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Abstract

This passage focuses on three hot issues of franchise including the cause of
franchise, the legal issues of franchise and the cost structure of franchise. I
make a literature review and point out a future research direction of franchise
by analyzing and summarizing domestic and foreign papers. In conclusion,
for the emergence of the franchise phenomenon, there is still a lack of a uni-
fied theoretical framework for a comprehensive and reasonable explanation.
The research on the legal issues of franchise is mainly studied by scholars
with legal background, mainly focusing on information disclosure system and
anti-monopoly law. Besides, there is no theoretical basis and operation me-
thod that can be used to guide the franchisor to design the cost structure.
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1. Introduction

In 1851, the American Singer Sewing Machine Company sold their sewing ma-
chine distribution franchise through a franchise contract, and since then the
franchise has been on the stage of history. The franchise is called “the most im-
portant business model of the 21* century”. A franchisor with certain successful
experience can quickly expand at a low cost. On the other hand, franchisees with
certain funds can invest in entrepreneurship in a high-success manner. The de-
velopment speed of franchise is rapid and this business model gradually covers
many industries and services. According to the definition of franchise by the In-
ternational Franchise Association, Franchise is a way of selling products or ser-
vices, which refers to a contractual relationship between the franchisor and the
franchisee. According to the contract, the franchisor provides the franchisee

with its unique trademark, trade name or business model, and gives guidance
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and assistance to personnel training, organizational structure, management, and
commodity procurement. The franchisee pays the franchisor related costs [1]. In
addition, the European Franchise Federation, the World Intellectual Property
Organization, and the Ministry of Commerce of China have defined franchise.
The definitions of franchise are different, but the basic characteristics are con-
sistent. It is a business model that the franchisor signs a contract with the fran-
chisee, provides trademarks, technology and other business methods, and charges
a certain fixed-cost.

Early research focused on the analysis of the reasons for franchise. There are
several theoretical explanations in the world, including capital raising, risk shar-
ing, information searching, moral hazard, and principal-agent theory. The second
section of this article will elaborate on these theories. Later research mainly fo-
cused on the formulation of legal measures for franchising and the existing legal
problems, the analysis of the structure of franchise fees, and the franchise model
specific to various industries. In general, franchise research has gradually fo-
cused on the macro level such as the theoretical exploration to the micro level
sucn as specific practical measures. This paper will review the research process
and status of the field, and explore the future research direction along the de-

velopment of the field.

2. Analysis of the Reasons for Franchising

There are several theoretical explanations for the reasons why companies choose
to adopt a franchise model: Capital raising theory for resource constraints re-
search, information search theory considering decision-making, risk sharing
theory from risk sharing, moral risk theory for exploring moral hazard, and

principal-agent theory considering agent costs.

2.1. Capital Rasing Theory

Capital raising theory is a very popular explanation for franchising in the early
days. It believes that raising funds is the reason for enterprises to implement
franchise. Franchising is the channel for franchisees to raise funds [1]. This
theory is the earliest explanation for the franchise. For the newly established en-
terprises, funds can be raised through franchising to achieve the purpose of rap-
id expansion of the enterprises. When the enterprise matures, the company will
adopt a completely direct approach to manage their enterprises rather than
franchising. Thompson pointed out in his life cycle model that at the beginning
of the company, because the company’s reputation was not fully established,
there was not enough credit to obtain sufficient funds to operate and expand the
scale of the company, the franchise approach is the only way to get the money it
needs to operate [2].

However, the shortcoming of the capital raising theory is that if the theory is
correct, it means that the franchisor will have a higher proportion of direct-

operated stores after their company matures, but there is no evidence to show
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that this trend has occurred. Martin pointed out that: Franchise stores do not

tend to be directly operated by the company over time [3].

