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A Location Based Theory of Franchising

Abstract

We develop asimple model to explain the co-existence of company owned stores and
franchised outlets. We assume that there are differences in the quality of locations with
regards to their potential profitability. While the franchiser knows the distribution of
location quality, the franchisee does not. The franchisee aso has to accept whatever
location he is offered and cannot negotiate the location choice. We show that franchisers
will open company-owned stores at more profitable locations while leaving the less
profitable ones for franchised outlets. Our model is able to explain the many empirical
findings of previous research.
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Introduction

A franchise relationship occurs when the owner of atrademark, the franchiser,
exchanges the right to the use of that trademark with ather agents, franchisees, in return
for some @nsideration. We ae more wncerned with businessformat franchising asin
the fast foodindustry rather than product and trademark franchising asin the retall
gasolineindustry. In atypicd businessformat franchise wmntrad the franchiseepays the
franchiser afixed franchisee fee & well aroyalty rate which is a share of total sales
revenue. Even though ather things such asinpus or certain services may be wmntraded
upon(Shane & Spell, 1999 the generic franchise @ntract consists of these two
comporents. There ae two important isaues here — (1) the exad nature and terms of the
franchise contract which deals with the rationale behind and the optimality of the
franchise fee and the royalty rate; (2) the m-existence of both company owned and
franchised oulets.

We aldressthe secondisauein this paper. Whil e the eisting literature has off ered
diff erent explanations behind the rationale for franchised oulets, there ae not too many
papers that provide cogent arguments to show why firms open bah company-owned
stores and franchised stores at the same time. It is true that any company hasto own and
operate acriticd number of stores to demonstrate its viabili ty as a franchise. But it is not
the cae that oncethe franchise concept has been firmly establi shed, firmsrely solely on
franchised oulets from that paint on. Rather franchisers continue to open bah types of
stores at the same time even after they have become established. Looking at Entrepreneur
Magazine's 21% Annud Franchise 500for 2000, ae observes that even well-known

franchisers such as McDonald' s or Subway, which are ranked numbers 1 and 2



respectively among fast food chains (SIC Code 5812), continue to open both company-
owned and franchised outlets at the same time.

We develop asimple model with differencesin location quality and show how a
franchiser will choose to open a company owned store at a certain location while opening
afranchised outlet at another location. Very similar issues arise in the literature on land
tenancy contracts where economists have tried to explain (1) the co-existence of wage,
rent and sharecropping contracts and (2) the rational e behind sharecropping contracts
since sharecropping leads to sub-optimal use of materia inputs. It isinstructive to note
that the franchise fee is analogous to the fixed rental payment in the land tenancy context
while the royalty rate works exactly like a share of output.

Several research streams have attempted to explain the existence of franchising in
genera and theroyalty rate in particular.

Cheung (1969) suggested pure risk sharing to explain the existence of
sharecropping. Assuming that both parties are risk averse they both benefit from the
insurance that arises from a share contract. Stiglitz (1974) among others formalized this
argument in the sharecropping context while Martin (1988) put forth a similar argument
to explain franchising.

A second strand in the literature assumes the existence of moral hazard. In the
one-sided moral hazard literature it is assumed that the franchiser cannot observe the
franchisee in the provision of local inputs. It cannot be observed from the level of sales
since there is arandom component involved. While it would be optimal to make the
franchisee the residual claimant in this context, if the franchiseeisrisk averse then a

share contract arises as a compromise between the need to provide the franchisee with the



insurance & well asthe need to motivate him. Stiglitz (1974 has argued these paintsin
the sharecroppng context; other researchers such as Mathewson & Winter (1985 and
Norton (1988 have dore so in the franchising context.

Y et anather explanation d share mntrads arises when thereis mora hazard on
the part of bath the franchiser and the franchisee In this case sharing occurs drictly asa
result of both parties’ nead for incentives. Eswaran and Kotwal (1985) and Bhattacharya
and Lafontaine (1995 have developed models incorporating moral hazard on bah sides.

