-operated businesses have little choice but to be at the mercy of all risks.  

The CAPM and APM are demand theories (Goetzmann & Ibbotson, 2006) much like the FRIM in 

that they all assume that investors are risk averse and need compensation for taking on risk above 

what a riskless investment offers. Whilst the CAPM prices MSR only and the APM contemplates 

several risk factors, the FRIM is based on the concept of total risk (MSR + CSR) which is imputed 

at different levels by a weighted beta and directly adjusted at the „true firm level‟ for investor 

preferences and choice. Total risk in the FRIM is spread across five ecological hierarchies 

(as discussed earlier in context of the franchise risk ecology), which differ in their diversifiability 

and capacity to affect future returns, see Fig.3. While the CAPM and APM fail to offer any direct 

mechanism to calculate a risk premium, this important requirement of risk pricing is addressed by 

the FRIM. 

11.2 Risk premium defined 

The literature defines „risk premium‟ in many ways, from  the “… difference between the market‟s 

expected return and the risk-free rate” (Koller, Goedhart, & Wessels, 2010, p. 238), to “… what 

investors, on average, require as a premium over the risk-free rate for an investment with average 

risk” (Damodaran, 2012b, p. 160), to “… the expected return of the stock market minus the 

expected return of a riskless bond” (Goetzmann & Ibbotson, 2006, p. 4), to “the long-run 

equilibrium concept that gives an estimate of the future  excess return of the stock market over and 

above the bond market (Ibbotson, 2011, p. 18). Despite the divergent use of language, these 

definitions converge on two key parameters captured in market returns and the riskless rate. On 

close observation, it must be the vagaries of market returns that inspired Fernandez (2013) to 

maintain, “… risk premium is one of the most important, discussed but elusive parameters in 

finance” and Koller, Goedhart, & Wessels (2010, p. 238) to agree that it “is arguably the most 

debated issue in finance”. 

In his pioneering paper Mill (1848, pp. 250-251) talked about the “… remuneration of abstinence” 

as being the compensation required for abstaining from current consumption of capital for a return 

in excess of what could be expected from “… the best security; such security as precludes any 

appreciable chance of losing the principal”. He further claimed that the remuneration at a minimum 

must comprise “… interest, insurance and, wages of superintendence”, otherwise the added risk of 

investing in a risky asset would not be a deterrent, and consequently the investment would not be 

incurred. Contemporising Mill‟s language, this means that a business owner ought to be 

recompensed with a riskless rate, plus a premium for taking risks of being in business, and a return 

on the labour invested. However, as important as this triad of compensation represents a minimum 
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incentive for abstinence, Mill added that the level of compensation is variable and that 

“… the remuneration of capital in different employments, much more than the remuneration of 

labor, varies according to the circumstances which render one employment more attractive or more 

repulsive than another”. This effectively acknowledges that compensation will vary according to 

the risk and utility profile of the business owner and the type of business. In satisfying Mill‟s three 

theoretical preconditions for abstinence, the determination of the added premium for taking on risks 

is by far the most difficult. In meeting the challenge of valuing goodwill in franchisee-operated 

businesses, the objective therefore is the development of a model for calculating a premium for 

risk. While the literature extensively and spectacularly covers the calculation of risk premia for 

publicly listed firms, such effort seems lacking for privately operated or closely held businesses. 

This is because risk premium models are mostly founded on the efficient market hypothesis, which 

as discussed in chapter 4.4 is at odds with the risk profile of franchisees. These special investors are 

predominantly undiversified (the inefficient investment argument) and are subject to the agency 

malaise of information asymmetry. That being said, the FRIM aims at synthesising Mill‟s 

principium of “remuneration abstinence” with extant theories such as the CAPM, APM and the 

total beta model with the franchise risk ecology FRE
60

 to develop a franchisee specific risk 

premium. 

11.3 CAPM v FRIM 

As mentioned earlier, both the CAPM and APM are demand theories built on the assumption that 

market participants only take on risk if they can probabilistically expect condign compensation for 

that risk (Damodaran, 2012a, Goetzmann & Ibbotson, 2006 and Mill, 1848). Specifically, the 

CAPM focuses on the pricing of systematic or market risks (MSR) only. It calculates the risk 

premium    by multiplying the beta of the asset    with the difference between the expected return 

on a risk free security     and the expected return on the market portfolio        such that 

  =  (           . Structurally, it posits that expected returns on the market portfolio (being all 

comparable assets in the market) are given by the linearity of betas of these assets, where the betas 

are computed by the regression coefficients of their returns against those of the market portfolio. 

The CAPM is widely used in valuations (Hooke, 2010, Koller, Goedhart, & Wessels, 2010 and 

Ross, 1972) even though Roll (1977) argued that the CAPM has never been tested and probably 

never will be and “… the problem is that the market portfolio at the heart of the model is 

theoretically and empirically elusive” (Fama & French, 2004, p. 41). Indeed, commenting on the 

popularity of the CAPM amongst academics Welch (2007) remarked that “… this is all the more 

remarkable not only because the empirical evidence rejects the CAPM so soundly, but also because 

even if it were correct, the CAPM itself would seem almost useless for practical purposes” and 
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(Goetzmann W. N., n.d) asserts, “… no matter how theoretically appealing it may be, even the 

most ardent supporters of the Capital Asset Pricing Model admit the model does not quite fit 

reality”. Notwithstanding these commentaries, the CAPM remains a beacon for capital budgeting 

and valuation tasks and for that reason; a brief analysis of some of its underlying assumptions in 

context of franchisee-operated business valuation is made below. 

Assumptions Incongruence with valuing franchises 

Only prices MSR Franchises need to price more than MSR since they 

cannot eliminate MSR and most CSR 

All assets are valued fairly Not all assets are valued fairly due to the interference 

of the franchisor in the pricing process by holding a 

right of veto 

There is no information asymmetry The agency basis of the franchise relationship survives 

on information asymmetry 

All investments are infinitely divisible Most franchise agreement precludes the divisibility of 

the franchise grant 

No transaction costs Always high transaction costs 

Investors can lend and borrow at a riskless rate Borrowing at riskless rate very difficult for individuals 

and small investors 

All investors hold the market portfolio Franchisees typically hold two assets 

All investors hold two types of assets, a riskless 

asset, and the market portfolio 

Franchisees are not diversified investors, and are not 

resourced to hold the market portfolio 

Investors hold a small proportion of every 

traded asset in the market (market portfolio) 

Franchisees are heavily constrained by capital and 

investment choice by virtue of their contractual 

commitments to the franchisor 

Table 50- CAPM incongruity analysis 

  

Drawing on the incongruity analysis above, there is a call for a model that specifically addresses 

the structural idiosyncrasies of franchisee-operated businesses within the theoretical context of the 

franchise risk ecology. While the CAPM prices and rewards market risk, the proposed FRIM 

presupposes a discount for the franchisee‟s ability and preparedness to manage and mitigate soft 

risk. Earlier in chapter 7, soft risk was defined in the FRE as a component of endogenous risk, 

comprising risks such as termination with cause, risk of breach of agreement, management risk, 

competition risk, and working capital. Given this backdrop, the challenge lies in developing a 

methodology to price soft risk so that its value can be appropriately reflected in the risk premium 

when composing a discount rate for valuing franchisee-operated businesses. However, before 

proceeding it pays to consider the transactional basis for private valuations as each is worthy of 

separate treatment when calculating risk premia. To do this Damodaran (2012a) distinguishes four 

types of transactions namely, (a) private-to-private, (b) private-to-public, (c) private-to-initial 

public offering, and (d) private-to-venture capital-to-public. Despite valuation events in franchising 

being predominantly triggered in private-to-private transactions; the FRIM will consider risk 

premia under all conditions. 
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11.4 The FRIM 

Contributing to the debate over risk premium calculation, the FRIM establishes a framework based 

on two cornerstones, namely a risk-free rate and total risk as measured by the sum of market 

specific and company specific risks. This cardinal premise is deeply rooted in Professor 

Damodaran‟s discourse on the inapplicability of modern portfolio-based risk models when valuing 

private companies and his petition for the alternative use of total beta. In context of the FRIM, total 

risk is spread across five franchise related ecological hierarchies and set in a multi-factor model 

that blends retrospective and prospective risk measures. It is imputed at different levels of the FRE 

by a weighted beta and is directly adjusted at the „true firm level‟ for the franchisee‟s expectations, 

preferences, choices, and their level of risk averseness. This adjustment occurs at the endogenous 

level of the FRE where soft risks are identified and eliminated in the risk-pricing process by a risk 

mitigation and risk averseness factor. The FRIM is subject to the following assumptions: 

a. Franchises are not diversified. 

b. Franchises are exposed to unique umbilical risks of co-dependency. 

c. Franchises are contractually not subject to segmentation. 

d. Franchises are not liquid. 

e. Franchises are privately owned and operated. 

f. Comparable listed companies are fully diversified, hence they are more diversified than 

franchisors, and their earnings are less variable than those generated by comparable 

franchisors.  

g. Comparable listed companies are the preferred proxies for franchisors. 

h. Franchisors are the preferred proxies for franchisees even though they are more diversified 

than franchisees and their earnings are less variable than those generated by their 

franchisees. 

i. Franchisees can mitigate risk averseness at the pre-contract stage. 

j. Franchisees can mitigate endogenous risks at the post-contract stage. 

k. Franchisor earnings derived only from operating the franchise system. 

l. Franchisees hold homogenous expected returns.  

m. Franchisors do not allow diversified investors to enter franchise agreements. 

 

11.4.1. Risk diversification  

The concept of diversification is elemental to portfolio theory and the CAPM. In fact, both theories 

collapse and fade into oblivion without it. In the real world, market participants rarely hold a fully 

diversified portfolio, notwithstanding its theoretical justification at reducing CSR. When practically 

considered, it is hard to disagree with Damodaran (2001) who in part, attributes this practice to the 
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indispensability of transaction and monitoring costs each time an asset is added to the portfolio. In 

the same vein Goetzmann & Ibbotson (2006, p. 193) argue that sub-optimal diversification is a 

result of “non-risk pricing” of achieving divisibility. Indisputably, these costs cannot be diversified 

and mathematically expose the entire portfolio to diminishing marginal benefits. Despite the sub-

optimality of most diversification strategies, expert commentators agree that the benefits sought 

and attained by a balanced portfolio are economically worthwhile as risks can be moderated. 

 

 

 

 

 

 

 

 

 

 

 

 

 

                                Figure 14- Diversification Targets developed for this thesis 

 

Accepting that diversification is beneficial, and assuming that public companies are more efficient 

at diversifying than private companies, it logically follows that franchisors (who in Australia are 

predominantly privately held
61

) carry more risk than their publicly owned surrogates. Whereas 

public companies diversify in the broader market by taking up equity, franchisors focus 

endogenously on contractual means, and to a lesser extent on the broader market, see Fig.13. Even 

though franchisors can diversify their earnings/risks across many franchises (contractual 

investments) as well as public stocks (equity investments), they are less likely to achieve optimal 

risk diversification relative to publicly owned companies because of the prevalence of agency costs 

and the co-dependent source of their earnings (franchisors‟ earnings are expected correlate with 

their franchisees‟ earnings).  
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 Over 93 per cent Australian franchisors are privately owned (Frazer, et al., 2010) 
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11.4.2. Beta or total beta 

In corporate finance if risk premium is the Holy Grail, then beta is the way to get there. Beta is 

“… the risk added by an investment to a diversified portfolio” (Damodaran, 2001, p. 194) which is 

paraphrased by Kadan, Liu, & Liu (2012, p. 2) as “… a measure of the contribution of an 

infinitesimal player to the surplus obtained by a coalition of players”. It is a mathematical measure 

of an asset‟s past sensitivity (Hooke, 2010) or financial elasticity to a market index or proxy as 

measured by historical returns/earnings. It cannot be observed directly and can only be estimated 

by using statistical techniques that are in themselves imprecise and subject to interpretation 

(Kothari & Shanken, 1995, Koller, Goedhart, & Wessels, 2010 and Fama & French, 1992). In fact, 

studies by Kothari & Shanken (1995), Chan & Lakonsihok (1993), Fama & French (1992 and 

Amihud, Christensen, & Mendelson (1992) failed to accord on the generally accepted view that 

beta values and earnings are correlated. In practice, the beta or riskiness of an asset is calculated by 

“… the covariance of its return with the market return divided by the variance of the market return” 

(Fama & French, 2004, p. 28), which is the slope of the regression line
62

    
    

  
. In that sense, 

beta is a normalised variable, with no upper or lower limits, which is expressed as a ratio of two 

variances and as such cannot be calculated for a single asset. When beta exceeds unity, the earnings 

of the asset in the regression are likely to mirror the volatility of the benchmark. Conversely, an 

asset with a beta less than unity will generally be less volatile than the benchmark. When beta dips 

below unity, the asset‟s earnings are prone to be inversely related to the volatility of the 

benchmark. However, a beta of zero means that the asset is uncorrelated with the benchmark, but 

may still carry risks. Given these conditions, a perfect benchmark‟s beta must equate to unity. 

Interestingly, Fernandez (2013, p. 10) reports, “… 80% of the betas used in valuations are in the 

interval between 0.7 and 1.5”. 

In the CAPM and APM, beta returns a measure of risk at a historical point in time. Given both 

these models contemplate a marginal investor with a diversified portfolio, this risk cannot be 

diversified away and as such is rewarded by the market. Whereas beta signals the riskiness of the 

asset, the    
= (

    

(   (   
)
 

 value of the regression estimates the portion of that risk that cannot be 

diversified. By extension, the residual risk calculated by (       represents that which can be 

diversified and is therefore not rewarded. Since franchisees are not diversified, they have to 

contend with both market and company specific risks (total beta) which are measured by  
  

  
. 

Indeed, this is a compelling reason as to why traditional betas that measure systematic risks cannot 

be used in valuing franchises. Moreover, it establishes the case for the „uncorrelated‟ relative 

volatility ratio (as compared to the correlated ration in the CAPM) as an important component in 

                                                      
62

 Also called the security characteristic line (SCL)  
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assessing risks in private company earnings because it considers the asset autonomously of the 

market portfolio. However, in the FRE it is argued that franchisees can mitigate some risks specific 

to the business, namely soft risks. To that end, the following methodology explores how total beta 

can be adjusted for the presence of soft risks in the calculation of a risk premium for franchisees. 

11.5 The FRIM methodology and simulation 

In this thesis, the FRIM is presented theoretically without proof of concept, which can only be done 

by a combination of mathematical proofs and access to empirical quantitative and qualitative data. 

In an effort to progress the exposition of the franchise risk imputation construct, and bridge the gap 

between pure theory and praxis, baseline earnings data are simulated for a number of fictitious 

franchisors and franchisees in an industry. This data set is then configured to illustrate and test 

various mathematical propositions relating to the determination of risk premium under the FRIM. 

To assist in this process, a directory of notations together with a schema of the FRIM process is 

provided below which guide the ensuing discussion and computations of various metrics. FRIM 

notations 

      = Imputed endogenous beta ErMkt = Expected return of market portfolio 

      = Imputed industry beta Erzee = Expected return of target franchise 

      = Imputed market beta Ind = Subject industry 

      = Imputed system beta Kc = Cost of capital 

    = Imputed total beta Ke = Cost of equity 

      = Imputed franchisor beta Mkt = Market index 

   = Market beta MIF = Market index factor 

   = Total beta MSR = Market specific risk 

AEBIT = Average EBIT NTA = Net tangible assets 

ANTA = Average NTA QA = Quarterly average earnings 

Clc = Comparable listed company QI = Quarterly indices for earnings 

CoeCAPM = Cost of equity under CAPM RAf = Risk averseness factor 

CoeDTBM = Cost of equity under DTBM Rfr = Risk free rate 

CoeFRIM = Cost of equity under FRIM RMf = Risk mitigation factor 

CSR = Company specific risk ROI = Return on investment 

CSRIFMkt = Market CSR imputation factor Rp = Risk premium 

CSRIFEnd = Endogenous CSR imputation factor RpCAPM = Risk premium under CAPM 

CSRIFInd = Industry CSR imputation factor RpDTBM = Risk premium under DTBM 

CSRIFSys = System CSR imputation factor RpFRIM = Risk premium under FRIM 

CSRIFZor = Franchisor CSR imputation factor RpInd = Industry risk premium 

EBIT = Earnings before interest and tax Sys = Franchise system 

End = Endogenous level of the FRE Zee = Franchisee 

ErInd = Expected return of target industry Zor = Franchisor 

11.5.1. Data sourcing 

It was mentioned earlier that in absence of empirical information about the earnings of franchisors 

and franchisees, such information had to be artificially created. The process for doing this entailed, 
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(a) the identification of suitable cohorts, (b) the simulation of quarterly earnings of franchisee, 

franchisors and comparable listed companies for twenty consecutive quarters (c) the consolidation 

of earnings for each of the franchise systems as well as (d) the consolidation of net tangible assets 

for each of the franchise systems in a target industry, say the food industry.  

a) Identify target firm for valuation 

The following targets were identified from the food industry for inclusion in the analysis. Each 

cohort is identified by a short name. For instance, franchisee-4, of franchise system-3 is denoted 

Zee.3.4 which is selected for this analysis. The target franchisor is Angry Jacks and the franchisee 

is Izee.3.4 of the same brand. 

 Five franchisors from five separate franchise systems approximating in size and maturity. 

They are denoted as Zor.1, Zor.2, Zor.3, Zor.4, and Zor.5. 

 Five publicly listed companies that are comparable to the franchisors‟ business denoted as 

Clc.1, Clc.2, Clc.3, Clc.4, and Clc.5. 

 Five representative franchisees from each franchise system denoted as Zee.3.1, Zee.3.2, 

Zee.3.3, Zee.3.4, and Zee.3.5. 

b) Simulation of quarterly earnings indices 

Given ex ante earnings are unobservable, FRIM like CAPM, and APM resort to realised earnings 

to inform the calculation of beta. FRIM uses historical operating earnings before interest and tax-

EBIT to obtain an unlevered beta. This static historical measure of risk is presumed to be an 

acceptable predictor of the future (Damodaran, 2012a and Goetzmann & Ibbotson, 2006) and is 

generally recommended by practitioners to be calculated over a minimum of five years (Gonedes, 

1973 and Koller, Goedhart, & Wessels, 2010). Unlike most independent businesses, franchises are 

typically subject to strict reporting requirements, such as the lodgement of management accounts 

with the franchisor. Often these accounts are required at least quarterly, and need to be prepared 

according to standard accounting guidelines and principles as specified in the franchise agreement 

or the operations manual. Under these circumstances, the EBIT reported can be relied upon for 

comparability across franchisees of the same system. In the case of mature franchisors, they also 

self-impose strict reporting guidelines and strive towards observing governance systems found in 

public companies. 

To begin, the simulation of nonsynchronous earnings data were randomly generated by using the 

Microsoft Excel RAND function. The RAND function returns a random cardinal number between 

predetermined lower and upper range values. All raw and base data used in calculating various 



 An integrated economic model for the evaluation of franchise systems 

- A synthesis of agency and corporate finance theories 

 

 

212 

 

metrics for this chapter are contained in accompanying file named Franchise Risk Imputation 

Evaluator Ver. F.12.10.14 SN 2784368. 

      (                (            

       (                (           

       (             (         

c) 3-year franchisee earnings- EBIT 

EBIT values for each of the five franchisees of the five franchise systems in the Fast Food Industry 

were individually aggregated and used as the numerator in calculating system and industry returns 

on investment. 

 

 1 2 3 4 5 6 

 3-year Average EBIT of franchisees of franchise systems 1, 2, 3, 4, and 5 

 Franchise 

system 1 

Franchise 

system 2 

Franchise 

system 3 

Franchise 

system 4 

Franchise 

system 5 
Total 

B1 696,408 710,853 693,345 699,287 706,332 3,503,326 

Table 51- Franchisee EBIT 

d) Most recent year franchisee net tangible assets- NTA 

NTA values for each of the five franchisees of the five franchise systems in the Fast Food Industry 

were individually aggregated and used as the denominator in the calculation of system and industry 

return on investment. 

 

 1 2 3 4 5 6 

 Franchise 

system 1 

Franchise 

system 2 

Franchise 

system 3 

Franchise 

system 4 

Franchise 

system 5 
Total 

B2 3,822,321 3,816,807 3,870,636 3,847,147 3,849,927 19,206,838 

Table 52- Average net tangible assets 

11.5.2. Data conversion  

Following the creation of controlled random earnings values for the five comparable listed 

companies, five franchisors, and twenty franchisees; quarter-to-quarter changes in those earnings 

were calculated to return earnings indices for use in regression analysis.  

a) Quarterly earnings indices- Comparable listed companies 
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Quarter-to-quarter changes in earnings indices for five industry-comparable listed companies in the 

fast food industry are averaged for use in regression analysis, where Rclc denotes raw earnings and 

Iclc denotes quarterly change in earnings indices. 

Iclc = 
             

       
 

 1 2 3 4 

 Year 1 

Quarters 1-5 

Year 1 

Quarters 6-10 

Year 1 

Quarters 11-5 

Year 1 

Quarters 16-20 

B3 0.017 0.015 0.024 -0.017 

B4 -0.030 -0.014 -0.004 0.023 

B5 0.010 0.053 0.002 0.021 

B6 0.002 -0.054 0.020 0.001 

B7 -0.014 0.000 -0.029 -0.020 

Table 53- Comparable listed companies quarterly indices 

b) Quarterly earnings indices- Franchisors  

Quarter-to-quarter changes in earnings indices for target fast food franchisor (Izor.3) are averaged 

for use in regression analysis, where Rzor denotes raw earnings and Izor denotes quarterly change 

in earnings indices. 

Izor =  
             

       
 

 1 2 3 4 

 Year 1 

Quarters 1-5 

Year 1 

Quarters 6-10 

Year 1 

Quarters 11-5 

Year 1 

Quarters 16-20 

B8 0.077 0.045 -0.011 -0.043 

B9 -0.095 0.005 -0.062 0.049 

B10 0.135 -0.078 0.138 -0.058 

B11 -0.049 0.176 -0.110 0.140 

B12 -0.051 -0.067 0.055 -0.123 

Table 54- Franchisor quarterly earnings indices 

c) Quarterly earnings indices- Franchisees 

Quarter-to-quarter changes in earnings indices for fast food target franchisee (Izee.3.4) are 

averaged for use in regression analysis, where Rzee denotes raw earnings and Izee denotes 

quarterly change in earnings indices. 

Izee =  
             

       
 

 1 2 3 4 

 Year 1 

Quarters 1-5 

Year 1 

Quarters 6-10 

Year 1 

Quarters 11-15 

Year 1 

Quarters 16-20 

B13 0.129 0.318 0.021 0.119 

B14 -0.087 -0.053 0.190 -0.128 

B15 -0.054 -0.153 -0.194 0.031 

B16 0.021 0.077 0.136 0.107 

B17 -0.140 -0.075 -0.079 -0.045 
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Table 55- Franchisee quarterly earnings indices 

 

d) Quarterly earnings indices- System  

Quarter-to-quarter changes in earnings indices for target franchise system (Isys.3) are averaged for 

use in regression analysis, where Rsys denotes raw earnings and Isys denotes quarterly change in 

earnings indices. The calculation of Rsys and Isys included earnings of all franchisees and the 

franchisor of the same system. 

        =  
                                                     

 
 

 1 2 3 4 

 Year 1 

Quarters 1-5 

Year 1 

Quarters 6-10 

Year 1 

Quarters 11-5 

Year 1 

Quarters 16-20 

B18 0.107 -0.009 -0.036 0.092 

B19 -0.126 -0.037 -0.002 -0.030 

B20 0.011 0.038 0.023 0.060 

B21 0.017 -0.017 0.077 0.002 

B22 0.037 0.072 -0.098 -0.036 

Table 56- System quarterly earnings indices 

e) Quarterly earnings indices- Industry  

Quarter-to-quarter changes in earnings indices for target franchise industry are averaged for use in 

regression analysis, where Rind denotes raw earnings and Iind denotes quarterly change in earnings 

indices. The calculation of Rind and Iind included earnings of all franchisees and all franchisors of 

the same industry. 

     = 
                                  

 
 

 1 2 3 4 

 Year 1 

Quarters 1-5 

Year 1 

Quarters 6-10 

Year 1 

Quarters 11-5 

Year 1 

Quarters 16-20 

B23 0.015 0.008 -0.012 -0.015 

B24 -0.042 0.012 -0.011 0.025 

B25 0.043 0.004 0.017 -0.001 

B26 0.000 0.007 0.025 0.004 

B27 0.001 0.021 0.007 -0.005 

Table 57- Industry quarterly earnings indices 
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f) Summary of quarterly earnings indices 

The following indices are used in regressions Iclc B3-1 to B7-4, Izor.3 B8-1 to B12-4, Iind 

B23-1 to B27-4, Isys.3 B18-1 to B22-4, and Izee.3.4 B13-1 to B17-4. 

