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1. Introduction 

Franchisors and franchisees jointly produce a product or service. Each 
party may disagree over their relative contributions to the success or the 
failure of the joint enterprise. For example, the franchisor may feel its 
promotional campaign was the key to the franchise's success, while the 
franchisee may place more importance on its local sales effort. Alternatively, 
if the franchise is failing, the franchisor may blame the franchisee's level of 
service, while the franchisee blames the franchisor's failure adequately to 
promote and develop the enterprise. 

Not  surprisingly in a society as litigious as ours, franchisor-franchisee 
disputes sometimes end up in court. In the early history of franchising, some 
courts refused to enforce the contract at all, whether it was the franchisee 
refusing to follow terms of the agreement  such as accepting certain ship- 
ments from the franchisor or the franchisor using the contractual clause that 
it could terminate at will. Because of this termination power, some courts 
held that no aspect of the contract was enforceable because it lacked 
'consideration. '  t By about 1940, however, most courts had recognized that 
franchise contracts were enforceable even if terminable at will 2 

* Corresponding author 
i See e.g., Miami Coca-Cola Bottling Co. v. Orange Crush Coke, 296 F. 693 (5th Cir. 1924), 

Rit tenberg (1934), Gellhorn (1967). 
z See, e.g., Bushwick-Decatur Motors, Inc. v. Ford Motor Co., 116 F. 2d 675, 676 (2d Cir. 1940), 

Gellhorn (1967). 
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More recently, legislatures and government agencies have favoured, or 
even mandated, a particular result in litigation or otherwise attempted to 
regulate the franchise relationship. Most of these efforts have been justified 
as remedying an alleged imbalance between franchisors and franchisees, and 
thus to protect the franchisee. One form of regulation involves pre-contract- 
ual disclosures to potential franchisees. The Federal Trade Commission's 
Rule, 'Disclosure Requirements and Prohibitions Concerning Franchising 
and Business Opportunity Ventures, '  became effective in October, 1979. This 
rule requires that potential franchisees receive detailed information concern- 
ing the contractual rights, restrictions, and responsibilities of both parties, 
business facts such as the cost of starting the enterprise and what assistance 
the franchisor will provide, financial information about the franchisor, includ- 
ing the business and bankruptcy history of the franchisor and key employees, 
and a list of other franchisees. Moreover, if the franchisor makes earnings 
claims, the franchisor must also provide additional information elaborating 
on the claims 3. Some states require additional disclosures. 

A second type of legislation involves interpretation of the franchisor's 
termination power, establishing procedures and standards that must be 
followed. For example, at the federal level the Petroleum Marketing Prac- 
tices Act (PMPA) imposes a 'good cause' limitation on termination and 
non-renewal of the franchises for the marketing and distribution of petroleum 
products. Another federal statute covers automobile dealers, and some states 
have statutes for particular industries or franchises in general 4 

A third form of recent regulation includes judicial decisions. Some judges, 
often relying on legislative pronouncements voiding 'unconscionable' con- 
tracts or requiring that contracts be performed in 'good faith,' have ruled in 
favour of franchisees, particularly in termination disputes (Lockerby, 1985). 
Although these developments have increased the ability of franchisees to 
prevail in contractual litigation, they have stopped short of restricting the 
franchisor's ability to specify performance requirements for its franchisees. 
Thus, even under 'good cause' statutes, such as the PMPA, franchisors can 
terminate franchisees who do not follow explicit contractual provisions in- 
volving performance, such as provisions mandating a minimum amount of 
sales or requiring minimum hours of operation. Very recently, however, some 
legislators have moved to prevent franchisors from enforcing such explicit 
terms. 

This paper addresses the premises and effects of franchise regulation. We 
begin by focusing on the contractual setting, and whether there is a problem 

3 A good summary of the various forms of legislation and regulation that exist or are being 
proposed is provided in Bret Lowell, et al. (1993). 

4 See, for example, Lowell et al. (1993) and Lockerby (1985). 
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requiring attention of legislatures and courts at all. We then discuss evidence 
bearing on one of the main arguments of proponents  of increased franchisee 
protection, namely that franchisors have such greater resources, information, 
and bargaining power that franchisees are forced to accept 'unfair '  terms. 
Next, we evaluate the empirical evidence for the assertion underlying many 
state statutes that franchisors will expropriate franchisee investments in the 
absence of statutory protection. Finally, we provide evidence from a recent 
case study, that of the state of Virginia's at tempts to rewrite the franchise 
contract between petroleum refiners and their gas station dealer franchisees. 

2. Contractual setting 

One might ask whether there is need for regulation at all. After all, a 
skeptic might say, why not simply enforce contracts as written. To answer this 
question, it is useful to review some basic economics of contracts and of the 
franchisor-franchisee relationship 5. Consider, for example, a successful fran- 
chisor. Its t rademark is valuable, representing to consumers a standard of 
quality of its product, service, cleanliness, etc. Franchisees must expend 
resources to maintain the value of the trademark. Individual franchisees have 
an incentive to avoid these expenditures because the franchisee will, at least 
for a time, continue to attract consumers who expect and are willing to pay 
for higher quality. The lower-quality franchisee will benefit by the full 
amount of the savings from reducing quality, but will only lose part  of the 
cost. These lower quality franchisees benefit at the expense of the franchisor, 
higher-quality franchisees, and consumers. 

Even if the franchisor tries to write a contract that describes the fran- 
chisees' duties in exquisite detail, detecting franchisee cheating may be 
difficult. The franchisee might reduce quality in a manner  difficult to detect. 
For example, the franchisee could decrease monitoring of its employees, 
discouraging proper  service, or it could reduce the quality of its product 
below that level consumers have come to expect. Although these activities 
are sometimes detectable, their systematic detection may be costly. More 
important,  although the franchisor may be confident itself that the franchisee 
has violated a specific clause designed to ensure higher quality, if the 
franchisee has been careful, litigation to prove a breach could be costly and 
its result uncertain. The franchisor must not only convince itself; to prevail in 
litigation it must convince external observers. When the franchisee can 

5 For an excellent summary of the general contract literature, see Weron and WijKander 
(1992). In particular see Klein (1992) and Schwartz (1992). 
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request a jury trial, the ffanchisor faces the additional obstacle of juror 
sentiment favouring the 'little guy' against the 'bigger '  franchisor. 

With this background, the existence of the clause that has caused so much 
trouble and given rise to so much sympathy for franchisees - the ffanchisor's 
right to terminate 'at will' - becomes understandable. When such clauses are 
enforced, the franchisee would know that detection results in swift termina- 
tion. The clause is thus a lower-cost method than litigation of reducing the 
franchisee incentive to cheat. Franchisors, non-cheating franchisees, and 
consumers benefit from the resulting reduction of both cheating and of the 
costs necessary to terminate cheaters. 

Of  course, the franchisor has other, sometimes complimentary, methods to 
deter franchisee cheating besides the explicit franchisee contract, even one 
with the right to terminate 'at will.' A particularly effective method appears  
to be the ffanchisor paying the franchisee a premium that the franchisee will 
lose if terminated. To guarantee this premium, which may take the form of a 
'generous'  split of the profits, the franchisor may grant an exclusive territory 
or at tempt to keep retail prices high. 

Because of the premium payments, the franchisee may stand to lose more 
from cheating than it would gain. Moreover, the franchisor can require 
non-refundable franchise fees or specific investments from the franchisee, 
including investments in buildings and fixtures that may be more useful in the 
current franchise than in alternative uses. If the franchisee cheats, it would 
then lose those investments, which are a type of performance bond. Fran- 
chisors can also carefully investigate their prospective franchisees for their 
honesty and likely business acumen. A franchisor can even own its outlets, 
rather than franchise them. 

The existence of these methods of deterring franchisee cheating does not 
mean that the 'at will' clause is not a useful adjunct to them. In fact, either 
the quality assuring premium or the performance bond complements the 
ability to terminate. A franchisee receiving only a normal rate of return from 
following the contract would always realize a short term gain from cheating 
until detected. If the franchisee can hide his noncompliance from prospective 
employers and thus earn a normal return elsewhere, there would be no 
incentive to comply with the contract. 

Other  options are less attractive. Investigation of prospective franchisees 
is costly and no amount of investigation can fully protect ffanchisors. Vertical 
integration can create additional problems, in particular discouraging the 
entrepreneurial  incentives that franchisors seek to tap. Highly detailed con- 
tracts, specifying the appropriate behaviour under every scenario, are expen- 
sive; conversely, most ffanchisors will have great difficulty in using general 
franchise provisions or techniques such as pre-contractual investigations to 
solve the individual problems of its potentially hundreds of franchisees. 

The methods some franchisors use to deter cheating, particularly the 
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requiring of forfeitable franchisee investments, raise an additional problem, 
that of so-called franchisor 'hold-ups '  or 'opportunistic '  behaviour. Depend-  
ing upon how the at will clause is interpreted, franchisors could terminate 
solely to capture the value of franchisee investments, and not because of 
franchisee cheating. Or, franchisors could threaten termination to purchase 
franchisee specific investments at discount prices. Even if the contract was 
interpreted to allow such actions, franchisees could seek to protect them- 
selves. They could investigate prospective franchisors carefully or seek 
changes in the contract before hand, such as clauses requiring the franchisor 
to reimburse the franchisee upon franchisor termination. Moreover, they 
could make their own investment in the firm of limited value to the fran- 
chisor (so-called 'ugly princess' clauses 6), or even limit the amount of their 
investments. More important,  if the franchisee knows of the potential hold-up, 
then the franchisor will have to compensate  the franchisee ex an t e  for the 
risk. Once such compensation occurs, it is hard to condemn subsequent 
franchisor use of  the 'at  will' clause as unfair or a contract violation. 

There  is at least one potentially potent  check on franchisor hold-ups. 
When a franchisee is terminated without some plausible claim of cheating, 
the incentives of the remaining franchisees to maintain quality will decline 
and the franchisor will find it more difficult to find new, qualified fran- 
chisees. The franchisor might accept this cost if it is willing to engage in mass 
turnover from franchise to company-owned outlets or if it can hide the 
opportunistic nature of the termination. 