Capital market imperfections theory argues that firms begin to franchise to
overcome caital constraints that restrict the growth of company owned chains. There ae
severa difficulties with this explanation. First, this would imply that as the franchise
begins to mature and kkecome more establi shed they shoud reducetheir reliance on
franchising as a source of capital. Asaresult there shoud be atrend towards more
company owned stores. But no such trendis apparent (Lafontaine, 19). Secondit isnot
unusual for franchisersto provide financing to their franchisees. Out of 157fast food
franchises listed in Entrepreneur Magazine's 21% Annud Franchise 500for 2000, 89
franchisers provide financing to the franchisee. Such financing involves the franchise fee
and/or loans for buying equipment. These franchisers surely do nd use franchising as a
sourceof cepital.

Seach cost theory (Minkler, 199) argues that firms franchise to gain accessto
locd market knowledge. This assumes that franchisees are better aware of local
condtions than the crporate headquarters and franchising provides away of tapping into

this ource of superior knowledge. Monitoring theory (Rubin, 1978 suggests that



franchising helps reduce costs of monitoring. By making outlet managers residual
clamants onretail outlets, monitoring costs can be reduced.

In this paper we build amodel of franchising based onthe very plausible and
intuitive ssumption d differencesin location d stores. We asume that that there are
variationsin locaion quality, in the sense that certain locaions are more lucrative than
other locations because they have agreaer potential to be profitable. We asume that the
franchiser knows the distribution d locaion types. We show that the franchiser will
choose to open a company-owned store & amore profitable location and a franchised
outlet at alessprofitable one. Thisview of why both company-owned and franchised
outlets co-exist acords well with reaity andis borne out by previous research
(Lafontaine, 1992,Hunt, 1973,Brickley & Dark, 1987 .Mathewon & Winter, 1985
among others). The next sedion presents our model and the main theoretical results.
Then an ill ustrative example is presented. Conclusions are made in the final sedion.
Model

The production function at any particular locdionis given by

Y = E(F(L;t)) + €
L denoteslabor inpu. t isaquality parameter that varies from locationto locaion.€isa
zero mean random variable distributed namally with variance 0°. We will assume that
the variable t isuniformly distributed in the interval [0,T]. Thusfor the most lucrative
locaiont=T while for the worst one, t=0. E(.) isthe expedation ower locaion guality, t.

We will assume that neither the franchiser and na the franchiseeknow the
predse vaue of “t” for aparticular locaion. However the franchiser knows that the

locaion parameter “t’ isdistributed unformly over therange [0,T]. We dso assume that



the franchiseehas to take whatever location heis offered and daes nat have the luxury of
choaosing a particular location. The franchiser has le discretion over which locationto
award to apoatential franchisee This accords well with existing evidence. McDonald' s for
instance often requires franchisees to relocate dter being awarded a franchise (Kaufmann
& Lafontaine, 1994. In any case a long as the franchiser has monopsonistic power
(which isentirely plausible) and deddes on haw to al ocae locaions to franchise
applicants our results hald true.

Finaly, we dso assume that the franchiser and the franchisee are risk neutral. The
asumption d risk neutrality is made for purpases of tractabili ty and daes not detract
from the generality of our results. We could make baoth risk-averse withou changing the
major result derived here. Since our explanation d franchising does not depend onthe
risk preferences of the agents, it does nat matter whether they are assumed to be bath
risk-averse or both-risk neutral.

The production function described above is assumed to satisfy the foll owing
condtions: F (L) >0; F'(L)<0; F(0)=0Oand F(X)=0

We will also assume that output isincreasing int, i.e. ouput is higher at a better
location.

We normali ze the price of the output to 1 so that we can use the terms revenue
and ouput interchangeably.

We will develop ou theoreticd results using a general production function. Later
in an ill ustrative example we use aCobb-Douglas production functionto ill ustrate the

validity of the results that we have derived.



Returns from different contracts

Our story starts at a point where the franchise mwncept and its long-term viabili ty
have been firmly established. A franchiser now hastwo dstinct options at agiven
locaion —(1) to open a company owned store; and (2) to open a franchised store.