  1 2 3 4 5 

 
Quarter 

Market 

Iclc 

Franchisor 

Izor.3 

Industry 

Iind 

System 

Isys.3 

Franchisee 

Izee.3.4 

B28 1 0.017 0.077 0.015 0.107 0.129 

B29 2 -0.030 -0.095 -0.042 -0.126 -0.087 

B30 3 0.010 0.135 0.043 0.011 -0.054 

B31 4 0.002 -0.049 0.000 0.017 0.021 

B32 5 -0.014 -0.051 0.001 0.037 -0.140 

B33 6 0.015 0.045 0.008 -0.009 0.318 

B34 7 -0.014 0.005 0.012 -0.037 -0.053 

B35 8 0.053 -0.078 0.004 0.038 -0.153 

B36 9 -0.054 0.176 0.007 -0.017 0.077 

B37 10 0.000 -0.067 0.021 0.072 -0.075 

B38 11 0.024 -0.011 -0.012 -0.036 0.021 

B39 12 -0.004 -0.062 -0.011 -0.002 0.190 

B40 13 0.002 0.138 0.017 0.023 -0.194 

B41 14 0.020 -0.110 0.025 0.077 0.136 

B42 15 -0.029 0.055 0.007 -0.098 -0.079 

B43 16 -0.017 -0.043 -0.015 0.092 0.119 

B44 17 0.023 0.049 0.025 -0.030 -0.128 

B45 18 0.021 -0.058 -0.001 0.060 0.031 

B46 19 0.001 0.140 0.004 0.002 0.107 

B47 20 -0.020 -0.123 -0.005 -0.036 -0.045 

Table 58- Quarterly indices for Iclc, Izor, Iind, Isys, and Izee 

g) Expected return on investment- Franchisee 

The Expected return for the target franchisee-operated business is taken to be the sum of the 

average of the earnings before interest and tax of all franchisees of the target franchise system 

divided by the sum of their average net asset values for the same period  

    =  
∑         

 
    

∑         
 
   

 

    = 
         

          
 = 17.835 

11.5.3. Sensitivity analysis 

The following statistical metrics are based on the simulated data for Iclc, Izor.3, Izee.3.4, Iind, and 

Isys.3. They calculate the standard deviation, the variance, the covariance, the coefficient of 

correlation, and the coefficient of determination of five regressions in the FRE. These metrics are 
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later used in calculated imputed betas for inclusion in risk premiums. To support these calculations 

and simulations a companion electronic program is provided
63

.  

a) Standard deviation of earnings indices 

      = √
∑(     

   
 

 

 1 2 3 4 5 

                                       

B48 0.0242 0.0923 0.0175 0.0597 0.1316 

Table 59- Standard deviation of Iclc, Izor.3, Iind, Isys.3, and Izee.3.4 earnings 

 

b) Variance of earnings indices 

      
  = (√

∑(     

   
)

 

 

 

 1 2 3 4 5 

   
       

         
      

         
         

B49 0.0006 0.0085 0.0003 0.0036 0.0173 

Table 60- Variance of Iclc, Izor.3, Iind, Isys.3, and Izee.3.4 earnings 

c) Statistical relationships of FRE levels 

The covariance of the regressions             ,                 ,                 , and                can 

return any value (natural, integers and rational numbers) and as such it is not mathematically 

possible to use these values to measure the correlation between any two of the variables being 

regressed. It only measures the absolute strength of the linear relationship between the two FRE 

levels being analysed. As indicated below, this deficiency is addressed by the coefficient of 

correlation, which measures the relative strength of the association by returning a coefficient 

between 1 and -1. 

 

 

                                                      
63

 Franchise Risk Imputation Evaluator (FRIM) is a fully automated instrument written in Microsoft Excel that allows raw earnings 

values to be converted into quarterly indices, which are then automatically processed to calculate risk premiums under the FRIM, 

CAPM, and DBTM 
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Covariance 

         = 
∑ (      

   (     

   
 

 1 2 3 4 

                                                               

B50 -0.00036 0.00052 0.00180 -0.00022 

Table 61- Covariance of earnings 

 

Correlation of coefficient 

        = 
∑ (      

   (     

   
 (√

∑(      

   
 √

∑(     

   
) 

        =   
    

       
  

 

 1 2 3 4 

                                                               

B51 -0.16093 0.04239 0..22882 -0.08401 

Table 62- Correlation coefficient of earnings 

Correlation of determination of earnings indices 

Whereas the correlation coefficient-r measures the degree of the relationship between any two 

variables in the FRE, when this coefficient is squared, it returns the coefficient of determination-r
2
, 

which measures the strength of the relationship. It measures the portion of the variability the 

earnings indices at one FRE level that can be determined from the relationship with the other level 

of interest. However, it is important to understand that these coefficients do not and cannot inform 

the analysis on the cause and effect; they can only estimate the tendency that the earnings of one 

level will move in the same way as another. When the correlation coefficient-r is squared and 

expressed as the coefficient of determination-r
2, the variability in earnings indices of one level of 

the FRE can be predicted from the relationship with another level in percentage term (Tabachnick 

& Fidell, 1996). As demonstrated below, this is a key statistic in establishing betas at each of the 

risk level of the FRE. 

         =   
∑ (      

   (     

   
 (√

∑(      

   
 √

∑(     

   
)

 

 

         =   (
    

       
)
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 1 2 3 4 

                                                                   

B52 0.02590 0.00180 0.05236 0.00706 

      Table 63- Correlation of determination of earnings 

11.5.4. Risk imputation 

a) Total beta 

Total beta is the uncorrelated relative volatility ratio that indicates the total risk of an investment 

independent of the market. It includes company specific risk CSR and market specific risk MSR. 

      = 
  

  
 

 1 2 3 4 

                                                                   

B53 3.81840 1.42505 2.20377 7.51062 

Table 64- Total beta of earnings 

b) Market specific risk- MSR 

In portfolio theory, the market beta is a correlated relative volatility ratio. It informs the theory 

about the marginal risk added to a portfolio by adding a risky asset. Those risks are related to the 

market and cannot be diversified MSR. Given that the coefficient of determination-r
2
 expresses in 

percentage terms the extent that variability in earnings indices at one level of the FRE can be 

explained in terms of its relationship with the other, a market specific beta can be calculated by 

multiplying the total beta value by the coefficient of determination of the regression. 

       =  
  

  
  (

    

       
)
 

  

 

 Market regression  

       =   
       

     
   

 
             

 Franchisor regression 

      =   
         

       
  

 
             

 System regression 

      = 
         

       
   

 
            

   Industry regression 

      =  
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1 2 

 Metric Value 

B54        3.81840 x 0.02590 = 0.09889 

B55        1.42505 x 0.02590 = 0.03690 

B56        2.20377 x 0.02590 = 0.05707 

B57        7.51062 x 0.02590 = 0.19450 

  Table 65- Market specific betas 

c) Company specific risk- CSR 

The difference between total beta and market specific beta estimates company specific betas for 

each of the regressions in the FRE. However, for the purposes of calculating a risk premium under 

the FRIM,        is the beta of interest as will be demonstrated later. 

       =  
  

  
  [

  

  
  (

    

       
)
 

]  

 

 Market regression 

      = 
       

     
         

 Franchisor regression 

       =  
         

       
         

 System regression 

      =  

         

       
         

 Industry regression 

       = 
         

     
         

 1 2 

 Metric Value 

B58        3.81840  0.09889 = 3.71951 

B59        1.42505  0.03690 = 1.38814 

B60        2.20377  0.05707 = 2.14670 

B61        7.29645  0.19450 = 7.31612 

B62        
3.71951 + 1.38814 + 2.14670 + 

7.31612 = 14.57047 

 Table 66- Company specific risk 
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d) Company specific risk imputation factor- CSRIF 

The summation of company specific risk associated with each level of the FRE B62-2 

       = 14.57047 can now be used as a base to calculate an imputation factor for specific risk. 

Because the franchisor is deemed the most comparable index for the franchisee, it can be imputed 

that the B59-2       = 1.38814 being difference between total beta B53-2                   = 1.42505 

of that relationship and the beta of the market-wide index B55-2       = 0.03690 can be 

attributed to company specific risk facing franchisees within the FRE. Consequently, this risk must 

be spread across and imputed at each level of the FRE, specifically at the endogenous level where 

soft risks can be isolated and adjusted. 

 Franchisor company specific risk imputation factor 

          
      

       
 

 System company specific risk imputation factor 

           
      

      
 

 Industry company specific risk imputation factor 

          
      

      
 

 Endogenous company specific risk imputation factor 

         
      

      
     

 1 2 

 Metric Value 

B63          3.71951 ÷ 14.57047 = 0.25528 

B64          1.38814 ÷ 14.57047 = 0.09527 

B65          2.14670 ÷ 14.57047 = 0.14733 

B66          7.31612 ÷ 14.57047 = 0.50212 

B67 
         

0.25899 + 0.09665 + 0.14947 + 0.49489 = 

1.000 

Table 67- Company specific risk imputation factors 

 

11.5.5. FRIM discussion 

Assuming that franchisors are the most diversified group in the FRE with the highest level of 

diversifiability
64

 as indicated in Fig.5. By regressing the average earnings indices of the franchisor 

with those of the comparable listed companies, the strength of the relationship between the two 

                                                      
64

 See chapters 7.2 and 10.4.1 for a discussion of the risk hierarchy in the FRE 



 An integrated economic model for the evaluation of franchise systems 

- A synthesis of agency and corporate finance theories 

 

 

221 

 

variables is estimated by the B51-1 correlation coefficient of -0.16093 and the portion of variability 

in the franchisor‟s earnings that is explained by the market index is estimated by B52-1 coefficient 

of determination-r
2 

value of 0.00180.  

Let             
  = (

            

               
)
 
 (

        

(                 
)
 
        = MIF (market index factor) 

Additionally, the B54-2 beta 0.09889 of these variables is estimated by the slope of the regression 

line. In context of portfolio theory, this beta represents the marginal risk added to a diversified 

portfolio by adding a risky asset. Theoretically, each asset faces both market specific risks MSR 

and company specific risks CSR. Whereas CSR can be eliminated in the portfolio, MSR are deeply 

embedded as they are structurally influenced by macro-economic factors. Because MSR are 

substantially beyond the control of management, they are priced and rewarded by the market. To 

do this, the correlation coefficient is used to extract that portion of total risk that relates to market 

risk only, namely beta of 0.37566, which is calculated by: 

                  = (
            

               
)   

       

     
 (                    -0.61448 

Seeing that the coefficient of determination-r
2
 determines the proportion of risks attributable to 

MSR, by simple deduction (       returns all other risks, namely CSR. Now, given the earnings 

of franchisees are highly correlated with those of their franchisors
65

, and that the franchisor is 

indexed to the market, it seems appropriate that the coefficient of determination-r
2
 of the market 

index, that is the MIF of 2.59% should equally apply to the franchisor‟s franchisees, its systems, 

and industry. In other words, by definition MSR of the market index are market-wide risks and as 

such, at least theoretically should be the same for and apply to, every other comparable market 

participant, such as members of the FRE
66

 (Damodaran, 1998). In that context, for any regressions 

in the FRE an assumption can be made about the proportion of total beta that is attributable to 

market risk by applying the MIF of 2.59% as a multiplier. 

In B53-2 to B53-4, total risk is estimated for the franchisor (1.42505), for the system (2.20377), 

and for the industry (7.51062) levels of the FRE by separately regressing their respective earnings 

indices against the target franchisee‟s average earnings index. Since it is assumed that the portion 

of total risk that is attributable to market risk is fixed at 2.59% for all members of the FRE, the 

market specific risk for each level can be estimated by multiplying their respective total beta by the 

MIF of the market regression. The values for market specific risk MSR at the market (0.09889), 

franchisor (0.03690), system (0.05707), and industry (0.19450) levels of the FRE are calculated at 

B54-2 to B57-2. By extension, values for company specific risk CSR for each level of the FRE are 

                                                      
65 See chapter 9 
66 See chapter 7 
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the arithmetic difference between their total risk and respective MSR as calculated in B59-2 to 

B62-2. 

It was determined earlier that the portion of risk to be allocated to MSR is the same for all members 

of the FRE and determined by MIF which when multiplied by the total risk of the franchisor level 

of the FRE returns the MSR for that level (1.42505  0.02590) = 0.03690. Assuming that the 

franchisor is the best proxy for the franchisee, then the total beta of the franchisee/franchisor 

regression ought to be the preferred proxy for franchisees. Knowing that total risk/beta is 1.42505 

and market risk MSR is 0.03690, the next task is to allocate the residual B59-2 company specific 

risk CSR of (1.42505 – 0.03690) = 1.38814 or [                   (                )] = [1.42505  

(1– 0.02590)] = 1.38814 at B59-2 across the FRE. In effect, 99.82% of the risks identified by 

regressing earnings indices of the franchisee against those of its franchisor are estimated to be 

company specific risks associated with the franchisor, system, industry, and endogenous levels. 

The following process allows the allocation of CSR and the adjustment of soft risk to be made and 

market rewards to be formulated based on non-diversifiable risks alone. 

The FRIM process to allocate CSR of 1.38814 is as follows:  

i. Obtain the total beta        of each of FRE regression as per B53-1 to B53-4.  

ii. Calculate the company specific risk CSR of each FRE regression as per B72-3 to B76-3 by 

multiplying total beta       by (               ) being the fixed market-wide risk 

allocation MIF. Accepting that the coefficient of determination-r
2
 isolates in percentage 

terms the variability in earnings indices that is attributable to market risks, then by 

extension, since r
2
 is always returned as a relative ratio between 1 and -1, the difference 

between 1 and the percentage allocated to market risk must be risks associated with the 

company. 

iii. Calculate a CSR imputation factor CSRIF (the ratio of each level‟s CSR to the total CSR in 

the FRE) as per B72-54 to B76-4 by dividing each CSR by        being the total CSR for 

the FRE as per B62-2. 

iv. Calculate imputed beta factor     for each FRE level by multiplying their CSR imputation 

factor CSRIF by the total beta    of the (franchisee, franchisor) regression less the market-

wide beta (1.42505 – 0.03690) = 1.38814, where:  

 Total beta =                   = 
         

       
  

       

       
 = 1.42505  1.425 
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And, 

 Market-wide beta of 0.037 (0.036908 rounded) is estimated by 

(                               
 )  (                    

This imputed market-wide beta of 0.037 is returned for the uppermost level of the FRE, 

being the market level. By deducting this imputed value for market risk from total risk, a 

value of 1.38814 is returned for company specific risks residing at the bottom four levels of 

the FRE. The allocation of these risks to each level of the FRE is simply performed by 

multiplying their respective CSRIF by 1.38814 as shown in B72-5 to B76-5 below. 

 1 2 3 4 5 

 

FRE level 

Total 

risk 

(ßt) 

Company specific risk  

(CSR) 

CSR 

Imputation 

factor (CSRIF) 

Imputed  

beta  

factor (ßiT) 

 

B72 Market  0.037 N/A N/A 

1.42505  

0.02590 = 

0.03690 

B73 Franchisor 

1.388 

               (               )   

          (           

          

3.71951 ÷ 

14.57047 = 

0.25528 

0.25528  

1.38814 = 

0.35436 

B74 System 

                   (               )  

          (           

          

1.38814 ÷ 

14.57047 = 

0.09527 

0.09527  

1.38814 = 

0.13225 

B75 Industry 

                   (               )  

          (           

          

2.14670 ÷ 

14.57047 = 

0.14733 

0.14733  

1.38814 = 

0.20452 

B76 Endogenous 

                 (               )  

          (           

          

7.31612 ÷ 

14.57047 = 

0.50212 

0.50212  

1.38814 = 

0.69701 

B77 Total  1.425 
3.71951 + 1.38814 + 2.14670  + 7.31612  = 

14.57047 

0.25528 + 0.09527 + 

0.14733 + 0.50212 = 

1.00 

0.35436 + 0.13225 + 

0.20452 + 0.69701  = 

1.42505 

 

       Table 68- Imputed beta summary calculations 

 

The imputation of risks at each level of the FRE now allows a risk premium to be calculated 

according to the FRIM hypothesis. Therefore, knowing that total risk can be dispersed and 
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quantified for each level of the FRE, that which relates to the endogenous level can now be 

adjusted for soft risks and a risk premium calculated. 

11.6 Risk premium calculation 

Risk premium is a critical parameter in finance as it is the economic enticement for investor to 

deviate from a risk free investment. It is the compensation for committing human and financial 

capital to the unknown and the unseen. This is essentially the nature of any investment as returns 

are prospectively derived and as such are exposed to different types of risks. These risks ultimately 

reflect the asset‟s ability to close the gap between expected and realised cash-flows. In situations 

where the gap is wide enough or is sustained for long enough, the risk of these cash-flows is 

compounded by the risk of capital dilution or outright ruination. 

Conventional practice estimates risk premium in three main ways, (a) polling investors, (b) using 

historical returns as proxies, and (c) using present returns as baseline estimates (Damodaran, 2012a, 

Welch, 2007 and Goetzmann & Ibbotson, 2006). Indeed, the last two approaches have been 

criticised for being too retrospective and too reliant on „clinical‟ historical data generated by the 

market. Risk premium under the FRIM fuses these three approaches in addressing key risk 

determinants discussed by Damodaran (2012a) such as risk aversion, consumption preference, 

macro-economic risk, information, and liquidity. At its core, the FRIM focalises and eliminates soft 

risk from the risk pricing process. It does this by indirectly adjusting the risk premium for 

franchisee risk averseness and risk mitigation by directly correcting risks at the endogenous level of 

the FRE. The FRIM rewards all risks except those identified and quantified as soft. Unlike the 

CAPM, it dismisses the concept of the marginal investor with a diversified portfolio. Instead, it 

contemplates the franchisee as a single investor with a concentrated portfolio of limited assets, 

which is predominantly weighed down by the franchisee-operated business. Therefore, by 

definition the franchisee‟s portfolio cannot achieve the lowest risk for a given level of return as 

required in the Markowitz efficient frontier
67

 and the CAPM. Furthermore, franchisees are special 

business owners in so far that they desire a business of their own but not on their own. This is why 

they choose a franchise. In contrast, independent operators are compensated for taking on risks 

from a larger and more diversified pool of businesses 

By preferring a franchise to an independently operated business, franchisees are subject to unique 

demand and supply conditions. Their wants and preferences are narrowly defined (franchisee-

operated businesses) and available only from an equally narrow supply source (franchise systems), 

which contradicts an implied assumption of the CAPM and portfolio theory. While the CAPM and 

other portfolio-based theories are anchored on investors being fully diversified, the FRIM assumes 

                                                      
67

 The Markowitz model requires all investors to hold a portfolio of every risky asset in the economy so that returns can be maximised 

and risks minimised through diversification  
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that franchisees are not diversified by virtue of resource limitation, contractual constraints
68

, and 

volition, notwithstanding the economic merits of diversification. However, it begs the question as 

to why diversified individuals other than franchisees do not step in this private setting (the 

franchise sector) to exploit the relatively cheap asset price (the franchise offering) caused by a 

discount for company specific risk. Conceivably, resource rich profit-takers could create a 

diversified portfolio by acquiring several minimally correlated franchises that have been fully 

discounted for total risk (MSR and CSR). They can then shed all or most CSR, and 

“… earn an excess return per unit of total risk that far exceeds that which is achievable in the 

marketplace” (Angell, 2012). This transaction is unlikely to occur in franchising because of the 

contractual restrictions that franchisors impose on franchise owners, regarding multiple-site 

ownership, and passive ownership. In any case, if the franchisor were to invite diversified investors 

to take up franchises, these investors would be disposed to paying more for the franchise because 

they perceive risk differently and do not discount the franchisee-operated business value for CSR. 

If this scenario were to continue for the long term, it is likely that prices would keep rising before 

they start falling as the franchise system would lose the operational efficiencies of having 

an „owner-operator” in effective control of the business. 

As it stands, the valuation imperative for both diversified and undiversified investors is the 

reckoning of an appropriate risk premium. As discussed above, the FRIM relies on a set of 

imputation parameters as featured in Table-69, in arriving at a risk premium for incorporation in 

TVM-6
69

. These imputed parameters together with a set of specific parameters relating to risk 

mitigation, risk averseness factor, risk free rate, expected return on market, expected return on 

industry, expected return on system, and industry risk premium are  now conjunctively applied in 

calculating risk premiums under the FRIM, CAPM and DTBM. 

 1 2 3 

 Imputation parameter Notation Value 

B78 Imputed market beta       0.03690 

B79 Imputed franchisor beta       0.35436 

B80 Imputed system beta       0.13225 

B81 Imputed industry beta       0.20452 

B82 Imputed endogenous beta       0.69701 

B83 Imputed total beta     
0.03690 + 0.35436 + 0.13225 + 0.20452 + 0.69701  

= 1.42505  1.425 

 

Table 69- Imputed betas for FRE levels 

 

                                                      
68

 Franchisees are often highly geared. In many mature systems, their franchisors guarantee their debt obligations to financiers. In 

return, franchisees agree to enter certain caveats and financial covenants to ensure that debt repayment is prioritised and secured, which 

effectively restricts their capacity to fund any diversification activities 
69

 See chapter 8 for a discussion of the true value model (TVM-6) 
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 1 2 3 4 

 Specific parameters Notation Value Source 

B84 Risk mitigation factor     0.912 See calculation in chapter 13. 

B85 Risk averseness factor     0.680 See calculation in chapter 12. 

B86 Risk free rate     4.500% Treasury bills 

B87 Expected return on market       13.000% See calculation in chapter 11 

B88 Expected return on industry       18.240% See calculation in chapter 11 

B89 Expected return on system       17.835% See calculation in chapter 11 

B90 
Industry risk premium       13.74% 

(             See calculation in 

chapter 11 

Table 70- Risk premium parameters 

 

 

Figure 15- Franchise Risk Ecology Hierarchy developed for this thesis 

 

 

 

Market risk

System risk

Industry risk

Endogenous 

risk

Franchisor risk

Single 

franchisee

Endogenous 

risk

(soft and hard risk)

Imputed beta 

values

0.132

0.354

0.037

0.204

0.697

Total beta 

value

1.425

Soft risks are found in the white areas of the endogenous riskcircle.  They are eliminated from risk pricing by 

franchisee risk aversion and mitigation efforts leaving only hard risk to be rewarded.

Total risk = 0.037 + 0.354 + 0.132 + 0.204 +  0.697 = 1.425

FRE risk priced and rewarded = 0.037 + 0.354 + .0132 + 0.204 + 0.061 =  0.167

Hard risk = ßiEnd   [(1 - RMf  ) x RAf)  † RAf = 0.697 x 0.088= 0.061   

Hard risk 0.061

Soft risk 0.636
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a) Franchise risk imputation model- FRIM  

Five core characteristics: 

 Market and company specific risks are fully priced after adjusting for soft risks. 

 Franchisees are not diversified. 

 Risk premium is based on retrospective and prospective parameters. 

 Risks are spread across five levels in franchise risk ecology. 

 Risks measured in terms of variability in expected returns. 

 FRIM- Risk premium 

RpFRIM = (expected return of target franchisee  risk free rate  imputed market beta) + (expected 

return of target  franchisee  risk free rate  imputed industry beta)  (expected return of target 

franchisee  risk free rate  imputed system beta) + (expected return of target franchisee  risk free 

rate  imputed franchisor beta) +  (imputed endogenous beta  (1 - risk mitigation factor  risk 

averseness factor) ÷ risk averseness factor)   expected return of target franchisee  risk free rate 

       = (                     (                     (                      

(                     (       ((                       (               

 

 Formula 3.3  

       = (              (       ((                     (                

  As per Tables 36 and 37 metrics for risk premium under FRIM are calculated thus: 

       = (1.425  0.697) + 0.697  ((1 - 0.912)  0.68) ÷ 0.68 × (17.835  4.50) = 10.527 

 

Where soft risk are eliminated from the risk pricing structure by          (       ((        

               = [0.697- (0.697  ((1 - 0.912)  0.68) ÷ 0.68)] leaving the valuation to only 

reward hard risk of 0.061. Whereas,      gives a measure of the franchisee‟s disposition towards 

taking on endogenous risks,     signals the franchisee‟s preparedness and expectedness to mitigate 

those risks. Therefore the portion of     that can be managed away as measured by      is applied 

to the endogenous beta of        to calculate risks that can be priced and rewarded. 