Nevertheless, the effect of the relative reputational loss on franchisors and 
franchisees who engage in hold-ups is one reason why a contract results that 
appears  (to some) one sided. Franchisors generally are more likely to have 
reputation capital than are franchisees. Because franchisors are larger and 
transact more frequently than franchisees, franchisor cheating is more likely 
to become known than the cheating of a particular franchisee (Klein (1980); 
Klein and Kennery (1989)). To the extent the franchisor can rely less on the 
franchisee's loss of reputation as a check on franchisee cheating than the 
franchisee can rely on the franchisor's loss of reputation, the franchisor will 
need to rely on other methods to protect itself. All else equal, the franchisor 
will thus seek, and many franchisees will be willing to provide, contracts with 
terms such as forfeitable investments or termination 'at  will.' 

Just because parties would still enter contracts if the 'at will' clause is 
interpreted to allow franchisor hold-ups does not mean another interpreta- 
tion is not more efficient in the sense of producing less costly or more 
productive outcomes for the combined efforts of franchisors and franchisees 

6 Dnes' (1993) study of largely unregulated franchise contracts in the UK finds that fran- 
chisees use a variety of contractual devices to protect themselves from franchisor opportunism. 
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as measured ex ante. Economic actors will optimize their arrangements given 
the constraints and incentives they face, and different constraints can pro- 
duce different outcomes. In other words, both franchisors and franchisees 
may react differently depending on judicial interpretation of the contract. 

In fact, at least four problems exist with an interpretation of 'at will' that 
allows 'hold-ups.' First, in a world of uncertainty and positive information 
costs, franchisee investigation of franchisor reputation is not fool proof. 
Second, changed circumstances can give franchisors incentives to hold-up 
when before they would not. Third, simply paying franchisees more to accept 
the risk of a hold-up may not be an economical solution because the gain to 
the franchisor from a hold-up may be less than the loss to the franchisee 7 
Finally, the joint costs of dealing with the hold-up problem may be cheaper if 
courts interpret the at will clause to prohibit hold-ups. 

One of the authors of this paper has previously suggested that courts do 
have a role in enforcing this interpretation 8. The argument is that contract 
law could reduce the overall cost of protecting franchisees against franchisor 
opportunism by presuming that the parties have agreed not to engage in 
hold-ups unless they explicitly state to the contrary. Given that franchisees 
often lose large investments in property, reputation, and time when the 
franchise is terminated, they would presumably not expose themselves to this 
hazard lightly. Although this interpretation reduces franchisee costs by allow- 
ing the franchisee additional protection and the avoidance of investment in 
other forms of protection, it has costs of its own, namely using the judicial 
system and the consequent reaction of the franchisor. The problem stems 
from the difficulty of distinguishing opportunistic from other terminations. 
The franchisee, given the presence of the judiciary, could sometimes reason- 
ably dispute the franchisor's evidence and, in any event, claim that a hold-up 
was the 'real'  reason for the termination. Because franchisors could not 
freely use the 'at-will' clause without being forced into litigation, the benefits 
of the 'at-will' clause would be reduced, and franchisors would be forced to 
rely more upon other checks against franchisee cheating. 

Thus, while some basis exists for the law to adopt a posture other than 
merely allowing all terminations, the legal system's response to the termina- 
tion problem has greatly exceeded mere interpretation of the 'at-will' clause 
to prevent the franchisor from terminating opportunistically. A whole series 
of laws and doctrine have arisen, with many more suggested, based on 

7 For example, the franchisor may be able only to capture partially the franchisee's specific 
investment. As some evidence for differential valuations, many firms and individuals are willing 
to pay real resources to avoid hold-ups (or, a similar problem, shirking) rather than simply adjust 
compensation for the risk. 

8 Muris (1981). A similar conclusion was reached by Goetz and Scott (1981). 
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another premise, the alleged weak position of the franchisees. As we next 
discuss, these arguments are dubious 9. 

2.1. Evidence on the bargaining power argument 

Although the potential of franchisor opportunism (perhaps) justifies some 
regulation, proponents of franchisee protection have offered a more expan- 
sive rationale: disparity in bargaining power between the franchisee and 
franchisor. As one court stated: Because of the vast disparity in bargaining 
power between the parties, the franchise relationship frequently amounted to 
a contract of adhesion unilaterally imposed on reluctant dealers by an 
all-powerful distributor. (Munno v Amoco Oil Co., 488 F. Supp. 1114, at 1118. 
D. Corm). 

This rationale, used as a justification for all manner of regulation to 
protect the franchisee, has been surprisingly untested. This section discusses 
evidence about the nature of franchisees - who they are, where they come 

to from, and how they approach the contracting process 
When facts about franchisees and potential investors are presented, the 

picture that is revealed is sharply at odds with that of the helpless individual 
forced to accept a ' take it or leave it' proposition. Table 1 presents data 
about the characteristics of actual franchisees. A strong majority obtained 
outside assistance before signing the contract, mostly from lawyers. Similarly, 
most thought they had received enough information prior to the contract that 
they did not desire any additional information and most had relevant busi- 
ness experience, either working for the franchisor or other directly relevant 
experience. Moreover, most franchisees had sought other opportunities, 
frequently having personal meetings with one or more other franchisors. 

The franchisees' personal background hardly indicates helplessness. 
Eighty-two percent had attended or graduated college, and the modal annual 
income in 1984 was $25,000-$50,000. (In 1984, average income in the United 
States was $22,415. Statistical Abstract of the United States, 1993). Finally, the 
overwhelming majority of franchisees were content with their relationship. 

9 Pre contract, the legal system also requires disclosures. Although a discussion of their costs 
and benefits is beyond our scope, they implicitly proceed from some alleged failure in the 
information market. Moreover, even if such a failure exists, the costs and benefits of the specific 
disclosures must  be addressed. 

a°We rely extensively on a 1984 survey done by Audits  and Surveys, Inc., a private survey 
research firm, using telephone interviews with 500 franchisees and 200 potential franchisees. The 
study was performed for the Federal Trade Commission, as part of an impact evaluation of its 
franchise rule. Unless  otherwise indicated, the data are from a report by Audits  and Surveys, 
released by the FTC in 1984. 
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The data for potential investors is similar. Sixty percent had comparison 
shopped, visiting more than four other franchises. The age, experience, 
education, and income level of potential investors were similar to that of 
actual franchisees. 

Thus, the bargaining power model appears  dubious. Franchisors and 
potential franchisees meet  in a market  in which franchisees are hired. 
Franchisees can choose from competing alternatives, and franchisors have 
incentives to compete for the most capable and most skilled franchisees. 
Moreover, potential franchisees have alternatives, not just among different 
franchisors in any one business, but in different lines of business as well. 

A skeptic might reject this conclusion. After  all, Table 1 reveals that a 
substantial minority of franchise owners do not search for their franchise, 
have relevant experience, seek outside help, feel they received adequate 
information, or are not content with their relationship with the franchisor. 
One response is that the bargaining power agreement  hardly seems consis- 
tent with a majority of franchisors being such sophisticated consumers. 

But, what of the minority? Because franchise contracts are standardized 
across franchisees (Lafontaine, 1992), knowledgeable parties are likely to 
have more influence on the terms than are the less sophisticated. Standard- 
ization thus protects, not harms, the minority. McAfee and Schwartz (1994) 
make a similar argument. 

In any event, the mere  existence of standard form contracts does not 
reveal a lack of bargaining power. Such contracts are widely used in all 
aspects of business. Standard forms are a way to reduce transaction costs: to 
avoid the formidable cost of starting each negotiation from scratch. Standard- 
ization reflects the high economic cost of individualized negotiations. In 
competing for dealers or customers, business have incentives to offer contract 
terms that the other party will find attractive. The result is standardization, 
but it is also competitive, reflecting the cost and benefits to both parties of 
the contract. 

Moreover, for any business that needs to deal with a large number  of 
consumers, standardization is beneficial. These benefits would be lost if a 
franchisor allowed each franchisee to use a unique set of procedures. For 
example, Dairy Queen 's  difficulty in obtaining franchisee compliance with a 
standardized approach has become notorious. As Ray Kroc, the man who 
built McDonald's,  once said, his secret of success in franchising was to avoid 
doing everything Dairy Queen did 11 

Thus, if problems exist, they are not because of unequal bargaining power, 

11 See "When Franchisees Go Their Own Way," Wall Street Journal, B1 July 6, 1989. 
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but are post contractual, as explained in the previous section 12. We next 
consider evidence bearing on the opportunism issue. 

3. Franchise termination and the risk of opportunistic behaviour 

3.1. Franchisor termination 

As we explained above, many states restrict franchise termination out of 
fear that franchisors will 'exploit '  franchisees by either terminating or declin- 
ing to renew the relationship for reasons unrelated to the franchisee's 
performance.  In contrast, efficiency explanations of franchising emphasize 
the franchisor's interest in maintaining a well-functioning network of fran- 
chises. The franchisor must police the system to maintain uniformity and 
quality, as well as to encourage appropriate pricing. Thus, franchisors may 
terminate or not renew either to exploit franchisees or to maintain network 
quality. 

Franchisors will terminate franchisees for efficiency reasons when the 
franchisee is free riding or is otherwise unable to meet  the franchisor's 
performance standards. We characterize all other terminations as 'exploitive' 
or opportunistic. We note that this is a broad definition of opportunism. In 
theory, franchisees should be allowed to accept an explicit contractual clause 
that permit ted termination of even strong performers.  In practice, such a 
clause is unlikely, and the contract will include a less precise statement such 
as termination 'at will.' For the reasons articulated above, we interpret such 
franchise contracts to include an implicit understanding that, absent perfor- 
mance problems, the relationship will continue 13 

Given these two general reasons for ending the franchise relationship, we 
need to consider the factors that influence the likelihood of each. A crucial 
issue is the likelihood that performance problems will in fact occur 14 

From the franchisee's perspective, the decision to free ride rather than 
honour the agreement  will depend on the benefits and costs of cheating. One 
fact likely to induce cheating or poor performance is the industry failure rate. 
When many locations fail, the short term gains of free riding are more likely 

12 It is possible that, post contractually, the franchisor has altered the contract. In this case, the 
new terms could represent a hold-up of the type discussed in the previous section. Resolution of 
this problem is not informed by the general bargaining power argument. 

