The Economics of Franchising

ROGER D. BLAIR
University of Florida

FRANCINE LAFONTAINE
University of Michigan

UNIVERSITAT

LIECHTENSTEIN
Bibliothek

CAMBRIDGE
UNIVERSITY PRESS



Contents

Preface to the Hardback Edition page xi

Preface to the Paperback Edition Xiii

1 Introduction 1

11 What IsaFranchise? 3

12 Traditional and Business-Format Franchising 5

13 In Which Industries Do We Find Franchising? 8

14 Pan of Study 18

2 Four Popular Misconceptions about Franchising 20

21 Growth: Fact and Fancy 21

22 Entry and Exit A

23 The Sze Distribution of Franchised Chains 46

24  Multi-Unit Franchisees 49

25 Conclusion 52

3 Franchiza Contracts 54

31 Introduction 4

32 Franchise Fess 56

33 Roydty Rates ' 62

34 Advertising Fees 69

35 Non-Monetary Contract Clauses 78

36 Some Find Thoughts and Comments 79

4 Franchising, Vertical Integration, and Vertical Restraints 82

4.1 Introduction 82
42 Dua Distribution or Partial Verticd Integration

in Franchising 83

43 Contractua Equivalents 94



viii

44

Contents

Incentive Issues and Agency Theory

45 Conclusion

5 Quality Control

51
52
53
54
55

56

Introduction

A Simple Model of Vertical Externalities

Contractual Efforts to Resolve Incentive Problems
Costs of Control

Observed Quality Differentials between Company and
Franchised Units

Conclusion

6 Franchise Tying Contracts

6.1
6.2
6.3
64
6.5
6.6
6.7
6.8
6.9
6.10

Introduction

Antitrust Treatment of Tying Contracts in General
Application to Franchise Tying Contracts

The Kodak Decision and Its Progeny

Franchise Tying Cases After Kodak

Identifying Market Power After Kodak
Post-Contractual Opportunism

Evaluating Franchise Opportunities

Conclusion

Appendix: Vertica Integration and Tying Contracts

7 Vertical Price Controlsin Franchising

71
72

73
74
75
7.6

Introduction

The Legd History of Maximum Resale Price Fixing

in the United States

An Economic Analysis of Maximum Resale Price Restraints

-The Public Policy Implications of Khan

Conclusion
Appendix: Sales-Based Royalties and Demand Externalities

8 Encroachment

81
82
83
84
85
86

Introduction

Market Coverage and "Traditional" Encroachment
Industry Responses

Non-Traditional Encroachment

Conclusion

Appendix: Carvel Corporation's Contract: Before and After

9 Advertisng and Promotion

91

Introduction

107
116

117

117
121

133

135

137

139
142

REEER

166
168
168

174
174

177
182
196
197
198

202

202
204
222
231
233
234

236
236



Contents

92 A Smple Modd of Advertising as Information

93
94
95
96
9.7

The Effect of Scae Economies

Advertising as a Public Good in Franchised Chains
Advertising in Franchised Chains in Practice
Franchisor-Franchisee Conflict

Conclusion

10 Termination and Non-Renewal

101
102

103
104

105
106

Introduction

Franchise Contract Duration, Termination, and Renewd:

A Look at the Data

The Role of Duration, Termination, and Non-Renewal
in Theory

Termination and Non-Renewal: Legd Considerations
Asxeessing Damages for Wrongful Termination
Conclusion

11 Concluding Remarks

111
n2
113
14
15

Introduction

A Summary

International Franchising
The Future

Conclusion

Articles, Books, and Other Publications

Cases, Codes, and Satutes

Index

237
244
246

253
257

258
258

264
275
280

201

201

297

303
321
325