 FRIM- Cost of equity 

From this, we can calculate the cost of equity- 
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 Formula 3.4  

         = [(              (       ((                     (            ]              

  As per Tables 36 and 37 metrics for cost of equity under FRIM are calculated thus: 

        = (1.425  0.697) + 0.697  ((1 - 0.912)  0.68) ÷ 0.68 × (17.835  4.50) + 4.50 = 

15.027 

b) Capital asset pricing model- CAPM  

Five core characteristics: 

 Only market risks are priced. 

 Franchisees are fully diversified. 

 Risk premium is based entirely on retrospective parameters. 

 Risks are spread in an efficient market portfolio. 

 Risks measured in terms of variability in expected returns. 

 CAPM- Risk premium 

       = total market specific beta*  (expected return of market portfolio   risk free rate) 

*Equivalent to the imputed market beta ßiMkt in the FRIM  

Formula 3.5  

        =       (              

  based on Tables 36 and 37 metrics for risk premium under CAPM are calculated thus: 

       = [0.037  (13.00  4.50)] = 0.314 

 CAPM- Cost of equity  

Formula 3.6  

        = [      (            ]        

  As per Tables 36 and 37 metrics for cost of equity under CAPM are calculated thus: 

        = [(0.037  (13.00  4.50) + 4.50] = 4.814 



 An integrated economic model for the evaluation of franchise systems 

- A synthesis of agency and corporate finance theories 

 

 

229 

 

c) Damodaran total beta model- DTBM  

Five core characteristics: 

 Market and company related risks are fully priced. 

 Franchisees are not diversified. 

 Risk premium is based entirely on retrospective parameters. 

 Risks are spread in efficient market portfolio. 

 Risks measured in terms of variability in expected returns. 

 DTBM- Risk premium 

       = total beta  industry risk premium 

 

 Formula 3.7  

       =            

  As per Tables 36 and 37 metrics for risk premium under DTBM are calculated thus: 

       = (1.425  13.74) = 19.50 

 DTBM- Cost of equity 

CoeDTBM = (total beta  industry risk premium) + risk free rate  

Formula 3.8  

        = (                   

  As per Tables 36 and 37 metrics for cost of equity under DTBM are calculated thus: 

       = [(1.425  13.74) + 4.50] = 24.08 

11.7 Synthesis and simulation 

It was mentioned earlier that the theoretical foundations of the FRIM is grafted from CAPM and 

DTBM. Notwithstanding their commonalities, there are important differences in the way their beta 

is calculated, see Table-70. Earlier, beta was offered as the preferred measure of volatility and risk 

within the context of capital asset pricing. However, its use must be qualified. Firstly, beta is 

structurally incorporated in the calculation of a risk premium as a static parameter. This is not ideal. 

Whilst the earnings on passive assets may be less volatile than earnings of businesses over the same 

period, both asset groups contend with dynamic market conditions that affect their earnings. 
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Secondly, because beta is a product of a regression‟s correlation coefficient, it carries the risk that 

the regressors may not naturally fit. In other words, whereas the regression may return a high 

correlation, the cause an effect for that relationship remains unexplained and on that basis, the 

validity of the fit cannot be absolutely guaranteed. Given that perspective past volatility, based on 

beta alone cannot be the sole predictor of future performance.   

 

 1 2 3 4 

 
Model 

Beta  

calculation 

Risk premium  

(Rp) 

Cost of equity 

(Coe) 

B91 FRIM 

      = Beta is adjusted 

total beta measured by 

the standard deviation 

of the franchisee-

operated business 

divided by the standard 

deviation of the index 

adjusted for soft risk  

       (               

= 10.527 

[       (             ]       

= 15.027 

B92 CAPM 

      = Beta is market 

beta measured by the 

standard deviation of 

the franchisee-operated 

business divided by the 

standard deviation of 

the index times the 

regression‟s correlation 

coefficient 

       (               

= 0.314 

[       (            ]       

= 4.814 

B93 DTBM 

      = Beta is total 

beta  measured by the 

standard deviation of 

the franchisee-operated 

business divided by the 

standard deviation of 

the index  

       (               

= 19.580 

The industry risk premium in 

DTBM is assumes the 

difference between the 

expected return on the 

industry ErInd less the risk 

free rate Rfr. 

 

[      (            ]        

= 24.080 

 

 

     Table 71- Risk premiums 

In the FRIM beta/risk is measured in term of *(
    

    
        

)        (      +, where       

         (       ((                       , and assuming that        , then risk under the 

FRIM is 
    

    
 which of equivalence to that under DTBM‟s total beta  

    

    
. However, in the CAPM 

beta equals to (
    

    
   ) where r is the correlation coefficient of the regression. In the CAPM the 

most efficient portfolio contains either all risk free assets, or the market portfolio (all risky assets in 

the economy) which is tangentially located on the CML
70

 or a combination of the two. When either of 

these conditions exists, the portfolios are perfectly correlated with the market, which according to 

portfolio theory will only add undiversifiable risk to the portfolio when a marginal asset is added. In 

                                                      
70

 Indicated by the red marker in Fig.12 
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other words, the portfolio is optimally diversified with a beta equalling to the relative standard 

deviation of the regressors (portfolio and market) and a correlation coefficient equalling 1. Given that 

an optimally diversified portfolio under the CAPM returns a beta equal to 
    

    
  (when r = 1) and that 

total beta under the FRIM is also 
    

    
 (when         , one could reasonably ask why can‟t 

franchisee-operated businesses adopt the CAPM to arrive at a risk premium? The answer is clear. 

Franchisees are not diversified, because they either do not want to or cannot. They hold a single asset 

or concentrated portfolio and unlike the CAPM investor, they do not focus on the risk added by a 

marginal asset but rather the absolute risk of the concentrated asset. The fact that franchisees are not 

diversified, they do not seek to optimise returns by holding a selection of risky assets with covariant 

returns that maximise expected returns for a given level of risk (Damodaran, 2001). Unlike the 

efficient portfolio of the CAPM, the FRIM portfolio (concentrated asset) does not always perfectly 

correlate with the market (correlation coefficient does not always equal to 1) and can therefore 

straddle each side of the CML in quadrants 1, 2, 3 and 4 as indicated by the green stars in Fig.14. 

Extending that perspective, assets falling in quadrant 1 would be outstandingly preferred and valued 

for returning the highest expected returns at the lowest risk. 

 

 

Figure 16- FRIM and CAPM Quadrant Analysis developed for this thesis 

 

Under the FRIM, franchisees are assumed to be risk-averse and strive for, but never attain mean-

variance efficiency. Put differently, their ability to enjoy the highest return for the least amount of risk 

is severely constrained by their economic and contractual structure. They cannot hold the perfect 

combination of market portfolio and risk free asset as required by the CAPM because they do not have 
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the ability to diversify. For that reason, franchisees cannot conceivably operate on the capital market 

line. Consequently, diversification will be of no value to the franchisee. More importantly, the 

franchisee-operated business will be heavily discounted, as the risks calculated by „total beta‟ will not 

be rewarded by the market. Given that franchisees face non-diversifiable risks above what are possible 

under the CAPM, it is inevitable that they will also suffer a higher risk premium and a lower asset 

value on valuation. 

11.8 Conclusion 

Traditional methods of calculating risk premiums and cost of equity have proven unsuitable for 

privately held businesses because they are designed for large diversified public organisations. In 

particular, franchisee-operated businesses are not diversified. They typically hold two types of assets 

represented by the family home and the franchise business. In assessing the value of a business, 

demand theories such as the CAPM and APM assume that business owners are risk averse and need to 

be compensated for taking on risk associated with owning a business. That risk is priced somewhere 

above what the cash investment could yield in a risk free asset. According to CAPM, and APM, the 

premium above the risk free rate represents compensation for market specific/systematic risks only 

since the business can diversify away all other risks. Therein lies the problem… franchisee-operated 

businesses cannot diversify any systematic and most non-systematic risks. In fact, the only risks that 

franchisees can eliminate are such risks relating to a breach of the franchise agreement, management 

practices, competition, and working capital. The FRIM offers a framework to price soft risk founded 

on two pillars, namely a risk free rate and total risk as measured by the sum of market specific and 

company specific risks. Therefore, risk pricing is driven by calculating beta factors, which in the 

FRIM context is a measure of earnings risk at a historical point in time. FRIM is a multi-factor model 

that prices risks across five ecological hierarchies, namely market, industry, system, franchisor, and 

franchisee. Unlike other business models, franchisee-operated businesses are exposed to each of these 

ecological hierarchies by virtue of their contractual, operational, and relational context and as such 

must account for these risks in valuing the business. 
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Chapter 12- Franchisee risk averseness 

Objective: This chapter proposes a model to assess the level of risk averseness 

held by those who choose to operate a franchise business. A metric is returned 

for that risk which is subsequently incorporated in the calculation of a risk 

premium in the FRIM. Risk is measured for an individual franchisee by 

evaluating their pre-contract preferences and comparing them to their post-

contract choices. Any divergences between preference and choice represent a 

risk to expected returns of the business. 

 

 

12.1 Introduction 

When the economic drivers of the franchisor-franchisee relationship are viewed through the lens of 

the principal-agent problem, it can be said that, “… compensation systems serve the dual function 

of allocating risks and rewarding productive work” (Holmstrom & Milgrom, 1991, p. 24). In fact, 

compensation systems are used to mitigate the costs of moral hazard or hidden action by bridging 

the gap between the underling goals of the agent and those of the principal (Mishra, Heide, & Cort, 

1998, p. 281). However, as Holmstrom & Milgrom (1991) point out, tension between risk and 

reward allocation functions arises when the agent is risk averse. In the FRIM, the extent that the 

agent/franchisee is risk averse is measured simply by examining the franchisee‟s pre-contract 

preferences and comparing them to their post-contract choices. This process involves a bi-partite 

fixed answer questionnaire to franchisees, and the analysis of preference to choice answers to 

determine a match, which is then incorporated in the calculation of a risk averseness factor. The 

questionnaire, together with the recording, analysis and matching of answers for calculating the 

risk aversion factor is automatically performed by an electronic instrument titled Risk Averseness 

Evaluator Ver. F.12.10.14 SN 2784368
71

 

12.2 Measuring risk averseness 

The risk averseness instrument takes the form of a two-part questionnaire to existing or prospective 

franchisees. Given the theoretical nature of this thesis, answers to the questionnaire will be mocked 

to generate a quantitative measure of risk for franchisee Izee.3.4 of Angry Jacks. 

Part 1- Preferences for franchise characteristics is a quantified qualitative questionnaire containing 

25 fixed answer questions. It deals with key financial, operational, and contractual considerations 

when buying a franchisee-operated business by requiring franchisees to select one answer from 

three fixed answers to indicate their preference. Part 1 is designed to obtain a franchisee‟s 

                                                      
71

 This file forms part of this thesis and is submitted for examination   
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preference in franchise arrangements and does not necessarily reflect what actually occurs in the 

franchisee‟s current business, or in the choices actually made when purchasing one. It indicates 

areas of potential risk to the franchisee when buying a franchise, in the event that these preferences 

do not materialise in practice. Part 2- Choices for franchise characteristics poses the same questions 

as part 1 except that franchisees are required to report on the choice of franchise arrangements, by 

selecting one answer from three fixed answers to indicate what they have actually contracted to, 

and what actually occurs in practice. The juxtaposition of two sets of responses allows the analysis 

of preference versus choice and quantitative measure risk averseness.  

12.2.1. Preferences for franchise characteristics 

Part 1- Questionnaire 

1 .  How do you rate these exclusive goodwill ownership conditions?  

a )  Franchise goodwill is solely owned by the franchisor 

b )  Franchise goodwill is solely owned by the franchisee 

c )  Franchise goodwill ownership is not specified in the franchise agreement 

2 .  How do you rate these shared goodwill ownership conditions?  

a )  Franchise goodwill is owned by the franchisee in a greater proportion to the franchisor 

b )  Franchise goodwill is owned by the franchisor in a greater proportion to the franchisee 

c )  Franchise goodwill is owned by the franchisee and the franchisor in equal proportions 

3 .  How do you rate these franchisee-operated business ownership conditions? 

a )  A franchisee can own only one franchise of the same brand at any one time 

b )  A franchisee can own no more than five franchises of the same brand at any one time 

c )  A franchisee can own more than five franchises of the same brand at any one time 

4 .  How do you rate these customer-sourcing conditions?  

a )  A franchisee can sell products/services to customers anywhere without restrictions 

b )  A franchisee can only sell products/services to customers in a specified territory 

c )  A franchisee can only sell products/services to customers from a specified address 

5 .  How do you rate these other business ownership conditions?  

a )  A franchisee may be allowed to operate another business not similar to the current 

franchisee-operated business 

b )  A franchisee is always allowed to operate another business not similar to the current 

franchisee-operated business 
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c )  A franchisee is never allowed to operate another business other than the current franchisee-

operated business 

6 .  How do you rate these product-sourcing conditions?  

a )  A franchisee must purchase all products from the franchisor or a source approved by the 

franchisor 

b )  A franchisee must purchase some products from the franchisor or a source approved by the 

franchisor 

c )  A franchisee is free to buy products from anyone including the franchisor 

7 .  How do you rate these short-term debt (incurred when buying stock) conditions?  

a )  A franchisee is required to personally guarantee stock debts only incurred to the franchisor 

b )  A franchisee is required to personally guarantee stock debts incurred to the franchisor and 

external suppliers 

c )  A franchisee is not required to personally guarantee stock debts incurred to the franchisor 

or external suppliers 

8 .  How do you rate these insolvency conditions?  

a )  The franchise agreement is immediately terminated in the event that the franchisee is 

unable to pay debts incurred by the business 

b )  The franchise agreement is not immediately terminated in the event that the franchisee is 

unable to pay debts incurred by the business 

c )  The franchise agreement is in default in the event that the franchisee is unable to pay debts 

incurred by the business 

9 .  How do you rate these franchise management conditions?  

a )  A franchisee is not allowed to appoint someone else to manage the franchisee-operated 

business 

b )  A franchisee is allowed to appoint someone else to manage the franchisee-operated 

business without having to obtain the franchisor's permission 

c )  A franchisee is allowed to appoint someone else to manage the franchisee-operated 

business only after having obtained the franchisor's permission 

1 0 .  How do you rate these leasehold site occupation conditions?  

a )  A franchisee is allowed to enter a head lease directly with the landlord 

b )  A franchisee is not allowed to enter a head lease directly with the landlord and must enter a 

sub-lease through the franchisor 
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c )  A franchisee is allowed to enter a head lease directly with the landlord only in exceptional 

circumstances 

1 1 .  How do you rate these freehold site occupation conditions? 

a )  A franchisee is allowed to own the business premises 

b )  A franchisee is not allowed to own the business premises 

c )  A franchisee is allowed to own the business premises only if the franchisor holds the head 

lease 

1 2 .  How do you rate these company-store competition conditions? 

a )  The franchisor operates no more than 10% of the number of active stores as company-

owned stores 

b )  The franchisor operates more than 10% of the number of active stores as company-owned 

stores 

c )  The franchisor does not operate any company stores in any state where it operates 

franchises 

1 3 .  How do you rate these franchisor-owned store competition conditions? 

a )  The franchisor actively competes with franchisees by owning stores of a different brand 

b )  The franchisor does not compete with franchisees by owning stores of a different brand 

c )  The franchisor does not own any stores of a different brand 

1 4 .  How do you rate these same brand on-line competition conditions? 

a )  The franchisor actively competes with franchisees through on-line channels of the same 

brand  

b )  The franchisor does not compete with franchisees through on-line channels of the same 

brand 

c )  The franchisor does not operate any on-line channels of the same brand  

1 5 .  How do you rate these different brand on-line competition conditions? 

a )  The franchisor actively competes with franchisees through on-line channels of a different 

brand 

b )  The franchisor does not compete with franchisees through on-line channels of a different 

brand  

c )  The franchisor does not operate on-line channels of a different brand 

1 6 .  How do you rate the email address ownership conditions? 

a )  The franchisor owns/controls the business email address 



 An integrated economic model for the evaluation of franchise systems 

- A synthesis of agency and corporate finance theories 

 

 

237 

 

b )  The franchisee owns/controls the business email address 

c )  The franchisor and franchisee jointly own/control the business email address 

1 7 .  How do you rate the telephone numbers ownership conditions? 

a )  The franchisor owns/controls the business telephone numbers 

b )  The franchisee owns/controls the business telephone numbers 

c )  The franchisor and franchisee jointly own/control the business telephone numbers 

1 8 .  How do you rate these initial franchise term conditions? 

a )  A franchisee can own a franchise for no more than 3 years in the first term 

b )  A franchisee can own a franchise for more than 3 years but less than 5 years in the first 

term 

c )  A franchisee can own a franchise for more than 5 years in the first term 

1 9 .  How do rate these franchise renewal term conditions? 

a )  A franchisee can renew a franchise for no more than 3 years 

b )  A franchisee can renew a franchise for more than 3 years but less than 5 years 

c )  A franchisee can renew a franchise for more than 5 years 

2 0 .  How do you rate these franchise disposal conditions? 

a )  A franchisee is required to give the franchisor first option to buy when selling the franchise 

b )  A franchisee is not required to give the franchisor first option to buy when selling the 

franchise 

c )  A franchisee only required to notify the franchisor when selling the franchise 

2 1 .  How do you rate these ongoing fee conditions? 

a )  The franchisor can vary royalty, advertising/marketing or management fees during the term 

of the agreement 

b )  The franchisor cannot vary royalty, advertising/marketing or management fees during the 

term of the agreement 

c )  The franchisor can only vary royalty, advertising/marketing or management fees during the 

term of the agreement if approved by a majority of franchisees 

2 2 .  How do you rate these cash-flow support conditions? 

a )  The franchisor automatically supports franchisees experiencing tight cash-flow cycles 

during the term of the agreement 

b )  The franchisor does not support franchisees experiencing tight cash-flow cycles during the 

term of the agreement 
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c )  A franchisor penalises franchisees experiencing tight cash-flow cycles during the term of 

the agreement 

2 3 .  How do you rate these regular sales reporting conditions? 

a )  A franchisee is required to report gross sales figures to the franchisor only once a year 

during the term of the agreement 

b )  A franchisee is required to report gross sales figures to the franchisor more than once a 

year during the term of the agreement 

c )  A franchisee is not required to report gross sales figures at any time to the franchisor 

during the term of the agreement 

2 4 .  How do you rate these regular financial reporting conditions? 

a )  A franchisee is required to provide a balance sheet and a profit & loss statement to the 

franchisor only once a year during the term of the agreement 

b )  A franchisee is required to provide a balance sheet and a profit & loss statement to the 

franchisor more than once a year during the term of the agreement 

c )  A franchisee is not required to provide a balance sheet and a profit & loss statement to the 

franchisor during the term of the agreement 

2 5 .  How do you rate these customer activity-reporting conditions? 

a )  A franchisee is required to provide a customer activity data to the franchisor only once a 

year during the term of the agreement 

b )  A franchisee is required to provide a customer activity data to the franchisor more than 

once a year during the term of the agreement 

c )  A franchisee is not required to provide customer activity date to the franchisor during the 

term of the agreement 

12.2.2. Choice for franchise characteristics 

Part 2- Questionnaire 

1 .  According to your franchise agreement, who owns the goodwill of your franchisee-operated 

business? 

a )  Goodwill is solely owned by my franchisor 

b )  Goodwill is solely owned by me 

c )  Goodwill ownership is not specified in my franchise agreement 

2 .  According to your franchise agreement, who shares the goodwill ownership of your franchisee-

operated business? 
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a )  Goodwill is owned by me in a greater proportion to my franchisor 

b )  Goodwill is owned by my franchisor in a greater proportion me 

c )  Goodwill is owned by me and my franchisor in equal proportions 

3 .  How many single-unit franchises are you generally permitted to own at any one time? 

a )  I can only own one franchise at any time 

b )  I can own no more than five franchises at any one time 

c )  I can own more than five franchises at any one time 

4 .  Where are you allowed to source customers and sell products/services? 

a )  I have no restrictions as to where I can source customers to sell products/services 

b )  I can only sell products/services to customers within my designated territory 

c )  I can only sell products/services to customers from my designated business address 

5 .  What is your franchisor's policy towards you owning another business not similar to your 

franchisee-operated business? 

a )  I may be allowed to operate another business not similar to my current franchisee-operated 

business 

b )  I am always allowed to operate another business not similar to my current franchisee-

operated business 

c )  I am never allowed to operate another business not similar to my current franchisee-

operated business 

6 .  From whom are you allowed to source products to sell in your franchisee-operated business? 

a )  I must purchase all products from the franchisor or a source approved by the franchisor 

b )  I must purchase some products from the franchisor or a source approved by the franchisor 

c )  I am free to buy products from anyone including the franchisor 

7 .  What are your obligations regarding debts incurred when buying stock? 

a )  I am required to personally guarantee stock debts incurred to my franchisor only. 

b )  I am required to personally guarantee stock debts incurred to my franchisor and external 

suppliers 

c )  I am not required to personally guarantee stock debts incurred to either my franchisor or 

external suppliers 

8 .  If you become insolvent and are unable to pay your debts when they fall due, what happens to 

your franchise agreement? 

a )  My franchise agreement is immediately terminated 
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b )  My franchise agreement is not immediately terminated 

c )  My franchise agreement is in default and may be subject to termination 

9 .  Does your franchisor allow your franchisee-operated business to be managed by anyone else 

other than you? 

a )  My franchisor does not allow anyone other than me to manage my franchisee-operated 

business 

b )  My franchisor allows me to appoint someone other than me to manage my franchisee-

operated business without first seeking approval 

c )  My franchisor requires me to seek their permission to appoint someone else other than me 

to manage the franchisee-operated business 

1 0 .  What type of arrangement are you allowed to have regarding leasehold occupation of your 

business premises? 

a )  I am allowed to enter a head lease directly with my landlord 

b )  I am not allowed to enter a head ease directly with my landlord, I have to sub-lease through 

my franchisor 

c )  I am allowed to enter a head lease directly with the landlord only in exceptional 

circumstances 

1 1 .  What type of arrangement are you allowed to have regarding freehold occupation of your 

business premises? 

a )  I am allowed to own my business premises 

b )  I am not allowed to own my business premises 

c )  I am allowed to own the business premises only if the franchisor holds the head lease 

1 2 .  Does your franchisor compete with you in the same market as you by selling the same product 

or services, under the same brand through company-stores? 

a )  My franchisor operates no more than 10% of the number of active stores as company-

owned stores 

b )  My franchisor operates more than 10% of the number of active stores as company-owned 

stores 

c )  My franchisor does not operate any company stores in any state where it operates 

franchises 

1 3 .  Does your franchisor compete with you in the same market as you by selling the same product 

or services, under a different brand through franchisor-owned stores? 

a )  My franchisor competes with me through company-owned stores of a different brand 
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b )  My franchisor does not compete with me through company-owned stores of a different 

brand 

c )  My franchisor does not own any stores of a different brand 

1 4 .  Does your franchisor compete with you in the same market by selling the same product or 

services under the same brand through on-line channels? 

a )  My franchisor competes with me through on-line channels of the same brand 

b )  My franchisor does not compete with me through on-line channels of the same brand 

c )  My franchisor does not operate any on-line channels of the same brand as the franchise 

1 5 .  Does your franchisor compete with you in the same market by selling the same product or 

services under a different brand through on-line channels? 

a )  My franchisor competes with me through on-line channels of a different brand 

b )  My franchisor does not compete with me through on-line channels of a different brand 

c )  My franchisor does not operate any on-line channels of a different brand as the franchise 

1 6 .  Who owns/controls the email address of your franchisee-operated business? 

a )  My franchisor owns/controls the business email address 

b )  I own/control the email business address 

c )  My franchisor and I jointly own/control the business email address 

1 7 .  Who owns/controls the telephone numbers of the franchisee-operated business? 

a )  My franchisor owns/controls the business telephone numbers 

b )  I own/control the business telephone numbers 

c )  My franchisor and I jointly own/control the business telephone numbers 

1 8 .  What is the duration of the first term of your franchise? 

a )  The first term of my franchise is no more than 3 years 

b )  The first term of my franchise is between 3 and 5 years 

c )  The first term of my franchise is for more than 5 years 

1 9 .  What is the duration of the renewal term of your franchise? 

a )  The renewal term of my franchise is no more than 3 years 

b )  The renewal term of my franchise is between 3 and 5 years 

c )  The renewal term of my franchise is for more than 5 years 

2 0 .  What obligations do you have when disposing of your franchisee-operated business? 

a )  I am required to give the franchisor first option to buy when selling the franchise 

b )  I am not required to give the franchisor first option to buy when selling the franchise 
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c )  I am only required to notify the franchisor when selling the franchise 

2 1 .  What rights does the franchisor have to vary ongoing fees by varying the franchise agreement 

or the operations manual? 

a )  My franchisor can vary royalty, advertising/marketing or management fees during the term 

of the agreement 

b )  My franchisor cannot vary royalty, advertising/marketing or management fees during the 

term of the agreement 

c )  My franchisor can only vary royalty, advertising/marketing or management fees during the 

term of the agreement with the approval of a majority vote of franchisees 

2 2 .  What happens when you experience tight cash-flow cycles and cannot pay your debts on time? 

a )  My franchisor automatically supports me when I experience tight cash-flow cycles during 

the term of the agreement 

b )  My franchisor does not support me when I experience tight cash-flow cycles during the 

term of the agreement 

c )  My franchisor penalises me when I experience tight cash-flow cycles during the term of the 

agreement 

2 3 .  How regularly do you have to report gross sales figures to your franchisor? 

a )  I am required to report gross sales figures only once a year to my franchisor during the 

term of the agreement 

b )  I am required to report gross sales figures more than once a year my franchisor during the 

term of the agreement 

c )  I am not required to report any gross sales figures to my franchisor during the term of the 

agreement 

2 4 .  How regularly do you have to provide a balance sheet and a profit & loss statement to your 

franchisor? 

a )  I am required to provide a balance sheet and a profit & loss statement to the franchisor only 

once a year during the term of the agreement 

b )  I am required to provide a balance sheet and a profit & loss statement to the franchisor 

more than once a year during the term of the agreement 

c )  I am not required to provide a balance sheet and a profit & loss statement to the franchisor 

during the term of the agreement 

2 5 .  How regularly do you have to provide a customer activity report to your franchisor? 
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a )  I am required to provide a customer activity data to the franchisor only once a year during 

the term of the agreement 

b )  I am required to provide a customer activity data to the franchisor more than once a year 

during the term of the agreement 

c )  I am not required to provide customer activity date to the franchisor during the term of the 

agreement 

12.3 Simulation 

The following table represents the simulated output of parts 1 and 2 questionnaires sourced from 

Risk Averseness Evaluator Ver.F.12.10.14 SN 2784368 performed for Angry Jacks franchisee 

I.zee.3.4. 

