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TOPIC: Revenue Recognition

CHAPTER LINK: Chapter 6

Boston Market:
No Chicken About Aggressive Franchising

Boston Chicken, Inc. franchises and operates retail food service stores under the name “Boston Market” These stores specialize in fresh, convenient meals featuring home style entrees of chicken, turkey, ham, and meat loaf, as well as a variety of freshly prepared vegetables, salads, and other side dishes. It product line also includes sandwiches, soups, and holiday home replacement meals. The total number of stores in the Boston Market system increased from 83 on December 27, Year 12 to 829 on December 31, Year 15.  Gross system-wide store revenues increased from $42.7 million during the Year 12 fiscal year to $792.9 million during the Year 15 fiscal year.  Franchisees owned and operated all but three of the Boston Market stores open at the end of Year 15.  The company retains ownership of three stores to test market new entrees, assess new operating procedures, and train employees.

Area Developers

The company relies on area developers to achieve rapid penetration of targeted markets.  Area developers are independently owned companies to which Boston Market grants an exclusive franchise in a particular geographical area to develop and operate Boston Market stores.  An experienced retail food-service veteran with substantial invested equity capital heads each firm that is an area developer.  The company currently has 22 area developers.  There are 829 stores open at the end of Year 15.  The area developers have committed to opening an additional 934 stores within the next several years.  These area developers have incurred substantial net losses during the recent rapid expansion of stores ($51.3 million in Year 14 and $148.3 million in Year 15), and most have negative net worth. The company believes that the area developers will recover such losses as the rate of expansion moderates by reduction or elimination of development costs, increased operational efficiencies as a result of post-expansion operational focus, greater economies of scale, increased advertising efficiencies, and increased store revenue.  The company anticipates domestic expansion of the Boston Market concept.  The company does not, therefore, seek additional domestic area developers or franchisees.

Development Agreements

Development agreements provide for the development of a specified number of stores within a defined geographic territory in accordance with a schedule of dates.  The development schedule generally covers two to five years and typically has store operation benchmarks for the number of stores to be open and in operation at six-month intervals.  Area developers currently pay a nonrefundable development fee of $5,000 per store to be developed and make a deposit of $5,000 per store to be developed towards the store initial franchise fee (discussed below).  Failure to meet development schedules or other breaches of the area development agreement may lead to termination of the exclusivity provided by the agreement.

Franchise Agreements

Once the company and the area developer execute an acceptable lease for an approved store site, they enter into a franchise agreement under which the area developer becomes the franchisee for the specific store to be developed at the site. The company assists the area developer with site selection and construction coordination, for which it receives a real estate fee.  Current franchise agreements typically provide for payment of a $35,000 per store initial franchise fee (less the $5,000 deposit), a 5 percent royalty on gross store revenue, and a $10,000 minimum grand opening expenditure.  In addition, the franchise agreement provides that the company may from time to time specify computer software for use in the stores, for which the franchisee pays an upfront license fee plus an ongoing maintenance fee. Integrated hardware and software permit the company to closely monitor the operations of each store as well as communicate new developments. The company may own the equipment of a particular store, for which it receives periodic lease revenue from franchisees.  

Area Developer Financing

The company believes that the development and operation of stores in a targeted market is enhanced when the area developer not have to spend time raising capital.  Accordingly, the company extends secured debt financing to area developers to partially finance store development and working capital needs in maximum amounts equal to three to four times the area developer’s paid-in capital..  As of the end of Year 15, The company had agreements to provide secured financing to 17 of its areas developers.  Such commitments aggregated $621.5 million, of which $471.0 million was outstanding.  

The company’s loan agreement with its area developers generally requires the area developer to expend at least 75 percent of its contributed capital toward developing stores prior to drawing on its revolving loan.  The draw period is approximately two the three years.  On expiration of the draw period, the loan converts to an amortizing term loan payable over four to five years in periodic installments, generally with a final balloon payment.  (The term amortizing term loan means that the borrower makes payments each period for interest and for principal.  The principal payments are large enough in this case that the borrower pays off the entire loan in five years or less.  The fact that the loan involves a final balloon payment means that the last payment is larger, usually much larger, than the preceding payments.) The borrower pays interest each period at 1 percent over the applicable “reference rate” of the Bank of American Illinois as established from time to time.  A pledge of substantially all of the assets of the area developer secures the loan.  Some loans have a conversion feature in which the company may convert unpaid amounts of the loan into an equity interest in the area developer.  The company can exercise the conversion feature only after a moratorium period has elapsed (generally two years after execution of the loan) or the area developer defaults on the loan. The conversion price is set at a 12 percent to 15 percent premium over the per-unit equity price paid by the area developer for its equity interest in the area development entity.