2.2. Information Search Theory

Minkler proposed that franchising is a way for franchisors to collect and use lo-
cal information. Because franchisors do not understand the local situation, local
franchisees will be more reasonable in making decisions [4]. Perryman and
Combs also confirmed this view, and believe that when entering the target mar-
ket, the company will first franchise a chain store in the region, and if it fails, it
will open a direct sales store in the region [5]. The farther away from the com-
pany headquarters, the higher the cost of collecting and using information, A
study by Brickley and Dark [6] and Norton [7] shows that most of the franchi-
see’s chain stores are downgraded to small markets far from headquarters.
Minkler’s research also shows that potential franchisees with long operating
hours are more likely to obtain franchise rights than potential franchisees with
shorter business hours, which further demonstrates that franchisors pay more
attention to potential franchisees who understand local information and indus-

try information in order to reduce search costs.

2.3. Risk Sharing Theory

Zhang Wuchang first defined risk sharing theory in his doctoral thesis in 1969.
He regarded the sharing of contracts as a way to share risks. In other words, the
risk of business can be shared between the parties to the contract. He mainly
uses the example of landlords and tenant farmers to explain that landlords and
tenant farmers are willing to accept the sharing contract under the assumption
that the parties to the contract are risk-averse. The choice of contract form can
be explained by the difference in transaction costs and the assumption of risk
avoidance. As long as the benefit of sharing the risk is higher than the related
transaction cost, people choose to sign the share contract instead of choosing to
sign the fixed income contract. Because if you sign a fixed income contract, there
is no transaction cost. If the revenue of the contracted share is greater than the
transaction cost of the contract, according to economic explanation, you will
definitely choose the share contract. Martin compares a company’s direct sales
store to a fixed-income contract, and the franchise store is like a share contract.
If the company’s headquarters is a higher risk aversion, the company is more in-
clined to diversify the investment, so the headquarters can use the franchise
store to share risks [3].

However, Martin’s theory does not provide a sufficient explanation for the
situation in reality, and its theoretical assumptions are usually considered to be
inconsistent with reality. According to the theoretical logic of risk sharing, the
higher the operational risk, the higher the royalties, and the two are positively
correlated. However, Lafontaine pointed out that if the operating risk is meas-

ured by the proportion of closed stores, from the empirical results, the opera-
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tional risk is negatively related to the royalties [8], which is inconsistent with the

conclusion of risk sharing theory.

2.4. Moral Hazard Theory

Due to the existence of asymmetric information, the company’s direct store
knows whether the local demand is high or low, but the headquarters cannot
know the status of the demand. Direct stores reduce their level of effort when
demand is high, and blame the low output level on the natural state when de-
mand is low, which constitutes the unilateral moral hazard of the branch. Ma-
thewson and Winter focused on the unilateral moral hazard of the store. They
believe that if the contract is complete, the store only needs to pay a fixed fee to
the headquarters to achieve the best result. But because of the incompleteness of
the contract, it needs to be profit sharing is implemented between headquarters
and branches [9]. Mathewson and Winter proposed that franchising can solve
the problem of moral hazard in the branch. Because the behavior of the branch
is difficult to observe, there is moral hazard in the branch. When there is moral
hazard, since the income of the direct store has nothing to do with performance,
and the headquarters cannot directly observe the efforts of its personnel, it is
necessary to supervise the direct store. However, when the cost of supervision is
too high, the franchise approach is more efficient and reduces the cost of super-
vision. According to Rubin, the stores with low-cost supervision is adopted a di-
rect-operated method, and adopt a franchise method for stores with high super-
vision costs [10].

Scott argues that there is also a moral hazard in the franchisor, that is, a
two-way moral hazard problem [11]. Lal proposes a more formal analytical
framework: both the franchisor and the franchisee have their own private infor-
mation. The ethical risk of the franchisee is as described above. The moral risk of
the franchisor is mainly manifested in the inability to provide training and sup-
port for advertising for the franchisee in time. Therefore, the royalties are paid in

installments in order to prevent moral hazard on the franchisor [12].