Risk averseness factor measurement- answers given by franchisee I.zee.3.4 

Question 

no Preference (P) recorded Choice (C) recorded 
Answers 

Scores 
P C 

1 Franchise goodwill is solely 

owned by the franchisee 

Goodwill is solely owned by my 

franchisor 
b a 1 

2 
Franchise goodwill is owned by 

the franchisee in a greater 

proportion to the franchisor 

Goodwill is owned by my franchisor 

in a greater proportion me a b 1 

3 
A franchisee can own no more 

than five franchises of the same 

brand at any one time 

I can own no more than five 

franchises at any one time b b 0 

4 
A franchisee can only sell 

products/services to customers 

from a specified address 

I can only sell products/services to 

customers within my designated 

territory 

c b 1 

5 

A franchisee is always allowed to 

operate another business not 

similar to the current franchise 

business 

I am always allowed to operate 

another business not similar to my 

current franchise business 
b b 0 

6 
A franchisee must purchase some 

products from the franchisor or a 

source approved by the franchisor 

I am free to buy products from 

anyone including the franchisor b c 1 

7 

A franchisee is not required to 

personally guarantee stock debts 

incurred to the franchisor or 

external suppliers 

I am required to personally guarantee 

stock debts incurred to my franchisor 

and external suppliers 
c b 1 

8 

The franchise agreement is in 

default in the event that the 

franchisee is unable to pay debts 

incurred by the business 

My franchise agreement is not 

immediately terminated c b 1 

9 

A franchisee is allowed to appoint 

someone else to manage the 

franchise business without having 

to obtain the franchisor's 

permission 

My franchisor allows me to appoint 

someone other than me to manage my 

franchise business without first 

seeking approval 

b b 0 

10 
A franchisee is allowed to enter a 

head lease directly with the 

landlord 

I am allowed to enter a head lease 

directly with the landlord only in 

exceptional circumstances 

a c 1 

11 A franchisee is allowed to own the 

business premises 

I am not allowed to own my business 

premises 
a b 1 
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Risk averseness factor measurement- answers given by franchisee I.zee.3.4 

Question 

no Preference (P) recorded Choice (C) recorded 
Answers 

Scores 
P C 

12 
The franchisor operates no more 

than 10% of the number of active 

stores as company-owned stores 

My franchisor operates more than 

10% of the number of active stores as 

company-owned stores 

a b 1 

13 
The franchisor does not compete 

with franchisees by owning stores 

of a different brand 

My franchisor does not compete with 

me through company-owned stores of 

a different brand. 

b b 0 

14 
The franchisor does not compete 

with franchisees through on-line 

channels of the same brand 

My franchisor does not compete with 

me through on-line channels of the 

same brand 

b b 0 

15 
The franchisor does not compete 

with franchisees through on-line 

channels of a different brand  

My franchisor does not compete with 

me through on-line channels of a 

different brand 

b b 0 

16 
The franchisor owns/controls the 

business email address 

My franchisor and I jointly 

own/control the business email 

address 

b c 1 

17 The franchisor owns/controls the 

business telephone numbers 

I own/control the business telephone 

numbers 
a c 1 

18 
A franchisee can own a franchise 

for more than 5 years in the first 

term 

The first term of my franchise is for 

more than 5 years c c 0 

19 A franchisee can renew a 

franchise for more than 5 years 

The renewal term of my franchise is 

between 3 and 5 years 
c b 1 

20 
A franchisee only required to 

notify the franchisor when selling 

the franchise 

I am not required to give the 

franchisor first option to buy when 

selling the franchise 

c b 1 

21 

The franchisor can only vary 

royalty, advertising/marketing or 

management fees during the term 

of the agreement if approved by a 

majority of franchisees 

My franchisor can vary royalty, 

advertising/marketing or management 

fees during the term of the agreement c a 1 

22 

The franchisor automatically 

supports franchisees experiencing 

tight cash-flow cycles during the 

term of the agreement 

My franchisor does not support me 

when I experience tight cash-flow 

cycles during the term of the 

agreement 

a b 1 

23 

A franchisee is required to report 

gross sales figures to the 

franchisor more than once a year 

during the term of the agreement 

I am required to report gross sales 

figures more than once a year my 

franchisor during the term of the 

agreement 

b b 0 

24 

A franchisee is required to provide 

a balance sheet and a profit & loss 

statement to the franchisor more 

than once a year during the term 

of the agreement 

I am not required to provide a balance 

sheet and a profit & loss statement to 

the franchisor during the term of the 

agreement 

b c 1 

25 

A franchisee is required to provide 

a customer activity data to the 

franchisor more than once a year 

during the term of the agreement 

I am required to provide a customer 

activity data to the franchisor only 

once a year during the term of the 

agreement 

b a 1 

Total non-matches (scores = 1) 17 

Maximum number of matches 25 

Index 0.68 

             Table 72- Risk averseness scorecard 
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12.4 Conclusion 

It can be concluded that in the case of franchisee Izee.3.4, seventeen choices were made about the 

characteristics of the franchise being bought that were at odds with what the franchisee would have 

preferred. In context of this instrument, this reflects a high degree of risk taking, as the choice of 

franchise characteristics are substantially different to preference. This would directly influence the 

likelihood of the franchisee achieving the level of earnings expected of the business, since the 

franchisee would have formed the expectations based on preferences. These preferences are private 

to the individually franchisee and will vary from one franchisee to the next and from one business 

to another. This is a key attribute of this instrument that when incorporated in the discount rate 

calculation, allows personal expectations and preferences to be priced. In the next section, a risk 

mitigation model is submitted as a measure of the franchisee‟s preparedness and expectedness in 

managing the risks associated with having less than perfect alignment of preferences and choices. 

In other words while the franchisee may have returned a high risk-averseness of 68%, this risk can 

be mitigated by management strategies and tactics.  
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Chapter 13- Franchisee risk mitigation 

Objective: This chapter presents a model to assess a franchisee‟s ability to 

manage endogenous risks. It allows the franchisee to evaluate the governance 

structure of the franchise system, and indicate which functions of acculturation, 

organisation, communication, and incentive are expected to be mitigated by 

employing targeted management practices. Hard risks are separately identified 

and highlighted in a quadrant analysis to indicate risks that cannot be mitigated 

by the franchisee. 

 

 

13.1 Introduction 

This analysis focuses on risks that can be managed by the franchisee. It draws attention to the 

franchisee‟s ability to call upon the right resources and capabilities, at the right time, for the right 

purpose, to design and execute strategy to match its external environment. As Miller, Eisenstat, 

& Foote (2002) point out, this management process must not begin by emulating best practice, but 

by delving constantly within the business to discover and build on unique, skills, relationships, and 

experiences. These emergent, potential, or hidden resources are the asymmetries that underpin the 

motive for the franchisor to franchise. Given the right environment, these asymmetries should 

evolve into capabilities, which can be leveraged across the appropriate market opportunities to 

reduce soft risks identified in the FRE under the rubric of acculturation, organisation, 

communication, and incentive. 

13.2 Measuring risk mitigation 

In mitigating risk, franchisees are presupposed to form appropriate strategies at the outset. These 

strategies must be aligned and conflated to deal with risk bearing activities of the business which 

Mintzberg (1987) indirectly argues is fundamental not only to competitive advantage but also to 

the sustainability of that advantage. He goes on to say that, “… it is harder for a rival to match an 

array of interlocked activities than it is merely to imitate a particular sales-force approach, match a 

process technology, or replicate a set of product features”. From this, he concludes that 

competitive advantage grows out of the entire system of activities. In context of the FRE, these 

activities and opportunities for competitive advantage emerge at the endogenous level as soft risks. 

They are unique in so far that are subject to information asymmetry that creates specialisation on 

the part of the franchisee to do something the franchisor cannot do. Therefore, the franchisee with 

high expectations of their specialist skills at improving the competitive advantage of the 

franchisee-operated business and reduce risk, is rewarded by higher expected returns and lower 

risk premium. The size of the reward will depend on the extent that risks can be abated by 

Part 3  

Synthesis of 

agency, finance 

& franchising 
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increasing competitive advantage (which leads to an increase in returns with the least variability). 

The evaluation of the franchisee‟s expectations of increasing competitive advantage/reduce risk, is 

performed by an evaluation of a selection of risks identified at the endogenous level of the FRE. 

These risks are embedded in the sub-systems and functions of the system‟s governance structure, 

namely acculturation, organisation, communication, and incentives. However, the franchisee 

cannot and does not control all risks. The only risks that are subject to mitigation relate to those 

that are within the control of the franchisee, which in context of the FRIM is referred to as soft 

risk.  

To measure risk mitigation, the franchisee singularly considers and assigns a rating of nil, low, 

average, or high to indicate the their confidence or expectation level at eliminating or abating any 

adverse consequence of these risks materialising. Risks that are assigned a nil rating are those that 

fall under the hard category, as they cannot be mitigated in any way. Therefore, all other risks with 

a rating of low, average or high are soft and mitigable. Scores for these soft risks are aggregated 

and a relative index     is calculated by dividing the total score by the maximum score possible 

for all soft rated risks, which is simply mathematically expressed as and automatically performed 

in electronic instrument titled Risk Mitigation Evaluator F.12.10.14 SN 2784368
72

. The analysis 

now proceeds for franchisee Izee.3.4 of Angry Jacks. 

Formula 3.9  

      =  (
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      = (
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Where: 
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72

 This file forms part of this thesis and is submitted for examination   
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The following risk mitigation scorecard is sourced from Risk Mitigation Evaluator F.12.10.14 SN 

2784368. 

 

Endogenous risks 

 

 

Ranking 

 

Expectation to mitigate risks 
Max 

score 

 

 

Score 

 

Hard risks Soft risks 

Nil = -1 Low = 1 Average  = 2 High = 3 

Acculturation             

Commemoration 23 
  

0 0 

Leadership 22 
 




3 3 

Reward & award 55 
  

 3 3 

Scorecard 21 
 




3 2 

Ethics 20 
 




3 2 

Resource 53 



 

3 2 

Structure 40 



 

3 2.5 

Technology 41 
  

0 0 

Advisory board 19 
  

0 0 

Advisory council 18 
  

0 0 

Field audit 17 
 




3 3 

Focus group 16 
  

0 0 

Induction 13 
 




3 3 

Mentoring 14 
 




3 3 

Storytelling 15 



 

3 3 

Training 54 
 




3 3 

Organisation 
     

  

Competition & product 52 
  

0 0 

Human resource 56 
  

 3 3 

Sales & marketing 51 
 




3 2.5 

Systems & procedures 50 
 




3 3 

Activity 57 
  

 3 3 

Leverage 58 



 

3 3 

Liquidity 59 
 




3 3 

Profitability 60 
  

 3 3 

Corporations law 49 
 




3 2.5 

Taxation law 48 
 




3 3 

Trade practices law 47 
 




3 2.5 

Workplace law 46 
 




3 3 

Employee 43 
 




3 3 

Franchisee 42 
  

 3 3 

Intellectual property 44 
  

0 0 

Supplier 45 
  

0 0 

Communication      
  

Conference 24 
  

0 0 

Group meeting 25 
  

0 0 

One-on-one 39 
 




3 3 

Seminar 26 
  

0 0 
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Endogenous risks 

 

 

Ranking 

 

Expectation to mitigate risks 
Max 

score 

 

 

Score 

 

Hard risks Soft risks 

Nil = -1 Low = 1 Average  = 2 High = 3 

Internet 30 
  

0 0 

Intranet 29 
  

0 0 

Newsletter 28 
  

0 0 

Web-site 27 
  

0 0 

Email 36 
  

 3 3 

SMS 35 
  

 3 3 

Telephone 38 
  

 3 3 

Voicemail 37 
  

 3 3 

Billboard 32 
  

0 0 

Grapevine 31 
  

0 0 

Radio 33 
  

0 0 

Television 34 
  

0 0 

Incentive      
  

Aggressiveness 12 



 

3 3 

Passiveness 11 
  

0 0 

Proactiveness 10 
  

0 0 

Reactiveness 9 
  

0 0 

Contracts 8 
 




3 2.5 

Financials 7 
  

 3 3 

Operations 6 



 

3 3 

Regulations 5 
 




3 2.5 

Adaptations 4 



 

3 2 

Educations 3 



 

3 2 

Reforms 2 



 

3 2 

Stimulants 1 
 




3 2 

TOTAL 114 104 

Table 73- Risk mitigation scorecard 

 

This quadrant analysis maps the specific risks that have been excluded from the pricing process in 

the FRIM and allows these risks to be classified for management. The more successful 

management are at managing them the smaller the gap between expected return and actual returns. 

It is therefore incumbent on the franchisee to manage Q1, 2, 3, and 4 risks so that they can achieve 

efficiency gains referred to in chapter 9 and vindicate the franchisors decision to franchise. 

Risks that fall in the control quadrant are highly important and are highly mitigable (high-high 

risks) thereby commanding the highest attention. Something a franchisor cannot do through a 

manager. Those falling in the supervise quadrant are also highly importance but have low 

prospects of being mitigated thereby commanding moderate to high attention. As for risks falling 

in the manage quadrant, they are of low importance and are highly mitigable thereby commanding 
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moderate attention. As for those falling in the monitor quadrant, they are of low importance and 

have low prospects of mitigation thereby commanding the least attention from management. These 

high-high risks capture the basic competitive logic of the franchisee and ought to be calibrated and 

tracked in real-time. These risks force the franchisee to track the few things it must do 

exceptionally well to succeed. If the business is hitting the targets set, by reducing specific risks, 

then it is very likely that it will enjoy its expected returns for the level of risks it is prepared to 

accept.  

Risks falling below the red horizontal line are hard risks that management cannot mitigate in any 

way.  
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Figure 17- Risk Mitigation Quadrant Analysis developed for this thesis 
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Quadrant 1 

Manage 

Quadrant 2 

Control 

Quadrant 3 

Monitor 

Quadrant 4 

Supervise 

Reforms Email Educations Resource 

Operations Web-site Adaptations Ethics 

Reactiveness Telephone Regulations Activity 

Contracts SMS Financials  

Focus group Group meeting Incentive  

Induction Employee Mentoring  

Advisory council Workplace law   

Scorecard Trade practices law   

Reward & award Taxation law   

Commemoration Corporations law   

Reforms Profitability   

Operations Sales & marketing   

Reactiveness Human resource   

 Storytelling   

 Leadership   

 Competition & product   

 Systems & procedures   

 Leverage   

 Liquidity   

13.3 Conclusion 

Whereas the previous chapter discussed the implications of a franchisee taking risk by choosing 

differently to preferences, this chapter evaluates the franchisee‟s expectations at managing these 

risks when in business. Not all risks can be managed. The only risks that the franchisee can expect 

to influence are soft risks. Theoretically, the franchisee can eliminate all soft risks by implementing 

the proper management practices. In reality, only some soft risks will be eliminated and some will 

be attenuated, and some may be more resource and time intensive that others to manage. The 

output of the quadrant analysis offers a guide to management as to how to optimise resources and 

time to manage risks of differing importance. Of course, the more important a risk, the higher the 

threat that expected returns will not materialise in the expected time and quantum. 
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Chapter 14- Franchise goodwill valuation 

simulation 

Objective: This chapter uses simulated data to highlight the differences in 

goodwill value when using each of the six TVM suspended and extended 

goodwill models, namely ISG, IEG, IRG, DSG, DEG, and DRG. Each TVM-6 

model is systematically synthesised in context of finance and agency theories 

and considered in context of its relevance to exit events relating to acquisitions, 

assignments, buy-backs, expiries, transfers, surrenders, closures, and 

terminations. 

 

 

 

14.1 Introduction 

The previous chapter explored the theoretical footing for valuing goodwill of franchisee-operated 

businesses and unveiled a number of key processes and parameters that must be observed in the 

valuation process. In this section, simulated data used in the Risk Imputation model (chapter 11) to 

estimate cost of equity is also used to calculate goodwill under each of the six TVM models.  As 

detailed in chapter 8, the dependent and extended TVM models are subject to a number of key 

parameters, which were confirmed by the following instruments. 

1. Franchise Risk Imputation Evaluator Ver. F.12.10.14 SN 2784368, chapter 11 that 

calculates the cost of equity (Ke) for a franchisee-operated business under divergent change 

of ownership events within the theoretical construct of the franchise risk ecology (FRE) 

chapter 7.2. 

2. Franchise System Governance Evaluator Ver. F.12.10.14 SN 2784368, chapter 9 that 

returns an efficiency factor (E) as a relative measure of the effectuality (the actual 

achievement), and efficaciousness (the potential to achieve) of the franchise system at 

minimizing agency costs and maximizing value for both franchisor and franchisee. It is 

used in the TVM-6 to denote present as well as prospective effectiveness and efficiency at 

optimizing agency costs.    

3. Risk Averseness Evaluator Ver. F.12.10.14 SN 2784368, chapter 12 estimates a 

franchisee‟s level of averseness to risk (RAf) when evaluating and entering a franchise 

business 

4. Risk Mitigation Evaluator Ver. F.12.10.14 SN 278436, chapter 13 estimates a franchisee‟s 

expectation on their ability to mitigate risks (RMf) in operating a franchise business. 

Part 4  

Goodwill 

valuation 

simulation 
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14.2 Simulated data and assumptions 

The calculation of goodwill is subject to the following key assumptions that may vary in actuality 

for different franchisee-operated businesses. The valuation is predicated on the true value concept 

described in chapter 6.2 and on the business as a concern and on the continuation of the business 

undertakings in their present circumstances, including its future plans, and on the assumption that 

the budget will be achieved. This also means that internal and external factors that may affect the 

ability of the business to generate earnings cannot be readily be considered. 

1. The target franchisee has no debt so that the cost of capital (Kc) equals the cost of equity 

(Ke). 

2. EBIT is adjusted in accordance to the process outlined chapter 8 (see data contained in 1B 

to 120B, 1C to 120C and 1D to 120D in tables 75 and 76 below) to arrive at free cash-

flows for inclusion in end-point discounting. 

3. Free cash-flows are reinvested at the same rate during the discounting period. 

4. Any capital expenditure will be externally financed and not met from free cash-flow. 

5. There will no material changes in macro-economic conditions during the discounting 

period. 

6. There will no changes to franchisor imposed levies and fees during the discounting period. 

7. The market value of net tangible assets will appreciate by 2.5% per annum. 

8. EBIT will grow at a compound rate 5% per annum. 

9. There will be no Capital Gains Tax on disposal of goodwill or other assets. 

 

Description   Notation Value 

Target franchisee-operated business   T Izee.3.4 

Industry   Ind Fast Food 

Number of months remaining in current term   n 18 

Number of months of entitlement to unused 

renewal term  
  n 60 

Number of months remaining in a full contract 

(initial and renewal) 
  n 120 

Most recent annual EBIT (normalised and 

calculated in accordance with Ch 8.3.1 (b). The 

36 month-average is calculated and used as the 

baseline EBIT for forecasting the next 120 

periods 

Quarter 1 EBIT1 $47,967 

Quarter 2 EBIT2 $51,642 

Quarter 3 EBIT3 $47,757 

Quarter 4 EBIT4 $48,768 

Quarter 5 EBIT5 $58,038 

Quarter 6 EBIT6 $46,757 

Quarter 7 EBIT7 $53,094 

Quarter 8 EBIT8 $48,903 
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Description   Notation Value 

Quarter 9 EBIT9 $54,741 

Quarter 10 EBIT10 $47,735 

Quarter 11 EBIT11 $49,205 

Quarter 12 EBIT12 $54,464 

Total EBIT for the twelve quarters     $609,069 

Average EBIT for 36 months     $16,919 

Most recent year end net book value of net 

tangible assets used in the business 

Quarter 1 NTA1 $757,164 

Quarter 2 NTA2 $745,583 

Quarter 3 NTA3 $700,210 

Quarter 4 NTA4 $895,854 

Quarter 5 NTA5 $703,683 

Quarter 6 NTA6 $711,066 

Quarter 7 NTA7 $817,639 

Quarter 8 NTA8 $766,990 

Quarter 9 NTA9 $854,895 

Quarter 10 NTA10 $840,141 

Quarter 11 NTA11 $864,249 

Quarter 12 NTA12 $837,060 

Total NTA for the twelve quarters     $9,494,533 

Average NTA for 12 quarters     $791,211 

Legal & administration fee payable on renewal 

of franchise 
18 Fee1 $6,000 

Fixed fee payable to franchisor on sale event or 

renewal for full initial and renewal 78 Fee2 $50,000 

Fee payable to renew lease on business premises 17 Fee3 $5,000 

Governance efficiency factor   E 95.53% 

Cost of equity = Cost of Capital   Kc 15.07% 

Risk free rate   Rfr 4.50% 

Annual growth rate of EBIT   GEBIT 5.00% 

Annual growth rate of NTA   GNTA 2.50% 

Annual growth rate for terminal value calculation   g 3.00% 

   Table 74: TVM-6 Parameters for I.zee.3.4 
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      Table 75: Budgeted FCF and CTA for Izee.3.4- Months 1 to 59 

A B C D E F G H I J K L M N

Mth EBIT Other 

cash 

flows

EBIT 

Adjs

Movements 

in working 

capital

Free 

cash 

flow

Terminal 

CF

FCF for end 

point 

discounting

NTA CTA PV of 

FCF

PV of 

CTA

PV of FCF - 

PV of CTA

Cumulative 

PV FCF

Cum PV 

of CTA

1 16,919 354 293 17,566 17,566 791,211 2,967 17,348 2,930 14,418 17,348 2,930

2 16,989 388 632 18,009 18,009 792,859 2,973 17,566 2,900 14,666 34,915 5,830

3 17,060 404 -829 16,635 16,635 794,511 2,979 16,025 2,870 13,155 50,940 8,701

4 17,131 353 -340 17,144 17,144 796,166 2,986 16,311 2,841 13,471 67,251 11,541

5 17,202 371 -554 17,019 17,019 797,825 2,992 15,993 2,811 13,181 83,244 14,353

6 17,274 575 -224 17,625 17,625 799,487 2,998 16,357 2,782 13,575 99,601 17,135

7 17,346 362 690 18,398 18,398 801,153 3,004 16,863 2,754 14,109 116,464 19,889

8 17,418 687 880 18,985 18,985 802,822 3,011 17,186 2,725 14,461 133,650 22,614

9 17,491 378 552 18,421 18,421 804,495 3,017 16,469 2,697 13,772 150,119 25,311

10 17,564 497 -419 17,642 17,642 806,171 3,023 15,577 2,669 12,908 165,697 27,981

11 17,637 491 -822 17,306 17,306 807,850 3,029 15,092 2,642 12,450 180,788 30,622

