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7] =Y 4] o] & W A|sh= A B H & AH-g-5ht
TeA sffo] g2 (WL =84 sfo] Y} (2)
A YA o] RYP o= Uk 4 =Y 4 of
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and Yamashita 2012).
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Improving the Franchisor Revenue Structure Through the
Settlement of Royalty System”

Young Kyun Lim**, Juyoung Kim***

ABSTRACT

The Korean franchise industry is an important part of the national economy. Franchising is a business model in
which franchisor and its franchisees share risks and profits, and the royalty system is a reasonable way to
implement the business. Unlike other countries, however, the royalty system is not settled well in the Korean
franchise industry. Until now, the industry has been criticized for enforcing excessive required purchases of
essential goods and services, taking advantage of unusual revenue sources rather than proper legitimate royalty.

The proper royalty system is expected to correct these bad practices and establish a more transparent and
reasonable franchise payment structure. However, many difficulties are anticipated in breaking down the practice
of the franchisor not receiving royalties and then settling the royalty system. The purpose of this study is to find
reasonable ways to establish a royalty system. For this purpose, this study analyzes the core determinants
affecting the royalty rate based on extant theories and empirical findings related to royalties design, and analyzes
the reality of the domestic industry where royalty is mostly waived,

Definition and the role of royalty. Royalty is a form of required payment that a franchisee pays for the franchise
right. In this case, the required payment is largely divided into the lump sum upfront fees paid before the
commencement of the business, such as initial membership fee and training expenses, and the ongoing fees paid
during the operation, such as royalties, advertising fees, and the payment for the required purchases of goods and
services.

In this article, royalty is defined as periodic or irregular payment by franchisee to franchisor, no matter how to
call it such as trademark usage fees, lease fees, advertising fees, or training fees, either fixed amount or certain
ratio of sales or operating profits.

Franchisors require royalty as a major source of their revenues and use it for new product development,
advertising, operation of headquarter, recruitment, and management and support of franchisees. The royalty and

the initial fee are large enough to account for more than 50% of the total revenue of the average franchisor.

* This study was supported by the 2017 Research Fund of Kwangwoon University.
** Professor of marketing, Kwangwoon University(lyk5316@kw.ac.kr)
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Royalty could be interpreted as the economic rent from the operation of the store, which is shared by the
franchisor and the franchisee, as well as the reward for the franchisor’s continuous control and support to the
franchisee.

The results of previous studies show that royalty is influenced by various factors such as environmental factors
(demand uncertainty), characteristics of franchisees and franchisors (competence, opportunism, etc), and other
revenue sources (e.g., initial fees, sales of products).

The greater the uncertainty of demand, the greater the risk. In this case, the future profit is uncertain, so the
franchisee intends to increase the royalty rate instead of the initial fee to avoid risk. If franchisors accurately
predict future demand (low uncertainty), it is more advantageous for them to receive initial fee instead of royalty
in advance to secure profits.

In this case, the optimal initial fee and loyalty rate are determined by the implicit discount rate for each
member's future earnings. If a franchisor receives both loyalty and initial fee at the same time, the higher the
franchisor's implicit discount rate, the higher the optimum initial fee, and the royalty decreases. The more
uncertain the demand, the higher the implicit discount rate of both the franchisor and the franchisee, therefore,
they have opposite positions over the initial fee and the royalty level.

P1: The greater the uncertainty in demand, the higher the royalty rate.

Contrary to the above, some argue that the larger the uncertainty of demand, the lower the royalty rate should
be. The franchisor may be less informed about the local market than the franchisee, and in this case the franchisee
should provide incentives to collect and use valuable market information, and for this, the franchisor provides the
franchisee with a low royalty rate.

P1-alt: The greater the uncertainty in demand, the lower the royalty rate.

In the case where the competence and the discretion of the franchisee are required to provide excellent customer
service and create demand, that is, when the future demand is greatly influenced by the decision of the franchisee,
the optimum initial fee of the franchisors should increase, and royalty is lower. The most attractive contract for
franchisees is the one in which franchisees pay only the initial fee and takes all the residual rents according to
their efforts.

P2: The greater the competence of a franchisee, the lower the royalty rate.

If the franchisee is able to act opportunistically even though it has a large capacity, it is advantageous for the
franchisor to increase the initial fee and lower the royalty. If the franchisor cannot observe the behavior of the
franchisee in the local market and cannot estimate the sales of the franchisee, the moral hazard of the franchisee
may arise. Assuming that the franchisee shows moral hazard, the best contract on the part of the franchisor is to
receive lump sum initial fees rather than ongoing variable royalties.

P3: The more difficult it is to monitor the opportunism of franchisees, the lower the royalty rate.

The competence of the franchisor is determined by the viability and brand value of the franchise system. The

viability of the franchise system increases with the franchise history. Franchise systems with short history, such as
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new franchisors, lack sufficient data to prove their survival and profitability, while franchise systems with long
history have low business uncertainty due to the accumulation of objective data. In general, since older
franchisors are more likely to survive and the risk of investment failure is low, they can receive a large amount of
initial fees and royalties from franchisees.

