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Abstract

There are many multinational companies engaging thié franchising mechanisms in order to expand
the business opportunity, to explore new opporesitand to develop businesses domestically and
internationally. Even though this is a good oppuoitiu for multinational companies to expand their
market to achieve the company target, but theee psoblem attached with this mechanism. The main
problem of franchising business is mainly confbtinterest between the parties involved. Hencis, th
paper attempts to critically evaluate the potermiatonflict of interest that arises among the ipart

Apart from that, this paper also outlined certaiaywon how to avoid this problem from occurs
continuously.
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INTRODUCTION

As the world move towards globalisations era, mamypanies are trying to expand their business ndmpting
good and service, increase productivity level afsb @xplore new market environment by emphasizing o

franchising mechanism. This is because franchisuginess offers a good opportunity to various ewelcapital
and experience.
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The chart above, which is based on a survey bylth&. Commerce Department, shows the percentage of
businesses still operating after the first yeaierdive years, and after ten years. The study shibnat franchise
businesses still operating after the first yeamypared to independent businesses -is 97% to 62féér five
years, the comparison is even more telling -92%aofchised businesses are still operating, compared3% of
independent businesses. After ten years. 90% atfiiaed businesses are still operating. comparedB¥% of
independent businesses.

This chart explains two things: (1) A franchisedsiness offers a great deal more stability and #gctar the
owner, operator and investor. (2) Franchising sffleasinesses that want to grow a method of exparsid
development that has a greater chance for suceesdh® long term. In short, Franchising gives vittlials the
opportunity to go into business for themselves aithexcellent chance of success at a minimum kf itigives

businesses the opportunity to expand on a far g@reatle, with greater speed, and with signifigaletss capital
requirements.

Franchising in recent years has become a major gfattte American economy. Franchised businesses now
account for one-third of all retail sales, morentt$590 billion. There are more than 498,000 frasethioutlets

employing more than 7 million people. The Americamcept of franchising is expanding rapidly throogfhthe
world.

The overwhelming success of franchising is not thase any secret formula or magic trick. It is based
ingenuity and hard work. It is based on creatind developing an excellent idea for a product oviserthat is
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needed by millions of people. It is based on deyialpthis concept into a complete system of doingjitess that
can be taught to other business people, and timabeaeplicated in business locations from Banitaine, to

Bangkok, Thailand. The franchisor applies his etiper experience and capital to developing a tradkrand a
complete system of doing business. The franchiseeives assistance with site selection, persomaiglirtg,

business set up, advertising, and product supgig. flanchisee pays an up-front franchise fee andnagoing

royalty which allows the franchisor to provide mdraining, research and development, and markesinqgport
for the entire business.

The reason that franchised businesses are stiltipg after five years, ten years, and even lgngdrecause of
the unique combination of all the right elementat tbusinesses need to prosper and thrive -brilideas,
commitment to the long-term, a good source of edpdnd a lot of hard- working people as well a®djo
commitment from top management to lowstnagement.

Franchise is a method of marketing and distribukiaged on a two parties relationship; that is thedhisor (the
owner and granter of right) and the franchiseeigient of right) relationship. The right grantedfids the purpose
of running the business by using the trademarkaatet name based on a specific system, at spetfiation or
area within a specified period of time.

There are two types of franchising format. Thetfione is product-and-trade-name franchising. Type of
franchising is the franchisee having a contrachviitnchisor to buy or sell particular productsesiles that,
franchisee also will use the name, trademark, odyet that provide by franchisor. The base or cdithe value
that they need to delivery to customer is certgies of products.

Another type of franchising is business-format ftaining. Business-format franchising has five afi#int types
of format categories namely business opportunigftepn or method of doing business, franchise dppiy,
licensing relationship, and continuing relationshipwill be show as below:

Business Opportunity

This is a business format franchising where thedpecer or distributor of certain services that giwéght
including their trademark to other individual testlibutor their services in certain area. In thenre of the right
given, the producer or distributor will receive pant or loyalty and maintain the quality standard.

Pattern or Method of Doing Business

This is a business format franchising where thednésee get the right from franchisor to distribcéetain goods
or services by using a particular marketing formhich is fix by the franchisor. It needs to folldle way or the
marketing format to distribute the goods or servitetheir customer.

