~ ‘N BAGELZ

Bugel Boys was u Connecticut-bused bugel chuin, with seven estublished retail loca-
tions. In 1993, Mike Bellobuono and teuns nembers Joe Amodio, Wes Becher, wd
Jamie Whalen were approuched by Subwuy sandwich franchise co-founder Fred
DeLucu. He offered tu buy into the cumpuny and turn them into u world-cluss fran-
chise, but reaching u deul wasn't eusy. Negotiations continued for six long wonths,
during which time Bugel Boys stopped opening udditionul stores, and in late 1993, un
ugreement was finully reached. Fred DeLucu and Peter Buck (Fred's Subwuy part-
uer) purchused a 50 percent stake in the frunchise compuny. Mike, Jumie, joe, und
Wes retained the other 50 percent, und 100 percent of the commissury—a sepurute
compuny founded by the four which supplied Bagel Boys frunchisees with bagel
dough und cream cheese. .

Aligaing with Fred oflered nuinerous competitive advantages as u frunchisor.
Franchising offered Bugel Boys u high-growth opportunity—essentiul to compete
aguinst other industry players such us Bruegger’s aund Manhattun Bugel (see Ex-
hibit 17.1). But the Bugel Boys teun wus concerned because us the company ex-
panded, the likelihood of frunchisee problems ulso increased. They wondered how
they could best defend against this and thought that perhups some chunges were in
order. Although they were unsure what that would entuil, the teun thought they
needed to reussess at least two fuctors: (1) the way they selected frunchisees und (2)
the company’s internal munagement structure. Furthermore, they needed to evaluate
all alternatives to deterine the compuny’s best strategic disection.

This cuse was prepured by Audseu Alyse with assistunce from Dun D'Heilly under the directivh of Pro-
lessor Stephen Spinclli. Fundiug provided by the Ewing Murion Kuuffuman Foundutivs. Copyright ©
1686 Bubsou College. All rights reserved.
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Exhibit 17.1 Cowmparison of Bruegger’'s Bagel Bakery and
Manhattan Bagel.
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Source: Nation's Hestourunt News, July 17, 1095, Restaurant Business, july 1, 1995, und BusinessWeek,
Muy 21, 1996

FRANCHISING OPERATIONS

Atteipts to officially register the Bagel Boys nume revealed that unother company
hud ulready filed for the exclusive rights to use thut nume. Mike and the team nuned
the new company Bugelz. Bugelz was registered us a franchise compuny in December
1993 und began selling franchises in the sunmer of 1994. As Mike recalled:

When we begun w frunchise, muny people thought we were already doing it because a
lot uf pecple didi't know the difference between a chain und a franchise. We had got-

ten dozews of letlers fruin people asking to buy u frunchise. Thut was where we got our
first franchisees.

Chaurismatic and u natural-born sal Joe ] the respensibility for
selling stores—a critical position since the compuny’s development strutegy focused
heuvily on rupid growth thiough frunchising. Junie, Wes, und Mike concentrated on
the uperational uspects of the compuny, consulting with Fred often:

Fred was the one who really mude it ull happen. Without him we would have never
Irunchised; we simply felt that we didn’t know enough ubout it to do it on our owa.
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EXHIBIT 17.2 50 fastest growing U.S. restaurants 1994-1995,
1994~ 1994~
1995 % 1885 % 1994-
Does the change change 1994 %
company systemwide in avg. change
‘ Name of restaurani City and state Type of restavrant franchise? Y' sales unit :.sles in ::?n
1 East Side Mario’s Dallas, TX Casual Dinnerhouse ' Y 126.3 -20 9.
2 Boston Chicken Golden, CO Fast Food Y 106.7 58 55.2
3 Kenny Rogers Roasters Fort Lauderdale, FL Fast Food Y 106.5 o4 o
4 Planet Hollywood Orlando, FL Eatertoinment N 1012 130 571
5 St. Louis Bread Co. Boston, MA Fast Food Y 7.8 -2.8 59'5
6 Old Chicago Restaurants Boulder, CO Brewpub N 52.4 _20.5 54.3
7 Hometown Buffet San Diego, CA Buffet Y 71.6 -5 poo
8 )Johnny Rockets Los Angeles, CA Fast Food Y 69.9 2.7 126.4
9 Manhattan Bagel Eatontown, N) Fast Food Y 67.5 100 1759
10 Hops Grill & Bar Tampa, FL Brewpub N 67.4. 3.6 50'0
11 Starbucks Seattle, WA Fast Food N 66.9 9.0 55.6
12 Landry's Houston, TX Casual Dinnerhouse N 66.3 -6.3 60'0
13 Chesspeske Bagel Bakery Mclean, VA Fast Food Y. 65.7 0 122
14 Fazoli's Lexington, KY Fast Food Y 64.0 26 726
15 Mozsrella’s Mobile, AL Casual Dinnerhouse N 62.7 -12.8 4 ]'2
16 Don Pablo's Bediord, TX Casusl Dinnerhouse N 55.3 57 333
17 Bruegger's Bogel Bakery Burlington, VT Fast Food Y 55.0 01 84‘8
18 Papa John's Loulsville, KY Fast Food Y 511 -08 36.9
19 Lone Star Steakhouse Wichita, KS Casuasl Steakhouse N 52.4 1‘6 39.1
20 Outback Steakhouse Tampo, FL Casual Steakhouse Y 45.4 0 38‘8
21 Schlotzsky's Deli Austin, TX Fast Food Y 453 16.1 305
22 Follo Tropical Miami, FL Fast Food Y 445 49 235
23 Country Harvest Buffet Bellevue, WA Buffet N 420 29 12
po e
24 Applebee’s Kansas City, MO Casual Dinnerhouse Y 40.9 0 332
25 Damon's—The Place For Ribs Columbus, OH ‘Casual Dinnerhouse Y 39.7 105 26.8
26 Cheesecake Factory Redondo Beach, CA Casual Dinnerhouse N 36.7 24 400
27 Papa Murphy's Take "N’ Boke Pizza Vancouver, WA Fast Food Y 35.7 5.7 34.3
28 Crab House Hollywood, FL Sesfood Dinnerhouse « N 355 6.7 538
29 Feter Piper Pizza Phoenix, AZ Fast Food Y 333 25 38.9
30 Cici’s Pizza Dallas, X Fast Food Y 32.8 26 21.0
31 Romano’s Macaroni Grill Dallas, TX Casual Dinnerhouse N 313 -35 40.0
32 . Donatos Pizza Blacklick, OH Fast Food Y 30.7 32 216
33 Blimpie New York, NY Fast Food Y © 300 2.0 54.3
34 ltalian Oven Latrobe, PA Casual Dinnerhouse Y 29.9 -114 25.7
35 Steak-Out Buntsville, AL Fast Food Y 29.8 20 16.9
36 Ninfa's Houston, TX Casual Dinnerhouse N 29.4 ~10 321
37 California Pizza Kitchen Los Angeles, CA Casual Dinnerhouse Y 27.7 24%6 224
38 Burgerville US.A. Vancouver, WA Fast Food N 273 313 26
39 Cinnabon Cinnamon Rolls Seattle, WA Fast Food Y 26.7 2.5 11.7
40 Claim Jumper lrvine, CA Dinnerhouse N 265 8.3 133
41 Thammps Americana Wayzata, MN Casual Dinnerhouse Y 253 2.9 28.6
42 Levy Restaurants Chicago, 1L Eatertainment N 25.0 23.2 0
43 California Cafe Restaurant Corta Madera, CA Tasual Dinnerhouse Y 25.0 2.0 28.6
44 Green Burrito Newport Beach, CA Fast Food Y 25.0 23 52.4
45 Auntie Anne’s Gap, PA Fast Food Y 24.2 1.7 9.9
46 Rio Bravo Cantina Marietta, GA Casual Dinnerhouse Y 24.0 3.0 25.0
47 Dld Country Buffet Eden Prairie, MN Buffet Y 3.7 0.9 16.4
48 Chevys Irvine, CA Casual Dinnerhouse Y 23.6 -3.8 £8.3
49 Ruby Tuesday Mobile, AL Casual Dinnerhouse Y 236 -45 180
50 Steak °N Shake Springfield, MO Fast Food Y 235 5.0 213
Source: Restaurant Business, July 1, 1895.
N
)
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Franchising hud become increusingly populur throughoyt the U.S. restuurunt -

industry. In 1995, 34 ol the top 5¢ fustest growing U.S. restuyrants were fruuchises
(see Exhibit 17.2). By 1996, twelve Bugelz frunchised locations were operating und
six other frunchised sites were under development. Additionally, one frunchisee was
plunning to open multiple nonbake satellite units. A nonbake locution.is one in
which there is no oven on the premises und bagels must be supplied from unother
Bugelz store. The first nonbuke location hud been opened in Suybrook, Connecticut,
in 1993, in respunse to u bet: u lundlord clillenged Mike und his teu to build a
store iu three weeks’ tinie, to meet the start of the summer tourist seuson. They uc-
complished this leat in exchunge lor lower rent, und the store becume an iustant suc-
cess. Sales revenues were comparable to those of truditional stores, but rent, lubor,
und equipment costs were significantly less—as was the population needed to sup-
purt the unit. Population issues were also why Mike und his teum sold only site-spe-
cilic locations:
We didu't sell territories or give assurances tat we wouldu’t open u store next door.
The problem was different populution densities. For exumple, w mile radius in New
York City cuuld huve supported many lucations, bat in nwch of Kunsus, u mile just
wouldi't be lurge envugh to support even one store. Also, if there was one sture un the
Mussuchusetts Turupike and one in the nearest towa, ulthough locuted in cluse proxim-
ity of euch other, they would cleurly serve two dilterent markets of customers. We
looked very curefully ut euch individual situutivn when we developed stures near euch
other. We weren't looking to-unuoy lrunchisees—we knew they were the key to suc-
..nuu.. ul developuient.