12 17,710 641 682 19,033 19,033 809,533 3,036 16,393 2,615 13,778 197,181 33,237

13 17,784 505 98 18,387 18,387 811,220 3,042 15,641 2,588 13,053 212,822 35,825

14 17,858 367 -434 17,791 17,791 812,910 3,048 14,947 2,561 12,386 227,769 38,386

15 17,933 464 108 18,505 18,505 814,603 3,055 15,354 2,535 12,819 243,122 40,920

16 18,007 555 -338 18,224 18,224 816,300 3,061 14,934 2,508 12,426 258,056 43,429

17 18,082 -5,000 579 691 14,352 14,352 818,001 3,068 11,616 2,483 9,133 269,672 45,911

18 18,158 -6,000 405 -790 11,773 11,773 819,705 3,074 9,410 2,457 6,953 279,082 48,368

19 18,233 415 150 18,798 18,798 821,413 3,080 14,840 2,432 12,408 293,922 50,800

20 18,309 445 851 19,605 19,605 823,124 3,087 15,286 2,407 12,879 309,208 53,207

21 18,386 643 421 19,450 19,450 824,839 3,093 14,977 2,382 12,595 324,184 55,588

22 18,462 304 277 19,043 19,043 826,557 3,100 14,482 2,357 12,125 338,667 57,946

23 18,539 517 504 19,560 19,560 828,279 3,106 14,692 2,333 12,359 353,358 60,279

24 18,616 433 -756 18,293 18,293 830,005 3,113 13,570 2,309 11,261 366,928 62,587

25 18,694 400 791 19,885 19,885 831,734 3,119 14,568 2,285 12,283 381,497 64,873

26 18,772 515 527 19,814 19,814 833,467 3,126 14,337 2,262 12,075 395,833 67,134

27 18,850 499 233 19,582 19,582 835,203 3,132 13,994 2,238 11,756 409,827 69,372

28 18,929 469 -525 18,873 18,873 836,943 3,139 13,320 2,215 11,105 423,147 71,587

29 19,008 609 627 20,244 20,244 838,687 3,145 14,111 2,192 11,919 437,258 73,780

30 19,087 697 114 19,898 19,898 840,434 3,152 13,698 2,170 11,529 450,956 75,949

31 19,166 630 -849 18,947 18,947 842,185 3,158 12,883 2,147 10,735 463,839 78,097

32 19,246 528 -199 19,575 19,575 843,940 3,165 13,145 2,125 11,020 476,983 80,222

33 19,326 581 375 20,282 20,282 845,698 3,171 13,451 2,103 11,348 490,435 82,325

34 19,407 342 445 20,194 20,194 847,460 3,178 13,227 2,082 11,145 503,662 84,407

35 19,488 398 -846 19,040 19,040 849,225 3,185 12,317 2,060 10,257 515,978 86,467

36 19,569 666 536 20,771 20,771 850,994 3,191 13,271 2,039 11,232 529,249 88,506

37 19,650 636 -220 20,066 20,066 852,767 3,198 12,662 2,018 10,644 541,911 90,523

38 19,732 412 -14 20,130 20,130 854,544 3,205 12,545 1,997 10,548 554,456 92,520

39 19,815 467 -794 19,488 19,488 856,324 3,211 11,994 1,976 10,018 566,450 94,497

40 19,897 666 -35 20,528 20,528 858,108 3,218 12,478 1,956 10,522 578,929 96,453

41 19,980 651 -706 19,925 19,925 859,896 3,225 11,962 1,936 10,026 590,891 98,389

42 20,063 630 852 21,545 21,545 861,687 3,231 12,775 1,916 10,859 603,666 100,305

43 20,147 420 -454 20,113 20,113 863,483 3,238 11,778 1,896 9,882 615,444 102,201

44 20,231 413 623 21,267 21,267 865,282 3,245 12,300 1,877 10,423 627,743 104,078

45 20,315 628 84 21,027 21,027 867,084 3,252 12,011 1,857 10,153 639,754 105,935

46 20,400 614 -877 20,137 20,137 868,891 3,258 11,360 1,838 9,522 651,114 107,773

47 20,485 571 -478 20,578 20,578 870,701 3,265 11,465 1,819 9,646 662,579 109,592

48 20,570 573 -676 20,467 20,467 872,515 3,272 11,262 1,800 9,462 673,841 111,393

49 20,656 373 691 21,720 21,720 874,333 3,279 11,804 1,782 10,022 685,645 113,175

50 20,742 534 -686 20,590 20,590 876,154 3,286 11,051 1,764 9,288 696,697 114,938

51 20,828 697 -474 21,051 21,051 877,979 3,292 11,159 1,745 9,414 707,856 116,684

52 20,915 488 850 22,253 22,253 879,809 3,299 11,651 1,727 9,923 719,507 118,411

53 21,002 496 695 22,193 22,193 881,641 3,306 11,476 1,710 9,766 730,982 120,120

54 21,090 547 352 21,989 21,989 883,478 3,313 11,229 1,692 9,537 742,212 121,812

55 21,178 420 264 21,862 21,862 885,319 3,320 11,026 1,674 9,352 753,238 123,487

56 21,266 408 -244 21,430 21,430 887,163 3,327 10,675 1,657 9,018 763,912 125,144

57 21,354 451 171 21,976 21,976 889,011 3,334 10,812 1,640 9,172 774,724 126,784

58 21,443 691 -757 21,377 21,377 890,864 3,341 10,387 1,623 8,764 785,111 128,407

59 21,533 491 -271 21,753 21,753 892,720 3,348 10,439 1,606 8,832 795,549 130,014
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         Table 76: Budgeted FCF and CTA for Izee.3.4- Months 60 to 120 

 

 

 

A B C D E F G H I J K L M N

Mth EBIT Other 

cash 

flows

EBIT 

Adjs

Movements 

in working 

capital

Free 

cash 

flow

Terminal 

CF

FCF for end 

point 

discounting

NTA CTA PV of 

FCF

PV of 

CTA

PV of FCF - 

PV of CTA

Cumulative 

PV FCF

Cum PV 

of CTA

60 21,623 662 -391 21,894 21,894 894,579 3,355 10,376 1,590 8,786 805,926 131,604

61 21,713 585 316 22,614 22,614 896,443 3,362 10,585 1,574 9,011 816,510 133,177

62 21,803 607 -32 22,378 22,378 898,311 3,369 10,345 1,557 8,788 826,855 134,734

63 21,894 302 31 22,227 22,227 900,182 3,376 10,148 1,541 8,607 837,004 136,276

64 21,985 353 -772 21,566 21,566 902,058 3,383 9,725 1,525 8,199 846,728 137,801

65 22,077 366 692 23,135 23,135 903,937 3,390 10,303 1,510 8,793 857,031 139,311

66 22,169 676 218 23,063 23,063 905,820 3,397 10,144 1,494 8,650 867,175 140,805

67 22,261 598 311 23,170 23,170 907,707 3,404 10,065 1,479 8,586 877,240 142,283

68 22,354 513 38 22,905 22,905 909,598 3,411 9,827 1,463 8,363 887,067 143,747

69 22,447 648 383 23,478 23,478 911,493 3,418 9,948 1,448 8,500 897,015 145,195

70 22,541 334 689 23,564 23,564 913,392 3,425 9,861 1,433 8,427 906,876 146,628

71 22,634 627 875 24,136 24,136 915,295 3,432 9,976 1,419 8,557 916,851 148,047

72 22,729 364 763 23,856 23,856 917,202 3,440 9,738 1,404 8,334 926,589 149,451

73 22,823 592 -262 23,153 23,153 919,113 3,447 9,334 1,389 7,945 935,923 150,840

74 22,919 623 -205 23,337 23,337 921,028 3,454 9,292 1,375 7,916 945,215 152,216

75 23,014 336 -264 23,086 23,086 922,946 3,461 9,078 1,361 7,717 954,293 153,577

76 23,110 638 643 24,391 24,391 924,869 3,468 9,473 1,347 8,126 963,765 154,924

77 23,206 496 895 24,597 24,597 926,796 3,475 9,435 1,333 8,102 973,200 156,257

78 23,303 -50,000 596 24 -26,077 -26,077 928,727 3,483 -9,879 1,319 -11,198 963,322 157,576

79 23,400 570 -669 23,301 23,301 930,662 3,490 8,718 1,306 7,412 972,039 158,882

80 23,498 595 -305 23,788 23,788 932,601 3,497 8,790 1,292 7,497 980,829 160,174

81 23,595 400 -242 23,753 23,753 934,543 3,505 8,669 1,279 7,390 989,498 161,453

82 23,694 348 -729 23,313 23,313 936,490 3,512 8,403 1,266 7,137 997,900 162,719

83 23,792 427 -683 23,536 23,536 938,441 3,519 8,378 1,253 7,126 1,006,278 163,971

84 23,892 595 -480 24,007 24,007 940,397 3,526 8,440 1,240 7,200 1,014,718 165,211

85 23,991 662 -365 24,288 24,288 942,356 3,534 8,433 1,227 7,206 1,023,152 166,438

86 24,091 361 886 25,338 25,338 944,319 3,541 8,689 1,214 7,475 1,031,841 167,652

87 24,192 451 -862 23,781 23,781 946,286 3,549 8,054 1,202 6,852 1,039,895 168,854

88 24,292 444 719 25,455 25,455 948,258 3,556 8,515 1,189 7,325 1,048,409 170,044

89 24,394 653 -230 24,817 24,817 950,233 3,563 8,198 1,177 7,021 1,056,608 171,221

90 24,495 696 786 25,977 25,977 952,213 3,571 8,476 1,165 7,311 1,065,083 172,386

91 24,597 572 -134 25,035 25,035 954,197 3,578 8,067 1,153 6,914 1,073,150 173,539

92 24,700 412 -46 25,066 25,066 956,185 3,586 7,977 1,141 6,836 1,081,128 174,680

93 24,803 643 -729 24,717 24,717 958,177 3,593 7,769 1,129 6,639 1,088,896 175,810

94 24,906 485 492 25,883 25,883 960,173 3,601 8,035 1,118 6,917 1,096,931 176,927

95 25,010 570 -67 25,513 25,513 962,173 3,608 7,822 1,106 6,716 1,104,753 178,034

96 25,114 515 786 26,415 26,415 964,178 3,616 7,998 1,095 6,904 1,112,751 179,128

97 25,219 514 816 26,549 26,549 966,186 3,623 7,939 1,084 6,856 1,120,691 180,212

98 25,324 354 -403 25,275 25,275 968,199 3,631 7,465 1,072 6,393 1,128,156 181,284

99 25,429 510 695 26,634 26,634 970,216 3,638 7,769 1,061 6,708 1,135,925 182,346

100 25,535 619 -417 25,737 25,737 972,238 3,646 7,415 1,050 6,364 1,143,340 183,396

101 25,642 312 585 26,539 26,539 974,263 3,653 7,551 1,040 6,511 1,150,891 184,435

102 25,748 486 455 26,689 26,689 976,293 3,661 7,500 1,029 6,471 1,158,391 185,464

103 25,856 494 -782 25,568 25,568 978,327 3,669 7,096 1,018 6,078 1,165,487 186,482

104 25,963 525 -585 25,903 25,903 980,365 3,676 7,100 1,008 6,092 1,172,587 187,490

105 26,072 449 509 27,030 27,030 982,407 3,684 7,317 997 6,320 1,179,904 188,487

106 26,180 631 -590 26,221 26,221 984,454 3,692 7,011 987 6,024 1,186,915 189,474

107 26,289 530 368 27,187 27,187 986,505 3,699 7,179 977 6,202 1,194,094 190,451

108 26,399 478 -34 26,843 26,843 988,560 3,707 7,000 967 6,034 1,201,094 191,418

109 26,509 340 8 26,857 26,857 990,620 3,715 6,917 957 5,961 1,208,011 192,375

110 26,619 364 25 27,008 27,008 992,684 3,723 6,870 947 5,923 1,214,882 193,322

111 26,730 345 -897 26,178 26,178 994,752 3,730 6,577 937 5,640 1,221,459 194,259

112 26,842 453 -480 26,815 26,815 996,824 3,738 6,653 928 5,726 1,228,112 195,187

113 26,953 637 -64 27,526 27,526 998,901 3,746 6,746 918 5,828 1,234,858 196,105

114 27,066 383 -615 26,834 26,834 1,000,982 3,754 6,495 908 5,586 1,241,352 197,013

115 27,178 691 173 28,042 28,042 1,003,067 3,762 6,703 899 5,804 1,248,055 197,912

116 27,292 500 -330 27,462 27,462 1,005,157 3,769 6,483 890 5,593 1,254,538 198,802

117 27,405 535 -861 27,079 27,079 1,007,251 3,777 6,314 881 5,433 1,260,852 199,683

118 27,520 653 607 28,780 28,780 1,009,349 3,785 6,627 872 5,756 1,267,480 200,554

119 27,634 464 -810 27,288 27,288 1,011,452 3,793 6,206 863 5,343 1,273,686 201,417

120 27,749 357 -786 27,320 2,188,846 2,216,166 1,013,559 3,801 497,783 854 496,930 1,771,469 202,271

2,627,156 -61,000 60,683 -885 2,625,954 2,188,846 4,814,800 404,028 1,771,469 202,271 1,569,198
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14.3 Valuation formulas and application 

 

TVM type Formula 
Application 

Renewal rights to 

extended terms 

Basis for estimating 

extended goodwill 

Efficiency of the 

franchise system 

ISG 

Independent 

suspended 

goodwill  

Formula 1.1 
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Franchisee has no 

contractual rights to 

further terms 

No extended 

goodwill exists 

Franchise 

system 

efficiency not 

relevant 

IEG 

Independent 

extended 

goodwill  

Formula 1.2 
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Franchisee has 

contractually binding 

rights to renew for 

extended term/s 

Valuation relies 

on forecasting 

earnings and 

asset values for 

the current and 

extended term to 

calculate 

goodwill 

Franchise 

system 

efficiency not 

relevant 

IRG 
Independent 

replicated 

goodwill 

Formula 1.3 
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Franchisee has 

contractually binding 

rights to sell on the 

same conditions as 

the then current 

agreement 

Valuation relies 

on forecasting 

earnings and 

asset values for 

the initial and 

renewal term to 
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 Table 77: TVM-6 Goodwill formulas 
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14.3.1. ISG- Independent suspended goodwill 

 

Metric Value Calculation source 

PV of FCF at : 120 months $279,082 

Franchisee Goodwill 

Evaluator Ver. F.12.10.14 SN 

2784368 

PV of CTA at : 120 months $48,368 

PV of Initial value of NTA -$791,211 

PV of Market value of NTA $655,199 

ISG GOODWILL VALUE $94,702  

   Table 78: ISG simulated values 

Where: 

ns = 18 months 

CTA = Items 1I to 18I of Table 75 

FCF = Items 1G to 18G of Table 75 

Kc = 15.027 ÷ 12 = 1.252 

NTAE = 18H 

NTAS = 1N 

 

14.3.2. IEG- Independent extended goodwill  

 

Metric Value Calculation source 

PV of FCF at : 120 months $936,322 

Franchisee Goodwill 

Evaluator Ver. F.12.10.14 SN 

2784368 

PV of CTA at : 120 months $152,576 

PV of Initial value of NTA -$791,211 

PV of Market value of NTA $381,822 

ISG GOODWILL VALUE $366,356  

   Table 79: IEG simulated values 

Where: 

nr = 78 months 

CTA = Items 1I to 78I of Table 76 

FCF = Items 1G to 78G of Table 76  

Kc = 15.027 ÷ 12 = 1.252 

NTAE = 78H 

NTAS = 1N 
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14.3.3. IRG- Independent replicated goodwill  

 

Metric Value Calculation source 

PV of FCF at : 120 months $1,771,469 

Franchisee Goodwill 

Evaluator Ver. F.12.10.14 SN 

2784368 

PV of CTA at : 120 months $202,271 

PV of Initial value of NTA -$791,211 

PV of Market value of NTA $227,660 

PV of Terminal value of FCF $491,647 

PV of Initial value of NTA $75,647 

ISG GOODWILL VALUE $1,421,648  

   Table 80: IRG Simulated values 

Where: 

nr = 120 months 

CTA = Items 1I to 120I of Table 76 

FCF = Items 1G to 120G of Table 76  

Kc = 15.027 ÷ 12 = 1.252 

g = 3.00 ÷ 12 = 0.25 

NTAE = 120H 

NTAS = 1N 

 

14.3.4. DSG- Dependent suspended goodwill  

 

Metric Value Calculation source 

PV of FCF at : 120 months $279,082 

Franchisee Goodwill 

Evaluator Ver. F.12.10.14 SN 

2784368 

PV of CTA at : 120 months $48,368 

PV of Initial value of NTA -$791,211 

PV of Market value of NTA $655,199 

ISG GOODWILL VALUE $90,469  

   Table 81: DSG Simulated values 

Where: 

ns = 18 months 

CTA = Items 1I to 18I of Table 75 

FCF = Items 1G to 18G of Table 75  

Kc = 15.027 ÷ 12 = 1.252 
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g = 3.00 ÷ 12 = 0.25 

NTAE = 18H 

NTAS = 1N 

E = 0.9553 

 

14.3.5. DEG- Dependent extended goodwill 

 

Metric Value Calculation source 

PV of FCF at : 120 months $963,322 

Franchisee Goodwill 

Evaluator Ver. F.12.10.14 SN 

2784368 

PV of CTA at : 120 months $157,576 

PV of Initial value of NTA -$791,211 

PV of Market value of NTA $351,822 

ISG GOODWILL VALUE $349,980  

   Table 82: DEG Simulated values 

Where: 

ne = 78 months 

CTA = Items 1I to 78I of Table 76 

FCF = Items 1G to 78G of Table 76  

Kc = 15.027 ÷ 12 = 1.252 

g = 3.00 ÷ 12 = 0.25 

NTAE = 78H 

NTAS = 1N 

E = 0.9553 

14.3.6. DRG- Dependent replicated goodwill  

 

Metric Value Calculation source 

PV of FCF at : 120 months $1,771,469 

Franchisee Goodwill 

Evaluator Ver. F.12.10.14 SN 

2784368 

PV of CTA at : 120 months $202,271 

PV of Initial value of NTA -$791,211 

PV of Market value of NTA $227,660 

PV of Terminal value of FCF $491,647 

PV of Initial value of NTA $75,647 

ISG GOODWILL VALUE $1,358,100  

   Table 83: DRG Simulated values 
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Where: 

nr = 120 months 

CTA = Items 1I to 120I of Table 76 

FCF = Items 1G to 120G of Table 76  

Kc = 14.61 ÷ 12 = 1.2175 

g = 3.00 ÷ 12 = 0.25 

NTAE = 120H 

NTAS = 1N 

E = 0.9553 

 

14.3.7. Dependent & independent goodwill values summary 

 

TVM-6 Models Notation 
Goodwill value 

when E <1 

Goodwill 

value when 

E =1 

Term of 

franchise 

Dependent suspended goodwill DSG $90,469 $94,702 Short 

Independent suspended goodwill ISG $94,702 $94,702 Short 

Dependent extended goodwill DEG $349,980 $366,356 Long 

Independent extended goodwill IEG $366,356 $366,356 Long 

Dependent replicated goodwill DRG $1,358,100 $1,421,648 Long 

Independent replicated goodwill IRG $1,421,648 $1,421,648 Long 

      Table 84: Summary of ISG, IEG, IRG, DSG, DEG & DRG values 

 

14.4     Goodwill methods for each change of ownership events 

 

 

Change of 

Ownership 

Event 

Recommended 

Method 
Comments 

Acquisition DEG 

Franchisors appear disposed to allow franchisees to capitalise on 

unexpired initial and renewal terms. If this is specifically 

disallowed in the franchise agreement, DSG might be more 

appropriate. 

Assignment DEG 

An assignment occurs when a franchisee assigns the franchise 

rights for the unexpired license term to a prospective franchisee, 

which has been pre-approved by the franchisor. The franchisor 

may allow the assignor franchisee to benefit from any goodwill 

attached to any unexpired portion of current and renewal term. 

Buy-back DSG 

Given that a buy-back usually occurs when the franchisee is 

unable to secure a buyer, the franchisor is unlikely to reward the 

outgoing franchisee with goodwill beyond the current term. 
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Change of 

Ownership 

Event 

Recommended 

Method 
Comments 

Expiry N/A No goodwill contemplated. 

Transfer DEG 
Franchisors are likely to allow the transferor franchisee to 

capitalise on the unexpired initial and renewal terms. 

Surrender DRG 

The franchisor may reissue the license on the same terms as the 

then franchise agreement which may contain a full initial and 

renewal term 

Closure DEG 

For a closure occurs, a bilateral agreement is normally reached 

between franchisor and franchisee to cease operations, close the 

franchisee-operated business, and vacate the premises. Such an 

agreement may be driven by a poor performing site brought about 

by a change in demographics, town planning, or poor site selection 

at the outset. Generally, for such a change of ownership event, 

franchisee-operated business goodwill is subject to the unexpired 

portion of the current term, and the rights to any renewal options. 

Termination N/A 
Usually termination with cause voids the franchisee‟s rights to any 

goodwill entitlement. 

      Table 85: Goodwill method for change of ownership events 

 

14.5 Conclusion 

The valuation of goodwill under each of the dependent and independent TVM-6 models will 

always differ. While methodologies are offered in chapter 8 and simulated here, for valuing 

goodwill for independent suspended, extended, and replicated agreements; as well as dependent 

suspended, extended, and replicated agreements, they do not cover all possible scenarios that may 

arise in change of ownership events under different agreements. However, they offer a structured 

and rational process to value goodwill under the most common valuation triggers of acquisition, 

assignment, buy-back, transfer, surrender, and closure. By their very nature, each TVM-6 model 

for dependent and independent goodwill will produce different values of goodwill, as the time 

horizon for future free cash-flows will differ. Furthermore, agreements value under the dependent 

method will always be higher than values returned by the independent methods where the 

efficiency of the franchise system as measured by factor E is less than unity.   
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Chapter 15- Conclusion and Research 

implications 

Objective: This final chapter offers a synopsis of the key concepts and findings 

of this thesis in context of its main proposition MP1 and the three sub-

propositions SP1, SP2, and SP3.  It recaps the role of the GSEM, the FRIM in 

establishing a framework for valuing dependent goodwill under TVM-6. It 

highlights important limitations arising from the conceptual nature of this work 

and suggests how this addition to knowledge about goodwill valuation can be 

enhanced by further empirical research. 

 

 

 

15.1 Introduction 

The objective of the thesis is to develop an integrated economic model for the evaluation of 

franchise systems. In all three propositions have been defended by a systematic and theoretical 

synthesis of agency and corporate finance theories. In so doing, the focus has been on examining 

agency theory from a positivist perspective, thus concentrating on the role and effectiveness of 

governance structures in managing conflict goals rather than focusing solely on mathematical and 

algorithmic approaches. Expectedly, finance theories, in particular those relating to capital asset 

pricing and franchise business economics have informed the development of methodologies to 

evaluate businesses operated by franchisees and franchisors respectively, thereby arriving at a 

value for goodwill for franchisee-operated businesses. 

15.2 Conclusion 

In May 2013 the Australian Commonwealth Government responded to the problem of 

information asymmetry in franchising transactions, especially as it relates to franchisee 

„entitlements‟ or „goodwill‟, by escalating disclosure obligations for franchisors. While these 

express and implied disclosure obligations offer a prescriptive process to guide franchisees at the 

pre-contract stage, they do little to deal with the relational and contractual realities of negotiating 

entitlements when a franchisee exits the franchise. In fact, disclosure obligations forewarn the 

franchisee of the contractual intentions of the franchisor but fall short of addressing equity and 

balance of power in the execution of contractual undertakings by the franchisor. This is 

accentuated in situations when a large number of emerging and small to medium franchisors fail 

to intuit the implications of certain aspects of their franchise agreements and inadvertently act 

contrary to the intent of these agreements in their day-to-day dealings with franchisees. Legal 

advice is only sought when negotiations with franchisees break down and unavoidably leads to a 

Part 5  

Conclusion 
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strict reliance on what is written in the agreement. It can also be said that emerging and small to 

medium franchisors tend to garner knowledge from other franchisors as they embark on their 

growth phase. In the process, knowledge acquired is not necessarily best practice, but rather that 

which is common practice. This is particularly so with regard to franchisee entitlements at and 

before the expiry of the franchise agreement. At worst, many franchisors and their legal advisers 

deliberately avoid clarity regarding goodwill entitlement in their franchise agreement when 

franchisee entitlements are concerned. This is motivated by the perceived benefit to the franchisor 

of remaining in control and having superior negotiating power in an exit-event. Franchising 

remains an elegant and effective method of growing a large network of businesses without the 

level of capital otherwise required for a corporately owned network. In that sense, risk is shared, 

and specialised skills contractually acquired. 