Marketing

The company markets through television, radio, newspapers, and other print media, direct mail, and in-store point-of-purchase displays.  Franchisees pay a national advertising fee of 2 percent of gross store revenues and a local advertising fee of 4 percent of gross store revenues.   

Financial Statements and Notes

Exhibit 1 presents balance sheets, Exhibit 2 present income statements, and Exhibit 3 presents statements of cash flows for Boston Chicken, Inc. for the Year 13 through Year 15 fiscal years.  Selected notes to these financial statements appear below.

Revenue Recognition Revenue from company-operated stores is recognized in the period for which related food and beverage products are sold.  Royalties are recognized in the same period related franchise store revenue is generated.  Revenue derived from initial franchise fees and area development fees is recognized when the franchise store opens.  Interest, real estate services, and software maintenance fees are recognized as earned.  Lease income is recognized over the life of the lease on a straight-line basis.  Software license income is recognized as the software is placed in service. 

Accounts Receivable Accounts receivable includes amounts currently due from area developers and franchisees other than for loans (see discussion of Notes Receivable below).  The amounts appearing in Exhibit 1 are net of an allowance for uncollectible accounts of  $77,000 on December 27, Year 12, $323,000 on December 26, Year 13, $246,000 on December 25, Year 14, and $1,043,000 on December 31, Year 15.  Bad debt expense was $321,000 for Year 13, $187,000 for Year 14, and $797,000 for Year 15.

Notes Receivable Notes receivable include amounts payable by area developers and franchisees under multi-year lending arrangements (see discussion of area developer financing above).  The company maintains an allowance for loan losses at a level that in management’s judgment is adequate to provide for estimated possible loan losses.  The company bases the amount of the allowance on management’s review of each area developer’s use of loan proceeds, adherence to its store development schedule, store performance trends, type and amount of collateral securing the loan, prevailing economic conditions, and other factors which management deems relevant at the time.  Based upon this review and analysis, no allowance was required at the end of the Year 12, Year 13, Year 14, or Year 15 fiscal years.

National and Local Advertising Funds The company administers a National Advertising Fund to which company-operated stores and franchisees make contributions based on individual franchise agreements (2 percent of store revenues).  Collected amounts are spent primarily on developing marketing and advertising materials for use system wide.  The National Advertising Fund is accounted for separately and not included in the financial statements of the company.  The company maintains Local Advertising Funds that provide comprehensive advertising and sales promotion support for the Boston Market stores in particular markets.  Periodic contributions by company-owned stores and franchisees (generally 4 percent of store revenues) finance local advertising and promotion expenditures.  The Local Advertising Fund is accounted for separately and not included in the financial statements of the company.  Actual expenditures on national and local advertising as of December 31, Year 15 have exceeded the amounts collected from franchisees by $9.6 million.  The company includes this excess amount in other current assets on its balance sheet.

Related Party Transactions The company and certain area developers have entered into secured loan and area development agreements with certain area developers in which certain directors and certain current and former officers of the company and members of their families have a direct or indirect equity interest.  The company has received from these entities in Year 13, Year 14, and Year 15, approximately $6.6 million, $30.9 million, and $46.0 million, respectively, in development, franchise, royalty, software license, software maintenance, accounting and other miscellaneous fees, rent, and interest on their loans with the company.  In addition, these entities have paid approximately $3.5 million, $11.3 million, and $20.0 million in national and local advertising contributions during the same periods.  The company has also sold to certain of these entities Boston Market stores, inventory, equipment, and other miscellaneous assets, including reimbursement of the Company’s general and administrative costs and expenses of operating the stores, for which it received $5.0 million, $47.1 million, and $14.6 million in Year 13, Year 14, and Year 15 respectively.  The company believes that the terms of these agreements are as favorable to the company as those with other area developers.  The company has paid to one of these area developers $146,000 in Year 14 and $100,000 in Year 15 for various services.  During Year 13, the Company’s chief executive officer received from the Company $107,066 as reimbursement for payments he made to Bowana Aviation, Inc. for the Company’s use of an aircraft owned by Bowana.  During Year 14 and Year 15, the Company paid $527,744 and $661,960, respectively, to Bowana for the use of aircrafts.  The company’s chief executive officer and a relative own Bowana.  The company believes that the amounts charged are at rates comparable to those charged by third parties.