Fi ::.e_:u.:n was expensive. As a _..Ez.—:uc_. Bugelz needed to open a minimum
ol'59 locutions before there existed the potentiul to obtuin u profit. Developing stores
was o cash-intensive process, und it often took us long us two yeurs to baild u steudy
cystomer-base (see Exhibits 17.3 through 17.6 for finuncial stutements.) Additionally,
Bugelz usked for a lower lranchise lee than its competitors. Mike limited this fee to
$10,000 because, although less income for Bugelz in the short term, he wanted to at-
truct mom-and-pop lranchisees. He lelt thut they were the most mnotivated to muke u
Bugelz store succeed.

To help minimize corporute costs, Mike used Subway's legul depurtisent to
write the Unilorm Frunchise Oflering Circulur (UFOC)* (see Exhibit 17.7) and their
architects for designing uew stores. Because of this, Bugelz's corporate franchise-
development costs were significantly lower than what they otherwise would luve-
—vﬁc-.-.

* A UFOC contuius information including: » description uf the busi esli | devel vosts,
fee schiedules, frunchisee wnd franchi gutions ...:.u_. busi wffilisted with the _._._:_e_:un and
pending luwsuits. The Federul Trude Conunissi frunchisurs to furuids & UFOC W prospec-

tive {runchisees. Additivuully, thirteen stutes ..i.::.n stute office UFOC [ilings for _..._.._.._:.E.- whe
franchise in thut state.
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EXMIBIT 17.3 Bagelz Franchising balance sheets December 31, 1993

and 1994,
1985 19494
ASSETS
Current ussets
Cush $ 3.2%0 $ 2590
Accounts und other receivables 11,916 3,450
Other current ussets 1,210 2,281
16,356 8,321
Pruperty umd equipment 95,412 u5,4 .—w
Less accumuluted depreciation (14,964) (3.230)
80,448 92,182
Othier ussets 88,318 é...cc_
Due from alfilistes —m..mmml 16,991
Othier ussets 101,171 61,082
$197.975 $161,585
s ——
LIABILITIES AND STOCKHOLDERS' EQUITY
Current liubilities
Accounts puyuble und ucerued expenses $ 44425 $ 58,824
Due to uffiliutes 42,855 96,679
Othier current liubility : 1,210 2,281
Income tuxes puyuble 500 250
88,990 158,034
Louns puyuble-—stockholders 87,976 38,217
Deferred frunchise fee revenue 13,000 28,700
Stockholders’ equity (deficit)
Comumon stock, no pur vulue, 20,000 shures authorized,

200 shures issued und vutstunding 1,000 1,000
Additionul puid-in capital 194,217 56,000
Accunmuluted delicit (187,208) (120,366)

ey ————

$ 8000 $ (63,366)
$197,975 $161,585
— e — —

JOE’S DEFARTURE

At this time, Joe left to pursue other interests:

Jue wus un eatrepreneur in the truest sense of the word. We didu’t want Joe to go, i
his pussion was starting companies. His attitude was go, go, go, und he loved 1u get the
company going, but then, when it cume to deuling with duy-to-day stull, Joc gt «
pletely bured vut of kis mind. He got us to grow, but he didn’t wunt to deul with the vl
tupe of being u lranchisor.
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EXHIBIT 17.4 Bagelz Fraachising Corporation (an “S” corporation)
statements of 10ss for the years ended December 3 4.
1995 and 1994.

1985 1994
Revenye
Royulties $265313 ° $( 57.144
1nitiul frunchise fees 76,700 86,300
Qther revenue 16,902 6,499
—_——
$358,015 $ 149,943
Selling, general und adiministrative expenses (409.393) (262,496)
Luss before depreciation wd wwrtization (50,478) (112,553)
Depreciution und wmortization (14,372) (5.857)
Loss from vperatious $(64,850) $(118,410)
Other income (expenses)
Interest income _ 5,350 _
luterest expense (7,092) (1,306)
Penalties — (150)
§ (1,742) $ (1,456)
Luss befure stute income tax (66,592) (119,866)
State incoine tux (250) (500)
Net loss § (66,042) $(120,366)