P4: The longer the history of the franchisor, the higher the royalty rate.

When the brand awareness of the franchisor is high and the quality of the products/services of all franchisee
stores is consistent, the brand becomes the representative brand in the market where the franchise business
belongs, and its brand value is high. If the role of the franchisor to maintain brand value (continuous promotion
activities, monitoring of opportunistic behavior of the franchisee that undermine the brand reputation, etc.)
increases, the implicit discount rate of the franchisor is relatively low. On the other hand, for franchisees who are
not sure whether the franchisor will continue its efforts to maintain brand value, the implicit discount rate is
relatively high and the resulting royalty rate increases.

P5: The greater the brand value of the franchisor, the higher the royalty rate.

The more rapidly the number of stores grows, the higher the brand value. Thus, the higher the growth rate, the
higher the initial fee and royalty rate. Conversely, if the growth rate of the headquarters is decreasing or is
stagnant, it indicates that the brand value is falling, and the initial fee and royalty rate are lowered.

P6: The higher the growth rate of the franchisor, the higher the royalty rate.

However, it is difficult to judge the brand value based only on the growth rate, and it is necessary to consider the
life cycle of the industry or the brand together with the growth rate of the franchisor do.

P6-alt: The growth rate of the franchisor is not related to the royalty rate.

The efforts of the franchisor have a significant impact on the profits of the franchisee. Franchisees expect the
franchisor to carry out advertising and promotions in order to maintain the brand value. From the standpoint of
the franchisees, the more important the capabilities of the franchisor for the success of the business, the more they
are willing to pay a higher level of royalty. If it is difficult for franchisees to monitor the activities of the
franchisor, it is more likely that the franchisor will act opportunistically. In this case, the franchisees want to lower
the initial fee and increase the royalty rate.

P7: The greater the difficulty in monitoring the franchisor opportunism, the higher the royalty rate.

New franchisors in general have a strategic goal of achieving economies of scale by attracting many franchisees
as quickly as possible. From the perspective of franchisees, it is difficult to assure the current and future value of
the new franchisor. The new franchisor, which is in desperate capital needs, is likely to procure the necessary
funds from the franchisees. However, the franchisees who are not convinced of the value of the new franchisor
can be negative for high initial fees as well as high royalties.

P8: The royalty rate is lower for new franchisors.

Franchisors receive various forms of the required payments from franchisees in exchange for the franchise

right. In addition to the royalties incurred during the business period, required payments include the initial fee
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paid at the time of the contracting, revenues from continuous product supply, and advertising fees. In general,
franchisors will set up a certain level of revenue expected from franchisees and acquire them through royalties or
other means.

There are conflicting theories and empirical evidences about the relationship between initial fee and loyalty.
This depends on what the initial fee is for. If the initial fee is considered as present value of economic rent, the part
of which the franchisor shall receive during the contract period and paid at the time of contracting, then the
royalty and the initial fee would have a negative relationship. In other words, if the initial fee is high, then the
remaining rent, the loyalty, should be low, and vice versa.

P9: The higher the initial fee, the lower the loyalty rate.

However, if both the initial fee and royalties reflect brand value, there may be a positive relationship between
the initial fee and royalties. In this case, the initial fee and royalties can be said to be the results of investment by
the franchisor to increase its brand value and to continuously train its franchisees.

P9-altl: The higher the initial fee, the higher the royalty rate.

On the other hand, if the initial fee is interpreted as compensation for the expenses required for the opening of
the store rather than as an economic rent, the initial fee and the royalty are decided independently and therefore
unrelated.

P9-alt2: The initial fee and the royalty rate are irrelevant.

Another important source of income for the franchisor is the revenue from supplying products at the price
above the bona fide wholesale price. Ongoing variable payments paid by franchisees after opening the business
increase as the risk increases, while the initial activation fee decreases. In addition, there is a negative relationship
between the ongoing variable payments. If the revenue can be earned by the sales of required products and
services, then royalty which is an alternative revenue source, decreases.

P10: The more the revenue from the sales of products and services, the lower the royalty rate.

The purpose of this study is to find reasonable ways to establish a royalty system. For this, we analyze the core
determinants affecting the royalty rate based on the extant theories and empirical studies related to the royalty
design, and investigate the current Korean franchise industry where royalty is not imposed well. Several directions
suggested by the current study include; (1) clarification of the royalty terms in franchise contracts, (2) reasonable
adjustment of alternative sources of revenues and the royalty rates, (3) efforts to enhance the brand value of the
franchise system for securing the legitimacy of royalties, (4) the use of sophisticated methods to collect royalty and
reasonable adjustment of royalty rate, (5) strengthening the monitoring of franchisee sales and store operation, 6)
coordination with individual franchisees or franchisee organizations regarding royalty rates, (7) taking the
initiative for setting good practices in the franchise industry by leading franchisors, and (8) strengthening the

competence and motivation of franchisees and providing incentives for their efforts in local markets.

Keywords: Franchise, Required Payments, Royalty, Initial Fee, Agency Theory