This thesis has endeavoured to provide a framework and supporting methodologies to value 

goodwill in franchisee-operated businesses in foreseeable events such as acquisition, assignment, 

buy-back, transfer, surrender, and closure. In particular, effort has been directed to address a 

paucity of research regarding returns on financial and human capital invested by franchisees, 

which Baucus, Baucus, & Human (1993 p. 92) referring to extant research wrote, “… they have 

not empirically addressed how base fees and royalties vary or whether they are related to the 

value of the franchise”. More to the point, research on risk, return and franchisee-operated 

business value as understood and measured in contemporary corporate finance transactions has 

ostensibly stalled since 1978 when Professor Paul Rubin drew on the seminal work of 

Coase (1937), to examine the nature of franchise contracts in the context of the  „theory of the 

firm‟. This thesis has advanced these calls to action by defending the main proposition: 

MP1 that the valuation of goodwill of a franchisee-operated business necessarily involves the 

pricing of specific risks not found in businesses operated independently, such as risks associated 

with the franchise system as a whole and sub-propositions;  

SP1: that an evaluation of the governance structure of the franchise system is a necessary 

condition to the valuation of goodwill of its franchisee-operated business; 

SP2: that cash-flows generated by a franchisor contain an imputed compensation for goodwill 

forgone to the benefit of its franchisee; and 

SP3: that franchisee-operated businesses are subject to a hierarchy of risks at the market, 

franchisor, system, industry, and endogenous levels within the franchise risk ecology. 

The defence for these propositions are summarised below. 
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Government intervention in the Australian franchising sector meant that franchisors and 

franchisees could no longer deal with each other free of restrictions, when entering and serving 

out the franchise arrangement. Ultimately, the uniqueness of the franchise arrangement and the 

incompleteness of franchise agreements create a unique bundle of risks that underscores the 

complexities associated with the valuation of goodwill of franchisee-operated businesses at a 

change of ownership.  

The phenomenon of franchising has been linked to a number of established theories. Despite its 

shortcomings, agency theory has emerged as one of the most relevant to franchising whether 

intrinsically or conjointly considered. In particular, agency theory appears to reduce the risk 

characteristics inherent to the relationship and the systems employed by franchisors to mitigate 

risks. Franchisors work towards maximizing the efficiency of their governance structure to 

minimise agency costs and maximise value. The optimization is carried out by a number of 

systems and sub-systems comprising a battery of rateable best practice value drivers. In so doing, 

firm value is maximised which is evaluated in both present and future contexts. Whereas present 

value is relatively basic to measure, future value is much more complex, as it involves the issue 

of goodwill. However, generation of value alone is not enough to invigorate and perpetuate a 

successful agency relationship. Value must be able to be identified, validated, and measured so 

that the efficiency of the franchise system‟s governance structure can be evaluated. To that end, 

finance theory provides three powerful tenets relating to, (a) the time value of money, (b) risk, 

and (c) information that will be synthesised in developing methodologies to value goodwill.    

Goodwill is an enigmatic concept. The fact that franchisee-operated businesses are in themselves 

complex structures hinders a clear conceptualisation of their goodwill. The complexity arises 

from the agency relationship and the manner in which that relationship is represented in contract. 

Unlike independent businesses, franchises operate within a community of co-dependence. These 

considerations contemplate a rational and fully informed franchisee and franchisor, and their 

interaction in the valuation process independent of the market, but with reliance on agency and 

finance theories. 

Franchising manifests a bundle of risks created by the delegation of functions as both franchisor 

and franchisee exploit their respective comparative advantage. The galvanisation of these 

advantages are governed by the franchise agreement and optimised by the effectiveness of the 

governance structure. However, optimisation is subject to a hierarchy of risks within a specific 

ecology comprising market, franchisor, system, industry, and endogenous risks. These risks are 

either non-diversifiable/market-specific (MSR) or diversifiable/company-specific (CSR) and they 

congregate in the franchise risk ecology in varying types and values. In the franchise risk 

ecology, MSR and CSR exist on a continuum of diversifiability with market risk at one end (low 
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diversifiability) and company-specific risk at the other (high diversifiability). Consequently, these 

risks, which are embedded in agency costs, must be incorporated in the valuation of goodwill. 

Unfortunately, the presence of agency costs is a necessary condition of the agency relationship 

and a consequence of running a network of franchisees as opposed to company stores. However, 

if the franchisor is to successfully attain adequate compensation for substituting company-store 

risk adjusted cash-flows for franchise derived cash-flows, it must account for monitoring costs, 

risk-sharing and efficiency gains in its modelling of these fees. This is because these three factors 

affect the level of agency costs incurred by the system, therefore the franchisor‟s ability to reward 

its franchisees. For this condition to hold however, agency costs must be defined in terms of both 

costs and gains to the franchisor resulting from participating in a franchise relationship. These 

costs and gains influence the reward structure promoted to franchisees, which ultimately affect 

the value of goodwill existing in the franchisee-operated business. 

Central to this thesis is the tendering TVM-6 to value goodwill in franchisee-operated business. It 

purports to value dependent and extended franchise agreements. TVM-6 is deeply rooted in the 

foundations of DCF methodologies and it integrates financial valuation, value measurement, 

value assessment, and measurement in the one model. That said, it emerges as a model that is 

sensitive to pricing risks in privately held businesses, especially those operating under a franchise 

arrangement. These risks include soft risks calculated in the franchise risk imputation model 

FRIM, together with franchisee risk averseness and risk mitigation expectation. Overall, it is the 

combination of discounted cash-flow fundamentals, the pricing of franchisee specific risks, and 

the evaluation of the franchise system‟s governance structure, which distinguishes TVM-6 from 

other goodwill valuation models. The synthesis of the various theories in arriving at the extended 

value of goodwill of a franchisee-operated business contains several components, four of which 

are comprehensively modelled in this thesis. Specifically, they comprise the calculation of a 

governance efficiency factor E, a risk premium Rp, a risk averseness factor RAf, and a risk 

mitigation factor RMf. 

Governance structures exist in agency relationships to manage risks of moral hazard and adverse 

selection. Moreover, these risks manifest themselves in agency costs and affect the economic 

welfare of both principal/franchisor and agent/franchisee for the currency of the relationship, and 

at times beyond its termination. These agency costs are spread across governance systems of 

acculturation, organisation, communication, and incentives. Indeed the drivers of performance of 

each of these systems are substantively fixed for all franchise systems, except for their relative 

importance with the governance structure as a whole. Of course, this would depend on the 

characteristics of the franchise system, such as its industry, its maturity, its size, and geographic 

spread. This thesis developed a comprehensive rating model called the Governance Structure 
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Evaluation Model (GSEM) to specifically calculate an efficiency factor (E) for incorporation in 

the dependent TVM. The GSEM is presented in long form in this thesis and in electronic form as 

a companion file. It contains a series of successive steps of gathering, recording, sanitising, 

arranging, and analysing qualitative and quantitative data in preparation for evaluation. The 

evaluation process comprises a system of weighting, marking and scoring of the 472 governance 

drivers of the franchise system‟s acculturation, organisation, communication, and incentive 

systems. 

The FRIM offers a framework to calculate the risk premium (Rp) and cost of equity (Ke) and 

price soft risk founded on two pillars, namely a risk free rate and total risk as measured by the 

sum of market specific and company specific risks. The risk pricing is driven by calculating beta 

factors, which in the FRIM context is a measure of earnings risk at a historical point in time. The 

FRIM is a multi-factor model that prices risks across five ecological hierarchies, namely market, 

industry, system, franchisor, and franchisee. Unlike other business models, franchisee-operated 

businesses are exposed to each of these ecological hierarchies by virtue of their contractual, 

operational, and relational context and as such must account for these risks in valuing the 

business.   

The risk averseness factor (RAf) is a key attribute of this instrument that when incorporated in the 

discount rate calculation, allows personal expectations and preferences to be priced. It is 

combined with a risk mitigation model that measures the franchisee‟s preparedness and 

expectedness in managing the risks associated with having less than perfect alignment of 

preferences and choices. In other words while the franchisee may have returned a high risk-

averseness, however this risk can be mitigated by management strategies and tactics. Whereas the 

risk averseness factor perceives choosing differently to preferences as a risk, the risk mitigation 

factor (RMf) evaluates the franchisee‟s expectations at managing these risks when in business. Not 

all risks can be managed. The only risks that the franchisee can expect to influence are soft risks. 

Theoretically, the franchisee can eliminate all soft risks by implementing the proper management 

practices. In reality, only some soft risks will be eliminated and some will be attenuated, and 

some may be more resource and time intensive that others to manage. Of course, the more 

important a risk, the higher the threat that expected returns will not materialise in the expected 

time and quantum. 

The valuation of goodwill under each of the dependent and independent TVM models will always 

differ. While goodwill valuation methodologies are offered and simulated in this thesis for 

independent suspended, extended, and replicated agreements; as well as dependent suspended, 

extended, and replicated agreements, they do not cover all possible scenarios that may arise in 

change of ownership events under different agreements. However, they offer a structured and 
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rational process to value goodwill under the most common valuation triggers of acquisition, 

assignment, buy-back, transfer, surrender, and closure. By their very nature, each TVM-6 model 

for dependent and independent goodwill will produce different values of goodwill, as the time 

horizon for future free cash-flows will differ. Furthermore, agreements valued under the 

dependent method will always be higher those valued by the independent methods where the 

efficiency of the franchise system as measured by factor E is less than unity.   

15.3 Limitations of the thesis 

This thesis is theoretical, and not probative. As in many other behavioural science fields, 

explanations, and predictions are the main goals in marketing and finance. Given the stated 

purpose of this study, by design the validity and reliability of the proposed foundation theoretical 

models, rely on abstract deductive reasoning about the operation of franchise systems and the 

behaviour of franchisees and franchisors. Predictably, this process is highly subjective and is 

therefore exposed to unintentional bias and heuristics in arriving at some conclusions and 

assumptions. Accordingly, it is acknowledged that both theoretical analyses and empirical 

investigations are necessary. Whilst normative behavioural models of the kind presented in this 

thesis may postulate a certain cause and effect, it is conceded that the validity of the theoretical 

construct is substantively reliant on the strength of weights and points assigned to governance 

drivers used in the franchise system evaluator and the assumptions in the risk imputation model. 

More to the point, whereas the proposed valuation model purports to predict goodwill value based 

on current events and observations, it is substantially reliant on past events to make predictions 

about key valuation variables. As such, these predictions have been made within the constraints 

of bounded rationality.  

While the thesis focuses on valuation of a single-unit franchise, the valuation methodologies are 

equally effective for valuing multi-unit franchises. In the case where the franchisor is a master-

franchisee and/or is structurally tied to an international franchisor, the GSEM- Governance 

system evaluation model, would need to account for any such influence on its governance system. 

Even though the GSEM accounts for such influences by assigning weights and scores, the degree 

that the master-franchisee or domestic franchisor (being a subsidiary or being substantially 

controlled by an offshore franchisor entity) is financially and economically reliant on its offshore 

relative will determine the extent that the efficiency of that relative is investigated by a modified 

GSEM. 

15.4 Further research 

Given the above, an opportunity exists for rigorous empirical testing of the propositions presented 

in this thesis. This can be undertaken, say by multiple regression modelling. The initial task in the 
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modelling process would involve the gathering and building of a data bank of information about 

the typology and efficiency of governance drivers in franchisee-operated businesses. This could 

be followed by an analysis of each data set comprising governance drivers to pinpoint those 

drivers that demonstrate the greatest influence on value. 

This thesis aspires to encourage further research in goodwill issues arising out of the dichotomy 

of franchisors specialising in ownership and franchisees specialising in custodianship. These 

demarcated functions of the franchise relationship generate value for both parties. However, that 

value cannot simply be imputed or guesstimated. More probative work is required to synthesise 

extant theories and franchise structures towards the design of frameworks and methodologies for 

the evaluation of goodwill in franchisee-operated businesses. That evaluation must target the 

governance structure underpinning the franchise system, its sub-systems, and value drivers. 

Ultimately, value generated and realised by both franchisor and franchisee will be determined by 

how effectively the governance structure enables the parties to perform their ownership and 

custodianship roles respectively. 

This thesis may also contribute to the development of a GSEM for franchise systems operating in 

international jurisdictions and the development of a parsimonious version GSEM for the 

valuation of smaller systems and those that do not operate from a fixed location. 
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B. Change of ownership events 

1. End of initial term 

2. End of renewal term 

3. Immediate termination allowed by Code 

4. Termination by franchisee for material breach by franchisor during first term 

5. Termination by franchisee for material breach by franchisor during renewal term 

6. Unilateral closure by franchisor during first term for reasons other than occupancy rights 

7. Unilateral closure by franchisor during renewal term for reasons other than occupancy 

rights 

8. Bilateral closure by franchisor during first term for reasons other than occupancy rights 

9. Bilateral closure by franchisor during renewal term for reasons other than occupancy 

rights 

10. Unilateral closure by franchisor during first term due to occupancy rights 

11. Unilateral closure by franchisor during renewal term due to occupancy rights 

12. Bilateral closure by franchisor during first term due to occupancy rights 

13. Bilateral closure by franchisor during renewal term due to occupancy rights 

14. Sale by franchisee to another franchisee prior to expiry of first term 

15. Sale by franchisee to another franchisee prior to expiry of renewal term 

16. Assignment by franchisee to another franchisee prior to expiry of first term 

17. Assignment by franchisee to another franchisee prior to expiry of renewal term 

18. Surrender by franchisee to franchisor prior to expiry of first term 

19. Surrender by franchisee to franchisor prior to expiry of renewal term 

20. Buyback from franchisee by franchisor prior to expiry of first term 

21. Buyback from franchisee by franchisor prior to expiry of renewal term 

22. Termination by franchisee during 7 day cooling off during the first term 

23. Termination by franchisee during 7 day cooling off during the renewal term 

24. Termination by franchisee due to a merger or takeover of franchisor during first term 

25. Termination by franchisee due to a merger or takeover of franchisor during renewal term 

26. Site relocation during the first term on franchisor's request 

27. Site relocation during the renewal term on franchisor's request 

28. Site relocation during the first term on franchisee's request 

29. Site relocation during the renewal term on franchisee's request 

30. Setting franchisee fee on renewal of franchise term 

31. Setting franchisee fee on greenfields site 

32. Value on acquisition of company store from franchisor 

33. Value on acquisition from another franchisee 

34. Value of franchises for a public listing of the franchisor 
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C. 5-tier matrix 

 

 

Source: Developed for this thesis

Licensing 

contracts

Distributorship 

contracts

LEAD FRANCHISOR

Tier 1 Distribution

Tier 2 Growth

Tier  3 

Simple 

Delivery

Single-unit

franchise
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franchise
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D. Tier 2 growth models 

            

Tier 2 growth 

models  

Structure of agreement Particulars of the agreement Typical revenue streams 
A B C D E F G H I J K 

Type of agreement 
with franchisor 

Function 
Issued to: 
(Issuee) 

Issued by: 
(Issuer) 

Territory Term 
No of sites or 

territories 
Share of 
goodwill 

Type 1 Type 2 Type 3 

Sub 
franchisee 
(SF) 

Vicarious franchise 
agreement 

Mirror franchisor's 
functions for the 
territory 

Sub 
franchisee 
(SF) 

Lead 
franchisor 

Territory 

At least 3 
times longer 
than system 
standard for 
front line 
franchises 

By agreement 
At issuer's 
discretion 

Fixed royalties 
Initial, 
ongoing & 
terminal fees 

Product 
mark-up & 
rebates 

Master 
franchisee 
(MF) 

Master franchise 
agreement 

Mirror franchisor's 
functions for the 
territory 

Master 
franchisee 
(MF) 

Lead 
franchisor 

Territory 

At least 3 
times longer 
than system 
standard for 
front line 
franchises 

By agreement 
At issuer's 
discretion 

Fixed royalties 
Initial, 
ongoing & 
terminal fees 

Product 
mark-up & 
rebates 

Area 
franchisee 
(AF) 

Area development 
franchise 
agreement 

Site selection, site 
construction, fit outs & 
equipment sourcing 

Area 
franchisee 
(AF) 

Lead 
franchisor 

Territory 
Negotiable 
(usually 10 
years) 

By agreement 
At issuer's 
discretion 

N/A 
Agreed once 
only success 
fee 

N/A 

Source: Developed for this thesis 
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E. Tier 3 simple delivery models 

 

Tier 3 simple 

delivery 

models 

Structure of agreement Particulars of the agreement Typical revenue streams 
A B C D E F G H I J K 

Type of agreement 
with franchisor 

Function 
Issued to: 
(Issuee) 

Issued by: 
(Issuer) 

Territory Term 
No of sites or 

territories 
Share of 
goodwill 

Type 1 Type 2 Type 3 

Multiple 
franchisee 
(MUF) 

Fixed multiple front 
line franchise 
agreement 

Sell approved 
products to 
customers 

Incremental unit 
franchisee (IUF) 

Franchisor or 
master 
franchisee or 
sub franchisee 

Site or 
territory 

System standard for front 
line franchises 

More than 
one 
preagreed 

At issuer's 
discretion 

Rebates from 
franchisor or 
master 
franchisee or 
sub franchisee 

Sales to 
customers 

N/A 

Single unit 
franchisee 
(SUF) 

Single front line 
franchise 
agreement 

Sell approved 
products to 
customers 

Single unit 
franchisee (SUF) 

Franchisor or 
master 
franchisee or 
sub franchisee 

Site or 
territory 

System standard for front 
line franchises 

One only 
preagreed 

At issuer's 
discretion 

Rebates from 
franchisor or 
master 
franchisee or 
sub franchisee 

Sales to 
customers 

N/A 

Incremental 
unit franchisee 
(IUF) 

Variable multiple 
front line franchise 
agreement 

Sell approved 
products to 
customers 

Incremental unit 
franchisee (IUF) 

Franchisor or 
master 
franchisee or 
sub franchisee 

Site or 
territory 

System standard for front 
line franchises 

More than 
one at 
issuer's 
discretion 

At issuer's 
discretion 

Rebates from 
franchisor or 
master 
franchisee or 
sub franchisee 

Sales to 
customers 

N/A 

Multiple 
managed  
rights  
(MMR) 

Management 
agreement 

Sell approved 
products to 
customers 

Management 
contractor 

Franchisor or 
master 
franchisee or 
sub franchisee 

Site or 
territory 

Unlimited if operated by 
franchisor. Limited to term 
of agreement with 
franchisor in the case of 
sub & master franchisee 

Unlimited by 
agreement 

100% 
franchisor 

Rebates from 
franchisor or 
master 
franchisee or 
sub franchisee 

Sales to 
customers 

N/A 

Single 
managed 
business 
(SMB) 

Employment 
agreement 

Sell approved 
products to 
customers 

Business 
manager 

Franchisor or 
master 
franchisee or 
sub franchisee 

Site or 
territory 

Unlimited if operated by 
franchisor. Limited to term 
of agreement with 
franchisor in the case of 
sub & master franchisee 

One only 
preagreed 

100% 
franchisor 

Rebates from 
franchisor or 
master 
franchisee or 
sub franchisee 

Sales to 
customers 

N/A 

Source: Developed for this thesis 
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F. Tier 4 complex delivery models 

            

Tier 4 

complex 

delivery 

models 

Structure of agreement Particulars of the agreement Typical revenue streams 
A B C D E F G H I J K 

Type of agreement with 
franchisor 

Function 
Issued to: 
(Issuee) 

Issued by: 
(Issuer) 

Territory Term 
No of sites or 

territories 
Share of 
goodwill 

Type 1 Type 2 Type 3 

Multiple unit 
branchise 
(MUB) 

Fixed multiple front line 
franchise agreement 
plus capital & income 
sharing agreement 

Sell approved 
products to 
customers 

Incremental 
unit 
franchisee 
(MUF) 

Franchisor or 
master 
franchisee or 
sub franchisee 

Site or 
territory 

System 
standard for 
front line 
franchises 

More than 
one 
preagreed 

At issuer's 
discretion 

Rebates from 
franchisor or 
master franchisee 
or sub franchisee 

Sales to 
customers 

N/A 

Single unit 
branchise 
(SUB) 

Single front line 
franchise agreement & 
capital & income 
sharing agreement 

Sell approved 
products to 
customers 

Single unit 
franchisee 
(SUF) 

Franchisor or 
master 
franchisee or 
sub franchisee 

Site or 
territory 

System 
standard for 
front line 
franchises 

One only 
preagreed 

At issuer's 
discretion 

Rebates from 
franchisor or 
master franchisee 
or sub franchisee 

Sales to 
customers 

N/A 

Single unit 
partnership 
(SUP) 

Single franchise 
partnership agreement 
& shareholders’ 
agreement 

Sell products to 
customers 

Single unit 
partnership 
franchisee 
(SUPF) 

Franchisor Territory 
Unlimited by 
agreement 

One only 
preagreed 

100% 
partnership 
franchisee 

Rebates from 
franchisor 

Sales to 
customers 

All other 
franchisor 
revenues 
for the 
territory 

Multiple unit 
partnership 
(MUP) 

Multiple franchise 
partnership agreement 
& shareholders’ 
agreement 

Sell products to 
customers 

Multiple  unit 
partnership 
franchisee 
(MUPF) 

Franchisor Territory 
Unlimited by 
agreement 

Unlimited by 
agreement 

100% 
partnership 
franchisee 

Rebates from 
franchisor 

Sales to 
customers 

All other 
franchisor 
revenues 
for the 
territory 

Source: Developed for this thesis 
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G. Tier 5 co-branding models 

 

Tier 5 co-
branding 
models 

Structure of agreement Particulars of the agreement Typical revenue streams 
A B C D E F G H I J K 

Type of agreement 
with franchisor 

Function Issued to: (Issuee) 
Issued by: 

(Issuer) 
Territory Term 

No of sites or 
territories 

Share of 
goodwill 

Type 1 Type 2 Type 3 

Co-siting 
format 

Single front line 
franchise agreement 

Sell approved 
products to 
customers 

Single unit 
franchisee (SUF) 

Franchisor or 
master 
franchisee or 
sub franchisee 

Site or 
territory 

System 
standard for 
front line 
franchises 

One only 
preagreed 

At issuer's 
discretion 

Rebates from 
franchisor or 
master franchisee 
or sub franchisee 

Sales to 
customers 

N/A 

Hosting 
format 

Single or multiple front 
line franchise 
agreement 

Sell approved 
products to 
customers 

Single or 
incremental unit 
franchisee (SUF), 
(MUF) 

Franchisor or 
master 
franchisee or 
sub franchisee 

Site or 
territory 

System 
standard for 
front line 
franchises 

One or more by 
agreement 

At issuer's 
discretion 

Rebates from 
franchisor or 
master franchisee 
or sub franchisee 

Sales to 
customers 

N/A 

Co- 
development 
format 

Single or multiple front 
line franchise 
agreement 

Sell approved 
products to 
customers 

Single or 
incremental unit 
franchisee (SUF), 
(MUF) 

Franchisor or 
master 
franchisee or 
sub franchisee 

Site or 
territory 

System 
standard for 
front line 
franchises 

One or more by 
agreement 

At issuer's 
discretion 

Rebates from 
franchisor or 
master franchisee 
or sub franchisee 

Sales to 
customers 

N/A 

Portfolio 
format 

Single or multiple  front 
line franchise 
agreement or master or 
sub franchisee 
agreement 

Sell approved 
products to 
customers 

Master franchisee 
(MF) or sub 
franchisee (SF) 

Franchisor Territory 

System 
standard for 
front line 
franchises 

One or more by 
agreement 

At issuer's 
discretion 

Rebates from 
franchisor 

Sales to 
customers 

N/A 

Source: Developed for this thesis 
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H. Initial & Ongoing fee matrix 

Source: Adapted from (Seid, 2011) 

  

At-cost Cost-plus

Franchise fee    

License fee          

Royalty         

Software license fee        

Advertising fee          

Local-area-marketing fee           

Training fee         

Site maintenance fee      

Site selection fee       

Legal fees      

Merchandising fee            

Insurance fee        

Administration fee       

Product mark-up            

Software help-desk fee        

Equipment hire fee      

Once-off 

post 

contract

Ongoing 

during 

contract

Fixed 

amount

Fixed 

% of 

sales

Variable 

% of 

sales

Sliding 

scale % 

of sales

Type of fees charged by 

franchisors

Character of fees Payment type of fees Timing of fees Calculation of  fees

Revenue

Expense

User-pay System-wide
At start of 

contract

Climbing 

scale % 

of sales

Transaction 

based
Type

Recovery



I. Actual profit and loss statement 

 

 

  