The price for Joe's interest in the company wus quickly ugreed upon and divided
equully wnong Mike, Wes, und Jumie. Fred und Peter’s 5 percent ownership stuke
remuined unaflected. Wes then becume president, Mike, vice president, Jumie be-
cume director of truining und munuger ol territory development. -

ORGANIZATIONAL STRUCTURE

The compuny wus growing so rupidly thut each teum member hud to perform multiple
functions, muking It difficult to define an orgunizational structure. By 1996, however,
the teun wanted to develop o more formal niunagement infrustructure. For the present
tine, Mike, Wes, und Jumie worked us u teun with Jumie E:iﬁm_v. reporting to Mike
wore than Wes. In addition to the five purtners, there were four other full-time corpo-
rute employees: u bovkkeeper, u controller, u murketing director, und a receptionist.
Mike und his teum culled Fred for advice but muintuined finul authority. For ex-
anple, Fred advised ullowing the sule of noubuke units to franchisees who dign't al-
ready own u buke uanit. He reasoned that, us a function of demand, buke units would
nituratly open to support nonbuke ones. The team ultimately decided ugninst aliow-
ing frunchisees to own only nonbuke locutions. Doing so would put nonbuke frun-
chises in a potentially weuk negotiating position—they would then be ut the mercy of

At
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EXHIBIT 17.5 Bagelz Franchising Corporation statement of cash flows
for the years ended December 31. 1998 and 1994,

1995 1994
{ ruting uctivities
Oeupn_. __M“u from apersig $(66,842) $(120,366)
Adjustments to reconcile net luss o uet cash used in
operating activities:
Depreciation und umortization 14,372 5,857
(luerease) decreuse in
Accounts und other receivables (8.466) (3,450)
Other usyets 2,571 (2,949)
lucrease (Jeereuse) in
Accounts puysble ynd accrued expenses (14,399) 58,624
-Qthier liubilities (1,071) —_
Income tuxes payuble 250 250
Deferred frunchise fee revenue (15,700) 28,700
$(89,265) $ (33.134)

Net cush used in operating activities

Cash Flow from investing activities
Advances to afliliutes (44,227) (44,091)

Purchuse of property uind eyuipinent - (95,412)
Acyuisition of intungible assets — (15,669)
Net cush used in investing activities $(44,227) $(155,172)
Cush flows from finuucing activities
Advances from ul 51,075 96,679
ﬁ_.—.m:._ investinent 100,000 56,000
Repuyment of udvances lrom affiliates (104,899) —
Lyuns from stockholders 87,976 38,217
Net cush provided by finuncing uctivities $134,152 $ 190,896
Net increase in cush 640 2,590
Cush—beginning of yeur 2,590 —
Cush—end of yeur $ 3,230 s 2,500
Supplementul &5...8.»..« of cush flow information
Cush puid during the yeur for:
Income taxes — s 250
Lnterest -_— 125

Supplemental disclusure of non-cush transactions

‘Total capitul investment $138,217

= Yy

franchisees who vperated buke locations to supply their bugels. Supplier-franchisces
woukd huve the power to raise wholesale bagel prices, drive nonbake franchisees out
of business, und acquire the nonbuke facilities. For nonbuke franchise locations, frun-
chisees were given the option of purchusing bugels from other frunchisees, but all still
had the ubility to supply  nonbake location internally.
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EXHIBIT 17.6 Bagelz per store earning claims 1998 (est.).

Total revenve

Weekly Aunnually per sture
Totul revenue per store .
Sules $8,000.00 $416,000.00 100.00%
Total revenue $8,000.00 $416,000.00 100.00
Cost of goods sold
Suluries und wuges 1,760.00 91,520.00 2.0
Food 1,520.00 79,040.00 19.00
Beveruges 720.00 37,440.00 89.00
Puper supplies 320.00 16,640.00 4w
Total cost of goods sold $4,320.00 $224,640.00 54.00
Gruss prolit on sules $3.680.00 $191,360.00 46.00
Qperating expenses .
Royulties 640.00 33,280.00 8.00
Puyroll tux 136.00 707200 . L7
Puyroll service 20.00 1,040.00 0.25
Rent i 480.00 24,960.00 6.00
Electric 200.00 10,400.00 250
Cus 120.00 6,240.00 1.50
Teleplione 24.00 1,248.00 0.30
Advertising 200.00 10,400.00 2.50
Local advertising 80.00 _4,160.00 1.00
Promotions 4.00 208.00 0.05
lusurunce 80.00 4,160.00 100
Linen and laundry 16.00 832.00 0.20
Repuirs und muintenance 80.00 4,160.00 100
Rubbish resnoval 40.00 2,080.00 0.50
Ollice supplies 40.00 2,080.00 0.50
Unilorms 16.00 832.00 0.20
Professional fees 40.00 2,080.00 0.50
Miscellaneous 20.00 1,040.00 0.25
Totul operuting expenses $2,236.00 $116,272.00 27.95
Total income lrumn gperutivng $1,444.00 $ 75,088.00 18.05

® All figures have been estimuted bused on indusiry dutu and do not secessurily represent the sciyal
finunciul performunce of u Bugelz store uperution.