13 As we also explained above, we would not necessarily place the burden of proving poor 
performance on the franchisor. 

14 The process of selecting franchisees is necessarily imperfect, and, as a result, some fran- 
chisees will simply lack the skills necessary to meet the franchisor's standards. Although we 
cannot test for this phenomenon directly, some of the variables employed in the empirical 
analysis should reflect poor performance from either free riding or "incompetent" franchisees. 
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to be significant relative to the potential long term loss of future rents, simply 
because those rents are less likely to materialize. By the same reasoning, the 
expected value of the loss of future rents is lower when the failure rate is 
high, thus reducing the cost to the franchisee of cheating. Thus, given the 
extent of franchisor monitoring, we would expect to find more terminations 
by the franchisor in industries where the failure rate is high. 

Growth in the number  of outlets may also increase the likelihood of 
franchisee free riding, particularly if new outlets are nearby. Additional 
outlets reduce the expected future benefits of an existing outlet, thereby 
increasing the attractiveness of short term gains from free riding. As we 
discuss below, however, outlet growth also reduces the franchisor's incentives 
to terminate opportunistically, because recruiting new franchisees would be 
more difficult if potential franchisees are aware of the risk of such termina- 
tion. In contrast, growth in sales per  outlet should reduce the likelihood of 
free riding, because the franchisee has a larger future premium at stake if 
cheating is detected. 

Sales from franchisors to franchises will reduce the benefit of free riding 
to franchisees. If franchisees purchase more supplies, whether for resale or 
for use in producing a subsequent product, the ability to reduce quality by 
substituting inferior merchandise is reduced. Thus, we expect that greater  
sales from franchisors to franchisees would reduce the likelihood of termina- 
tion by the franchisor. 

From the franchisor's perspective, in determining the likelihood of termi- 
nation, the franchisor must consider the costs of cheating by franchisees, 
costs of terminating existing franchisees, and costs of monitoring to assess 
franchisee performance.  Variables that increase the cost to the franchisor of 
franchisee cheating would tend to increase the likelihood of termination. 
Variables increasing the costs of termination or the costs of monitoring 
would tend to reduce the likelihood of franchisor termination. 

The fraction of outlets the franchisor owns may influence termination 
decisions through all three mechanisms. A franchisor faces a considerable 
share of the costs of franchisee cheating in any event, but cheating also 
imposes costs on other franchisees. A franchisor who owns a larger fraction 
of the outlets in the system thus faces larger costs, all else equal. This effect 
would tend to increase franchisor terminations in industries with more 
company owned outlets. On the other hand, as the fraction of outlets that are 
company owned increases, the influence of franchisee cheating on percep- 
tions of the quality of the system as a whole decreases, a factor that reduces 
the costs of cheating 15. Second, a franchisor who owns a larger fraction of 

x5 Alternatively, the franchisor may feel less need to monitor franchisees, producing the same 
result. 
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outlets has less need for concern about adverse reactions from other fran- 
chisees. Thus, the costs of termination to the franchisor are lower. Finally, a 
franchisor who owns more outlets is likely to experience reduced monitoring 
costs, because he has more experience with his own outlets to provide a basis 
for comparison. With lower monitoring costs, the likelihood of termination 
should increase. Because the effects described in this paragraph are offset- 
ting, the net effect of company ownership on the likelihood of termination is 
ambiguous. 

Growth in the number  of franchised outlets should reduce the likelihood 
of termination by the franchisor. When franchised outlets are growing, the 
franchisor needs additional franchisees, and recruiting more franchisees is 
likely to be more difficult as terminations increase. Thus, the costs of 
termination to the franchisor are increased by growth in the number  of 
outlets. 

Two other influences on franchisor terminations are the ease with which 
franchisors can eliminate poor performers through nonrenewal of their 
contracts and the average size of a franchised establishment. The greater the 
percentage of franchisees who have long term contracts, the more the 
franchisor must rely on termination to police poor performance rather than 
waiting for the contract to expire and simply not renew it. The larger the 
average size, the fewer outlets there are to monitor. Given total industry 
sales, larger average size reduces the costs of monitoring. Moreover, the 
benefits of monitoring are greater  as well because quality problems in 
relatively large outlets are likely to have a greater impact on the franchise 
system. Both factors imply that franchisor terminations should be positively 
correlated with the size of the average franchisee. 

As noted above, franchisor decisions to terminate may also be opportunis- 
tic. Franchisors may gain from termination, even in the absence of perfor- 
mance problems, in two ways. First, some of the franchisee's investment is 
paid to the franchisor. Termination may enable the franchisor to capture this 
investment. Second, the franchise contract contemplates a stream of rents to 
the franchisee. Termination may enable the franchisor to expropriate these 
rents, either by operating the outlet himself or reselling the outlet to 
someone else 16 

Strictly speaking, the opportunism hypothesis predicts that the likelihood 
of termination should increase with the size of the appropriable rent. 
Unfortunately, however, data on such rents are not available. We use three 

16 Although we characterize terminations as opportunistic, we do not in fact know the terms on 
which the termination occurs. Either  by contract or custom, the franchisor may compensate the 
franchisee upon termination. Such compensation can mitigate or even eliminate any expropria- 
tion by the franchisor. We do know, however, that the terminations we study are involuntary 
from the franchisee's perspective. 
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proxy variables. The first is the median investment required for a franchisee. 
(A subset of this investment, which may be the easiest portion to expropriate, 
is the amount of initial cash required.) To the extent that expropriation 
involves rents that the parties planned to allocate to the franchisee at the 
time the contract was signed, the magnitude of those rents should be related 
to the franchisee's investment, although we do not know the precise correla- 
tion. A second proxy is the growth in sales per franchised outlet. To the 
extent that sales growth is bet ter  than expected, the stream of appropriable 
rents is higher than anticipated when the contract was signed and higher than 
that presumably reflected in the amount of investment required. A third 
proxy is the average size of franchised establishments, which may be posi- 
tively related to the rents that a franchisor can appropriate through termina- 
tion. Size may reflect both the ex ante and ex post realization of the size of 
the appropriable stream of rents. On the other hand, as explained above, as 
the average size increases monitoring costs decrease, and the benefits of 
monitoring may increase as well. 

Which proxy best captures opportunism is unclear. The franchisor realizes 
some benefits from the franchisee's investment, and there is the possibility of 
churning, or selling a single franchise location to multiple franchisees in 
succession. Given the royalty rate, which unfortunately is unknown, the size 
of the investment should reflect the size of the stream of anticipated rents. 
Because cash is more easily expropriable, the amount of cash required of a 
new franchisee may better  reflect the opportunism potential in the fran- 
chisee's investment. Investment is also closely related to size, however, 
making it more difficult to separate the influence of size and investment. Size 
itself is an ambiguous proxy for opportunism, not only because termination 
when size is greater is consistent with efficiency explanations of franchisor 
terminations, but also because the portion of rents that are expected ex ante 
should be bet ter  reflected in investment. Growth in sales per outlet suffers to 
some extent from the same problem as size, because we cannot know the 
extent to which growth was expected, and therefore reflected in the required 
franchisee investment. Given the greater volatility of growth rates over time, 
it seems likely that the unanticipated component  of growth is relatively larger 
than the unanticipated component  of size. In any event, results based on 
these proxies must be treated with great caution. 

In addition to factors influencing terminations due to poor franchisee 
performance and the possibility of franchisor opportunism, the franchisor's 
termination decision may be influenced by state laws designed to protect 
franchisees. During the time for which we have data, 14 states had laws 
prohibiting franchisor terminations unless the franchisor has 'cause '  for the 
action (Table 2). Moreover, eight of these states also gave the franchisee a 
right to 'cure '  any alleged nonperformance.  

Such laws have at least two offsetting effects on the franchisor's decision 
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Table 2 
States that allow termination only with cause 

States Cure allowed in case of proposed termination 

Arkansas Yes 
California Yes 
Connecticut No 
Delaware No 
Hawaii Yes 
Illinois Yes 
Indiana No 
Michigan Yes 
Minnesota Yes 
Nebraska No 
New Jersey No 
Virginia No 
Washington Yes 
Wisconsin Yes 

to terminate. Relative to states without such laws, termination is more 
difficult, and, hence, presumably less common. More subtly, however, such 
laws may make franchisors more likely to terminate poorly performing 
franchisees. Because these laws make termination of poor performers more 
difficult, a franchisor with a valid reason for termination may be more willing 
to terminate a franchisee in states with termination laws than in states 
without such laws. One reason is that a franchisor who fails to terminate a 
non-performing franchisee when the opportunity arises will find it harder 
subsequently to terminate such a franchisee for similar performance prob- 
lems. After all, the franchisee can argue that the failure to terminate the first 
time demonstrates that the performance problem was not the main motiva- 
tion for the subsequent termination decision. In addition, state laws restrict- 
ing termination are likely to change the franchisor's desired mix of outlets 
towards more company owned and fewer franchised outlets, because of the 
difficulty of terminating for quality problems that may be difficult to prove to 
a third party (Brickley et al. (1991)). Thus, franchisors have an added 
incentive to terminate, or attempt to terminate poor performancing fran- 
chisees; it moves them closer to their desired mix. 

3.2. Franchisor nonrenewal 

Although there are important similarities between decisions to renew 
contracts and decisions to terminate, there are also significant differences. 
One major difference involves the market for franchisees. Although this 
market should constrain franchisor opportunism in any event, at the time of a 
renewal decision, it should be of particular relevance. To the extent that 
current law protects franchisees with contracts without a fixed term from 



J.H. Beales, T.J. Muris /Journal of Corporate Finance 2 (1995) 157-197 171 

arbitrary termination, such contracts are better for franchisees than contracts 
with fixed terms, for which arbitrary nonrenewal may be easier, depending on 
state law. With these facts, the size of the franchise in the nonrenewal 
context has a different relevance than in the context of termination. The 
relatively unattractive nature of contracts with fixed terms makes it harder to 
find competent individuals to run franchises, particularly the large ones, for 
which the talent pool is probably smaller in the first place. This effect would 
tend to reduce the likelihood of nonrenewal as franchise size increases. 