2.5. Principal-Agent Theory

A study by Perryman and Combs shows that when a company has multiple
chain stores, he has to hire a store manager in each store [5]. The company
needs to supervise each store manager, which will incur supervision costs and
will appear agency problem. Barthelemy shows that under normal circums-
tances, if a chain store is franchised, the franchisor will ask the franchisee to pay
for the purchase cost, pay a certain amount of compensation, and abide by the
organization’s procedures. Correspondingly, the franchisee will get all the resi-
dual profits of the store, so the franchisee is self-motivated. Therefore, if the
chain store is franchised, there will be no agency problems [13]. However, if they
hire a manager to manage the chain store, due to fixed salary and other reasons,

there will often be agency problems and supervision is needed. So the owner
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needs to choose between them. The closer a chain store is to the corporate
headquarters, the easier it is to supervise. Carney and Gedajlovic argue that
chain stores in the same area facilitate the establishment of regional managers

for supervision, thereby reducing agency costs [14].

3. Research on Legal Issues of Franchising

Franchising is an emerging business model, an economic activity that involves
legal and institutional issues in practice, so many studies on franchising focus on
legal issues. For example, the information disclosure system is an important legal
issue. Before the franchise, there is a serious information asymmetry between the
franchisor and the franchisee. The franchisor may abuse its information in order
to maximize its own interests. And use its dominant position to induce the
franchisee to blindly invest in their franchise system. Solving information asym-
metry and providing sufficient information and reasonable time for the franchi-
see to make rational investment decisions is the key to preventing franchise
fraud and protecting the interests of investors. Legal research is a hot topic in
current franchise research, but most of the professional content is studied by
scholars with legal background. Therefore, I will not elaborate here, only intro-

duce two major legal system issues.

3.1. The Role of Information Disclosure System in Franchising

Foreign research on franchise information disclosure system has been very
sound, including the US FTC format and UFOC format. At present, domestic
research mainly focuses on foreign experience in information disclosure system
to improve China’s information disclosure system. Huang Guangxi believes that
the theoretical basis of the franchise information disclosure system includes in-
formation disclosure is the requirement to achieve contractual justice, and is the
bond that maintains the trust relationship between the franchise operators, which
is conducive to reducing transaction costs [15]. Liu Ying provides advice on the
content and legal responsibilities of information disclosure [16]. Han Xingjuan be-
lieves that the improvement of China’s franchise information disclosure content
mainly includes increasing the content of franchise information disclosure and
making realistic disclosure requirements for income commitment [17].

A healthy development of the franchise market should have a good order. To
create a good market order, we must ensure the integrity of the information dis-
closure system. As the core of preventing franchise risks, information disclosure
provides necessary information for investors’ investment judgment, plays an
important role in preventing fraud and protecting the interests of investors, and
promotes self-discipline of enterprises and facilitates supervision by government
departments. This is the value to sout out and explore the study of information
disclosure system. Meanwhile, the increasingly prosperous franchise market and
its complexity put forward higher requirements for the improvement of China’s

information disclosure legal system. It is necessary for China to learn from its
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own shortcomings, learn from international advanced experience, refine existing
systems, and introduce new good systems in order to promote the further de-

velopment of China’s franchise market.

3.2. Regulation of Franchising by Antitrust Law

Franchising is a business model. Its core content is intellectual property, that is,
business methods and brand effects are its core competitiveness. On the one
hand, the legal monopoly rights enjoyed by the franchisor should be protected;
on the other hand, intellectual property rights are a legitimate monopoly power
and have the possibility of abuse, so the franchise may have the effect of restrict-
ing competition. The actors who restrict competition can easily obtain profits on
the basis of not improving efficiency, suppress the natural competitors, weaken
the fight against various effective competitions, and are not conducive to the
protection of social public interests and consumer rights. It is an obstacle to the
healthy development of the market economy. Therefore, restricting competition
is the object of legislation in each country. The franchise business model should
be included in the review and regulation of the anti-monopoly law. Although the
franchisor restricts the franchisee’s management freedom through the franchise
contract, it is different from the general restrictive competition behavior. Fran-
chising has the rationality and positive meaning of existence, so it is usually treated
as a special kind of intellectual property agreement for each country’s laws.