The franchisee made up the final part of the orgunization. There were seven
frunchisees, and pluns were underway tu open 53 new franchises by August 1997, und
2,000 by the year 2000. Mike was uggressively recruiting new frunchisees and selling
multiple units to existing ones. Ultinutely, the nunber of stores sold to a partigulur
frunchisee would depend on the number of stores that the frunchisee wanted und the
number the teun felt the individual could efficiently operute.
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EXHIBIT 17.7 Bageiz‘s UFOC highlights.

Estimuted initial investment for u Bugelz Franchise Operation

Initinl Investment Lower cost Mid-cost Higher cost
Luitial frunchise Fee $ 10,000 $ 10,000 $ 100
Reul property 2,500 4,000 8,000
Leusehold improvements 37,000 40,000 46,00
Equipment 55,000 60,000 65,000
Security systens 1,000 1,500 2,000
Freight charges 1,700 2,100 2,500
Qutside signuge 1,500 2,000 2,500
Opeuing inventory 5,000 5,000 5,000
Insurunce . 1,000 1,000 1,000
Supplies 500 750 1,000
‘Truining expenses 600 L100 2,600
Legul und uccounting 1,000 1,000 1,000
Crund openlug advertising 2,000 2,000 2,000
Miscelluneous expenses 5,000 5,000 5,000
Additionul Tunds (3 wonths) 23,000 41,000 m,—.cw.w
Totul $146,800 $176,450 $207,600
Fees for u Bugele Frunchise Qperution

Type of fee Amount
Ruyulty 8% of totul gross sules
Advertising 2.5% of totul gross sules
Locul udvertising 1% of totul gross sules
Opening udvertising $2,000
Audit Cost of audit plus interest
Lute puywments Luterest up to the legal maximum rate
Trunsler $5,000, plus $1,000 for uny sutellite
Extension $500 (does not upply to satellite luc:

Lucution rent
Insurunce
Non-compete violution

Conlidentiulity violution
Trademark violution
Dispute resolution

H Y . 1
Ey ordering

" inistrutive fee

Vuries

Varies

$10,000 for euch competing store plus
8% of its gross sules

Buglez's dumages

$250 per day

Half of mediation und arbitration I

Up to 4% of the equipiment

L3

OPERATIONS

Stures opened at 6 a.m. and closed at 5 p.m. during the week and 2 pm. on the week.
ends. The mujority of business was done in the morning, but lunch hours were u sy
icunt source of revenue. Originully, there was no dinner business, but sugsen
mc.._ ‘was tu extend the duys to 7 r.m. To achieve this, they were first tooking to dev
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the 2-to-5 afternoon cuffee-hour business, aud were testing several pustries und snack
products to complement their cuppuccino of ferings.

The operations manyal was in its fourth revision due to dramatic chunges in the
compuny’s operational procedures throughout the pust severul yeurs. For exumple,
previously, bugel-muking was u boil-und-buke operation, but now Bugelz hud found 4
way to muke it u buke-only operation without compromising the product’s tuste. To do
this, they used u newly developed baking technology, uble to provide the sue tuste
us a boil-und-bake bagel without the boiling:

Ln one store, we repluced the regulsr oven with a new type that wus ouly being used in
17 othier retail operutions throughout the cuuntry. We were number 18, und ufter iu-
stulling it, we noticed that sules continued to climb. To us, this was u cleur indicution
our customers upproved. .

Boil-und-buke wus a diflicult process; it was u hard, hot job und the baker
pluyed an important role in store operations. This role was so critical that the man-
agement teum had store alurms instulled, set to alert the tewm meinber on-call, if the
store wasn’t opened by 3 a.M. Further complicuting the situation was that buking re-
guired skilled lubor. I the scheduled buker didn’t show up, a skilled replacenvent hud
to fill in.

Management worked to reduce other costs for the franchisee, ys well. Mike for-
mulated u series of bugel demund churts bused on sules putterns. These charts topk
much of the guesswork out of bugel inventory inanugement for franchisees. The imple-
mentution of the new oven technology ulso reduced costs. Bugels could be wude fuster;
therefore buking could sturt luter in the morning. There were other benefits as well:

Belore we sturted iustalling the new ovens, they buked with the oven door open. And it
was hot! In one of vur stores, we were huving a ventilution problem and it wus sv hot in
the buking ureu thut the light fixtures on the ceiling melted. After instulling the new
oven, buking could be done with the door clused; it was much cooler in the buking urea
und there wus u utility savings us well: the new oven used only 25 percent us much
energy.