Angry Jacks Period 1 Period 2 Period 3

12 mths to 01-07-11 12 mths to 30-06-12 12 mths to 30-06-13

REVENUES

Royalties 50,000,000 56,000,000 57,220,000 54,406,667 42.78% TFRR

Advertising levies 45,000,000 51,000,000 54,570,000 50,190,000 39.46% TFRR

Fixed royalties & fees 4,000,000 2,000,000 2,080,000 2,693,333 2.12% TFRR

Product rebates 4,500,000 6,500,000 6,890,000 5,963,333 4.69% TFRR

Other supplier rebates 2,000,000 2,500,000 2,700,000 2,400,000 1.89% TFRR

Sale of franchises 6,500,000 4,800,000 5,232,000 5,510,667 4.33% TFRR

Other franchise related sundry revenue 850,000 100,000 100,000 350,000 0.28% TFRR

Product sold to franchisees 25,000,000 32,000,000 52,000,000 36,333,333 28.57% TFRR

Less costs of goods sold to franchisees 22,000,000 28,000,000 42,000,000 30,666,667 24.11% TFRR

TOTAL FRANCHISE RELATED REVENUE- TFRR 115,850,000 126,900,000 138,792,000 127,180,667 100.00% TFRR

Non-franchise related revenue 1,500,000 50,000 0 516,667 0.41% TFRR

TOTAL REVENUES- TR 117,350,000 126,950,000 138,792,000 127,697,333 100.41% TFRR

EXPENSES

General expenses

Franchisee advertising levies 45,000,000 52,000,000 57,200,000 51,400,000 40.41% TFRR

Franchisor contributed advertising 10,000,000 10,200,000 10,710,000 10,303,333 8.10% TFRR

Training & development 4,500,000 4,590,000 5,003,100 4,697,700 3.69% TFRR

TOTAL GENERAL EXPENSES- TGE 59,500,000 66,790,000 72,913,100 66,401,033 52.21% TFRR

Fixed costs

Finance leases & HP contracts

Machinery 150,000 150,000 150,000 150,000

Electronic equipment 650,000 650,000 650,000 650,000

Fixtures & fittings 80,000 80,000 80,000 80,000

Office furniture 220,000 220,000 220,000 220,000

Motor vehicles 1,500,000 1,500,000 1,500,000 1,500,000

Depreciation: Plant & equipment 220,000 220,000 245,000 228,333

Depreciation: Land & buildings 150,000 150,000 150,000 150,000

Depreciation: Office fittings & furniture 50,000 50,000 50,000 50,000

Depreciation: Motor vehicles 150,000 150,000 150,000 150,000

Business premises

Rental of business premises 450,000 480,000 510,000 480,000 822.86% Rates

Rates & taxes relating to business premises 50,000 60,000 65,000 58,333 CPI

Other fixed costs

Enter fixed cost 1 here 225,000 225,000 225,000 225,000 CPI

Enter fixed cost 2 here 350,000 350,000 350,000 350,000 CPI

Enter fixed cost 3 here 120,000 120,000 120,000 120,000 CPI

Enter fixed cost 4 here 80,000 80,000 80,000 80,000 CPI

Enter fixed cost 5 here 50,000 50,000 50,000 50,000 CPI

TOTAL FIXED COSTS- TFC 4,495,000 4,535,000 4,595,000 4,541,667

Human resources costs

Non-related employees & contractors

Full-time wages, salaries & fees 8,000,000 8,160,000 8,894,400 8,351,467 6.57% TFRR

Part-time wages, salaries & fees 1,500,000 1,515,000 1,651,350 1,555,450 1.22% TFRR

Casual wages, salaries & fees 800,000 832,000 865,280 832,427 0.65% TFRR

Fringe benefits: Car 125,000 130,000 137,800 130,933 1.22% Wages

Fringe benefits: Entertainment 60,000 61,800 64,890 62,230 0.58% Wages

Fringe benefits: Other 25,000 25,750 27,295 26,015 0.24% Wages

Superannuation 1,250,000 1,262,500 1,287,750 1,266,750 11.80% Wages

Workers compensation 136,000 138,720 148,430 141,050 1.31% Wages

Related employees & contractors

Full-time wages, salaries & fees 2,500,000 2,600,000 2,860,000 2,653,333 2.09% TFRR

Part-time wages, salaries & fees 150,000 154,500 168,405 157,635 0.12% TFRR

Casual wages, salaries & fees 80,000 80,800 88,072 82,957 0.07% TFRR

Fringe benefits: Car 259,000 264,180 280,031 267,737 9.25% Wages

Fringe benefits: Entertainment 120,000 122,400 130,968 124,456 4.30% Wages

Fringe benefits: Other 5,000 5,100 5,355 5,152 0.18% Wages

Superannuation 270,000 280,000 290,000 280,000 9.68% Wages

Workers compensation 222,000 228,660 244,666 231,775 8.01% Wages

Payroll tax 1,800,000 1,836,000 1,946,160 1,860,720 11.51% Wages

TOTAL HUMAN RESOURCES- THR 17,302,000 17,697,410 19,090,852 18,030,087 14.18% TFRR

Variable costs

Variable cost 1 474,919 493,916 528,490 499,108 0.39% TFRR

Variable cost 2 684,856 712,250 726,495 707,867 0.56% TFRR

Variable cost 3 702,777 350,000 650,000 567,592 0.45% TFRR

Variable cost 4 751,126 758,637 788,983 766,249 0.60% TFRR

Variable cost 5 510,500 515,605 541,385 522,497 0.41% TFRR

Variable cost 6 538,702 544,089 582,175 554,989 0.44% TFRR

Variable cost 7 568,840 580,217 609,228 586,095 0.46% TFRR

Variable cost 8 544,846 561,191 600,475 568,837 0.45% TFRR

Variable cost 9 392,135 403,899 436,211 410,748 0.32% TFRR

Variable cost 10 702,662 709,689 738,076 716,809 0.56% TFRR

Variable cost 11 558,656 581,002 592,622 577,427 0.45% TFRR

Variable cost 12 464,559 469,205 487,973 473,912 0.37% TFRR

Variable cost 13 790,740 814,462 871,475 825,559 0.65% TFRR

Variable cost 14 319,898 326,296 342,611 329,602 0.26% TFRR

Variable cost 15 509,000 519,180 550,331 526,170 0.41% TFRR

Variable cost 16 566,721 572,388 589,560 576,223 0.45% TFRR

Variable cost 17 281,395 284,209 295,577 287,060 0.23% TFRR

Variable cost 18 563,290 574,556 597,538 578,461 0.45% TFRR

Variable cost 19 665,999 685,979 699,699 683,892 0.54% TFRR

Variable cost 20 729,723 751,615 789,195 756,844 0.60% TFRR

TOTAL VARIABLE COSTS- TVC 11,321,344 11,208,385 12,018,098 11,515,942 9.05% TFRR

TOTAL EXPENSES- TE 92,618,344 100,230,795 108,617,051 100,488,730 79.01% TFRR

OPERATING PROFIT before interest & before tax- OPBIBT 24,731,656 26,719,205 30,174,949 27,208,604 21.39% TFRR

Less interest on debt 800,000 900,000 950,000 883,333 33.33% Debt

OPERATING PROFIT after interest & before tax- OPAIBT 23,931,656 25,819,205 29,224,949 26,325,270 20.70% TFRR

Adjust for:

Add abnormal expenses 890,000 890,000 890,000 890,000 0.70% TFRR

Add extraordinary expenses 125,000 125,000 125,000 125,000 0.10% TFRR

Less abnormal revenues 90,000 90,000 90,000 90,000 0.07% TFRR

Less extraordinary revenues 25,000 25,000 25,000 25,000 0.02% TFRR

Less revenues from sale of franchises 6,500,000 4,800,000 5,232,000 5,510,667 4.33% TFRR

Add related employees & contractors remuneration 4,020,967 4,165,526 4,535,572 4,240,688 3.33% TFRR

Less market value of related employees & contractors 

remuneration
6,500,000 6,500,000 6,500,000 6,500,000 170.92% Wages

Add rent paid on business premises 450,000 480,000 510,000 480,000 822.86% Rates

Less market value rent of business premises 420,000 420,000 420,000 420,000 87.50% Rent

ADJUSTED OPERATING PROFIT after interest & before tax- 

AOPAIBT
15,882,623 19,644,731 23,018,521 19,515,292 15.34% TFRR

Less income tax 4,800,000 5,000,000 7,000,000 5,600,000 28.70% AOPAIBT

ADJUSTED OPERATING PROFIT after interest & after tax- 

AOPAIAT
11,082,623 14,644,731 16,018,521 13,915,292 71.30% AOPAIBT

3 Year Average
Forecasting 

factor
Base
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Angry Jacks Period 1 Period 2 Period 3

12 mths to 01-07-11 12 mths to 30-06-12 12 mths to 30-06-13

ASSETS

Current assets

Trade receivables 13,571,658 26,836,663 43,102,418 27,836,913 2,319,743 21.89%

Trade stock 6,500,000 7,425,000 7,755,000 7,226,667 602,222 5.68%

Funds on deposits 1,500,000 1,500,000 1,700,000 1,566,667 130,556 1.23%

Bank surplus 0 200,000 0 66,667 5,556 0.05%

Stocks in listed companies 200,000 200,000 400,000 266,667 22,222 0.21%

Shareholders loans 300,000 0 0 100,000 8,333 0.08%

Directors loans 90,000 164,200 218,394 157,531 13,128 0.12%

Associated entity loans 500,000 0 0 166,667 13,889 0.13%

Other current assets 650,000 650,000 0 433,333 36,111 0.34%

TOTAL CURRENT ASSETS- TCA 23,311,658 36,975,863 53,175,812 37,821,111 3,151,759 29.74%

Fixed assets

Plant & equipment 1,500,000 1,500,000 1,500,000 1,500,000 125,000 1.18%

Less accumulated depreciation 220,000 440,000 685,000 448,333 37,361 0.35%

Land & buildings 600,000 600,000 600,000 600,000 50,000 0.47%

Less accumulated depreciation 150,000 300,000 450,000 300,000 25,000 0.24%

Office fittings & furniture 500,000 500,000 500,000 500,000 41,667 0.39%

Less accumulated depreciation 50,000 100,000 150,000 100,000 8,333 0.08%

Motor vehicles 490,000 490,000 490,000 490,000 40,833 0.39%

Less Accumulated depreciation 150,000 300,000 450,000 300,000 25,000 0.24%

TOTAL FIXED ASSETS- TFA 2,520,000 1,950,000 1,355,000 1,941,667 161,806 1.53%

Intangible Assets

Formation expenses 150,000 150,000 150,000 150,000 12,500 0.12%

Goodwill 0 0 0 0 0 0.00%

Intellectual property 2,500,000 2,500,000 2,500,000 2,500,000 208,333 1.97%

Other intangible assets 150,000 150,000 150,000 150,000 12,500 0.12%

TOTAL INTANGIBLE ASSETS- TIA 2,800,000 2,800,000 2,800,000 2,800,000 233,333 2.20%

TOTAL ASSETS- TA 28,631,658 41,725,863 57,330,812 42,562,778 3,546,898 33.47%

LIABILITIES

Current Liabilities

Bank overdraft 250,000 0 130,000 126,667 10,556 0.10%

Trade payables 2,600,000 3,150,000 2,800,000 2,850,000 237,500 2.24%

GST Account 650,000 125,000 95,000 290,000 24,167 0.23%

Shareholders loans 3,500,000 3,500,000 3,500,000 3,500,000 291,667 2.75%

Directors loans 100,000 0 130,000 76,667 6,389 0.06%

Associated entity loans 0 0 0 0 0 0.00%

Other current liabilities 0 0 0 0 0 0.00%

TOTAL CURRENT LIABILITIES- TCL 7,100,000 6,775,000 6,655,000 6,843,333 570,278 5.38%

Non-current liabilities

Bank loans 6,000,000 5,000,000 5,000,000 5,333,333 444,444 4.19%

Shareholders loans 0 0 0 0 0 0.00%

Directors loans 250,000 0 0 83,333 6,944 0.07%

Associated entity loans 0 0 0 0 0 0.00%

Other non-current liabilities 150,000 0 0 50,000 4,167 0.04%

TOTAL NON-CURRENT LIABILITIES- TNCL 6,400,000 5,000,000 5,000,000 5,466,667 455,556 4.30%

TOTAL LIABILITIES- TL 13,500,000 11,775,000 11,655,000 12,310,000 1,025,833 9.68%

NET ASSETS- NA 15,131,658 29,950,863 45,675,812 30,252,778 2,521,065 23.79%

SHAREHOLDERS EQUITY- SE

Share capital 2 2 2 2 0 0.00%

Retained profits 1,000,000 15,131,656 29,950,861 15,360,839 1,280,070 12.08%

Plus operating profit for the year 23,931,656 25,819,205 29,224,949 26,325,270 2,193,773 20.70%

Less income tax 4,800,000 5,000,000 7,000,000 5,600,000 466,667 4.40%

Less dividends declared 5,000,000 6,000,000 6,500,000 5,833,333 486,111 4.59%

Less other 0 0 0 0 0 0.00%

TOTAL SHAREHOLDERS FUNDS- TSF 15,131,658 29,950,863 45,675,812 30,252,778 2,521,065 23.79%

3 Year Average
Monthly 

Average
% of TFRR

J. Actual balance sheet 
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Angry Jacks 30/6/2014 30/6/2015 29/6/2016

3.20% 3.30% 3.40%

REVENUES

63,598,720 67,389,477 71,118,607

61,672,320 66,674,985 71,617,890

798,080 0 0

8,620,640 9,863,428 11,097,863

3,199,200 3,563,850 3,925,400

4,378,432 3,727,753 3,072,831

0 0 0

65,360,000 79,368,833 93,314,333

52,288,000 62,668,667 72,998,667

Correlation threshold

0.80 30/6/2014 30/6/2015 29/6/2016

EXPENSES

General expenses

Franchisee advertising levies TFRR 99.44% 99.44% 99.44% 0.4041 0.4041 0.4041

Franchisor contributed advertising TFRR 97.46% 97.46% 97.46% 0.0810 0.0810 0.0810

Training & development TFRR 94.48% 94.48% 94.48% 0.0369 0.0369 0.0369

Fixed costs

Finance leases & HP contracts

Machinery 0.00%

Electronic equipment 0.00%

Fixtures & fittings 0.00%

Office furniture 0.00%

Motor vehicles 0.00%

Depreciation: Plant & equipment 0.00%

Depreciation: Land & buildings 0.00%

Depreciation: Office fittings & furniture 0.00%

Depreciation: Motor vehicles 0.00%

Depreciation: New capital expenditure 0.00%

Business premises

Rental of business premises Rates 8.2286 8.2286 8.2286

Rates & taxes relating to business premises CPI 0.0320 0.0330 0.0340

Other fixed costs

Enter fixed cost 1 here CPI 0.0320 0.0330 0.0340

Enter fixed cost 1 here CPI 0.0320 0.0330 0.0340

Enter fixed cost 3 here CPI 0.0320 0.0330 0.0340

Enter fixed cost 4 here CPI 0.0320 0.0330 0.0340

Enter fixed cost 5 here CPI 0.0320 0.0330 0.0340

Human resources costs

Non-related employees & contractors

Full-time wages, salaries & fees TFRR 94.48% 94.48% 94.48% 0.0657 0.0657 0.0657

Part-time wages, salaries & fees TFRR 91.62% 91.62% 91.62% 0.0122 0.0122 0.0122

Casual wages, salaries & fees TFRR 100.00% 100.00% 100.00% 0.0065 0.0065 0.0065

Fringe benefits: Car Wages 0.0122 0.0122 0.0122

Fringe benefits: Entertainment Wages 0.0058 0.0058 0.0058

Fringe benefits: Other Wages 0.0024 0.0024 0.0024

Superannuation Wages 0.1180 0.1180 0.1180

Workers compensation Wages 0.0131 0.0131 0.0131

Related employees & contractors

Full-time wages, salaries & fees TFRR 97.37% 97.37% 97.37% 0.0209 0.0209 0.0209

Part-time wages, salaries & fees TFRR 96.49% 96.49% 96.49% 0.0012 0.0012 0.0012

Casual wages, salaries & fees TFRR 91.62% 91.62% 91.62% 0.0007 0.0007 0.0007

Fringe benefits: Car Wages 0.0925 0.0925 0.0925

Fringe benefits: Entertainment Wages 0.0430 0.0430 0.0430

Fringe benefits: Other Wages 0.0018 0.0018 0.0018

Superannuation Wages 0.0968 0.0968 0.0968

Workers compensation Wages 0.0801 0.0801 0.0801

Payroll tax Wages 0.1151 0.1151 0.1151

Variable costs

Variable cost 1 TFRR 98.95% 98.95% 98.95% 0.0039 0.0039 0.0039

Variable cost 2 TFRR 97.98% 97.98% 97.98% 0.0056 0.0056 0.0056

Variable cost 3 TFRR -11.77% 11.77% 0.00% 0.0320 0.0330 0.0340

Variable cost 4 TFRR 95.11% 95.11% 95.11% 0.0060 0.0060 0.0060

Variable cost 5 TFRR 94.02% 94.02% 94.02% 0.0041 0.0041 0.0041

Variable cost 6 TFRR 92.55% 92.55% 92.55% 0.0044 0.0044 0.0044

Variable cost 7 TFRR 97.46% 97.46% 97.46% 0.0046 0.0046 0.0046

Variable cost 8 TFRR 97.75% 97.75% 97.75% 0.0045 0.0045 0.0045

Variable cost 9 TFRR 97.09% 97.09% 97.09% 0.0032 0.0032 0.0032

Variable cost 10 TFRR 95.11% 95.11% 95.11% 0.0056 0.0056 0.0056

Variable cost 11 TFRR 97.98% 97.98% 97.98% 0.0045 0.0045 0.0045

Variable cost 12 TFRR 95.11% 95.11% 95.11% 0.0037 0.0037 0.0037

Variable cost 13 TFRR 97.75% 97.75% 97.75% 0.0065 0.0065 0.0065

Variable cost 14 TFRR 97.46% 97.46% 97.46% 0.0026 0.0026 0.0026

Variable cost 15 TFRR 96.54% 96.54% 96.54% 0.0041 0.0041 0.0041

Variable cost 16 TFRR 96.59% 96.59% 96.59% 0.0045 0.0045 0.0045

Variable cost 17 TFRR 95.11% 95.11% 95.11% 0.0023 0.0023 0.0023

Variable cost 18 TFRR 98.49% 98.49% 98.49% 0.0045 0.0045 0.0045

Variable cost 19 TFRR 99.18% 99.18% 99.18% 0.0054 0.0054 0.0054

Variable cost 20 TFRR 99.16% 99.16% 99.16% 0.0060 0.0060 0.0060

TOTAL VARIABLE COSTS- TVC TFRR 80.71% 80.71% 80.71% 0.0905 0.0905 0.0905
OPERATING PROFIT before interest & before tax- 

OPBIBT TFRR 99.11% 99.11% 99.11% 0.2139 0.2139 0.2139

Less interest on debt Debt 0.3333 0.3333 0.3333

99.16% 99.16% 99.16% 0.0060 0.0060 0.0060

Adjust for:

Add abnormal expenses TFRR 0.00% 0.00% 0.00% 0.0320 0.0330 0.0340

Add extraordinary expenses TFRR 0.00% 0.00% 0.00% 0.0320 0.0330 0.0340

Less abnormal revenues TFRR 0.00% 0.00% 0.00% 0.0320 0.0330 0.0340

Less extraordinary revenues TFRR 0.00% 0.00% 0.00% 0.0320 0.0330 0.0340

Less revenues from sale of franchises TFRR -70.26% 70.26% 0.00% 0.0320 0.0330 0.0340

Add related employees & contractors remuneration TFRR 97.44% 97.44% 97.44% 0.0333 0.0333 0.0333

Less market value of related employees & contractors 

remuneration
Wages 1.7092 1.7092 1.7092

Add rent paid on business premises Rates 8.2286 8.2286 8.2286

Less market value rent of business premises Rent 0.8750 0.8750 0.8750

Less income tax AOPAIBT 0.2870 0.2870 0.2870

Baseline forecasting factor for year ending
Absolute value of r2r2

Product sold to franchisees

Less costs of goods sold to franchisees

Royalties

Advertising levies

Fixed royalties & fees

Product rebates

OPERATING PROFIT after interest & before tax- OPAIBT

Correlated with

Forecast for year ending

Annual inflation rate

Other supplier rebates

Sale of franchises

Other franchise related sundry revenue

K. Correlated profit and loss items 
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Angry Jacks 3 Year Average Year ending Year ending Year ending

30/06/14 30/06/15 29/06/16 Actual 30/6/2014 30/6/2015 29/6/2016

REVENUES

Trend 54,406,667 63,598,720 67,389,477 71,118,607

Trend 50,190,000 61,672,320 66,674,985 71,617,890

Trend 2,693,333 798,080 0 0

Trend 5,963,333 8,620,640 9,863,428 11,097,863

Trend 2,400,000 3,199,200 3,563,850 3,925,400

Trend 5,510,667 4,378,432 3,727,753 3,072,831

Trend 350,000 0 0 0

Trend 36,333,333 65,360,000 79,368,833 93,314,333

Trend 30,666,667 52,288,000 62,668,667 72,998,667

127,180,667 155,339,392 167,919,659 181,148,257

0
516,667

127,697,333 155,339,392 167,919,659 181,148,257

EXPENSES

General expenses

Franchisee advertising levies 40.41% 40.41% 40.41% XTFRR 51,400,000 62,780,334 67,864,642 73,210,973

Franchisor contributed advertising 8.10% 8.10% 8.10% XTFRR 10,303,333 12,584,566 13,603,736 14,675,429

Training & development 3.69% 3.69% 3.69% XTFRR 4,697,700 5,737,805 6,202,485 6,691,113

66,401,033 81,102,705 87,670,864 94,577,515

Fixed costs Assume that future capitalexpenditure in these items will be made out of cash flow but indexed with inflation

Finance leases & HP contracts

Machinery 3.20% 3.30% 3.40% 0 150,000 154,800 159,908 165,345

Electronic equipment 3.20% 3.30% 3.40% 0 650,000 670,800 692,936 716,496

Fixtures & fittings 3.20% 3.30% 3.40% 0 80,000 82,560 85,284 88,184

Office furniture 3.20% 3.30% 3.40% 0 220,000 227,040 234,532 242,506

Motor vehicles 3.20% 3.30% 3.40% 0 1,500,000 1,548,000 1,599,084 1,653,453

Depreciation: Plant & equipment 0 228,333 228,333 228,333 228,333

Depreciation: Land & buildings 0 150,000 150,000 0 0

Depreciation: Office fittings & furniture 0 50,000 50,000 50,000 50,000

Depreciation: Motor vehicles 0 150,000 40,000 0 0

Depreciation: New capital expenditure 0 0 166,650 366,630 599,940

Business premises

Rental of business premises 822.86% 822.86% 822.86% Rates 480,000 495,360 511,707 529,105

Rates & taxes relating to business premises 3.20% 3.30% 3.40% CPI 58,333 60,200 62,187 64,301

Other fixed costs

Other fixed cost 1 3.20% 3.30% 3.40% CPI 225,000 232,200 232,425 232,650

Other fixed cost 2 3.20% 3.30% 3.40% CPI 350,000 361,200 361,550 361,900

Other fixed cost 3 3.20% 3.30% 3.40% CPI 120,000 123,840 123,960 124,080

Other fixed cost 4 3.20% 3.30% 3.40% CPI 80,000 82,560 82,640 82,720

Other fixed cost 5 3.20% 3.30% 3.40% CPI 50,000 51,600 51,650 51,700

4,541,667 4,725,143 4,842,827 5,190,714

Human resources costs

Non-related employees & contractors

Full-time wages, salaries & fees 6.57% 6.57% 6.57% XTFRR 8,351,467 10,200,542 11,026,640 11,895,311

Part-time wages, salaries & fees 1.22% 1.22% 1.22% XTFRR 1,555,450 1,899,838 2,053,698 2,215,487

Casual wages, salaries & fees 0.65% 0.65% 0.65% XTFRR 832,427 1,016,732 1,099,073 1,185,657

Fringe benefits: Car 1.22% 1.22% 1.22% Wages 130,933 159,923 172,874 186,493

Fringe benefits: Entertainment 0.58% 0.58% 0.58% Wages 62,230 76,008 82,164 88,637

Fringe benefits: Other 0.24% 0.24% 0.24% Wages 26,015 31,775 34,348 37,054

Superannuation 11.80% 11.80% 11.80% Wages 1,266,750 1,578,795 1,706,654 1,841,104

Workers compensation 1.31% 1.31% 1.31% Wages 141,050 196,532 212,448 229,184

Related employees & contractors

Full-time wages, salaries & fees 2.09% 2.09% 2.09% XTFRR 2,653,333 3,240,801 3,503,259 3,779,244