Moreover, the channel through which we expect size to influence termina- 
tion decisions is that greater size encourages greater franchisor monitoring. 
Given the extent of franchisee nonperformance, larger outlets therefore lead 
to more terminations, because the probability of detection is higher. In the 
renewal context, however, the probability of detection is less relevant. Unless 
problems have been detected just prior to the renewal decision ~7, the 
franchisor is likely to have addressed whatever problems he discovered. In 
deciding whether to renew a particular franchisee, the issue is simply the ex 
ante likelihood that the individual will perform. The extent of ongoing 
monitoring is thus less relevant. 

The other proxies for opportunism used for franchisor termination should, 
on the opportunism hypothesis, work in a similar manner for franchisor 
nonrenewal 18. One difference is that, to the extent a franchisor needs less 
evidence of franchisee poor performance to justify nonrenewal, whether for 
legal reasons or to meet the expectations of other franchisees, then fran- 
chisee self protection should result in a smaller appropriable rent stream. 
Because exploitation depends on the magnitude of the appropriable rents, it 
should be less likely, and therefore more difficult to detect. 

Growth in dollar sales also has a differential effect on nonrenewal because 
of the operation of the market for new franchisees. Because the potential 
supply of new franchisees is presumably greater the greater is current growth 
in sales per outlet, the likelihood of finding a higher quality replacement is 
higher. The effect is to make franchisors more likely not to renew, indepen- 
dent of an opportunism motive. Moreover, at the time of the renewal 
decision, observed growth, which may have been unanticipated ex ante, has 

17 Although we do not know the precise length of individual franchise contracts, as discussed 
above, franchisors are more likely to terminate, rather than await the renewal decision, the 
longer the contractual period. 

18 Again, we note that we use a very broad definition of opportunism, given that the contract at 
issue explicitly permits nonrenewal. Consistent with our reading of "terminate at will," discussed 
above, this definition of opportunism reads the contract to imply at least some presumption of 
renewal, absent poor franchisee performance. The franchisor's desire to avoid the diminution of 
incentives to maintain quality that would otherwise occur in the last period strengthens the 
reasonableness of this presumption. 
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been realized, and is more likely to be reflected in the terms of contract 
renewal. 

The state law variables should have the same impact on nonrenewal as 
they have on termination, with one important exception. Some states that 
give a franchisee threatened with termination a right to 'cure '  any problems 
have an easier standard in the context of renewal decisions. In such states, 
nonrenewal is easier than is termination and should occur more frequently. 

3.3. Franchisee decisions 

At least three broad considerations are likely to influence franchisee 
termination decisions: the success of the franchise system, the commitment of 
the franchisor to that system, and the franchisee's security within the system. 
Regarding the success of the system, franchisees are more likely to leave 
franchisors they regard as unsuccessful. One measure of system success is the 
franchisee failure rate: the greater the failure rate, the more likely that other 
franchisees will abandon the system. Moreover, the failure rate also reflects 
the location-specific risk of the industry. Industries with greater risk are likely 
to experience more franchisee terminations, because unsuccessful franchisees 
will seek better  opportunities elsewhere. A second measure of success is the 
growth rate of sales per franchised outlet. Where the system is successful, as 
indicated by growing sales, franchisees should be less likely to leave. 

Regarding the commitment  of the franchisor, franchisees will be more 
likely to abandon a system regardless of its success if the franchisor appears  
less committed to having franchisees. Thus, as the percent of company-owned 
outlets grows, so should franchisee termination. Moreover, sales from the 
franchisor to the franchisee are consistent with franchisor commitment.  
Greater  sales may also indicate mutual commitment,  and a greater difficulty 
for the franchisee to operate independently of the franchise system. Accord- 
ingly, we would expect fewer franchisee terminations the greater the fran- 
chisor's sales to the franchisee. An ambiguous measure of franchisor commit- 
ment to the franchise system is the growth in the number  of franchised 
outlets. On the one hand, a growing number  of outlets indicates a strong 
franchisor interest in continuing to have franchisees. On the other hand, a 
growing number  of outlets, although increasing total sales for the franchise 
system as a whole, may reduce sales of existing franchisees. 

Regarding the franchisee's security, the less secure franchisees feel, the 
more likely they are to terminate. Thus, a greater percentage of franchisees 
with long term contracts should lead to a reduction in franchisee 
termination ~9. Moreover, franchisees in states with laws designed to protect 

19 The percentage of long term contracts may also reflect the franchisee's ex ante commitment 
to the franchisor. Franchisees who have agreed to, for example, a 30 year contract are 
presumably less likely to walk away than those with short term commitments. 
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Table 3 
Termination and nonrenewal rates by industry, 1979-1986 mean/standard deviation 
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Industry Termination rate by Nonrenewal rate by 

Franchisor Franchisee Franchisor Franchisee 

Automotive products & services 0.0115 0.0205 0.0075 0.0297 
0.0048 0.0056 0.0054 0.0164 

Construction, home improvement 0.0182 0.0146 0.1534 0.0251 
0.0048 0.0018 0.1546 0.0240 

Convenience stores 0.0089 0.0399 0.0542 0.0376 
0.0059 0.0338 0.0710 0.0405 

Educational products & services 0.0069 0.0195 0.0234 0.0472 
0.0031 0.0102 0.0276 0.0332 

Itotels, motels & campgrounds 0.0247 0.0106 0.0409 0.0698 
0.0084 0.0034 0.0316 0.0676 

Laundry & drycleaning services 0.0050 0.0226 0.0007 0.1004 
0.0030 0.0101 0.0020 0.0894 

Miscellaneous 0.0076 0.0133 0.0040 0.0387 
0.0027 0.0059 0.0075 0.0462 

Recreation, entertainment & travel 0.0046 0.0088 0.0319 0.0495 
0.0028 0.0027 0.0190 0.0228 

Rental services (auto-truck) 0.0068 0.0093 0.0050 0.0073 
0.0022 0.0056 0.0066 0.0110 

Rental services (equipment) 0.0164 0.0334 0.0343 0.0350 
0.0065 0.0102 0.0503 0.0338 

Restaurants (all types) 0.0121 0.0104 0.0330 0.0473 
0.0021 0.0029 0.0145 0.0180 

Retailing (food/non-convenience) 0.0108 0.0135 0.0335 0.0466 
0.0030 0.0038 0.0138 0.0259 

Retailing (non-food) 0.0106 0.0175 0.0060 0.0341 
0.0021 0.0031 0.0059 0.0353 

Overall mean 0.0111 0.0180 0.0329 0.0437 
standard deviation 0.0069 0.0139 0.0617 0.0446 

them from arbitrary t e rmina t ion  or nonrenewal  are likely to feel  more  secure  

and, hence,  less likely to end the relat ionship.  

T h e  mot ivat ion  for f ranchisee  nonrenewal  is similar to the mot ivat ion  for 

f ranchisee  te rminat ion ,  with some exceptions.  O n e  except ion is that  the 

pe rcen tage  of  f ranchisees  with long te rm contracts  should not be part icular ly 

relevant ,  given that  the contracts  have, by definit ion,  expired.  Moreover ,  the 

total  fai lure rate  is less re levant  as a measure  of  the success of  the franchise 

system, because  f ranchisees  facing a renewal  decision are survivors. 

3.4. Data and econometric issues 

To examine  the possible incidence of  f ranchisor  oppor tunism,  we analyzed 

var ious measures  of  f ranchise  t e rmina t ion  in a sample  of 13 industr ies over  8 
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years, providing 104 observations for analysis. Data  were drawn from the 
U.S. Commerce  Depa r tmen t ' s  Franchising in the Economy for 1979-1986. 
All data are industry aggregates; we do not  have data on individual  fran- 
chisors or outlets.  We consider  four different  d e p e n d e n t  variables: te rmina-  
t ions by the franchisor,  t e rminat ions  by the franchisee,  nonrenewals  by the 
franchisor, and nonrenewals  by the franchisee 2o. In  each case, we seek to 
explain the rate of t e rmina t ion  or nonrenewal .  For  terminat ions ,  the denomi-  
na tor  for calculat ing the rate is the n u m b e r  of f ranchised outlets in a given 
industry in a given year. For  nonrenewals ,  the denomina to r  is the n u m b e r  of 
outlets eligible for renewal  in that year. 

Table  3 lists the means  and s tandard  deviations of these rates over the 
eight year per iod for each industry included in our  sample. In 10 of the 13 
industries,  franchisee t e rmina t ion  rates exceed franchisor  t e rmina t ion  rates. 
In the sample as a whole, 1.1 percent  of franchisees are t e rmina ted  by the 
franchisor  each year, compared  to 1.8 percent  who decide to te rmina te  
themselves. Similarly, franchisee nonrenewa l  rates exceed franchisor nonre-  
newal rates in 11 industries.  In the sample as a whole, franchisors decl ine to 
renew 3.3 percent  of those eligible for renewal;  4.4 percent  of those eligible 

decline to renew with the franchisor.  
The  na tu re  of the data available raises a n u m b e r  of econometr ic  issues. 

First, because we are seeking to explain proport ions,  which necessarily lie 

be tween zero and one, ordinary least squares is inappropr ia te .  Instead,  we 
assume that  the probabil i ty of t e rmina t ion  or nonrenewa l  follows the logistic 
dis t r ibut ion 21. Thus,  all of our  regressions employ the logari thm of the odds 
ratio as the d e p e n d e n t  variable 22 

Second, we pool t ime series and cross sectional data. Al though much of 
the variat ion in the sample is across industries,  there is also meaningfu l  

20 The Commerce data categorizes both terminations and nonrenewals as due to the fran- 
chisor, the franchisee, or both. For each measure, we ignore the decisions by mutual agreement. 

21 We are employing binary, discrete choice models rather than multinominal logit or profit 
models that allow for other alternatives as well. Although termination and nonrenewal are to 
some extent substitutes, the time at which each choice can be made differs substantially. 
Termination (by either party) is an option at any time; nonrenewal is only a possibility at 
contract expiration. Modelling these choices as alternatives in a multinominal logit framework 
would not be appropriate. Moreover, decisions by franchisees and franchisors reflect choices of 
distinct parties; they are not appropriately modeled as alternatives for either party. 