Other improvements to pruduction systems further reduced costs. For example,
puppy seeds could cost us much us $80 for u 50-pound bug. In the pust, bugels lad
been boiled, pluced on seeded bourds, seeded on the top, then buked. After buking,
seeds left on the bourds had to be discarded becuuse buking seeds wore thun once
produced u burned-tusting product. Managemeut refined the process by dumnpening
the bagels with u sponge, then dipping them in seed bins. Leftover seeds remuined in
the bin, effectively eliminuting waste and reducing costs. Bugels were then defrosted
und baked. Stores had a double-defrust ruck und a single-buke oven becuuse, while
defrost took 30 minutes, buke only took 15. The double defrost-rack kept the produc-
tign process continyally flowing,

THE COMMISSARY

The commissary, which sold bugels, cream cheese, und other products to lrunchisees,
was wholly owned by Mike, Jumie, und Wes. Frunchisees were required to purchuse
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creumn cheese und bagel dough directly from the comumissury, but were peruiitted io buy
other items either from the commissury or from un upproved vendor und product list.
Becuuse of the commissury’s bulk-purchasing power, franchisees were ynlikely to obtuin
» lower price, effectively discouraging them from pyrchasing prodycts from outside
vendors. Muintuining high quulity standords was also importaut, because the cominis-
sary needed lurge orders to receive lurge price discounts. lu early 1996, the comuiis-
sury’s creumn cheese sules volyme uveraged upproximutely 3,500 pounds per week:

A lot of people cut creum cheese with water; ut the commissury, we don't. We alsy inake
lurger bugels—four und u quarter ounces—when vthers use u foyr-ounce stundard. Pe-
cuyse of this, we will never be u cost lewder, but the goul is to be seen us o product
leuger. You see, although you can't telt the difference between u four und four-und-u-
quarter ounce bugel, the lurger one has » longer shell life, 5o we hope the customer will
get u fresher bugel.

1n the curly duys of the commissury, there was only one dough-producing ma-
chine. Production wus sturted eurly in the day, so in the event there wus a mechanical
problens, it could be repaired in time. An additional muchine was purchused in 1995,
but production still started eurly in the day, so that in the event of an emergency, a
sture’s order could still be met. As the sole source of bugel dough, the commissury had
to deliver. Then in 1996, they developed frozen dough in conjunction with severul
lurge munufacturing companies:
Originully ull eur styres were doing fresh dough becouse we weren't uble to formulate »
frozen duugh that tasted the sume. But fresh dough enly hus u shelf life of three duys
i, therefore, there was u minimal distance from the comnissury that u store could be
locuted. Becuuse commissaries ure u nightmare to set up, this in effect, limited com-
puny growth potentiul. Frozen dough has a shell life of about three months, und crewn
cheese 30 days, 50 growth wus no longer limited to clusters uround commissyries.

Mike, Wes, and Jumnie plunned to eventually outsource ull frozen-dough produc-
tion. Some franchisees hud complained about the commissury’s mongpoly on duugh
sules, but once frozen bugel production wus outsourced, franchisees could then Ly
from the lowest-priced producer. )

MARKETING

Bugelz was continuully improving products and store design. Mike and the tewm Ivht
thut Bugelz needed better murketing. For example, to increase cotlee revenues ¥
developed better coffee displuys, sold porcelain mugs, and positioned the ot
with an upscale imuge:

We even luoked into pumping the coffee sinell into the store through the air vouts You
see, mine wus the sume exuct coffee us other, higher priced coffee
these sellers displuyed the product better, so people suw it us superic

were willing to puy mwre for it.

Although they wanted to create a deli or gourmet-shop imuge for Bapelz, they ula
wuuted customers to perceive it us having the convenience of fust fuod. T de this il

speed product-ussembly times, they switched to presliced meuts ad pre d it
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of pasteurized eggs. These processes hud additionul benefits: there wus no chunce of :
employee injury fromn u slicer blade und no threat of salmonella. Microwaved, the “ -] 22288

-
‘

eggs were ulways uniform in taste and uppeurunce. They also udded self-serve drink
fountains and refrigerutors with prepacked cream cheeses. i

To better murket tuke-out pruducts, creum cheese cuntainers were custom
printed with the Bugelz logo and put in a displuy cuse by the register—in cuse u cus-
tomer forgot to get it from the self-serve refrigerutor. Previously, u customer hud to
step out of line to get it, then step back into line, deluying other customers. Pressure
from those waiting, to keep the service line moving, had resulted in lost sules.