Part-time wages, salaries & fees 0.12% 0.12% 0.12% XTFRR 157,635 192,537 208,129 224,526

Casual wages, salaries & fees 0.07% 0.07% 0.07% XTFRR 82,957 101,325 109,531 118,159

Fringe benefits: Car 9.25% 9.25% 9.25% Wages 267,737 327,016 353,499 381,348

Fringe benefits: Entertainment 4.30% 4.30% 4.30% Wages 124,456 152,011 164,322 177,267

Fringe benefits: Other 0.18% 0.18% 0.18% Wages 5,152 6,292 6,802 7,338

Superannuation 9.68% 9.68% 9.68% Wages 280,000 388,951 420,450 453,573

Workers compensation 8.01% 8.01% 8.01% Wages 231,775 353,113 381,710 411,781

Payroll tax 11.51% 11.51% 11.51% Wages 1,860,720 2,292,583 2,433,869 2,582,437

18,030,087 22,214,772 23,969,471 25,814,598

Variable costs

Variable cost 1 0.39% 0.39% 0.39% XTFRR 499,108 609,614 658,984 710,899

Variable cost 2 0.56% 0.56% 0.56% XTFRR 707,867 864,594 934,614 1,008,242

Variable cost 3 3.20% 3.30% 3.40% XTFRR 567,592 4,970,861 5,541,349 6,159,041

Variable cost 4 0.60% 0.60% 0.60% XTFRR 766,249 935,902 1,011,696 1,091,397

Variable cost 5 0.41% 0.41% 0.41% XTFRR 522,497 638,181 689,865 744,212

Variable cost 6 0.44% 0.44% 0.44% XTFRR 554,989 677,867 732,765 790,492

Variable cost 7 0.46% 0.46% 0.46% XTFRR 586,095 715,860 773,835 834,797

Variable cost 8 0.45% 0.45% 0.45% XTFRR 568,837 694,782 751,050 810,217

Variable cost 9 0.32% 0.32% 0.32% XTFRR 410,748 501,691 542,321 585,044

Variable cost 10 0.56% 0.56% 0.56% XTFRR 716,809 875,516 946,420 1,020,978

Variable cost 11 0.45% 0.45% 0.45% XTFRR 577,427 705,273 762,390 822,451

Variable cost 12 0.37% 0.37% 0.37% XTFRR 473,912 578,840 625,717 675,011

Variable cost 13 0.65% 0.65% 0.65% XTFRR 825,559 1,008,344 1,090,005 1,175,875

Variable cost 14 0.26% 0.26% 0.26% XTFRR 329,602 402,578 435,181 469,464

Variable cost 15 0.41% 0.41% 0.41% XTFRR 526,170 642,668 694,715 749,444

Variable cost 16 0.45% 0.45% 0.45% XTFRR 576,223 703,803 760,801 820,736

Variable cost 17 0.23% 0.23% 0.23% XTFRR 287,060 350,618 379,013 408,871

Variable cost 18 0.45% 0.45% 0.45% XTFRR 578,461 706,537 763,756 823,924

Variable cost 19 0.54% 0.54% 0.54% XTFRR 683,892 835,311 902,959 974,094

Variable cost 20 0.60% 0.60% 0.60% XTFRR 756,844 924,415 999,280 1,078,002

11,515,942 18,343,255 19,996,716 21,753,192

100,488,730 126,385,876 136,479,877 147,336,020

27,208,604 28,953,516 31,439,782 33,812,237

Less interest on debt 883,333 935,848 971,388 1,008,163

OPERATING PROFIT after interest & before tax- 

XOPAIBT

26,325,270 28,017,668 30,468,394 32,804,074

Add abnormal expenses 3.20% 3.30% 3.40% 890,000 918,480 919,370 920,260

Add extraordinary expenses 3.20% 3.30% 3.40% 125,000 129,000 129,125 129,250

Less abnormal revenues 3.20% 3.30% 3.40% 90,000 92,880 92,970 93,060

Less extraordinary revenues 3.20% 3.30% 3.40% 25,000 25,800 25,825 25,850

Less revenues from sale of franchises 3.20% 3.30% 3.40% XTFRR 5,510,667 4,970,861 5,541,349 6,159,041

Add related employees & contractors 

remuneration

3.33% 3.33% 3.33% XTFRR 4,240,688 5,179,607 5,599,082 6,040,173

Less market value of related employees & 

contractors remuneration
170.92% 170.92% 170.92% Wages 6,500,000 8,139,080 8,798,229 9,491,347

Add rent paid on business premises 822.86% 822.86% 822.86% Rates 480,000 495,360 511,707 529,105

Less market value rent of business premises 87.50% 87.50% 87.50% Rent 420,000 433,440 447,744 462,967

19,515,292 21,078,055 22,721,561 24,190,598

Less income tax 28.70% 28.70% 28.70% XAOPAIBT 5,600,000 6,048,442 6,520,053 6,941,600

TOTAL FRANCHISE RELATED REVENUE- XTFRR

Non-franchise related revenue

TOTAL REVENUES- XTR

Growth Factor

Royalties

Advertising levies

Fixed royalties & fees

Product rebates

Other supplier rebates

Sale of franchises

Other franchise related sundry revenue

Product sold to franchisees

Less costs of goods sold to franchisees

OPERATING PROFIT before interest & before tax- XOPBIBT

TOTAL VARIABLE COSTS- XTVC

TOTAL EXPENSES- XTE

Adjust for:

ADJUSTED OPERATING PROFIT after interest & before tax- XAOPAIBT

TOTAL GENERAL EXPENSES- XTGE

TOTAL HUMAN RESOURCES- XTHR

TOTAL FIXED COSTS- XTFC

Forecast 

base

L. Forecasted profit and loss statement 
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Angry Jacks Year ending Year ending Year ending

30/6/2014 30/6/2015 29/6/2016

CASH FROM TRADING- CFT

43,102,418 36,615,795 40,665,034 40,127,749 3,343,979

36,615,795 40,665,034 44,819,673 40,700,167 3,391,681

Cash movement- CS 6,486,623 -4,049,239 -4,154,639 -572,418 -47,702 

155,339,392 167,919,659 181,148,257 168,135,769 14,011,314

161,826,015 163,870,420 176,993,618 167,563,351 13,963,613

2,800,000 3,882,574 4,327,488 3,670,021 305,835

3,882,574 4,327,488 4,787,861 4,332,641 361,053

Payables movement- PM -1,082,574 -444,914 -460,373 -662,620 -55,218 

95,000 395,069 440,341 310,137 25,845

395,069 440,341 487,186 440,865 36,739

Tax movement- TM -300,069 -45,272 -46,845 -130,729 -10,894 

7,755,000 12,321,781 14,768,008 11,614,930 967,911

12,321,781 14,768,008 17,202,295 14,764,028 1,230,336

Stock movement- SM 4,566,781 2,446,227 2,434,287 3,149,098 262,425

126,385,876 136,479,877 147,336,020 136,733,924 11,394,494

-634,983 -644,963 -878,273 -719,407 -59,951 

300,592 486,045 689,960 492,199 41,017

500,000 500,000 500,000 500,000 41,667

500,000 600,000 700,000 600,000 50,000

130,235,623 139,377,000 150,274,775 139,962,466 11,663,539

31,590,392 24,493,420 26,718,843 27,600,885 2,300,074

935,848 971,388 1,008,163 971,800 80,983

5,035,552 5,437,543 5,795,609 5,422,901 451,908

-130,000 25,488,992 43,573,481 22,977,491 1,914,791

25,488,992 43,573,481 63,488,552 44,183,675 3,681,973

Annual 

Average

Monthly 

Average

Total Franchise Related Revenue- Tfrr

Other cash flows

Trade payables at start

TOTAL CASH OUTFLOWS- TCO

NET CASH-FLOWS- NCF

FREE CASH FLOW- FCT

Less interest on bank loans

Add bank balance at start 

Trade stock at end

Less income tax

GST account at start

Trade stock at start

Total Expenses- Xte

Add back depreciation

Trade receivables at start

Trade receivables at end

Trade payables at end

GST account at end

TOTAL CASH INFLOWS- TCI

Dividends

Debt reduction: bank loans

Capital expenditure (franchise business only)

M. Forecasted cash-flow statement 
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N. Goodwill baseline metrics months 1- 59  

 

A B C D E F G H I J K L M N

Mth EBIT Other 

cash 

flows

EBIT 

Adjs

Movements 

in working 

capital

Free 

cash 

flow

Terminal 

CF

FCF for end 

point 

discounting

NTA CTA PV of 

FCF

PV of 

CTA

PV of FCF - 

PV of CTA

Cumulative 

PV FCF

Cum PV 

of CTA

1 16,919 354 293 17,566 17,566 791,211 2,967 17,354 2,931 14,423 17,354 2,931

2 16,989 388 632 18,009 18,009 792,859 2,973 17,579 2,902 14,676 34,933 5,834

3 17,060 404 -829 16,635 16,635 794,511 2,979 16,042 2,873 13,169 50,975 8,707

4 17,131 353 -340 17,144 17,144 796,166 2,986 16,334 2,845 13,489 67,309 11,551

5 17,202 371 -554 17,019 17,019 797,825 2,992 16,020 2,816 13,204 83,329 14,368

6 17,274 575 -224 17,625 17,625 799,487 2,998 16,391 2,788 13,603 99,720 17,156

7 17,346 362 690 18,398 18,398 801,153 3,004 16,904 2,760 14,144 116,624 19,916

8 17,418 687 880 18,985 18,985 802,822 3,011 17,234 2,733 14,501 133,858 22,649

9 17,491 378 552 18,421 18,421 804,495 3,017 16,520 2,706 13,815 150,379 25,355

10 17,564 497 -419 17,642 17,642 806,171 3,023 15,631 2,679 12,953 166,010 28,033

11 17,637 491 -822 17,306 17,306 807,850 3,029 15,149 2,652 12,498 181,159 30,685

12 17,710 641 682 19,033 19,033 809,533 3,036 16,461 2,626 13,836 197,621 33,311

13 17,784 505 98 18,387 18,387 811,220 3,042 15,711 2,599 13,112 213,332 35,910

14 17,858 367 -434 17,791 17,791 812,910 3,048 15,019 2,573 12,446 228,351 38,483

15 17,933 464 108 18,505 18,505 814,603 3,055 15,434 2,548 12,886 243,785 41,031

16 18,007 555 -338 18,224 18,224 816,300 3,061 15,017 2,522 12,495 258,802 43,554

17 18,082 -5,000 579 691 14,352 14,352 818,001 3,068 11,684 2,497 9,187 270,486 46,051

18 18,158 -6,000 405 -790 11,773 11,773 819,705 3,074 9,469 2,472 6,997 279,955 48,523

19 18,233 415 150 18,798 18,798 821,413 3,080 14,938 2,448 12,490 294,893 50,971

20 18,309 445 851 19,605 19,605 823,124 3,087 15,392 2,423 12,969 310,285 53,394

21 18,386 643 421 19,450 19,450 824,839 3,093 15,086 2,399 12,687 325,371 55,794

22 18,462 304 277 19,043 19,043 826,557 3,100 14,593 2,375 12,218 339,965 58,169

23 18,539 517 504 19,560 19,560 828,279 3,106 14,809 2,352 12,457 354,774 60,520

24 18,616 433 -756 18,293 18,293 830,005 3,113 13,683 2,328 11,355 368,457 62,849

25 18,694 400 791 19,885 19,885 831,734 3,119 14,695 2,305 12,390 383,152 65,154

26 18,772 515 527 19,814 19,814 833,467 3,126 14,466 2,282 12,184 397,619 67,435

27 18,850 499 233 19,582 19,582 835,203 3,132 14,125 2,259 11,866 411,744 69,695

28 18,929 469 -525 18,873 18,873 836,943 3,139 13,450 2,237 11,213 425,194 71,931

29 19,008 609 627 20,244 20,244 838,687 3,145 14,253 2,214 12,039 439,447 74,146

30 19,087 697 114 19,898 19,898 840,434 3,152 13,841 2,192 11,649 453,288 76,338

31 19,166 630 -849 18,947 18,947 842,185 3,158 13,022 2,170 10,851 466,310 78,509

32 19,246 528 -199 19,575 19,575 843,940 3,165 13,291 2,149 11,143 479,602 80,658

33 19,326 581 375 20,282 20,282 845,698 3,171 13,606 2,127 11,479 493,208 82,785

34 19,407 342 445 20,194 20,194 847,460 3,178 13,384 2,106 11,277 506,591 84,891

35 19,488 398 -846 19,040 19,040 849,225 3,185 12,467 2,085 10,382 519,058 86,977

36 19,569 666 536 20,771 20,771 850,994 3,191 13,437 2,064 11,373 532,495 89,041

37 19,650 636 -220 20,066 20,066 852,767 3,198 12,825 2,044 10,781 545,321 91,085

38 19,732 412 -14 20,130 20,130 854,544 3,205 12,711 2,024 10,688 558,032 93,108

39 19,815 467 -794 19,488 19,488 856,324 3,211 12,158 2,003 10,154 570,190 95,112

40 19,897 666 -35 20,528 20,528 858,108 3,218 12,653 1,983 10,669 582,842 97,095

41 19,980 651 -706 19,925 19,925 859,896 3,225 12,133 1,964 10,170 594,976 99,059

42 20,063 630 852 21,545 21,545 861,687 3,231 12,962 1,944 11,018 607,938 101,003

43 20,147 420 -454 20,113 20,113 863,483 3,238 11,955 1,925 10,030 619,893 102,927

44 20,231 413 623 21,267 21,267 865,282 3,245 12,489 1,905 10,583 632,381 104,833

45 20,315 628 84 21,027 21,027 867,084 3,252 12,199 1,886 10,313 644,581 106,719

46 20,400 614 -877 20,137 20,137 868,891 3,258 11,542 1,868 9,675 656,123 108,587

47 20,485 571 -478 20,578 20,578 870,701 3,265 11,653 1,849 9,804 667,777 110,436

48 20,570 573 -676 20,467 20,467 872,515 3,272 11,451 1,831 9,621 679,228 112,267

49 20,656 373 691 21,720 21,720 874,333 3,279 12,006 1,812 10,194 691,234 114,079

50 20,742 534 -686 20,590 20,590 876,154 3,286 11,245 1,794 9,450 702,479 115,874

51 20,828 697 -474 21,051 21,051 877,979 3,292 11,358 1,776 9,582 713,837 117,650

52 20,915 488 850 22,253 22,253 879,809 3,299 11,862 1,759 10,104 725,699 119,409

53 21,002 496 695 22,193 22,193 881,641 3,306 11,688 1,741 9,947 737,388 121,150

54 21,090 547 352 21,989 21,989 883,478 3,313 11,441 1,724 9,717 748,829 122,874

55 21,178 420 264 21,862 21,862 885,319 3,320 11,238 1,707 9,532 760,067 124,580

56 21,266 408 -244 21,430 21,430 887,163 3,327 10,884 1,690 9,194 770,951 126,270

57 21,354 451 171 21,976 21,976 889,011 3,334 11,027 1,673 9,354 781,979 127,943

58 21,443 691 -757 21,377 21,377 890,864 3,341 10,598 1,656 8,942 792,576 129,599

59 21,533 491 -271 21,753 21,753 892,720 3,348 10,654 1,640 9,015 803,230 131,239
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O. Goodwill baseline metrics months 60-120  

 

 

A B C D E F G H I J K L M N

Mth EBIT Other 

cash 

flows

EBIT 

Adjs

Movements 

in working 

capital

Free 

cash 

flow

Terminal 

CF

FCF for end 

point 

discounting

NTA CTA PV of 

FCF

PV of 

CTA

PV of FCF - 

PV of CTA

Cumulative 

PV FCF

Cum PV 

of CTA

60 21,623 662 -391 21,894 21,894 894,579 3,355 10,594 1,623 8,971 813,825 132,862

61 21,713 585 316 22,614 22,614 896,443 3,362 10,811 1,607 9,204 824,636 134,469

62 21,803 607 -32 22,378 22,378 898,311 3,369 10,570 1,591 8,979 835,205 136,060

63 21,894 302 31 22,227 22,227 900,182 3,376 10,372 1,575 8,797 845,577 137,636

64 21,985 353 -772 21,566 21,566 902,058 3,383 9,943 1,560 8,383 855,520 139,195

65 22,077 366 692 23,135 23,135 903,937 3,390 10,538 1,544 8,994 866,058 140,739

66 22,169 676 218 23,063 23,063 905,820 3,397 10,379 1,529 8,850 876,436 142,268

67 22,261 598 311 23,170 23,170 907,707 3,404 10,301 1,513 8,788 886,738 143,781

68 22,354 513 38 22,905 22,905 909,598 3,411 10,061 1,498 8,563 896,799 145,279

69 22,447 648 383 23,478 23,478 911,493 3,418 10,189 1,483 8,705 906,988 146,763

70 22,541 334 689 23,564 23,564 913,392 3,425 10,103 1,469 8,634 917,091 148,231

71 22,634 627 875 24,136 24,136 915,295 3,432 10,224 1,454 8,770 927,315 149,685

72 22,729 364 763 23,856 23,856 917,202 3,440 9,984 1,439 8,544 937,298 151,125

73 22,823 592 -262 23,153 23,153 919,113 3,447 9,573 1,425 8,148 946,872 152,550

74 22,919 623 -205 23,337 23,337 921,028 3,454 9,533 1,411 8,122 956,405 153,961

75 23,014 336 -264 23,086 23,086 922,946 3,461 9,317 1,397 7,920 965,722 155,358

76 23,110 638 643 24,391 24,391 924,869 3,468 9,725 1,383 8,343 975,447 156,740

77 23,206 496 895 24,597 24,597 926,796 3,475 9,690 1,369 8,321 985,137 158,110

78 23,303 -50,000 596 24 -26,077 -26,077 928,727 3,483 -10,149 1,355 -11,505 974,988 159,465

79 23,400 570 -669 23,301 23,301 930,662 3,490 8,960 1,342 7,618 983,948 160,807

80 23,498 595 -305 23,788 23,788 932,601 3,497 9,037 1,329 7,708 992,985 162,136

81 23,595 400 -242 23,753 23,753 934,543 3,505 8,915 1,315 7,600 1,001,900 163,451

82 23,694 348 -729 23,313 23,313 936,490 3,512 8,645 1,302 7,342 1,010,545 164,753

83 23,792 427 -683 23,536 23,536 938,441 3,519 8,623 1,289 7,333 1,019,167 166,042

84 23,892 595 -480 24,007 24,007 940,397 3,526 8,689 1,276 7,413 1,027,857 167,319

85 23,991 662 -365 24,288 24,288 942,356 3,534 8,685 1,264 7,422 1,036,542 168,583

86 24,091 361 886 25,338 25,338 944,319 3,541 8,952 1,251 7,701 1,045,494 169,834

87 24,192 451 -862 23,781 23,781 946,286 3,549 8,301 1,239 7,062 1,053,794 171,072

88 24,292 444 719 25,455 25,455 948,258 3,556 8,778 1,226 7,552 1,062,573 172,299

89 24,394 653 -230 24,817 24,817 950,233 3,563 8,455 1,214 7,241 1,071,028 173,513

90 24,495 696 786 25,977 25,977 952,213 3,571 8,744 1,202 7,542 1,079,772 174,715

91 24,597 572 -134 25,035 25,035 954,197 3,578 8,326 1,190 7,136 1,088,098 175,905

92 24,700 412 -46 25,066 25,066 956,185 3,586 8,236 1,178 7,057 1,096,333 177,083

93 24,803 643 -729 24,717 24,717 958,177 3,593 8,023 1,166 6,857 1,104,357 178,249

94 24,906 485 492 25,883 25,883 960,173 3,601 8,301 1,155 7,146 1,112,657 179,404

95 25,010 570 -67 25,513 25,513 962,173 3,608 8,084 1,143 6,940 1,120,741 180,547

96 25,114 515 786 26,415 26,415 964,178 3,616 8,269 1,132 7,137 1,129,010 181,679

97 25,219 514 816 26,549 26,549 966,186 3,623 8,211 1,121 7,090 1,137,221 182,799

98 25,324 354 -403 25,275 25,275 968,199 3,631 7,723 1,109 6,613 1,144,944 183,909

99 25,429 510 695 26,634 26,634 970,216 3,638 8,040 1,098 6,942 1,152,984 185,007

100 25,535 619 -417 25,737 25,737 972,238 3,646 7,676 1,087 6,589 1,160,660 186,095

101 25,642 312 585 26,539 26,539 974,263 3,653 7,820 1,077 6,743 1,168,480 187,171

102 25,748 486 455 26,689 26,689 976,293 3,661 7,770 1,066 6,704 1,176,250 188,237

103 25,856 494 -782 25,568 25,568 978,327 3,669 7,354 1,055 6,299 1,183,604 189,292

104 25,963 525 -585 25,903 25,903 980,365 3,676 7,361 1,045 6,316 1,190,964 190,337

105 26,072 449 509 27,030 27,030 982,407 3,684 7,588 1,034 6,554 1,198,553 191,371

106 26,180 631 -590 26,221 26,221 984,454 3,692 7,273 1,024 6,249 1,205,826 192,395

107 26,289 530 368 27,187 27,187 986,505 3,699 7,450 1,014 6,436 1,213,276 193,409

108 26,399 478 -34 26,843 26,843 988,560 3,707 7,267 1,004 6,264 1,220,543 194,413

109 26,509 340 8 26,857 26,857 990,620 3,715 7,184 994 6,190 1,227,727 195,406

110 26,619 364 25 27,008 27,008 992,684 3,723 7,137 984 6,154 1,234,865 196,390

111 26,730 345 -897 26,178 26,178 994,752 3,730 6,835 974 5,861 1,241,699 197,364

112 26,842 453 -480 26,815 26,815 996,824 3,738 6,917 964 5,953 1,248,616 198,328

113 26,953 637 -64 27,526 27,526 998,901 3,746 7,015 955 6,060 1,255,631 199,283

114 27,066 383 -615 26,834 26,834 1,000,982 3,754 6,756 945 5,811 1,262,387 200,228

115 27,178 691 173 28,042 28,042 1,003,067 3,762 6,976 936 6,040 1,269,363 201,163

116 27,292 500 -330 27,462 27,462 1,005,157 3,769 6,749 926 5,823 1,276,112 202,090

117 27,405 535 -861 27,079 27,079 1,007,251 3,777 6,575 917 5,658 1,282,687 203,007

118 27,520 653 607 28,780 28,780 1,009,349 3,785 6,904 908 5,996 1,289,591 203,915

119 27,634 464 -810 27,288 27,288 1,011,452 3,793 6,467 899 5,568 1,296,058 204,814

120 27,749 357 -786 27,320 2,268,245 2,295,565 1,013,559 3,801 537,512 890 536,622 1,833,571 205,704

2,627,156 -61,000 60,683 -885 2,625,954 2,268,245 4,894,199 404,028 1,833,571 205,704 1,627,867
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P. Goodwill clauses 

Exhibit 1 

Goodwill and Intellectual Property Rights to vest in Franchisor: The Franchisee assigns to the 

Franchisor all existing and future goodwill arising out of the use of the System by the 

Franchisee; Intellectual Property Rights in improvements to the System developed by the 

Franchisee; and Intellectual Property Rights in any plans, specifications or advertising materials 

prepared by or for the Franchisee in relation to the Franchise Business… all existing goodwill 

and existing Intellectual Property Rights …vest in the Franchisor and all future goodwill and 

future Intellectual Property Rights, on their creation, will vest in the Franchisor; and 

[franchisee] must do, at its own cost, all things reasonably requested by the Franchisor to 

enable the Franchisor to assure further its title to the goodwill and the Intellectual Property 

Rights. 

Exhibit 2 

The Franchisee acknowledges that any goodwill in the Intellectual Property accrues to the 

exclusive benefit of the Intellectual Property Entity or the Franchisor and that any goodwill in 

the Franchised Business is the exclusive ownership of the Intellectual Property Entity or 

Franchisor therefore on termination or expiration of the Term the Franchisee has no right to 

operate the Franchised Business and therefore no interest or proprietorship in any goodwill. 

Exhibit 3 

No exit payment or other payment to the Franchisee from the Franchisor and/or its associates 

will be applicable at the end of the Franchise Agreement, except to the extent that the 

Franchisor may at its option require the Franchisee to sell to the Franchisor all the Franchisee‟s 

unused and remaining stock of paper goods, ticketing, posters, menus, promotional material and 

all other items containing the trade names or trade-marks at the lower of their cost or net 

realisable value. 

Note: These three exhibits are reproduced exactly as the appear in the subject‟s franchise 

agreement 
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