We now consider the profits to the franchiser from opening a cmpany owned
store. Workers, at the cmpany owned store, are hired at afixed exogenously given wage
rate of w. However sinceworkers have littl e incentive to provide optimal |abor, if
workers are hired then they need to monitored. We will assume that thereis afixed cost
(M) of monitoring. We @n think of M as the remuneration d the manager or supervisor
hired to supervise the fixed-wage workers at the @mmpany owned site. We asume that M
isdictated by labor market condti ons that determine managerial compensationandis
independent of t, the site locaion.

So the profit from a cmpany owned store & agiven locationt is

Mo(t) = E{ F(L*(t);t) —wL*(t) — M} where L* isthe optimum amourt of labor inpu that
maximizes the owner’sreturnsand L* = arg max | F(L;t) —wL — M. E denctesthat thisis
the expeded return.

It isclear by looking at the returns function that Me(t) isincreasingint. However
we cana pin dovn the curvature of the returns function uriesswe impose further
asumptions on the production function. We refrain from doing so at this point. In the
next sedion, we show an ill ustrative example where we use aCobb-Douglas production
functionto suppat our arguments. In that example the returns functionis monaonic
increasing and convex in t, the location parameter.

Next let uslook at the profits from afranchise cntrad at the same locdiont.



The usual franchise mntrad takes the form of afixed franchise fee(a) and aroyalty rate
(B). The returns to the franchiser can be expressed as E{ a + (1-B){ F(L;t)}. The
franchiser’s aim then isto maximize his returns whil e guaranteang the franchisee a
return that covers his oppatunity costs. The oppatunity cost of the franchiseeis what he
could have earned in an alternative venture. The franchiser must provide the franchisee
with at least this amourt or more for the franchiseeto accept afranchise mntrad. Also
the franchise fee must be such that even the franchisee a the worst location t=0 is willi ng
to accept the franchise contrad. However since the franchiseegets only a share of the
revenue, i.e. ou of every $1 generated the franchisee gets only $p (0<f<1), we need to
impase an additional constraint on the franchisee — the moral hazard constraint - which
takes the form

BF (L) -w=0.

Thisisbecaise the franchiseg inredity, is facel with the foll owing problem

Max | -a + BF(L)—-wL =0

It is assumed that under the franchise cntract it is the franchiseethat hires workers at the
exogenous wage rate of w.

Obviously the solution to this problem leads to a sub-optimal use of the labor input, say
L.

Theroyalty rate 3 in the &owve problem is determined from the moral hazard constraint
where it is determined by equating the slope of the revenue function to the slope of the
cost function. The standard approach then is to chocse afranchise feethat extrads the
maximum possble rent from the franchisee

Two issues arise here:



First, the standard approach in the contrad theory literature is that the franchise
feeshoud be set so that that there are no rents left downstream. That is, the franchiser
shoud na alow the franchisee to enjoy areturn that exceals his dternative earnings.
Thisisthe expeded zero profit condtion for the franchisees which says that any possble
downstream rents will be mwmpeted away if thereis an excess sipdy of potential
franchisees.

The seondisaueisthe lack of amenu d contrads. Why doesn’t the franchiser
offer alocaion specific menu to the franchisee?

Asfor thefirst isaue, Kaufman and Lafontaine (1994 show that the franchiser
often daes nat extrad the maximum possble surplus from the franchisee anceding bath
ex-ante and ex-post rent downstream. Kaufman and Lafontaine show that McDonald’s,
the goitome of businessformat franchising, leaves both ex-ante and ex-post rent to the
downstream franchisee. According to their calculations the present value of ex-ante rent
conceded by McDonad'sis around $30& - $455K 1982 ddlars. Ex post rent are even
larger. They explain this by saying that franchisees' wealth constraints prevent the up-
front extradion d the full present value of the ex-paost rent.