One of the compuny’s greutest advertising successes wus travel coffee mugs with
the Bugelz nuie on them. Eurly on, Bugelz gave them uwuy in exchunge for uny com-
petitor’s mug that a customer brought into the store. Other udvertising tuctics included
emphusizing the “Z” in the Bugelz nanie, eveu putting the Z in frout of words, as in “Z
sundwiches.” (See Exhibit 17.8 for Bugelz's menu und Exhibit 17.9 for Bruegger’s.)

Another thing we lud been advertising wus sumething culled u quarterluaf. There were

u lot of people who weren't going to go in to buy u bugel becuuse they simply werew't

filling enougl. For exumple, when 1'm really bungry, Ui u grinder type of guy: extru

suuce, dripping with clieese; it's u beuutiful thing. Now, that's u sandwich! At first we
were thinking of giving extru-thick breud, but uthers were doing it. The sunie with sub-
murine sundwiclies. Then we cunie up with the guurtedoaf idea, und we kiew we hud

winner. No une knew what the heck u quurterdoul wus, but it sounded goud. And inost
of ull, it sounded lurge.

Walnut Raisin
Daily Special

Lox
Strawberry

Garlic and Herb {Low-Cal Available)

Chive

Desserts

Chips

Plain (Low-Cal Avsilable)
Veggie {Low-Cal Available)

Gourmet Cresm Cheese w/ Bagel:

Muffins
Fat Free Muffins

Cookies

The quurterouf was one-fourth the size of u louf of bread, shuped like u roll,
and for uii udditional 25 cents offered the sume sandwich items as a bugel. Because of
this, the sume sundwich-muking orea setup could be used for both—giving the im-
pression that Bagelz offered muny different menu items without huving to coordinate
extra preparution processes:

We ure constuntly loukiing for items, like the quurterloaf, thut you cun do u lot with. For

exumple, right now we have a chicken breust, but pretty soon it's going tu be u chicken

sulud. Theu it’s going tu be a chicken Cuesar sulud. We ure using Frunchisee Advertis- %

ing Fund revenues to develop udvertising cunpaigns for ull these new products. 3

2
FRANCHISEE ADVERTISING FUND s 26 Z3
: §| #38T i
- The Frunchisee Advertising Fund (FAF) wus controlled by frunchisees. Two und u - ] w.m.m % 5
hulf percent of gross sules went to the FAF, und these funds supported inedin udver- m &3 m M & B
tising, coupon campuigns, und similar promotions. Discounts from vendors on prod- % k: M,H Q 2s
ucts such us deli ineuts und puper goods were negotiuted Ly Mike, and upproved by M. g m .m 3 .m
FAF’s franchisee buying couperative. It was thought that us the nuinber of store units a .m 2 ww &% .m g
increased, local FAF chapters would eventually be creuted. However, Mike plunned e .m 53533
to continue negotiuting vendor-based pricing deals: m 3 5E§ .m £ .m w §
~ E -2
We mude the deuls. We looked to make as burge u deul as possible with suppliess. 11 you = .m umuu = z 2 = .w = W.m
could fill their trucks, you would get the lowest possible price—oue unit or oue truck- a8 .m 4 _m .m g =3 = ...u
loud custs the sune tu trunsport. Becuuse we louked to develop territory clusters off £ ] .m .W.ﬂ [ 3] .m Lt
stores, orderlng enough to fill u truck became possible. First, we would make a deal ﬂ aar h W.m = M 3 m

(Sandwichez include Lettuce, Tomato, and Onion)

Egg Sandwichez

Egg

Large
§l.19

Med.
$1.09
1.29

$.99

Small

Bagel and Cream Cheese Platter (14 Bagels)
Bagel and Cream Cheese Platter (26 Bagels)

(Prices upon request)

8 Sandwich Platter

Cinnamon Twists®
12 Sandwich Platter

Beverages
Gourmet Coffee
Csppuccino®
Hot Chocolate
Jced Coffee
Herbal Tea

Platterz

Espresso®

1.49
1.68
2.29
2.49
49 ea.
4.99 dz.
89
1.09
1.39

Whole Wheat
Poppy

Garlic

Onion

Cornmeal

Raisin

Daily Special

1896 for the Fairfield, CT store location.

ble at this location.

Bacon

Sausage or Bacon with Cheese

kel
Peanut Butter and Jelly

Pumpernic|
Everything
Sesame
Cream Cheese

Cinnamon
Salt

Plain
Egg
Butter

Prices effective November 1,

* Denotes products not ovaila

Egg and Ham, Sausage or

Egg and Ham,

Bagel Choicez

Egg and Cheese

Spreadz

O
(=
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Cup

Bowl

Prices effective November J, 1996 for the Wellesiey, MA store locstion.

