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BY ANDREW LATTO

Franchisors with profitable concepts and expansion potential can present outstanding 
investment opportunities, explains Andrew Latto, CFA. 

quality investor

An investor's guide 
to restaurant 

franchising 
To franchise a business concept, 
it needs to be simple, scalable and 
profitable. Franchising removes 
the need for significant capital 
investment and helps drive 
growth. Restaurants are one area 
where franchising has worked out 
well.

Quality investors have often 
invested in listed franchisors, 
due to their ability to earn a high 
return on capital employed (ROCE). 
Franchisors are also cash generative 

and pass on much of the business 
risk to franchisees.

The formula has paid off 
handsomely for restaurant 
franchisors McDonald's Corp 
(NYSE:MCD) and Domino's Pizza 
Inc (NYSE:DPZ). McDonald's Corp 
has seen its shares increase  
from $25 in 2004 to $220 today.  

Shares in Domino's Pizza Inc  
have increased from $14 in 2014  
to $240. That's not bad for 
companies that have been  

around since 1955 and 1960 
respectively.

Quality investors
Fundsmith, Blue Whale and Lindsell 
Train are three prominent UK-
based quality investors. Fundsmith 
Equity Fund currently owns 
InterContinental Hotels Group, 
which has moved towards a 
franchising model.

Fundsmith Equity Fund used 
to own Domino's Pizza Inc and 

“THE FACT THAT A BUSINESS OPERATES AS 
A FRANCHISOR IS A POSITIVE SIGN. TO HAVE 
ATTRACTED FRANCHISEES IT MUST OWN A 

PROFITABLE AND SCALABLE FRANCHISE CONCEPT.”
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QUALITY INVESTOR

“FRANCHISING IS 
A BUSINESS MODEL 

THAT CAN WORK 
WELL FOR INVESTORS. 
FRANCHISORS ENJOY 

THE FRUITS OF 
BUSINESS SUCCESS 

AND AVOID MUCH OF 
THE DOWNSIDE RISK.”
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McDonalds Corp. Domino's was sold 
on valuation grounds in October 2015 
and McDonalds Corp was sold in July 
2013 after like-for-like store sales 
stalled. 

The Blue Whale Growth Fund 
currently owns the hotel franchising 
group Wyndham Hotels and Resorts. 
Nick Train, co-founder of Lindsell 
Train, highlighted McDonald's in a 
January 2019 note: What Makes Us 
Think and What We're Thinking  
About.

Train noted that the share price 
of McDonald's has increased by 
161 times since 31 October 1980 
(excluding dividends).  He argued 
that it is best to hold on to quality 
companies and avoid the temptation 
to trade them on valuation grounds.

Why franchisors appeal 
The fact that a business operates as a 
franchisor is a positive sign. To have 
attracted franchisees it must own 

a profitable and scalable franchise 
concept.

Free cash flow (FCF) is the excess 
cash flow that is available to be 
distributed to shareholders. Share 
prices move in line with FCF per share 
over the long term. 

Investing is not a charitable 
enterprise; the point of investing is to 

get something back. Companies that 
can increase FCF per share tend to see 
their valuations increase.

The UK property portal Rightmove 
(LON:RMV) provides a case in point. 
The share price of Rightmove has 
moved in line with FCF per share since 
2005.

The business model of franchisors 
makes them good at generating 
FCF, as it is the franchisees that do 
the 'heavy lifting'. To grow FCF, the 
franchise concept needs to have 
scope to expand.

McDonald's has been successful 
because the Big Mac bun has been 
popular around the world. The 
franchising concept needs to be 
profitable and scalable for the formula 
to work.

A high-end restaurant may be 
profitable, but it is unlikely to work 
as a franchising concept. Franchisees 
are unlikely to have the skills needed 
to successfully replicate a three-star 
Michelin restaurant.

Concept durability
Franchising is no panacea for a bad 
concept or a lack of innovation. 
McDonald's reported a 1% decline 
in same-store sales in 2014 and has 
taken steps since then to reinvent the 
business.

Changes include a refreshed store 
estate and the introduction of  
self-order kiosks. The group has  
also introduced all-day breakfast, 
healthier meals and improved coffee 
options.

Steve Easterbrook, who was 
appointed chief executive in January 
2015, led the turnaround effort. 
It started to pay off in 2017 when 
McDonald's reported its strongest 
same-store sales growth in six years 
at 5.3%.

McDonalds Corp share price

Source: SharePad

Domino's Pizza Inc share price

Source: SharePad

Rightmove FCF and share price 

Source: SharePad
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Domino's Pizza Inc's 2018 annual 
report stated that its business model 
can "yield significant cash flow to us, 
through a consistent franchise royalty 
payment and supply chain revenue, 
with moderate capital expenditures."

Free cash flow growth
In his 1992 Berkshire Shareholder 
Letter, Warren Buffett stated that "the 
best business to own is one that over 
an extended period can employ large 
amounts of incremental capital at very 
high rates of return." 

