Subway Franchise Summary

Subway is the largest international sandwich franchise. Subway has more than forty years of experience. It has low franchise cost and that is why over 70 percent of current franchisees bought additional Subway franchises.  Subway has over 25,000 locations in approximately 85 countries (Subway, n.d.).  As part of the Subway franchise team you get  the great opportunity to own a “proven business with a low investment, simple operations, flexible floor plans, national and local support, national and regional advertising, a two week training program, ongoing learning for owners and their staff, store development assistance, design support; lease negotiations, and construction” (Franchise FAQs, n.d.). 
The initial franchise fee is $ 15, 000 (Franchise FAQs, n.d.). Individual costs vary according to location of franchise. The investment cost can be as low as $78,600. The cost for a standard Subway business is approximately $157,650 to start. Many finances options are available including small business loan program.  Franchisees pay 12.5 percent every week (gross sales minus the sales tax); 8 percent goes toward the franchise royalties and 4.5 percent goes towards advertising (Franchise FAQs, n.d.).

Subway Cost Volume Profit Analysis

	Subway Franchise Cost-Volume Profit Analysis
	
	

	
	Dollar Amount
	Per unit
	Units

	
	
	Cost
	

	Sales revenue
	$380,000
	$5
	76,000

	Contribution margin
	$297,944
	$4
	

	Contribution margin ratio
	78%
	78%
	

	
	
	
	

	Variable Costs
	$82,056
	$1
	76,000

	Fixed  Costs
	$214,332
	
	76,000

	Total Cost
	$296,388
	
	

	
	
	
	

	Break-even:
	
	
	

	Sales
	$273,361
	
	

	Units
	54,672
	
	


Account classification

	Subway Franchise Opportunity
	Classification
	 Amount 
	Variable cost per unit of revenue

	Total Sales Revenue
	 
	 $ 380,000 
	 

	Cost of Sales
	Variable
	 $ 147,295 
	                   0.388 

	Officers Compensation
	Variable
	 $ 11,717 
	                   0.031 

	Salary-Wages
	Variable
	 $ 68,332 
	                   0.180 

	Rent
	Fixed
	 $ 26,254 
	 

	Taxes
	Variable
	 $ 14,750 
	                   0.039 

	Interest Paid
	Variable
	 $ 4,135 
	                   0.011 

	Amortization & Depreciation
	Fixed
	 $ 9,454 
	 

	Advertising
	Variable
	 $ 8,798 
	                   0.023 

	Benefits -Pension
	Variable
	 $ 2,989 
	                   0.008 

	General & Administrative Expense
	Variable
	 $ 63,677 
	                   0.168 


High-Low
	Subway Franchise Opportunity
	High
	 Low 
	Difference
	Variable cost per unit of revenue
	Fixed Cost

	Total Sales Revenue
	$        49,400
	$            20,178
	$     29,222
	
	

	Cost of Sales
	$        17,675
	$              9,280
	$       8,396
	1.437
	$(19,708.149)

	Officers Compensation
	$            1,137
	$                 668
	$         469
	0.080
	$     (950.343)

	Salary-Wages
	$            7,995
	$              3,758
	$      4,237
	0.725
	$(10,869.198)

	Rent
	$            3,413
	$              1,575
	$      1,838
	0.314
	$  (4,769.961)

	Taxes
	$            1,802
	$                 944
	$         858
	0.147
	$  (2,019.914)

	Interest Paid
	$               455
	$                 227
	$         227
	0.039
	$     (557.854)

	Amortization & Depreciation
	$               926
	$                 681
	$         246
	0.042
	$     (167.985)

	Advertising
	$               836
	$                 501
	$         334
	0.057
	$     (652.812)

	Benefits -Pension
	$               329
	$                 170
	$         159
	0.027
	$     (379.202)

	General & Administrative Expense
	$            7,004
	$              3,502
	$       3,502
	0.599
	$  (8,589.744)


Regression analysis
	Regression analysis
	
	

	Subway Franchise Opportunity
	 
	 

	 
	Sales Revenue
	Total costs & expenses

	January
	$          22,002
	$                         23,819

	February
	$          22,800
	$                         24,954

	March
	$          27,360
	$                         28,363

	April
	$          30,400
	$                         30,188

	May
	$          34,200
	$                         31,224

	June
	$          38,000
	$                         32,236

	July
	$          41,800
	$                         34,103

	August
	$          45,600
	$                         36,881

	September
	$          49,400
	$                         41,573

	October
	$          23,940
	$                         25,913

	November
	$          24,320
	$                         26,840

	December
	$          20,178
	$                         21,307
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The cost function estimates are as valid as the basis for the cost functions. As long as the quality of source of the data is not questionable, then the cost function is not either. The cost basis was generated from bizstats website (www.bizstats.com).  The method that provides the best estimate for Subway Franchise Opportunity cost function is the regression analysis because it takes into account all data points within the period which results in a more accurate mode.  The regression method is unlike the high-low method which only considers the highest and lowest data points. Furthermore, classification of accounts into variable and fixed categories is not as reliable since some costs show mixed tendency and the regression analysis takes this into account. The regression analysis method is said to be more accurate and have optimal properties that estimate the relationship between variables (McLelland, 2010).