In an earlier version of this paper, we had explored the buyout rate (the fraction of outlets 
converted to company ownership) as a possible measure of the end of the franchise relationship 
that could be an alternative to termination. Logically, however, a buyout seems to reflect a 
subsequent decision on what to do with an outlet when the franchisee has either been 
terminated or not renewed. Moreover, we have no basis for attributing a buyout decision to 
either the franchisor or the franchisee. Again, it is not an alternative to termination of a 
particular franchisee at a particular point in time. 
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variation over time within a given industry in both the dependent  and 
explanatory variables. Within almost every industry, the growth rate variables 
exhibit the greatest volatility, with standard deviations that are almost always 
greater  than the mean value for the industry, and often considerably greater. 
Even for more stable explanatory variables, however, such as median real 
investment required for a franchisee, there is significant variation. The 
standard deviation ranges from 6 percent of the mean to 38 percent, with 6 of 
the 13 industries between 10 and 20 percent. Thus, there is potentially 
valuable information in the time series variation within a particular industry, 
so that pooling the cross sections over time can improve our estimates. 

We assume that the full model can be written as 

Yit = Z k [ ~ k X k i t  -~- Ei t '  

with 

E ( 4 )  = 

E(Eitgj t  ) = O,j 4: i, 

Eit = p i E i , t _ l  + Uit~ 

with 

uit - N(0,o-2i) 

E(ei,t_lUjt ) = 0, 

(1) 

where i indexes the industries, t indexes time, and k indexes the explanatory 
variables. This model allows for heteroskedasticity within each cross section, 
and a separate autocorrelation coefficient in each industry 23. To estimate 
this model, we first use ordinary least squares (with the logarithm of the odds 
ratio as the dependent  variable). We then estimate each industry's autocorre- 
lation coefficient rho~ as the sample correlation coefficient between the 
residuals and the lagged residuals within each industry. Thus, the estimate is 
based on seven observations for each industry. Using this estimated value for 
rho i, we then transform the data (using the Prais-Winsten transformation) to 
remove the estimated autocorrelation. 

The standard procedure for estimating the model would then involve 
estimating the equation again using ordinary least squares, and calculating 
the industry specific error variance from the residuals of this new 

22 There were terminations by each party in every observation. For nonrenewals, there are 24 

observations with no franchisor nonrenewals, and 11 observations with no franchisee nonre- 
newals. For these observations, we approximated the log odds ratio using a nonrenewal rate of 
0.1 divided by the number eligible for renewal. Thus, our approximation is one tenth of the 
smallest possible nonzero value for each observation. Weighted ordinary least squares results are 
very similar if the observations with zero rates are excluded. 

23 This model closely follows Kmenta (1986), pp. 618-622. 
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regress ion  24. The  da ta  would  then  be  t r ans fo rmed  using this e s t ima ted  
var iance  to remove  the he teroskedas t ic i ty .  The  o rd ina ry  least  squares  esti- 
mates  on the doub ly - t r ans fo rmed  da ta  a re  then  cons is ten t  and  unbiased .  
Unfor tuna te ly ,  we cannot  in genera l  follow this p rocedure ,  because  many  of  
our  mode l s  involve more  var iables  than  we have observat ions  within a 
pa r t i cu la r  industry.  

W e  the re fo re  a d o p t  a slightly d i f fe ren t  approach .  R a t h e r  than  es t imat ing  
the var iance  in a pa r t i cu la r  indus t ry  directly,  we m a k e  use of  the  logistic 
model .  In  a logist ic model ,  the  e r ror  var iance  of  the  log odds  ra t io  can be 
es t ima ted  by 

1 2 
S i  - -  n i P i ( l  -- Pi) ' (2)  

where  n i is the  n u m b e r  of  observa t ions  in the  sample ,  and  Pi is the  e s t ima ted  
probabi l i ty  in the  sample.  Using  o rd ina ry  least  squares  and weighing each 
o b s e r v a t i o n  by  1 / s~  2 y i e l d s  e s t i m a t e s  t h a t  a r e  c o r r e c t e d  fo r  
he te roskedas t i c i ty  25. Thus,  we use this theore t ica l ly  based  es t imate  of  the  
indust ry  specific e r ror  var iance  to correc t  for he te roskedas t i c i ty  tha t  we 
cannot  di rect ly  es t imate .  

In summary,  we es t imate  each  m o d e l  using o rd ina ry  least  squares  on the 
full da t a  set. W e  then  es t imate  the  indust ry  specific au toco r re l a t i on  p a r a m e -  
ter  f rom the res iduals ,  and  use this es t imate  to t r ans fo rm the da t a  to remove  
au tocor re la t ion .  W e  then  es t imate  the  mode l  on the t r ans fo rmed  da ta  
we igh ted  to correct  he teroskedas t ic i ty .  These  es t imates ,  which are  co r rec t ed  
for au tocor re l a t ion  and he teroskedas t ic i ty ,  are  the  p r imary  es t imates  re- 
p o r t e d  be low 26 

As  an a l te rna t ive  to es t imat ing  the indus t ry  specific au tocor re l a t ion  coeffi-  
c ient  f rom only seven da ta  points ,  we also e s t ima ted  mode l s  in which it was 
assumed  that  the  autoregress ive  p a r a m e t e r  is the  same for all industr ies .  
Using  the unweigh ted  data ,  we ob ta ined  max imum l ike l ihood es t imates  of  
the au toregress ive  p a r a m e t e r  27. The  da ta  were  t r ans fo rmed  to remove  
au tocor re la t ion ,  and  the final mode l  e s t ima ted  using we igh ted  least  squares  

24 The approach was originally developed by Parks (1967) in the context of seemingly unrelated 
regressions. Kmenta (1986) also recommends its use. 

25 See Kmenta (1986) at 552. See also Amemiya (1981). 
26 Because this procedure is computationally cumbersome, most of our exploratory work was 

done using weighted least squares to correct for heteroskedasticity and simply ignoring the 
autocorrelation issue. With few exceptions, these estimates differ relatively little from those 
reported in the text. 

27 In practice, we sort the data by year and by industry. The result is that the observation for 
year t -  1 for a given industry is 13 observations before the observation for year t. We then use 
maximum likelihood methods to estimate an order 13 autoregressive parameter, assumed to be 
the same for all industries. See Muris et al. (1993). 
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on the transformed data. Although these results incorporate a more refined 
estimate of the autocorrelation parameter ,  we have no particular basis for 
the assumption that the autoregressive parameter  is the same in all indus- 
tries. Nonetheless, for the sake of completeness we report  these estimates for 
our basic equations. 

3.5. Resul~ 

Franchisor decisions 
Table 4 presents the results for franchisor terminations. Apart  from the 

variables measuring the effects of size and franchisee investment, the results 
are quite consistent across different specifications of the model. Moreover, 
the White (1980) specification test for heteroskedasticity and model specifica- 
tion cannot reject the null hypothesis of homoskedasticity. The percent of 
outlets owned by the franchisor is negatively related to the termination rate, 
suggesting that the reduced influence of franchisee cheating on overall 
perceptions of system quality dominates reductions in monitoring cost and 
increases in external costs borne by the franchisor. Similarly, growth in the 
number  of franchised outlets leads to a lower termination rate, suggesting 
that the need to recruit additional franchisees is a significant constraint on 
franchisor opportunism. As predicted, the fraction of long term contracts 
(defined as contracts of 15 years or longer) and the failure rate are positively 
correlated with the termination rate. With long term contracts, franchisors 
must rely more on monitoring a n d  termination to maintain quality; with a 
higher failure rate, the incentive for franchisees to cheat is increased. 

To examine the influence of state laws 28, we measured for each industry 
the fraction of franchised outlets located in states with different legal 
regimes 29. Industries with more outlets in states that give franchisees the 
right to 'cure '  have significantly higher franchisor termination rates. As 
explained above, we ascribe this seemingly perverse result to the incentive 
that such laws create to terminate poorly performing franchisees when the 
opportunity arises 3o. Alternatively, the result may reflect reverse causation, 

28 The states are listed in Table 2. 

29 The Commerce Depar tment  data includes the number of franchised outlets in each state. 
Although our measures are relatively stable over time in a given industry, both Illinois and 
California first adopted "cure"  laws in 1980, early in our sample period. For one industry, 
automotive products and services, data on the distribution of outlets was unavailable. We set the 
fraction of outlets in cure states for this industry equal to zero, and included a dummy variable 
to allow for any differential effect. Results are similar if we exclude this industry from the 
sample. 

3o We explored several different measures of the influence of state laws. In addition to the 
fraction of outlets in cure states, we measured the fraction of outlets located in states with laws 
requiring good cause for termination but without giving the franchisee a right to cure. In 
weighted least squares estimates uncorrected for autocorrelation, this variable was insignificant. 
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if states with more outlets subject to high termination rates are more likely to 
adopt restrictive statutes. 

One additional variable not discussed above is the fraction of outlets for 
which the geographic location of the outlets is known. The Commerce data is 
based on a survey of franchisors, not all of whom could provide information 
on the location of franchised outlets. We originally included this variable to 
control for possible differences in the effective sample size, and hence in the 
error structure of the data, but it may also reflect the extent of franchisor 
monitoring. Franchisors who monitor more extensively are more likely to be 
able to report the location of their outlets. The positive and significant 
coefficient on this variable is consistent with the notion that more knowledge 
of franchise location is a result of more monitoring, leading to a higher 
termination rate 31. Unlike the other results, this effect is not significant in 
the estimates using a single autocorrelation parameter for all industries (Eq. 
6). 

Turning to the opportunism variables, we tested two measures of fran- 
chisee investment. The percentage of the investment that is cash, included in 
Eq. 3, is an attractive proxy for potential opportunism, for the reasons 
discussed above. Regardless of the other opportunism variables included in 
the model, this variable was insignificant in estimates using industry specific 
autocorrelation corrections 32. Moreover, the coefficient is generally 
negative 33. (We discuss collinearity between the size and investment vari- 
ables below.) 

Regarding real franchisee investment, this variable was not significant in 
the estimates using industry-specific autocorrelation corrections when size is 
included in the model. For both of these models, Eqs. 1 and 2 in Table 4, we 
tested for possible multicollinearity using the Belsley diagnostics. (Belsley et 
al., 1980). There was no indication of significant collinearity between size or 
investment 34 

Nevertheless, the two variables have a simple correlation of 0.83. Eqs. 4 
and 5 report the results of including only one of these variables. As is clear 
from the table, either variable alone is associated with significantly higher 

31 Moreover, the variable is only significant in the franchisor termination regressions, where 
monitoring should matter  most. 