Relocation In September Year 14, the Company consolidated its four Chicago-based support center facilities into a single facility and relocated to Golden, Colorado.  The cost of the relocation, including moving personnel and facilities, severance payments, and the write-off of vacated leasehold improvements, was $5.1 million. 

Required:

a.
Discuss the appropriateness of the timing of revenue recognition by Boston Chicken for each of the following:

(1)
 development franchise fee

(2)
 initial franchise fee

(3)
 royalties

(4)
 interest on loans to area developers

(5)
 real estate service and leasing fees

(6) software license and maintenance fee

(Hint: Analyze the changes in the allowance for uncollectible accounts for Year 13, Year 14, and Year 15 to assess the collectibility of outstanding accounts and notes receivable.)

b.
 Suggest possible reasons why Boston Chicken might choose to develop and operate its stores through non-owned area developers and franchisees instead of outright ownership.

c.
 Suggest possible reasons why Boston Chicken might choose to structure its marketing activities using the National Advertising Fund and the Local Advertising Fund.

d. 
Exhibit 4 presents selected operating data and financial statement ratios for Boston Chicken (in addition to the common size income statement in Exhibit 2).  Analyze the changes in the profitability and risk of Boston Chicken between Year 13 and Year 15.

Exhibit 1
Boston Chicken, Inc. Balance Sheets

(amounts in thousands)


December 27,
December 26,
December 25             December 31,

Assets
Year 12
Year 13
Year 14
Year 15

Cash

$
9,709
$
4,537
$
25,304
$
310,436

Accounts Receivable, net


859

5,202

13,002

23,059

Notes Receivable


83

1,512

16,906

5,462

Other Current Assets


364

1,843

4,117

4,858

Total Current Assets

$
11,015
$
13,094
$
59,329
$
343,815

Property, Plant & Equipment (net)


9,934

51,331

163,314

258,550

Notes Receivable-Noncurrent


690

44,204

185,594

450,572

Other Assets


1,031

1,435

18,745

20,940

Total Assets

$
22,670
$
110,064
$
426,982
$
1,073,877
Liabilities and Shareholders’ Equity

Accounts Payable

$
1,383
$
6,216
$
15,188
$
12,292

Accrued Liabilities


835

1,835

6,587

9,095

Deferred Franchise Revenue


981

2,255

5,505

8,945

Total Current Liabilities

$
3,199
$
10,306
$
27,280
$
30,332

Long-term Debt


--

--

130,000

307,178

Deferred Franchise Revenue


1,177

3,139

5,815

2,072

Deferred Income Taxes


--

--

3,011

16,631

Other Noncurrent Liabilities


1,257

1,713

1,061

833

Total Liabilities

$
5,633
$
15,158
$
167,167
$
357,046
Common Stock

$
112
$
347
$
447
$
591

Additional Paid-in Capital


27,675

103,662

252,298

675,611

Retained Earnings


(10,750)

(9,103)

7,070

40,629

Total Shareholders’ Equity

$
17,037
$
94,906
$
259,215
$
716,831

Total Liabilities and


  Shareholders’ Equity

$
22,670
$
110,064
$
426,982
$
1,073,877
Exhibit 2
Boston Chicken, Inc. Income Statement

(amounts in thousands)



Year 13


Year 14


Year 15

Revenues

Royalties

$
5,464
12.8%
$
17,421
18.1%
$
34,841
21.8%

Initial Development &

  Franchisee Fees


5,230
12.3

13,057
13.6

13,712
8.6

Interest on Area Developer

  Financing


1,130
2.7

11,632
12.1

33,251
20.9

Real Estate and Lease Services


253
.6

5,361
5.6

17,939
11.3

Software Fees


--
--

6,480
6.7

7,723
4.8

Other


604
1.4

1,284
1.3

447
.3

Total from Developers


  and Franchises

$
12,681
29.8%
$
55,235
57.4%
$
107,913
67.7%

Company-owned Stores


29,849
70.2

40,916
42.6

51,566
32.3

Total Revenues

$
42,530
100.0%
$
96,151
100.0%
$
159,479
100.0%

Expenses

Cost of Goods Sold

$
(11,287)
(26.5)
$
(15,876)
(16.5)
$
(19,737)
(12.4)