Kaufmann and Lafontaine add that their result that there ae ex-ante rent left
downstream in franchising is not confined to McDonad's. Thisis suppated by the
existence of queues of patential franchisees as noted by Mathewson and Winter (1985. It
is aso consistent with Smith (1982 who argues that car dederships are “awarded at
below market cleaing prices’. Finally the nation that there ae ex-anterent in cther
franchised ouletsis consistent with the lad of negative crrelation between franchise

feesandroyalty rate & shown by Banerjee aad Simon (1992 and Lafontaine (1992).
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Thus, it would appea that afranchisee in securing a franchise @ntrad, is guaranteed a
return that exceeds his oppatunity cost. Again with an excess sippy of franchisees one
would exped thisrent to be competed away. However, the entire rent may not be
extraded because franchisers desire highly motivated entrepreneur-franchise managers
who require littl e supervision and psssshigh levels of human capital (Kaufmannand
Lafontaine, 1994. The franchise fee is then independent of the site locaion.

Asfor the secondisaue, with heterogeneous outlets one shoud find firmsusing a
variety of contrads - one for every different situation, nd simply one franchise and e
“wage’ contrad for managers of company owned oulets. Lafontaine (1992) says that
franchisers justify off ering only one wntract because developing and enforcing avariety
of contracts would betoo costly. Similarly, federa and state disclosure requirements
might have influenced franchisers to adopt this pradice. Franchisers may aso reduce
their need for avariety of contrads by choasing the location and density of stores.

Other possble explanations for the lad of highly customized contrads include
the high transadions costs of designing many different contracts (Holmstrom & Milgrom,
1987 and the high administrative aosts associated with dfferentiation (ibid, Lafontaine,
1992. Bhattacharya and Lafontaine (1995 point out that the benefits from diff erentiating
contrads terms aaossfranchisees may naot be very large. They suggest that even if the
cost of differentiation were low, the benefits form customizing contrads to fit each
diff erent franchiseemay be too small to make astomization worthwhil e.

Whatever the reasons, the preponcderance of evidence shows the use of one
uniform franchise mntrad for all franchisees. Thisis especiadly true for al agentswho

contrad with a given principal. In businessformat franchising, for example, authors have

11



noted how franchisers tend to use the same royalty rate and franchise fee @mbination
with all of their franchisees (Murrell, 1983,Lafontaine, 1992,Sen, 1993.

Let us now consider the returns from a franchised store.

Met) = E{a + (1-B)F(L";1)}
Again from eyeballi ng this return functionit is easy to seethat MNg(t) isincreasingint.

Equili brium in this model is charaderized by the franchiser choasing aform of
contrad that maximizes hisreturns, i.e. a locaiont, the franchiser has returns equal to
Max {Mo(t), Mgt)}. Theform of the mntract chosen depends on whether the maximal
element isMo(t), or Mgt) . We are now realy to state the main propasition d this paper,
which along with the example that foll ows, shows how bath franchised oulets and
company-owned stores can co-exist in equili brium.
Propasition 1 The equilibrium may be characterized by the existence of both company-
owned stores as well as franchised outlets. There exists a level of quality t* [J[0,T], such
that for 0 < t < t*, a franchised store is opened, whilefor t* < t < T, a company-owned
storeis opened. However for a low enough value of T, the set of locations with company-
owned stores may be empty. Generally speaking, if a company owned store is opened it
will be opened at a more profitable location than a franchised outlet. *
We provide a proof of this proposition in the Appendix.

Figure 1 depictsthisrelationship. Above acertain level of location quality t=t*,

outlets will tend to be company owned; below t=t* stores would be franchised.
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As noted previously the set of locations that support a company owned store may
be empty. Thisisaso illustrated in the figure for a particular quality level t=T. Inthis
where the two functions have no intersection for any t < T, all outlets would be
franchised. In the next section we show an illustrative example which shows how both
company owned stores and franchised stores may co-exist.

Our conclusion that franchisers will choose to open company owned stores at
more lucrative locations and offer franchise contracts at |ess lucrative ones accords well
with established redlity. From the U.S. Department of Commerce publication
Franchising in the Economy 1986-88, one finds that average sales of company owned
stores are greater than average sales of franchised stores. We use data from 1986-88 since
thiswas the last year this report was published and hence the last years for which we

have data available.