With franchisees financing the 
bulk of growth capital spending, 
franchisors generate high incremental 
returns on capital. Franchisors can 
spread their existing infrastructure 
over a larger revenue base.

Restaurant franchisors do need to 
invest in new supply infrastructure 
from time to time. But it is the 
franchisees that finance new stores 
and run them at a loss until they reach 
critical mass.  

A key risk in the restaurant 
business is overexpansion and the 
related long-term store leases on 
loss-making sites. Franchisees tend 
to take on this risk, which makes 
restaurant franchisors lower-risk 
investments.

How franchising works
The franchisor owns the underlying 
brand concept and licenses the use 
of it to franchisees. In exchange, the 
franchisor receives some form of 
ongoing compensation.

The three main types of 
compensation are a royalty payment 
for the use of the trademark; a 
reimbursement for franchisee services 
or products; and a set percentage 
of the sales that the franchisee 
generates.

Franchisors are compensated 
according to franchisee activity 
rather than franchisee profitability. 
Franchisors get paid even if franchisees 
are losing money. This makes them 
resilient during economic downturns.

Over the long term, franchisors 
perform well only if their franchisees 
also do well. Profitable franchisees 
remain in business and will expand 

their estate; unprofitable franchisees 
will eventually go out of business.

Franchisor free cash flow
Franchisors only need to invest in 
the infrastructure needed to support 
franchisees. Franchisors therefore 
operate as capital-light businesses 
that receive regular cash payments 
from franchisees.

Restaurant franchisors need to 
establish several sites to produce and 
supply ingredients to franchisees. 
They also need to undertake 
marketing, training and other activities 
needed to support the brand and 
franchisees.

Restaurant franchisors generate 
much higher returns than restaurant 
chains that own their stores. They 
aren't exposed to the risk of individual 
locations becoming unprofitable, with 
this burden falling on franchisees.

“WITH FRANCHISEES FINANCING THE 
BULK OF GROWTH CAPITAL SPENDING, 

FRANCHISORS GENERATE HIGH 
INCREMENTAL RETURNS ON CAPITAL.”

McDonald's is one of the world's largest franchisors

TonyV3112 / Shutterstock.com
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set out in the movie The Founder. 
The McDonald brothers developed 
a great concept and Ray Kroc 
franchised it.

The resilience of McDonald's Corp 
as an investment is highlighted by 
its FCF per share since 2004. FCF 
increased in every year from 2006 to 
2011 with the global financial crisis 
having no discernible impact. 

Restaurant franchisors
Leading restaurant franchisors 
include McDonald's Corp, Domino's 
Pizza Inc, Yum Brands (NYSE:YUM), 
Dunkin Brands (NASDAQ:DNKN), 
Restaurant Brands (TSE:QSR) and 
Wingstop (NASDAQ:WING). They 
offer simple propositions with a good 
chance of franchisee success. 

Restaurant franchisors focus on 
marketing, technology and making the 
restaurant concept more appealing. 
A key risk for franchisors is that 
franchisees fail to maintain the quality 
and consistency of their brand.

Most franchisees, though, are 
motivated to perform well given 
the capital they have invested. The 
franchisor also has the power to 
rescind the franchisee's licence in 
certain circumstances.  

McDonald's Corp and 
Domino's Pizza Inc
Two of the world's most prominent 
restaurant franchisors are McDonald's 
Corp and Domino's Pizza Inc. Both are 
the master franchisors, which means 
that they own their respective brands.

McDonald's Corp is one of the 
largest listed franchisors with 93% of 
its 37,855 outlets franchised at the 
end of 2018. Domino's Pizza Inc is also 
a major franchisor with nearly all of its 
16,314 stores franchised.

McDonald's Corp
The McDonald brothers created an 
efficient self-service restaurant in 
1948 that focused on hamburgers and 
milkshakes. This contrasted with full-
menu diners that relied on waiter and 
waitress service.

The simple formula allowed 
McDonald's to undercut the 
competition on price and 
convenience. Ray Kroc started 
franchising the business in 1955 and 
bought out the founding brothers in 
1961.

The company was listed in 1965 
and reached 10,000 restaurants by 
1988. The history of McDonald's is 

McDonald's: a resilient and growing business

Source: SharePad
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Domino's Pizza Inc
Domino's Pizza Inc was started when 
two brothers took over the DomiNick's 
restaurant in Michigan in 1960. The 
first franchise was opened in 1967 and 
by 1978 the company had 200 stores.

The original promise was to deliver 
a pizza within 30 minutes of ordering 
for no extra charge.  This was best 
achieved from a small takeaway store 
rather than from a restaurant.

With pizza relatively low cost and 
easy to make, it lends itself well to 
food delivery. Like McDonald's, the 
group focused on making the process 
of pizza preparation faster and more 
efficient. 