32 When  Eq. 3 is est imated with a single autocorrelation parameter  for all industries, the 
coefficient on percent  cash is negative and significant at the 10 percent level (t = - 1.66). 

33 The  only positive coefficient we observed occurred when real investment was added to Eq. 3, 
but the coefficient was utterly insignificant (t = 0.033). With a single autocorrelation parameter  
in the same model, the cash variable is again negative but  insignificant. 

34 There  was evidence of significant collinearity between the fraction of outlets in cure states 
and the fraction of outlets whose location is known. Omitting the latter variable, however, leave 
the results for the other  variables reported in Table 3 essentially unchanged.  
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franchisor termination rates. Moreover, Eq. 6 indicates that real investment 
was positive and significant at the 10 percent level, even with the size variable 
included, if the autocorrelation parameter  is constrained to be the same for 
all industries. 

The final opportunism variable we tested was the growth in real sales per 
franchised outlet. Like start up cash required, this variable was not signifi- 
cant. Moreover, it is negative, contrary to the positive coefficient predicted by 
the opportunism hypothesis. 

These results are difficult to interpret. Besides the theoretical problems 
discussed above, in particular the imperfect correlation between these prox- 
ies and the theoretically relevant quasi rent stream, there is little consistency 
in signs or significance of the results. Only size and total investment are ever 
both positive and significant at conventional levels, and then only when one 
of the measures is omitted. Cash investment and growth in real sales are 
never significant, and, contrary to the opportunism hypothesis, they are 
consistently negative. Moreover, interpretation of the size variable is fraught 
with ambiguity. As explained above, efficiency considerations suggest that as 
size increases, so should the termination rate. Thus, our results neither 
strongly support nor clearly reject the opportunism hypothesis. 

Table 5 presents the results for the determinants of franchisor nonre- 
newal. Like the decision to terminate, growth in the number of franchised 
outlets is negative and highly significant in the models with industry-specific 
autocorrelation corrections. Three variables that were significant in the 
termination regressions - the percent of company owned outlets, the percent 
long term contracts, and the failure rate - were insignificant, and are not 
included in Table 5. Consistent with our expectations, sales from franchisor 
to franchisee, although insignificant as a determinant of the franchisor 
termination rates, is negative and highly significant in predicting nonrenewal. 

As in the termination decision, state laws have a significant influence on 
franchisor nonrenewal. In states that require good cause for termination, 
franchisor nonrenewal is significantly higher 35. Four of the eight states that 
require an opportunity to cure in the context of termination have markedly 
easier requirements for franchisor nonrenewal. With a separate variable 
included to identify the fraction of outlets in these states, Eq. 1 indicates that 
nonrenewal rates are lower when the standard is easier, but the effect is not 
significant. The fraction of outlets in cause states and in easy nonrenewal 
states, however, is highly correlated (r = 0.90), and the regression diagnostics 

35 As with franchisor terminations, we initially used separate variables to measure the fraction 
of outlets in cure states and the fraction of outlets in states that require good cause for 
termination but do not give a right of cure. In models without an autocorrelation correction, the 
two coefficients were similar. The fraction of outlets in cause states is the sum of these two 
variables. Using a single variable reduces the collinearity problems, without a significant sacrifice 
in explanatory power of the model as judged by the adjusted R 2. 
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indicate significant collinearity problems as well. As indicated in Eqs. 2 and 
3, either variable entered alone is positive and significant. Neither variables 
was significant when the autocorrelation parameter  is constrained to be the 
same in all industries (Eq. 5). 

Like terminations, the results in Table 5 are ambiguous regarding the 
opportunism variables. Results for three of the four variables - size, invest- 
ment, and the percent cash - were inconsistent with the opportunism 
hypothesis. Moreover, in Eqs. 1, 2, and 4, the coefficient of size is negative 
and significant, a result inconsistent with the opportunism hypothesis. These 
size results could occur if franchisors engage in more monitoring in industries 
with larger outlets, because problem franchisees would more likely have been 
terminated prior to the expiration of the contract 36. We know of no 
explanation, however, that would explain why size is an opportunism proxy in 
the termination context but not in the nonrenewal context. Thus, the combi- 
nation of the termination and nonrenewal results suggests that size is 
measuring efficiencies, not opportunism. 

Only real sales growth per franchised outlet behaves in a manner consis- 
tent with franchisor opportunism. Again, however, interpretation is ambigu- 
ous, because of the labour market effects discussed above. 

Franchisee decisions 
Table 6 presents our results for the determinants of franchisee decisions 

to terminate. Two variables measure the success of the franchise system, the 
failure rate and the growth in sales per franchised outlet. As predicted, the 
failure rate is positive, and the coefficient is statistically significant in all 
formulations. For sales, we expected greater sales growth to reflect greater 
success, and hence reduce franchisee terminations. In fact, however, the 
coefficient is positive and significant. 

The two variables reflecting franchisor commitment to the system are the 
percent of outlets that are company owned and sales from franchisor to 
franchisee. Both variables are consistently significant and have the expected 
signs 37. As discussed above, franchisee security should also influence fran- 
chisee termination. Consistent with our expectations, industries with more 
long term contracts, and hence greater franchisee security, have a lower rate 
of franchisee termination. 

36 If Eq. 1 of Table 4 is est imated with investment included but size excluded, the investment 
coefficient is negative and insignificant. If size is included and investment excluded, size remains 
negative, but is only significant at the 10 percent level. With investment excluded, size is not 
significant if the fraction of outlets in cause states is deleted, and is never significant in est imates 
with a single autocorrelation parameter  for all industries. 

37 Growth in the number  of  franchised outlets was never significant and is not included in the 
results reported in Table 5. 
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Table 6 includes three variables reflecting state regulation of franchise 
terminations, which should also influence franchisee security. Industries with 
more outlets in states in which franchisees have the right to cure any 
problems, as well as in states where franchisors must have good cause for 
termination without a right to cure, have significantly lower franchisee 
termination rates in all model formulations. Conversely, in the cure states 
with an easier standard for nonrenewals, franchisees are more likely to 
terminate. The result is not significant in the estimates with a single autocor- 
relation parameter  for all industries. 

The Belsley et al. (1980), regression diagnostics indicate that collinearity 
among the state law variables is a likely problem. We therefore reestimated 
the model excluding the variable for outlets in states with easy nonrenewal 
standards (Eq. 3). The coefficients of the other state law variables fall 
substantially in absolute value, but both remain significant. Moreover, the 
collinearity problem is substantially reduced 38 

Finally, we added variables for franchisee investment and franchise size. 
Although we know of no theoretical reason why these variables should be 
correlated to franchisee termination, they serve as a check on our results for 
franchisor decisions. Had these variables been significant influences on 
franchisee decisions, this fact would have indicated that the variables were 
measuring some additional influences beyond those we hypothesized. As 
Table 6 reveals, these variables were not significant, and do not increase the 
explanatory power of the equation. Deleting one variable at a time yielded 
similar results. 

Table 7 presents the results for the determinants of franchisee nonrenewal 
decisions. There  are some significant differences between nonrenewal and 
termination. In particular, three variables that were significant predictors of 
franchisee termination were not significant and are excluded from the 
regressions reported in Table 7 - the percent of company owned outlets, the 
fraction of long term contracts, and the failure rate. Other  than the state law 
variables, only sales from the franchisor to the franchisee is significant, with 
the expected sign. Of  the state law variables, as predicted franchisee nonre- 
newal is less likely in states where franchisors must have good cause for 
termination. In industries with more outlets in states with easy nonrenewal 
standards, however, franchisee nonrenewal is more likely. 

As with the determinants of franchisee termination, in the nonrenewal 
context we added variables for franchisee investment and the size of fran- 
chised outlets. Neither variable was significant when both were entered (Eq. 

38 The largest condition number for Eq. 2 was 31.8. For Eq. 3, the largest value was 21.8. 
Condition numbers in excess of 30 indicate a likely collinearity problem. 
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1), but franchisee investment was marginally significant (at .10) when invest- 
ment was entered alone 39 

3. 6. Summary  regarding opportunism 

Table 8 collects the result for the opportunism variables from models of 
franchisor termination and nonrenewal (Tables 4 and 5). Although we cannot 
rule out opportunism, the results do not provide strong evidence that 
opportunism is a problem. Apart from real franchisee investment, the only 
statistically significant results that are consistent with opportunism are also 
consistent with efficiency explanations. Moreover, for size in the nonrenewal 
regressions, a statistically significant result is consistent with efficiency expla- 
nations, but not with opportunism. The best evidence for opportunism is the 
positive and significant coefficient on franchisee investment in the franchisor 
termination regressions. Here, however, the data do not allow us to distin- 
guish reliably between the effects of size and the effects of investment. 
Moreover, the consistently negative and significant coefficient on the growth 
in the number of franchised outlets indicates that, to whatever extent 
opportunistic termination or nonrenewal occurs, it is constrained by the need 
to recruit additional franchisees. 

Unfortunately, the available data do not allow us to measure directly the 
expected quasi-rent stream that franchisors might seek to expropriate. In- 
stead, we must rely on a series of proxy variables. Each proxy is itself subject 
to conflicting interpretations and may reflect both opportunism and effi- 
ciency considerations. Stronger conclusions about the extent of opportunistic 
behaviour by franchisors must await the development of better data. 

4. A case study of rewriting contractual terms 

In 1990, the Virginia Legislature passed S.B. 235, amending the Virginia 
Petroleum Products Franchise Act. Among other provisions, the new statute 
precluded the imposition of 'purchaser sales quotas' in franchisor (in this 
case petroleum refiner) leases and supply contracts. Moreover, the statute 
provided that franchisees (gas station dealers) 'shall not be required' to keep 
retail outlets open for more than sixteen hours a day, six days per week. 
Mobil Oil Corporation sued, alleging, among other claims, that these and 
other provisions were preempted by the PMPA. The PMPA expressly pro- 

39 The White statistics in Table 6 indicate that the model as formulated in Eq. 1 may be 
misspecified. As insignifant variables are dropped, however, the test statistic improves substan- 
tially. 
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hibits state law governing termination or nonrenewal which differs from its 
provisions (15 United States Code Annotated,  @2806 (a)). In September,  
1992 the Federal District Court in Richmond agreed with Mobil. (Mobil Oil 
Corp. v. Attorney General of the Commonwealth of Virginia, 747 F. Supp. 1173 
E.D. Va. 1990). In July of 1994, the United States Court of Appeals for the 
Fourth Circuit upheld, in relevant part, the district court 's decision (Mobil 
Oil Corp. v. Virginia Gasoline Marketers and Automotive Repair Ass'n., 1994 
U.S. App. Lexis 17761). Using much the same language as the district court, 
the Appellate court concluded that: By denying franchisors grounds for 
termination that are available under the PMPA and in providing franchisees 
with a remedy unavailable under the PMPA, S.B. 235 impacts franchise 
termination and nonrenewal to a degree sufficient to fall within this broad 
preemption. (1994 U.S. App. Lexis 17761, p 11). 