Franchise Opportunity

This is a business format franchising where thednisee need to follow the marketing plan and pagnoé
royalty to franchisor after grant the trademarkdpor the use of a product or services.
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Licensing Relationship

This is a business format franchising where th&illigor grant distribution right to affiliated deas (franchisee)
of a product, services, or business method. Noynitadiccess to the geography area by this method.

Continuing Relationship

It is where a franchisor provides continuing mamaget, technical assistance, and training to thechisee
where the franchisee need t grant the license fnenfranchisor first.

WHY DO MULTINATIONAL FIRM ENTERING TO FRANCHISE BUSINESS

Before examine the reason for a multinational camgga enter into franchising in reducing confliofsinterest, a
crucial point must be addressed to, which is thegggphical factor. Multinational companies have parmies
around the globe or a specified region other thardomestic country. Difference in places contebather
factors that could influence the business envirartroéa company, such as the culture, preferena@m$umers,
way of thinking and living, different time zone asd on. Hence, it is clearly a huge gap of segarati control if
a company expands its business globally, the haadags could not closely and effectively monitoe tictions
of its branches, creating opportunity for brancmagers to operate business based on their intendshot the
company'’s interest.

As described by a Kentucky Fried Chicken franchisekincoln, Nebraska, a franchisor-franchisee tiefeship
consists of three types — legal agreement, busmasonship, and independent business ownersn frere, is
an important to note that company-owned relatiggslaind franchisor-franchisee relationships arewifit, and
these differences are the main reason a comparsg ¢henter into franchising business as a meaespainding
its business as well as reducing conflicts of eggiRobert T. Justis& Richard J. Judd, 2002).

Legal agreement is a set of guidelines and mamnuailsh state the roles for each franchisor and tase in the
franchising business. Legally speaking, franchisas more authority than franchisee and franchissetdnabide
the legal agreement drafted by franchisor. By h&emchisor has control over franchisee and itsratmms,
rendering franchisee acting on its own self-interggereby reducing conflicts. Some of the conteémtanchise
agreement are the site selection and advertisirancRisor will decide the site for a new franchiseset up his
business in order not to over-populate a territgith existing franchisees or taking into consideratof town
development which affects the market and the caityirof the business. From advertising aspect,cinésee who
wishes to advertise or conduct promotions to geéaesaes must get the approval of franchisor.
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Business relationship deals with business intesackietween franchisor and franchisee in daily djmraof
business. Franchisee communicates with franchidwereon a daily basis or weekly basis to updateraport the
current business performance, information inclutlaschisee’s profitability and problems faced. Rep@nd
financial accounts are synchronized with the heaattgrs at the end of specified period, allowiranéhisor to
check whether franchisee’s business transactiansanplying with franchisor’s operation manual. iBes that,
franchisee is obliged to deal with selected supplelected by franchisor. This measure preveatshisee from
selecting their own suppliers which sometimes tlsegpliers are franchisee’s friends, allowing ftzisee to reap
under-table profits from his partner (supplier) amdiucing the possibility of these supplies in lwadlity
(Michael Webster, 2007).

Lastly, franchisee is an independent business ownlée a manager of a branch which is an emplafea
company. The different roles contribute to diffdrattitudes in both franchisee and employee irr theiception
on business operation. A highly noted point hernad franchisee is more sensitive in businessrgsathan an
employee. Franchisee is a self-employed business#pewhich joint venture with a franchisor rathban
employed by the company itself. Therefore, franehiss motivated to succeed because the busindsdlyis
owned by him alone and all profits generated sdb&ong to him. With that in mind, franchisee isistantly
thinking creatively to generate sales and lowets;@ping as far as to assimilate themselves wghcommunity,
getting to know the community and consumer prefegen order to satisfy those needs. All theseatiites prove
favourable to franchisor — high sales, high rogal&nd the continuity of the business.

PROBLEM IN FRANCHISING BUSINESS

The major problem exists in franchising busineshad there is possibility that, the conflict oténest might be
arises between the franchisor and franchisee. licoof interest (COI) is the situation that hag thotential to
undermine the impartiality of a person becausehefgossibility of clash between the person’s sekrest and
professional interest or public interest. In otlards, COI is the situation where a party’s respwlity to a
second party limits its ability to discharge itsgensibility to a third party.