Salaries & Benefits


(15,437)
(36.3)

(22,637)
(23.5)

(31,137)
(19.5)

Administrative


(13,879)
(32.6)

(27,930)
(29.1)

(41,367)
(25.9)

Interest


(640)
(1.5)

(5,827)
(6.1)

(15,352)
(9.6)

Income Taxes


--


(4,277)
(4.4)

(20,814)
(13.1)

Provision for Relocation


--


(5,097)
(5.3)

--

Other (net)


360
  .8

1,666
1.7

2,487
1.5
Net Income

$
1,647
3.9%
$
16,173
16.8%
$
33,559
21.0%

Exhibit 3
Boston Chicken, Inc. Statement of Cash Flows

(amounts in thousands)


Year 13
Year 14
Year 15
Operations

Net Income

$
1,647
$
16,173
$
33,559

Depreciation


1,970

6,074

11,442

Deferred Income Taxes


--

4,277

12,133

Deferred Franchise Revenue


3,236

5,926

(303)

Interest on Zero Coupon Borrowing


--

--

8,075

Loss (Gain) on Sale of Assets


(150)

(368)

231

(Inc.) Dec. in Accounts Receivable


(4,343)

(7,800)

(10,057)

(Inc.) Dec. in Other Current Assets


(1,479)

(2,274)

(741)

Inc. (Dec.) in Accounts Payable


4,833

8,972

(2,896)

Inc. (Dec.) in Accrued Liabilities


1,000

4,752

2,508

Other


1,332

186

1,525
Cash Flow from Operations

$
8,046
$
35,918
$
55,476
Investing

Sale of Assets

$
6,161
$
62,342
$
80,910

Purchase of Property, Plant and Equipment


(49,151)

(163,622)

(145,756)

Issuance of Notes Receivable


(45,690)

(225,282)

(661,033)

Repayment of Notes Receivable


747

68,498

407,499

Acquisition of Other Assets


(1,093)

(12,790)

(9,788)

Cash Flow from Investing

$
(89,026)
$
(270,854)
$
(328,168)

Financing

Borrowing Under Credit Facility

$
32,275
$
96,130
$
229,240

Increase in Long-term Debt


9,658

130,000

172,464

Issuance of Common Stock


66,150

125,703

385,360

Repayments under Credit Facility


(32,275)

(96,130)

(229,240)

Cash Flow from Financing

$
75,808
$
255,703
$
557,824
Change in Cash

$
(5,172)
$
20,767
$
285,132

Cash - Beginning of Year


9,709

4,537

25,304
Cash - End of Year

$
4,537
$
25,304
$
310,436
Exhibit 4
Boston Chicken, Inc. Selected Data


Year 13
Year 14
Year 15
System Wide Revenues of All Boston Market

  Stores (000’s)

$
152,056
$
383,691
$
792,948

Number of Stores in Operation at Year End:


Company-operated


38

41

3


Financed Area Developers


78

314

712


Non-Financed Area Developers


101

179

114

    Total


217

534

829

Profit Margin for ROA

4.9%
20.8%
27.3%

Assets Turnover

.6
.4
.2

Rate of Return on Assets

3.1%
7.4%
5.8%

Leverage Ratio

1.0
1.5
1.5

Rate of Return on Common Shareholders’

  Equity

2.9%
9.1%
6.9%

Current Ratio

1.3
2.2
11.3

Quick Ratio

.5
2.0
11.2

Cash Flow from Operations/Average

  Current Liabilities

119.4%
191.1%
192.6%

Liabilities/Assets

13.8%
39.2%
33.2%

Long-term Debt/Assets

--
30.4%
28.6%

Cash Flow from Operations/Average Total

  Liabilities

77.5%
39.4%
21.2%

Interest Coverage Ratio

3.6
4.5
4.5

Cash Flow from Operations/Capital

  Expenditures

.2
.2
.4