Domino's Pizza went through a 
difficult period from 2006 to 2008 
when US like-for-like store sales 
declined. Franchisee profitability 
suffered and the pizza crust was 
memorably described as tasting like 
"cardboard."

A determined turnaround effort to 
improve the quality of the food has 
paid off since then. FCF per share fell 
from $1.75 in 2006 to $0.65 in 2007 
but has since rebounded to US$6.33 
in 2018.

Domino's Pizza Inc: 
financial returns
Domino's Pizza Inc highlights how 
profitable master franchisors can be. 
ROCE is over 100% and CROCI (the 
cash flow return on capital invested) is 
over 50%.

The business remained highly 
profitable even during the weak 
period of trading from 2006 to 
2008. Domino's Pizza Inc collects a 
consistent royalty income stream 
from franchisees, which is calculated 
as a percentage of their revenue.

Domino's Pizza Inc FCF per share

Source: SharePad

Domino's Pizza Inc's financial returns

Source: SharePad

“DOMINO’S PIZZA INC HIGHLIGHTS HOW 
PROFITABLE MASTER FRANCHISORS 

CAN BE. ROCE IS OVER 100% AND CROCI 
(THE CASH FLOW RETURN ON CAPITAL 

INVESTED) IS OVER 50%.”

Domino's Pizza: the "number one pizza brand in the world"

pio3 / Shutterstock.com
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If franchisees club together, 
they can exert some influence over 
franchisors. This is not least the case 
when a few franchisees dominate. 
Franchisors therefore often seek to 
keep individual franchisees relatively 
small.

Franchisee revolt at 
Domino's Pizza Group (UK)
Domino's Pizza Group (LON:DOM) 
highlights the conflicts that can arise. 
The company is the master franchisee 
in the UK and several European 
countries.

Domino's Pizza Group has been 
pushing for growth in the UK at the 
expense of franchisee profitability. 
Higher costs have also hit franchisee 
profitability and have led to calls for 
Domino's Pizza Group to absorb some 
of the pain.

Franchisees are now negotiating 
as a group and stepping back from 
opening new outlets in the UK. The 
breakdown of relations may be one 
factor behind the recently announced 
departure of chief executive David 
Wild.

Summary
Franchising is a business model 
that can work well for investors. 
Franchisors enjoy the fruits of 
business success and avoid much of 
the downside risk.

Restaurant franchisors Domino's 
Pizza Inc and McDonald's Corp 
have been particularly successful. 
Franchisors with profitable concepts 
and expansion potential can 
present outstanding investment 
opportunities.

About Andrew

Andrew Latto, CFA, is an 
independent analyst and the 
founder of www.fundhunter.co. 
Fund Hunter's mission is to 
identify the best investment 
funds. The Fund Hunter model 
portfolio has meaningfully 
outperformed the All-Share 
index since inception. Andrew 
previously worked for an 
investment management 
company and a research 
company. He also contributes to 
www.cube.investments. 

What's in it for 
franchisees?
Franchising primarily serves the 
interests of franchisors. They control 
the franchising terms and transfer 
much of the business risk onto 
franchisees. But franchisees can also 
do well.

The success rate for start-up 
businesses is relatively low, not least 
in the restaurant sector. There can 
also be a significant burden in terms 
of the administration and the sheer 
hours needed to make it work.

Franchisees benefit from a proven 
business concept and the support 
network to make a success of it. They 
benefit from a strong brand and the 
scope to increase the number of 
outlets over time.  

Becoming a franchisee can be a 
better option than starting a new 
business from scratch. There is no 
question, though, that franchisors 
earn higher returns and are exposed 
to less risk than their franchisees.

Restaurant master 
franchisees
Master franchisors like Domino's 
Pizza Inc and McDonald's Corp own 
the underlying brand.  They have 
sometimes chosen to award a master 
franchise licence for a country or 
region to another company.

In exchange, the master franchisor 
receives a reliable royalty income with 

very little capital expenditure and no 
country risk. Domino's Pizza Inc stated 
in its 2018 annual report that "The 
vast majority of [international master 
franchise] royalty revenue results in 
profits to us."

Master franchisees are in the 
middle of the franchising food chain. 
They are less profitable than the 
master franchisors but are more 
profitable than store franchisees.  

Other things being equal, it is 
better for investors to own the master 
franchisor. Master franchisees do not 
own the underlying brand and have 
sometimes failed to make a concept 
work eg DP Poland (LON:DPP).

Franchisee conflicts
The relationship between franchisors 
and franchisees is not always a happy 
one. Franchisors are incentivised 
to grow the number of outlets 
while franchisees focus on store 
profitability.  

The franchisor may push for store 
growth even when the market is 
saturated. Store expansion increases 
franchisor royalty income but may 
reduce franchisee profitability.  

Franchisors can also aggressively 
mark up goods that are supplied to 
franchisees and make the franchise 
terms more onerous. This will benefit 
franchisors in the short term but 
will make it harder to attract new 
franchisees.
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