There are six potential areas that conflict ofriese may occur:
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(1) Different Perspective of Franchise Support (ii) Different Goals

(V) Risk Bearing Potential Areas of Conflict Between (VI) Free Riding

Franchisor and Franchisee

(iil) Franchising Territory (iv) Profit Maximizations

i) Different Perspective of Franchise Support

Franchise support relates to supports providedarechisee by franchisor in setting up the busiaeskin return a
fixed sum of payment known as franchising fee isrghd. Simple as it seems, conflicts arise heré wit
franchisees view that the support offered doesaddtvalue to their businesses or meet their exfi@eta and on
the other hand, franchisors view that the costsugport diminish profitability or other benefitslaged to
franchise modél

Further into franchisees point of view, they befighie amount of franchising fee paid for such aslt®s and
franchising fee do not match the support given.tiem, marginal cost is higher than marginal beseditd
conflicts arise as they will question the capapitif the company as a franchisor. Supports inchuggply chain,
site allocation, staff training, opening promotifm the new franchisee and others failed to malehvtorth of
every dollar the franchisees invested when buymg»sting business. Other supports that are eggdmiit not
meet are on-site operational assistance duringopi@ing days or weeks of business and an expedence
representative of franchisor that franchisees @&y on for advises in resolving problems as frasebs are
inexperienced. But at some point of time, franabgsmight be expecting too much from their on-ggagment

of royalties which lead them to request supporsidetthe core operational areas offered by thecfiigor, such
supports are incapable for franchisor to accomplish

As from the franchisors’ point of view, generalhafichisors view franchising is a way of creatingless income
stream for their business with on-going paymentogélties by franchisees. Mistakenly, royalties assumed to
be passive returns, which means returns will colmeifig in without any effort. This brings about fichisors
leaving franchisees alone by themselves and hamunci involvement in their daily operations aftes initial set
up business, in which could cause tensions asHis@es require support as they are inexperiencgthew to the
market. Due to the fact that franchisors have keodgé and expertise far exceed franchisees in fisingh
business at territory level, unconsciously theycelaigh expectation on franchisees grasping theeminand
knowledge of the business but many franchiseesotimeet that expectation, which will result in eneand time
consuming. Franchisors will begin to be frustrattdthe length of time and may resolve to reducertsf

! Online source: Jianguo Chen, 2009, “Determinanfivitlend Policy: The Evidence from New Zealandéwied on March
11.2010.
http://www.eurojournal.com/finance.html
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elsewhere to compensate for the additional perdeieditional costs or demand more upfront fee from
franchisee.

i) Different Goal

In the case of franchising, the conflict of inténemy arises due to the franchisors and franclpsesue different
goals. As long as franchisors received a major gfdtieir revenue from royalties on gross saledarttie sale of
supplies, franchisor will judge franchisee accogdio their sales volume. Franchisee on the othed haill more
concern to achieve their own profit. This is clgahow that the existence of goals which are inistest or at
odds with one another (franchisor and franchisegat heterogeneity.

iii) Franchising Territory

The basic economics of the franchise arrangemdrghisd many franchisor-franchisee disputes. Fliaeel run
outlets according to systems sold to them by fremoch. Under the standard arrangement, franchipags
franchisors a royalty of a few percent of theirsg®ales for access to an operating system anadna bame,
which is how franchisors make money. Like most besses, franchisees earn a profit when their regenu
exceed their costs. The difference in how franakismd franchisees make money is behind much ofah#ict
between franchisees and franchisors. Because femmshearn royalties on franchisees’ sales, angthirat
increases franchisees’ revenues benefits franchifipras the Wall Street Journal reported, frasebs generate
an extra $30 in revenue for each additional hoay tare open, the franchisors benefit from longegrajing
hours. More revenues equate to higher royaltiesndfrisees, on the other hand, don’t necessarilye madney
when their revenues increase. Consider operatingshagain. According to the attorney for the fraseés suing
Burger King, staying open late costs the typicah@hisee $100 per hour. Assuming these numberg@e
franchisees lose $70 each hour they are opentlaigta. If a particular policy makes money forrarfchisor, but
loses money for his or her franchisees, conflictvben the franchisor and franchisee over the pdioyuldn’t
surprise anyone.

iv) Profit Maximizations

Franchisors are more concern on generation of sgldsanchisees, the increased in sales will diydocrease
royalties which is a percentage charged on salesugh, franchisors favour in maximizing sales tiiedcommon
way to do it is through offering coupons to indwassumers to buy products in the future with theefie of
discount. However, the increased use of couporisngilease costs along with sales. Franchiseesthearost of
the discounted item, whereby frequently used cosipat result in higher sales occurs at a lowerfipqzer unit,
leaving franchisees’ profits to suffer. Hence, flaisees always disagree with the use of discounctease sales
as required by franchisor but to suggest a betégr, which by all means will fall to deaf ears.