Qualitative Considerations for Subway Franchise

Qualitative factors are the not measured by numbers. They are measured by the intangibles and substance of a decision. It would be straightforward to make a Subway franchise investment decision solely on the quantitative factors.  As we often hear, the numbers do not lie. However, some investment decisions have to take into account more than quantifiable factors. Some of the most critical decision factors are not quantitative but are qualitative. This is evident in a study conducted by Kocher (2007), where she talks about research that revealed the importance of qualitative factors when evaluating capital budget projects. The research showed “98% of the respondents considered qualitative factors in their decisions” (Kocher, 2007, p. 24)

Some qualitative factors to consider in the case of a Subway franchise investment are as 

follows:

· Location: The location of the franchise is very important. Franchisee must evaluate the location of the business and make sure it is not in an area saturated with other Subway franchises. In addition, assess competitors in the area. The location factor can affect the profits of the business.
· Restaurant design: The framework and design of the business are essential for efficient and effective use of the restaurant. One factor in this area to consider is the size of the dining area for customers. The dining area should be inviting, and sizable dimensions, so it does not interrupt the flow of customers. 
· Training: The franchisee must have sufficient training in how to operate the Subway restaurant. Proper training can ensure the success of the franchise.
· Support- What support systems are in place for the Franchisee from the corporate headquarters? Is ongoing support provided before and after the franchisee opens the restaurant? 
· Franchise image – Subway is a household name.  How the franchisee upholds that image is one the most important qualitative factors.
· Impact on family – Opening a franchise may place a financial burden on the family.  In addition, operating a business can cause added stress. The added weight on the family must be taken into consideration.  
Cost Function

The cost function used to forecast Subway Franchise opportunity for the next 5 years is the cost model developed using the linear regression. Moreover, the model is divided amongst the various mechanisms of Subway total cost.  



Based on the scatter graph and regression line of each cost item, their identified cost functions are as follows with the y variable representing total cost for the cost category, and the x variable representing sales level:
· Cost of sales => y = $0.393x-$2,045

· Officers Compensation => y = $0.0279x + $1,115

· Salary-Wages => y = $0.181x - $448

· Rent => y = $0.058x - $4,214

· Amortization and Depreciation => y = $0.023x + $714

· Advertising => y = $0.022x + $438

· Benefits –Pension => y = $0.007x + $329

· General and Administrative Expense => y = $0.169x - $543

· Investment income => y = -$0.001 + $132

· Interest expense => y = -$0.011 + $45

· Income Tax Expense => y = -$0.035x + $1,450
Assumptions


Year 0 represents the base scenario which is Year 2012 used in the computation of the original regression line. The forecasted revenue is based on an annual growth rate of 10%. Other assumptions for expenses are as follows:

1. In Year 3, depreciation expenses are expected to stabilize since the restaurant will have acquired all its needed capital assets by the end of year two.

2. In Year 3, interest expense will be stable since the restaurant will no longer borrow money for its operations.

3. All costs after opening are considered variable based on sales figure. Additionally, the only start up cost is the restaurant franchise fee to simplify forecasted data.

Forecast
Considering the aforementioned assumptions, below is the forecasted income statement for Years 1 to 5 for a Subway Franchise opportunity.
	Year
	0
	1
	2
	3
	4
	5

	Revenue
	380,000
	418,000
	459,800
	505,780
	556,358
	611,994

	Operating Expenses:
	
	
	
	
	
	

	     Cost of Sales
	147,295
	162,229
	178,656
	196,727
	216,604
	238,469

	     Officers Compensation
	11,717
	12,777
	13,943
	15,226
	16,637
	18,190

	     Salary-Wages
	68,332
	75,210
	82,776
	91,098
	100,253
	110,323

	     Rent
	26,254
	28,458
	30,882
	33,549
	36,483
	39,710

	     Amortization & Depreciation
	9,454
	10,328
	11,289
	11,289
	11,289
	11,289

	     Advertising
	8,798
	9,634
	10,554
	11,565
	12,678
	13,902

	     Benefits- Pension
	2,989
	3,255
	3,548
	3,869
	4,224
	4,613

	     General & Administrative Expense
	63,677
	70,099
	77,163
	84,934
	93,482
	102,884

	Total Operating Expenses
	338,516
	371,990
	408,812
	448,258
	491,649
	539,379

	Operating Profit
	41,484
	46,010
	50,988
	57,522
	64,709
	72,615

	Other Income and (Expense):
	
	
	
	
	
	

	Investment income
	91
	86
	81
	74
	67
	59

	      Interest Expense
	(4,135)
	(4,553)
	(5,013)
	(5,013)
	(5,013)
	(5,013)

	Total Other Income and (Expense)
	(4,044)
	(4,467)
	(4,932)
	(4,938)
	(4,946)
	(4,953)

	Income Before Income Taxes
	37,440
	41,543
	46,056
	52,584
	59,764
	67,662

	Income Tax Expense
	14,750
	16,080
	17,543
	19,152
	20,923
	22,870

	Net Income
	22,690
	25,463
	28,513
	33,431
	38,841
	44,792


Cash Flow, NPV, and Present Value

The initial investment of the Subway Franchise opportunity is $157, 650. The cost of capital is 6.10 percent. The assumed mode of finance is a small business bank loan. The yield on a high yield corporate bond is considered the same as the interest rate on the bank loan.

Cash Flow

	Year
	Net Income
	+ Amortization & 
Depreciation
	Net Cash flow
	PV @ Cost of capital
	PV of cash flows

	0
	
	
	-$157,650
	1
	-$157,650.00

	1
	$25,463
	$10,328
	$35,791
	0.942507069
	$33,733.27

	2
	$28,513
	$11,289
	$39,802
	0.888319575
	$35,356.90

	3
	$33,431
	$11,289
	$44,720
	0.837247479
	$37,441.71

	4
	                      $38,841
	$11,289
	$50,130
	0.789111667
	$39,558.17

	5
	$44,729
	$11,289
	$56,018
	0.743743324
	$41,663.01

	
	
	
	
	
	


Net present value
$30,103.05
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