S.B. 235 went into effect on September  1, 1990, after which refiners could 
no longer enforce the contract provisions the statute affected. Thus, for two 
years, franchise contracts were effectively rewritten by the statute. To test the 
statutes'  impact, we evaluated the impact of the law on two sets of Mobil gas 
station dealers, for which evidence was provided in the court records. We 
focus on the statutory prohibition on quota provisions in franchise contracts 
and the restriction on required hours of operation. Such provisions are a 
contractual at tempt to control the potential differences in incentives facing 
franchisors and franchisees. For two reasons, some individual service station 
operators have an incentive to set higher prices and shorter hours of 
operation, and sell less gasoline, than the franchisor would choose. 

First, the franchisor faces a double marginalization problem 4o. Consumers 
will pay a premium reflecting the value of the t rademark created by the 
franchisor for the brand they most prefer. Because either the refiner or the 
individual dealer can collect this premium, the individual retailer faces a 
downward sloping retail demand curve, and has an incentive to set the price 
higher than the joint profit maximizing price. Similarly, the individual retailer 
has an incentive to set shorter hours of operation than the joint profit 
maximizing solution. 

The elasticity of demand confronting an individual dealer, and hence his 
incentive to set higher prices, depends on the dealer 's location. A relatively 
isolated station along a freeway and the station at the proverbial intersection 
with a competitor on every corner face substantially different situations. 

40 Barron and Umbeck (1984), develop this argument in the context of divorcement legislation, 
which prohibits refiner ownership of retail outlets. Other recent articles addressing the relation- 
ship between gasoline refiners and their dealers include Borenstein and Gilbert (1993) and 
Shepard (1993). 
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Zoning requirements and the political difficulties of obtaining approval for a 
new service station may protect that locational advantage from competitive 
pressures. 

Second, in a world of positive transactions costs, a pricing externality may 
also lead to different optimal prices for refiners and dealers. Part of the 
reason consumers value a t rademark is that the mark serves as a convenient 
summary of numerous attributes of the product, including, presumably, its 
price. Thus, at least some consumers who conclude that a particular branded 
outlet charges a higher premium than they are willing to pay are likely to 
assume that the same is true of other stations selling the same brand. 
Through this mechanism, price increases at one station would tend to reduce 
demand at other stations selling the same brand 4~. The refiner has an 
incentive to consider this effect, and therefore set lower prices than would an 
individual dealer. 

Similarly, hours of operation are likely to create external effects. The 
benefits of increased convenience from longer hours are likely to be shared 
by other service stations as well, because convenience is likely to increase the 
good will associated with the brand name. Having found that one station of a 
particular brand is open convenient (or inconvenient) hours, consumers are 
likely to assume that other stations follow a similar policy. Each individual 
station faces all of the costs of additional operations, but does not receive all 
of the benefits. Individually, therefore, service stations would choose fewer 
hours than the refiner and the public would prefer. 

There are, of course, a variety of possible contractual approaches to 
harmonize the pricing incentives of dealers and refiners. Moreover, different 
refiners apparently employ different strategies to address the problem. The 
sales quota is one contractual solution. (The antitrust laws constrain refiners 
from setting the dealer 's price directly.) Because it requires the dealer to 
meet  a specified volume goal, the quota serves as a check on the dealer 's  
incentive to set a price that is higher than the joint profit maximizing price. 
Because volume is likely to increase with longer hours of operation, the 
contractual quota may also influence hours of operation. Contract provisions 
requiring specified hours of operation are, of course, a more direct solution 
to conflict over optimal hours of operation. If these contractual devices are 
effective solutions to the conflict of interest between dealer and refiner over 
pricing and hours, then the statutory prohibition on their use should lead to 
increased prices and reduced volume at franchised dealers. 

In contrast to the efficiency explanation for contractual restrictions on 

4i The pricing externality is, to be sure, limited by the fact that stations generally post prices. 
Along interstate highways, however, consumers  may have to choose an exit with knowledge of 
the brands available, but not their prices. 
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dealers, the dealers maintained that quota requirements and specified hours 
of operation are simply harassment devices used to eliminate selected deal- 
ers. Because refineries unilaterally set quotas and hours requirements, the 
dealers maintained these provisions could be used to generate 'excuses' to 
terminate any dealer the refiner desired. Thus, contractual restrictions are 
seen as devices to facilitate refiner opportunism, given that statutory con- 
straints require that refiners have good cause for termination or nonrenewal. 
Although isolated stations unconstrained by the refiner's requirements might 
reduce volume or hours of operation, dealers denied that there would be any 
systematic effects on hours or pricing. 

4.1. Data and econometric issues 

To examine the effects of the statute, we analyzed data on the volume of 
gasoline sold through Mobil stations in Northern Virginia. Our data include 
the monthly total volume of gasoline sold through 58 individual stations for 
the first six months of 1989, 1990, and 1991 42. Of  these stations, 35 were 
franchised ' O G  and L' stations (owned ground and lease station, operated by 
franchises who lease their stations and equipment from Mobil), and the 
remaining 23 were company owned (salary operated, or 'salop')  43. Because 
these stations are all supplied from the same terminals, they face the same 
wholesale gasoline prices. Although we do not have data on the prices or 
hours at specific stations, changes in volume should therefore reflect differ- 
ences in pricing and hours of operation over time. 

The simplest test of the impact of the statutory prohibition on contract 
clauses is to examine differences between salop and O G  and L stations in 
1991 volume growth compared to the previous year. Essentially, this test 
treats the salop stations as a control group, unaffected by the statute. If the 
contractual provisions are effective solutions to the differences in incentives 
between franchisor and franchisee, then we should see lower growth in the 
OG and L stations than in the salops. Because the stations are all in the same 
geographic market  and face the same wholesale prices, lower growth among 
O G  and Ls can be attributed to the inability to enforce the contract 
provisions. 

42 The statute was passed in July, 1990, with an effective date of September, 1990. Even with 
instantaneous adjustment, the expected effects of the law on volume in July through September 
are ambiguous. Moreover, stations may not have changed pricing strategies immediately. The 
data exclude the months during which stations were initially adjusting to the law (and perhaps 
anticipating its effect). 

43 There were a small number of stations that switched contractual status over the time period 
we examined, generally changing from company owned outlets to OG and Ls. Such stations were 
excluded from our data. 
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Table 9 
Average change in volume from previous year franchised vs. owned stations (1991 volume/1990 
volume) 

Type All a Jan Feb March April May June 

ogl (N = 34) 0.941 0.925 0.954 0.943 0.935 0.936 0.953 
salop (N = 22) 1.085 1.118 1.113 1.096 1.041 1.049 1.091 
t - 5.40 - 2.41 - 1.95 - 2.22 - 2.13 - 2.79 - 2.12 

a Each month for each station is treated as a separate observation. Thus, for this analysis, there 
are 204 OG&L observations and 132 salop observations. 

Tab le  9 p resen t s  the  resul ts  of  this analysis. Combin ing  all six months ,  
vo lume dec l ined  5.9 pe r cen t  f rom the previous  year ' s  levels at the  average  
O G  and  L s tat ion,  but  inc reased  8.5 pe rcen t  at the  average  salop. The  
d i f fe rence  is s tat is t ical ly significant.  Moreover ,  analysing each  month  sepa-  
ra te ly  reveals  the  same pa t t e rn .  In  each  month ,  we can reject  the  hypothes is  
of  equa l  growth in favour  of  the  a l te rna t ive  hypothes is  tha t  growth at  sa lop 
s ta t ions  was s ignif icant ly g rea t e r  than  growth at  O G  and L s ta t ions  44 

Of  course ,  t he re  may be  d i f fe rences  be tween  f ranchised  and owner  oper -  
a t ed  s ta t ions  tha t  have no th ing  to do with the  s ta tu tory  res t r ic t ion  on 
con t rac tua l  provisions.  In  par t icu la r ,  Mobi l  t ends  to bu i ld  new s ta t ions  as 
salary o p e r a t e d  locat ions,  run t hem for a few years  to deve lop  a sense  of  the  
loca t ion ' s  po ten t ia l ,  and  then  f ranchise  the  loca t ion  45. Moreover ,  by s ta tu te ,  
new company-owned  s ta t ions  mus t  be  at  least  1.5 miles  away from any 
f ranch ised  out le t .  Thus,  growth  ra tes  at the  (general ly)  newer  sa lop loca t ions  
may well  be  g rea t e r  t han  at f ranchised  locat ions.  O n  the  o the r  hand,  many  of  
the  sa lop  s ta t ions  dur ing  this pe r iod  were  the  resul t  of  Mobi l ' s  acquis i t ion of  
BP 's  Vi rg in ia  s tat ions,  which, p r io r  to acquis i t ion were  o p e r a t e d  di rec t ly  by 
BP 46. T h e r e  is l i t t le  r eason  to expect  sys temat ic  d i f ferences  in growth  ra tes  
at  these  s tat ions.  

I f  we knew d e m a n d  and cost  condi t ions  for a typical  O G  and L s ta t ion  and 
a typical  sa lop  s tat ion,  then  we could  examine  di rec t ly  w he the r  the  s t ra tegic  
choices  of  f ranch ised  dea le r s  changed  af te r  the  law was enac ted .  W e  lack the 
in format ion  to conduc t  such an analysis,  however .  Ins tead ,  we in t e rp re t  
vo lume in the  previous  year  as a re f lec t ion  of  bo th  the  d e m a n d  condi t ions  at 
a given s ta t ion and  its s t ra tegic  choices r ega rd ing  pr ices  and hours  in the  
p r io r  per iod .  Wi th  growth in under ly ing  d e m a n d  and no change  in s t ra tegy,  
vo lume this yea r  would  simply be  p ropo r t i ona l  to vo lume a yea r  ago. A p a r t  

44 Except for February, all of the differences are statistically significant at the 5 percent level or 
better using a two tail test. The February difference is significant at the 6 percent level. 