A suggestion by franchisees will be the use of llyyeards, instead of offering coupons to customigalty
cards not only fulfil the objective of coupons litualso an indirectly method to gather data on amstrs — data
mining. Customers that patronize the store who wisign up for a loyalty card, are required tbifilforms and
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these forms will provide franchisees the informatito learn customers’ preferences and satisfyirapeh
preference in pursuit to purchase customers’ lgylivards the company. In other words, coupongganmd as
claiming value by trading-off company profits whileyalty cards is regard as creating value by Hirf
customers’ satisfaction to generate sales.

V) Risk Bearing

Following the agency theory, the franchisors aeeribk takers and prefer high risk whereas thechimees are
risk adverse. This is due to the percentage of @acties wealth which is invested into the franehiSo the
franchisee, typically a large portion of their wbahnd income would be tied to their store. Dué¢his, when
making business decisions such as increasing &lagror offering a sales promotion, the franchéseee less
likely to make those decisions as the returns fsaich an investment would not guarantee full bemébttheir
stores so they would not take those risks. Theylavalso need to find methods to increase theirifgraf order
to pay the franchising fees to the franchisor, Whiwuld give rise to the problem of inefficientkibearing
where there is under-investment by the franchiseleyat they expect high returns.

To the franchisor, however, their wealth is spraamss many stores which continuously provide stéacbme
to them. They have less risk and the effects of adwertising or promotions would be more benefitiathem
since it affects all the stores. They might thgntermake the franchisees invest more in such gwagch would
give rise to conflict.

vi) Free-riding

This problem arises from the fact that a typicanfthise has an established brand name attached Thei
franchisor would seek to constantly maintain ang@riowe the brand name. Some franchisees would #ien t
advantage of it. This is because the brand nare# ituld signal quality to their customers andues the
customers’ ability to detect differences of quafitym different stores. These franchisees can thergotentially
‘free-ride’ without losing business because of ¢pél over benefits from other stores or franchisteat do their
best to maintain the quality of the franchise.

THE WAY TO SOLVE THE CONFLICT OF INTEREST THAT ARISEN BETWEEN
FRANCHISOR AND FRANCHISEE IN FRANCHISING BUSINESS.

Conflict arises when one party believes that ital gatainment is being impeded by another (GaskBé4)19In a
franchising relationship, the franchisor and fraseld usually have different objectives (Boe, Gikialsind
Henward 1987). The franchisor generally will be sidering performance of the entire system while the
franchisees are focusing on their individual ostldoth franchisor and franchisee will attempt taximize
profits for themselves. As each organization witie franchise system strives to meet its own gaola¢sproblem

of self-interest can create serious difficultiestfie harmonious operation of the franchise retestip.
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One problem which must be addressed is the redplitysof the franchisor to properly select thosarfchisees
whose goals complement their franchising systerainiing can also be provided on an ongoing basensure
that the franchisees' goals remain consistent tiwdke of the franchisor. In both cases, marketaresecan prove
to be a valuable tool to understanding franchisgesls and aspirations. When a suitable franchsealisted,
the franchisor must continue to monitor and anatheesales and profits of each unit. Such resezantprovide
insight into the customers' buying habits and temahd for the product or service being offered.c@irse,
franchisors need to adequately understand the@mlmers and their desire for the franchisors'ymrtsdin order
to ensure their own survival.

But even more important, the franchisor can collafrmation which can identify and define the netikg
opportunities and problems for a particular busnd$e ability of the franchisor to understand dedntom a
total systems perspective yields greater coordinatf franchisor/franchisee effort, greater capatdt take
advantage of economic efficiencies in the reseprobess, and more openness and adaptiveness gechiathe
part of franchisees (Mc Cammon 1970). The decibiptfiranchisors to conduct marketing research ieguly

centered around a recognized need for specificrnmton and the desire to manage and maintain prope

organizational functions.