As can be seen in the figure the average sales for company-owned stores exceeds
those of franchised outlets in every category listed. Moreover these differences are
statistically significant. The null hypothesisis that the average sales at company-owned
stores and franchised stores are equa while the alternative hypothesisisthat average

sales at company-owned stores are higher. A T-test yields T-stat of 2.197 for 1986 with a
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correspondng p-vaue of 0.021.For 1987the T-stat is 2.27with ap-value of 0.018.

Finaly for 1988,therelevant T-stat is 2.314and the p-valueis 0.017.

Also Hunt (1973 conduwcted a survey of franchisees and foundthat 13% of them
had received inquries from their franchisers that wanted to buy back the outlets. Hunt
tested the hypothesis that “the franchisers were primarily seeking to buy bad the more
profitable units’ and foundthat this hypothesis was suppated by the data.

Before moving onit isinstructive to look at the comparative static efeds of an
increase in the monitoring cost M.

Propasition 2 Suppose the equilibrium consists of both types of contracts being offered.
Then an increase in the monitoring cost M leads to a decrease in the set of locations with
company-owned stores and an increase in the set of locations with franchised outlets.

To seethisrelationship, refer to Figure 1. Note that arise in monitoring costs iftsthe
Mo(t) curve down, whil e the Mg(t) curveis unaffeded. The result foll ows.

Again this result acords well with reality. The monitoring cost literature (Rubin,
1978 Mathewson & Winter, 1985 halds that outlets with low monitoring cost shoud be
company-owned whil e those with higher monitoring costs shoud be franchised. Distance
from monitoring headquarters is often suggested as an indicator of relative monitoring
costs. Thisview is corrobarated by Brickley and Dark (1987 who find that outlets
physicdly close to monitoring headquarters are more likely to be cmpany-owned than

outlets further away from the headquarters.
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Anillustrative example

Consider the following production function Y = (1+ t)LY2

L+t
2w

Then L*(t) for a @mpany owned storeis given by L*(t) = { =—— }?

For the sake of convenience asume, without any lossof generdlity, that the royalty
rateis . It could be any other fradion.

Thenit iseasy to seethat the optimal labor inpu at afranchised outlet L'(t) isgiven
, 1+t
by L'(t) ={=—1}°
4w

On substituting the two expressons into the returns function from the two sources

we get
_(@+1)?
Mo(t) = -M
4w
_ (@+t)?
and Tgt) = +a
8w

Both the Mo(t) and Mg(t) functions are monaonic increasing and convex in the location
parameter t. Figure 1 depicts the two functions as being monaonic increasing and

CONVEX.

It is easy to ched that thereis an unqueintersection between the Me(t) and Mg(t) curves
at t* = {8w(a+M)}¥?-1

Consider the foll owing two cases.

1. If T>{8w(a+M)}¥?— 1, then there exists at* such that for 0 <t < t*, we will
see afranchised oulet, whilefor t* <t < T, wewill see a company owned store. Such a

situationis depicted in Figure 1.

15



2. If T <{8w(a+M)}¥?— 1,then thetwo curves have nointersectionin the relevant
region and we will exped to seeonly franchised outlets.
Conclusion

In this paper we have developed a simple model explaining the m-existence of
company owned stores and franchised ottlets on the basis of differencesin locaion
quality. We show that franchisers will chocseto open company owned storesin more
profitable locations whil e leaving franchisees to open storesin lesslucrative sites. The
validity of our theoreticd results are borne out by empirical evidence showing that
company owned stores have higher sales volume than franchised outlets. We dso show
how the dhances of opening a cmpany owned store deaeases with increasing
monitoring costs - yet another empirical regularity reported in the literature (Lafontaine,
1992,Rubin, 1978 Hunt, 1973,Brickley & Dark, 1987 ,Mathewson & Winter, 1985.
We believe this paper fill san important void by providing a cmmprehensive theoretical
model that explains a number of oft reported empirical fads as they relate to business

format franchising.
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TABLE1

Average Sales Per Establishment 1986-88 (Thousands of Dollars)