45 The authors learned this fact in conversations with Mobil employees. 
46 Implementation of the acquisition, announced in 1988, was finished in 1989. 
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f rom the  s ta tu tory  change,  the  only observab le  var iable  that  would  affect  this 
re la t ionsh ip  is pr ice.  I f  wholesa le  gasol ine  pr ices  increase  relat ive to last year,  
we would  expect  vo lume to dec l ine  re la t ive  to the  previous  year.  

To explore  the  effects of  the  law more  fully, we e s t ima ted  a regress ion  
mode l  expla in ing  the logar i thm of  cur ren t  volume at each  s ta t ion as a 
funct ion of  the  logar i thm of  the  previous  yea r ' s  vo lume at that  same s ta t ion 47 
A l though  this test  also uses the  sa lop  s ta t ions  as a cont ro l  group,  the  
regress ions  allow us to use da ta  f rom the yea r  p r io r  to the  law to serve as an 
addi t iona l  cont ro l  48. Specifically,  we e s t ima ted  the fol lowing model :  

L N V O L U M E i j t  = [31LNVOLUMEii~t-  1) + [32RELPRICEi t  

+ [33LNVOLAFSALi j ( t -  1) -[- 134 O G L  

+ 135POSTLAWOGL + [ 3 6 P O S T L A W S A L  + eijt, 

(3) 

where  i indexes  the  s ta t ion,  j indexes  the  month ,  and  t indexes  the  year.  
R E L P R I C E  is the  average  pr ice  of  gasol ine  in Virg in ia  for the  mon th  and 
year,  d iv ided  by the average  pr ice one  yea r  ago 49. L N V O L A F S A L  is a s lope 
dummy,  equal  to lagged volume for sa lop s ta t ions  in 1991 and zero  otherwise .  
Thus,  the  effect  of  the  p r io r  year ' s  vo lume on cur ren t  volume for sa lops  af te r  
the  law was passed  is the sum of  the  coeff ic ient  of  lagged volume and 
L N V O L A F S A L .  O G L  is a d u m m y  var iab le  equal  to 1 for O G  and L stat ions.  
Final ly,  P O S T L A W O G L  and P O S T L A W S A L  are  dummy var iables  equal  to 
one  for s ta t ions  of  that  type in mon ths  af ter  the  law was effective,  and  ze ro  
otherwise.  

In  effect,  the  mode l  allows the effects of  p r io r  yea r  vo lume to differ  for  
O G  and L and  sa lop s ta t ions  af te r  the  law, but  cons t ra ins  the  coeff ic ients  to 
be  the  same before  the  law 50. The  d u m m y  var iables  allow di f ferent  cons tan t  
te rms for d i f ferent  types of  s ta t ions  bo th  be fore  and af te r  the  law 51. To 
allow for poss ible  s ta t ion-speci f ic  di f ferences ,  the  m o d e l  was e s t ima ted  with 
and wi thout  d u m m y  var iables  for each  individual  s tat ion.  The  mode l  was 

47 We compare volume to the previous year's levels, rather than the prior month, to control for 
seasonal variation in demand and to avoid problems created by the fact that our data covers only 
half of each year. 

48 Given the need for data on the previous year's volume, our three years of volume data 
provide two years of usable observations on each station. Prices are the average motor gasoline 
price through company outlets, from Energy Information Administration, Petroleum Marketing 
Annual, 1989, 1990, and 1991. 

49 We formulate the price variable in this fashion because, given the prior year's volume, it is 
only changes in price that should affect current volume. 

50 Tests of the restriction indicated no significant difference in the coefficient of lagged volume 
before the law. 
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Table 11 
Summary of differences between stations based on ownership 

Constant term Lagged volume coefficient 

Salops 
Before law 9.635 0.261 
After law 12.072 0.066 
OG&Ls 
Before law 8.807 0.261 
After law 8.721 0.261 

Based on results from last column of Table 10. 

estimated using ordinary least squares, treating each month for each station 
as a separate observation. Thus, there were a total of 600 observations. 

The results are reported in Table 10. To avoid uncertainty about which 
coefficients should be combined for a particular time and class of station, 
Table 11 presents the intercept and lagged volume coefficients implied by the 
results for each class of stations, based on the regressions including station 
dummy variables. 

Not surprisingly, the prior year's volume is highly significant. The effect of 
price is negative, but only significant if the station-specific dummy variables 
are included. The negative and significant coefficient for OGL indicates that 
before the law, volume was lower at franchised stations. The difference may 
reflect the fact that quotas are an imperfect control for the difference in 
pricing incentives, but it may also reflect differences in average station size 
stemming from decisions about which stations to franchise. The negative and 
significant coefficient for POSTLAWOGL indicates that, after the law was 
passed, there was an additional volume decline at OG and L stations. Thus, 
the results are consistent with the hypothesis that contractual quota and 
hours of operation provisions are effective solutions to the problem of 
different incentives for franchisors and franchisees. 

Understanding the differences in the refiner owned stations is more 
complex. The significant negative coefficient for LNVOLAFSAL indicates 
that volume in salop stations was less sensitive to the prior year's volume in 
1991 than in 1990. As Table 11 indicates, this slope coefficient falls from 

5x We could, of course, formulate the dummy variables allowing different slope and intercept 
terms in a variety of different ways. The formulation adopted here provides direct statistical tests 
from the regression coefficients themselves of the effects of central interest. Alternative 
formulations either require an additional variable to capture the same effects or impose 
constraints that are not consistent with the data. To reduce potential confusion about the proper 
combinations of coefficients, we summarize the slope and intercept coefficients for each station 
type in Table 11. 
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0.261 before the law to 0.066 after the law 52. The POSTLAWSAL coeffi- 
cient indicates that, given prior year's volume, volume increased in 1991 for 
these stations s3. Part of the difference may be due to differences in sample 
composition between the two years. In 1990, we have usable data on 11 salop 
stations; in 1991, we have data on 22. The additional salops in 1991 largely 
reflect the acquisition of BP and its refiner operated stations. 

If we restrict the sample to stations with data available for two years (i.e., 
essentially the Mobil-developed salop stations), the results are essentially 
unchanged from those reported in the table s4. Because Mobil develops new 
salops in relatively new areas, prior year's volume may be a less significant 
factor than it is for OG and L stations. In a new area, rather than simply 
observing the trend in demand over time in a market with relatively constant 
population and competitive conditions, we are likely to see significant de- 
mand changes due to additional development (e.g., on the suburban fringe) 
and entry of new stations. The different statistical relationship for salops in 
1991 and 1990 may simply reflect these differences s5 

52 Thus, the regression line is flatter for salops. Such a result could arise if high volume OG 
and L stations are those that face a more competitive environment. The station at an intersec- 
tion with competitors on every corner is likely to have relatively little pricing discretion, reducing 
the significance of differences in pricing incentives. Indeed, for sufficiently large volumes, the 
regression results would indicate a higher volume for OG and Ls after the law was passed. As a 
practical matter, this difference does not affect the conclusions, because there is only one 
observation in the sample (an OG and L) with a large enough volume. 

s3 We prefer the formulation based on levels of the variables, rather than first differences or 
percentage changes, precisely because it allows for these differences. Alternative formulations 
implicitly impose the constraint that there is no difference in the effect of the prior year's 
volume before or after the law, or between station types. Either constraint is not consistent with 
the data. Our basic conclusion, that the law reduced volume at OG and L stations, is confirmed 
when the model is estimated in differences of the logs. With station specific dummy variables 
included, the estimated equation for the change in the log of volume is: 

0.023 - 0.002 (change in log pr ice) -  0.062 (OG and L ) -  0.040 (POSTLAWOGL) 
(0.358) ( - 0.018) ( - 0.795) ( - 2.443) 

Adjusted R squared was 0.2650, with t statistics in parentheses. 
s4 We also explored excluding months that showed changes of more than 20 percent from the 

previous year and more than one standard deviation from the previous or succeeding month. 
These observations may have been affected by special circumstances, such as a construction 
project. For example, a large volume decline in a single month, followed by a return to normal or 
higher volume, is likely to indicate that business was disrupted by a construction project. Results 
were essentially unchanged with these extreme observations excluded. We also excluded all 
observations for stations where any one month's data was suspect. Again, results were essentially 
unchanged. 

ss Consistent with this explanation, if we consider only the salops for which no data was 
available for 1989 (i.,e., essentially the salops purchased from BP and not yet franchised), the 
difference in the slope coefficient is just short of significant at the 5 percent level. The intercept 
dummy, however, increases substantially. 
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In summary, the results indicate that the inability to enforce contractual 
quota and hours of operation provisions significantly reduced the volume of 
gasoline sold at franchised stations. Volume at franchised stations was 
approximately 8.6 percent lower after the law, given their volume in the 
previous year 56. The results are virtually identical if we exclude the salop 
stations from the analysis entirely; volume at O G  and L stations fell an 
additional 8.5 percent after the law was adopted. Moreover, comparing a 
salop with a given 1990 volume to an otherwise identical O G  and L indicates 
a lower volume for the O G  and L after the law was passed. Thus, whether 
the prior experience of O G  and Ls or the experience of salops after the law 
was passed serves as the control, the law significantly reduced the volume of 
gasoline sold through franchised outlets. 

5. Conclusion 

This paper  has a t tempted to provide evidence on issues much discussed in 
theory, but about which little is known in fact. Contrary to the bargaining 
power hypothesis, we found that the characteristics of franchisees lend little 
support to that notion. They seem to be a relatively sophisticated and well 
advised group. Regarding the existence of opportunism, the data are more 
ambiguous. Nevertheless, even those findings that can be seen as consistent 
with opportunism are subject to other interpretations, and are not robust. 
Finally, evidence on Virginia's at tempt to rewrite franchise contracts reveals 
that the effort was harmful to consumers. 
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