World Franchise Council’s; Principle of Ethic’s

In Management of the Franchise Business, worldchiese council has been come out with certain wayraer to
build healthier relationship between franchisor &radchisee in franchising business as shown below;

The franchisor’s general commitments

The franchisors develop and maintain the commeaaidltechnical know-how that supports the franchise
network and favours’ a permanent and structuretbgliee with the franchisees to aid the protectiod an
development of the franchisor’s know-how;

In case of non respect of the concept by the fiaeeh the franchisor must allow when appropriage th
franchisee a reasonable delay to conform to higatibns, after due notification;

The franchisor must ensure that each franchisgeeces their obligations and commitments for the
general interest of the network.

The franchisee’s general commitments

The franchisee takes an active part in the lifthefnetwork and contributes to safeguarding itsrasts;
The franchisee cannot compete with the networlpairticular by appropriating or diverting the know-
how transmitted by the franchisor;

The franchisee provides the franchisor with therafp@nal information concerning his franchise besii
The franchisee has a duty of confidentiality durdmgl after the franchise contract.

Commitments common to franchisor and franchisee
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« Franchisor and franchisee co-operate in all loyabd in respect of their mutual obligations and
commitments;

« In case of litigation, the franchisor and/or thankthisee will seek, when appropriate, to resohee th
conflict through mediation;

« Franchisor and franchisees commit themselves aiogptad their responsibilities to protect the intstseof
the consumers.

Meeting the network expansion challenge

Franchise systems have been able to expand and lgyoereatively and proactively meeting the network
expansion challenge, using approaches built on ahutust, integrity, and realistic expectationsven the
franchiser and its franchisees.

Here are four things a franchisee can do to meetétwork expansion challenge

* Make sure to carefully review the franchise agredrparticularly on the territory provision. Most
franchise agreements are non-exclusive and sitgtgpeiving the franchiser the opportunity to éox@
other marketing channels. Although franchise agesdmare site-specific, there is also a sectioh tha
indicates the procedures to be followed when tige@n opportunity to open another outlet within the
area. Usually, the franchisee operating in thed &ees the right of first option to open a new dutle

» Seek the advice of your franchiser on how to mattketbrand and effectively capture the target ntarke
Based on the experience of its company-owned bemehfranchiser normally knows the population and
demographics needed by a particular branch to sd¢c@nd makes it a point to discuss this with the
prospective franchisee during the application pssceAfter that, the responsibility for tapping the
potential of a particular franchise location reststhe franchisee. Problems can arise if some lfiiaees
who are not successful in doing local branch margedemand to be given an unreasonably big market
area, heedless of the fact that if no marketingrefs done, success would not be guaranteed ntemat
how large the market area is.

* Maintain an open two-way communication line. Frdma fipplication process to the actual operation of
the franchised branch, franchisees should keepd that the franchiser normally would look aftbet
interest of their franchises in their decision-nmaki On the other hand, since the franchiser is'ibige
brother" in the relationship, it has to take th&@xile to explain and convince franchisees thay thave
the latter's best interests in mind at all times.

» Draw clear procedures on resolving territorial ésuFor instance, Burger King has come up with
procedures for resolving disputes even if the campaakes it clear that it reserves the right torapg
the site for a franchise. These procedures wereloe&d with the participation of its franchiseesrdger
King and its franchisees realize that they shaee dbmmon goal of maximizing the brand's market
potential by securing the best locations and dgietpnew outlets as quickly as possible.

Again and again, franchisers and franchisees healized that resolution to national expansion éctsflare best
resolved not in courtrooms or by recourse to lggatesses but by going back to what franchisingjliabout:
working together to achieve mutual benefits.

10
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CONCLUSIONS

As analyzed above, there is highest possibilityaioy organizations to gain from franchising bussnlest at the
same need to bear the cost that is conflict oféste One of best example is in the Enron Caseyther of “Rise
and Fall of Enron; When a company looks too goodbeaotrue , it is usually is”, C.William Thomas dlya
mentioned that; one of the main causes for thedhlEnron is because of conflict of interest betwédep
management and lower management. In order to gaim franchising mechanism, organizations need toaga
the business activity carefully, increase monitptigvel as discuss above etc. By doing this etlage chances to
gain from this mechanism. As a conclusion, frariobidusiness is not only deal with profit maximisatbut
with relationship between franchisor and franchiseege or reputation of the organisations, devekmut of
organisations domestically, commitment betweentedlparties as well as meeting corporate goals.
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