FranUHIdtcs Murss esweneg - v--v

VW

with a local supplier, und theu with the lurger house that distributed to them. We

would gunrantee the supplier that we would open up u certain uumber of stores in un
arew, within a given period of time. It lius worked fine so fur, but if we ever miss pro-
jeuted store openings ang usuge volunes, it will ¢ u little more difficult.

The teamn decided to wait on television udvertising. They believed that success-
ful television udvertisiug for food, unlike garuge or gas-station udvertising, depended
directly gn how uttructive thut product looked on the screen. Achieving u high-
quality, professional production wus expensive und simply wasn't cost-effective lor
the compuny ut the time. lustead, they suw potential for using the effectiveness of
relevision udvertising without spending FAF money by forming strategic ullisnces
with other companies that ulready udvertised on television. Such alliunces included
developing co-branded units to estublish brand recognition in the highly competitive
fopdservice industry (see Exhibits 17.10 and 17.11).

Co-Branded Units

Co-brunded units offer two different concepts, in the suine location (e.g., KFC and
Tuco Bell). Bugelz opened their first co-branded store with Subway. A store udjoining
ane Subway locution hud gone out of business, and the site became availuble. Al
though they were uble combine the seuting due to Subway’s existing set-up, they were
wot uble to combine the buck room—something Mike und the team hoped to eventu-
ally be uble to do. They thought there would be other opportunities to develop co-
brunded Bugelz und Subway units:

We were also looking to put together u brenkfust progrum with Fred. Although he was
already doing u breukfust program, he was huving problems chunging Subway’s image

Expibit 17.10 Foodservice industry growth stetistics.
$300 . 3 _
$200
$280
$270 |
$260
$260
$240
$230
$220

=g Swles in § Billions
-npwe¥ Real Growth

_
_

Sales

1995<Est )

Year

Source: Restuuruits & Lustitutions, Junuary 1, 1695,
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Sowrce: Cuhners Bureau of Foudservice Hesearch und Restuurants & Institutions, junuury 1, 1985,

_.-c:.. strictly u lunch and dinner pluce. We were looking to use Bugelz us u morning
traflic-builder, retrolittiug some Subway stores—possibly changing their color scheme
to differentiute the co-branded units. 11 this works, it opens up an enormous number
of possibilities, und shured overhead would be a tremendous competitive advantuge.
But Subwuy isn't our unly uption—we see them as one potential brand to do business
with, but there ure u lot of other lrunchisors we could co-brund with, us well.

One company, a Mabil frunchisee, hud alreudy opened u Bagelz franchise _= his
gus stution’s convenience store. The Mobil owner didn’t huve the room for full-sized

Franchisee Recrultment—Future Dilemmas 305

buking facilities nor did he want to lease the space to un existing Bugelz franchisee, so
munagement engineered a scaled-down version of necessary buking equipment. This
gave the franchisee potentiul to open multiple, nonbake locations. The Bugelz teum
considered multiple-unit franchisees key for the company’s success: :

If we could be three-to-one or four-to-one nonbuke to buke, we would be very huppy
because you don't make mouey in the back reom—you make money by setting up coun-
ters und by getting qualified franchisees to keep thein operating.

FRANCHISEE RECRUITMENT—FUTURE DILEMMAS

Franchisee recruitment was u labor-intensive process, and according to a study done
by Subway und several other franchisors, the nutional inquiry-to-approval rute of po-
tentiul frunchisees was a mere 2 percent. Bugelz's approval rate, about 4 percent, was
twice the national average. Despite this unusually high acceptance rate, Bugelz had
encountered probleins with only one franchisee, who-hud simply abundoned the loca-
tion. The Bagelz tean hud known that the franchisee wanted to leave the system and
luund a buyer willing to purchuse the store, but the franchisee had gotten impatient.
Not wunting to wait for due diligence, he simply pulled ull his equipment gut and
locked the door:

This guy was definitely u red flug. He was qualified, but there were warning signs—
you cun talk yoursetl into believing unything if you try hard enough. In the eurly stuges
of develupiment, we Lalked ourselves into believing thut what we needed to do was sell
stores, wid thut little else mattered. We tried to muke u deul with anyone who ex-
pressed interest. Now we're more awure of putential problems thut cun vecur with
frunchisees—this is sumething thut we're quite concerned ubout.

Mike und the tewn worried about the likelihood of frunchisee problemns as the
company expanded. They thought that perhaps they needed to re-evaluate the way
they selected franchisees und the compuny’s munagement structyre. After giving it
some careful thought, they formulated several potential plans of uction. They could
either sereen potential franchisees more rigorously or they could keep the screening
process s it was—perhups u snll percentage of poorly performing franchisees was u
price that had to be paid for continued high growth. They also could concentrate on
developing an internal-munagement structure or possibly outsource the evaluation
function. They knew they would need to curefully consider ull alternatives to deter-
mine the best direction for Bagele.