Xiang Jing [18] believes that restrictive competition in franchising mainly in-
cludes regional restrictions (market segmentation), price collusion, designated
supply issues, and refusal to trade: The regional restriction clause is that the
franchisor and the franchisee often stipulate regional exclusive rights in the
franchise agreement, that is, the franchisor no longer appoints other franchisees
to engage in similar business in the area where the franchisee is located; A sim-
ple understanding of price collusion is price control, which may also cause anti-
trust law issues; The designated supply problem is that the franchisor stipulates
that the franchisee can only obtain raw materials from the designated supplier,
which is not conducive to market competition; The refusal of the transaction is
that the franchisor and the franchisee agree not to sell the franchise to other in-
vestors, which may result in improper resource allocation. Huang Xiaohui be-
lieves that the anti-monopoly law’s regulatory focus on franchising can be sum-
marized as two points: First, it is necessary to establish a statutory principle for
judging whether the competition is legal or not. Second, it is necessary to expli-
citly list excessively restrictive competition prohibited by law [19]. However,
some scholars believe that franchising must have certain conditions to restrict
competition. Rao Yuehong [20] believes that the premise of the anti-monopoly
law applicable to franchising must include the following: 1) Whether the fran-
chisor has market dominance; 2) Whether the franchisor abuses market domin-
ance and judges whether the franchisor has abuses should consider two factors.

One is whether the restrictive competition behavior is predictable, and the other
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is whether the “lock-in effect” is obvious. Predictability refers to whether the
franchisor has shown restrictive competition behavior during the contract stage.
The lock-in effect refers to the franchisee’s high cost if he wants to withdraw
from the franchise system due to the previous investment, that is, although he is
free to enter, he is not free to withdraw.

Through the above analysis, we know that the restrictive competition behavior
in franchising needs to be under certain conditions, and the anti-monopoly law
can regulate the restrictive competition behavior of franchising. The specific
conditions vary according to different market conditions and contractual specif-
ic matters of each franchise company. Therefore, the academic have not had a
specific conclusion, so this has become the most complicated legal issue of the

current study of franchise.

4. Research on the Cost Structure of Franchising

Before analyzing the cost structure of a franchise, you need to understand the
meaning of the two concepts. The initial fee is a one-time fee charged by the
franchisor when the franchise is granted to the franchisee. It reflects the value of
intangible assets such as brands, patents, business know-how, business models,
and goodwill owned by the franchisor. A franchise period is required and only
one initial fee is required [21]. After the special business contract expires, if both
parties renew, the franchisee needs to pay an initial fee for the next franchise pe-
riod. Even if the franchisee breaks the contract, the initial fee will not be re-
funded. Royalties, also known as equity, management fees, etc, are the fees that
the franchisee pays regularly to the franchisor according to certain standards or
proportions in the course of business. It embodies the rights and interests of the
franchisor in the business activities of the franchisee. The amount of royalties
can be a fixed amount, that is, the franchisee is required to pay a certain amount
of fees on a regular basis regardless of the business conditions during the period.
It may also be paid to the franchisor according to the business conditions of the
franchisee, for example, according to a fixed proportion of the franchisee’s
franchise store operating income, operating profit, etc.

In franchising, the fee structure of the franchise fee and the franchise fee is the
result of mutual selection between the franchisor and the franchisee. Foreign
studies on the structure of franchise fees have been around for 40 years, and they
attempt to analyze their components and find the best cost structure. China’s
research on the structure of franchise fees is less, mainly focused on the game
analysis between franchisors and franchisees who hope to achieve their best in-
terests. Therefore, in this chapter, I will mainly introduce the research results of
foreign franchise fee structure, and explore the future research direction based

on their results.