1986 1987* 1988*

Sector Company Franchisese  Company Franchisse = Company Franchisee

Owned Owned Owned Owned Owned Owned
Automotive
Products &
Services 783 235 828 238 875 254
Business Aids
& Services 350 238 384 242 413 249
Construction,
Home Improvement,
Maintenance &
Cleaning Services 1807 180 1902 179 1938 188
Convenience Stores 750 694 788 715 818 749
Educationd
Products &
Services 387 90 443 86 479 89
Restaurants 772 621 788 635 811 648
(All Types)
Hotels, Motels
& Campgrounds 4413 1548 4369 1535 4229 1553
Laundry &
Dry-cleaning 253 121 266 136 257 148
Recreation,
Entertainment
& Travel 1735 377 1854 416 1768 496
Rental (Auto-Truck) 1439 372 1508 372 1574 376
Rental (Equipment) 460 200 338 200 342 202

Retailing (non-food) 652 461 688 481 715 486
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Retaili ng (Food

Other than

Convenience

Stores) 793 487 842 480 873 449
Miscdl aneous 587 182 582 194 573 226

* Estimated by respondents

From *Franchising in the Econamy 19861988, U.S. Department of Commerce, International Trade Administration,
Office of Service Industries, February 1988. Prepared by Andrew Kostedka, Finance and Management Industries
Division
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TABLE 2

1986 1987 1988

Company Franchisese = Company Franchisese = Company Franchisee

Owned Owned Owned Owned Owned Owned
MEAN SALES 1084.36 414.71 1112.86 422.07 1118.93 436.64
STANDARD
DEVIATION 1076.93 374.79 1076.18 372.17 1037.48 375.42
COEFFICIENT
OF VARIATION 0.99 0.90 0.96 0.88 0.92 0.86
T-stat 2.197 2.27 2.314
P-value (1-tailed) 0.021 0.018 0.017

Null Hypothesis: Ho: Average sales at company-owned stores = average sales at franchised stores

Ha: Average sales at company-owned stores > average sales at franchised stores
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Returns

Mo(t)= Company-
owned outlets
production function

=

Mg(t)= Franchised outlets
production function

Location

t=T

t=t*

Quiality (t)

Figure 1. The profits of franchised and company-owned outlets as a function of location quality t.
If tislessthan t* the outlet will be franchised, otherwise company-owned. If no locations have
guality above level T as shown, then there will be no company owned outlets.




APFENDIX

Proof of Propasition 1

Consider the return to the franchisor from afranchised outlet (sincereturns from bath
company-owned stores and franchised stores are expeded values we drop the expedation
sign below)
Me(t) = o + (1-B)FL'(1))
= o+ (L) - BRL(Y))
= o + {F(L'(1)) —wL'()} — { BR(L'(1)) —wL'(1)}
< o+ {F(L*(0) —wL* (0} - {BR(L'(1)) —wL’ ()}

sinceL* =argmax | F(L) —wL —-M

o + Mo(t) + M - {BR(L'(1)) —wL’ (1)}

Noticethat the expresson {BF(L’(t)) —wL’(t)}increases unbounedly ast increases.
Instead of L’ (t) which maximizesthis expressonfor every t, fix an arbitrary L and
increase t, and ndicethat the value of the expresson {BF(L’ (t)) —wL’(t)} goesto [1.
Hencefor asufficiently high value of t, Mg(t) < Mo(t).

However depending onthe distribution d t, it may be the case that the set of locaions

with company owned storesis empty.
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ENDNOTE

In order for Propasition 1to hdd, it must be the cae that the two functions Me(t)
and lMg(t) obey the single aossng property. It is easy to show, with an additional
asumption onthe production function, that the two functions are monaonic increasing
in the locaion parameter “t” and that they intersed only once Moreover many
commonly used single input production functions like the Cobb-Douglas (F(L)=L® ) or
the Logarithmic (F(L) = log L) will satisfy the single @ossng property. The reader can
easily verify that thisistrue for our ill ustrative example in Sedion 3.We have omitted a
formal proof of the single crossng property. We would be happy to include the proof if
deaned necessary. Omitting a formal proof does not detract from the generality of our

results.
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