4.1. The Cost Structure of Franchising

Stern and EI-Ansary consider that the fees specified in the franchise contract
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usually include the initial fee and royalties. For franchisors, the setting of these
two fees is particularly important because they account for more than 50% of
their total income [22]. Kaumfnan indicated that the initial fee was paid in one
lump sum at the beginning of the contract [23]. Klein’s study shows that the
transaction fee model considers that the initial fee acts as a collateral in the
franchise relationship, and that the initial fee can be used to prevent the franchi-
see from engaging in opportunistic behavior in the future, that is, encroaching
on the franchisor’s exclusive system-specific assets (such as brand equity) that
resulting quasi-rent behavior. Therefore, the initial fee reduces the trading risk
by pricing the risk in advance [24]. Klein used the transaction cost theory to
prove the positive correlation between the initial fee and the system-specific as-
sets through empirical research [25]. The theory of property rights states that the
initial fee is the remuneration of the franchisor to transfer the system-specific
practical knowledge to the franchisee at the beginning of the contract. At the be-
ginning of the contract, the higher the franchisor’s intangible assets (brand as-
sets), the more rent generated by his actual knowledge, and the higher the initial
fee. Dnes also has a similar view [26]. He believes that the franchisor may com-
pensate for the sunk cost through the initial fee, because when the system-specific
practical knowledge is very important to the success of the franchise, high sunk
costs will occur. At the same time, he further explained the initial fee: the fixed
initial fee and the dedicated investment can attract competitive potential fran-
chisee and thus have a screening function. The higher the initial fee and the spe-
cific investment, the more likely it is to find a franchisee with a higher entrepre-

neurial ability.

4.2. Relationship between Initial Fee and Royalties

The debate about the relationship between the two costs is fierce. Agency theory
believes that under the uncertainty condition, the royalties are set to provide ap-
propriate incentives for the development of the franchisor and the franchisee,
and the franchisor extracts the surplus surplus of the brand value through the
injtial fee [10]. Factors that can reduce royalties will increase the initial fee.
Therefore, the research model of the early principal-agent theory means that the
initial fee as the present value of all downstream future residual profits should be
negatively related to the royalty rate. However, empirical research does not
prove a negative relationship between royalties and initial fees. In contrast, Sen
shows that a significant positive correlation exists between the initial fee and the
royalties [27]. Lafontaine found that the adjustments to the royalty rate and the
initial fee were consistent over time [28]. Although Lafontaine is a researcher
with a proxy perspective, he points out that the franchisor uses the initial fee not
to draw the rent, but to compensate for the cost of recruitment and training.
Those franchisors who provide high levels of initial screening and training may
also provide a high level of ongoing support services. Therefore, if the initial fee

is used to cover the cost of the initial training, and the royalties are used to ex-
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tract the brand value and compensate the franchisor for the ongoing support
services, then the two fees will have a positive relationship. The property rights
theory also believes that there is a positive relationship between the initial fee
and the royalties. The higher the franchisor’s system-specific assets, the more
rent generated by his actual knowledge, and the higher the initial fee. At the
same time, the more intangible investments needed to maintain the brand value
during the contract period, the higher the royalties as residual income rights.
Windsperger’s empirical study of the Austrian charter industry demonstrates the
assertion that the property rights theory pointed out [29]. That is the relation-

ship between initial fee and royalties is positive.

5. Conclusions

By analyzing and summarizing the three hot research issues and research status
of the franchise, the current research characteristics and future research direc-
tions are as follows:

For the emergence of the franchise phenomenon, there is still a lack of a uni-
fied theoretical framework for a comprehensive and reasonable explanation. In
addition to some of the theories mentioned above, there are transaction cost
theory, property rights theory, multi-factor theory, etc. Each theory interpreta-
tion has its rationality, but at the same time it has its defects. In the early days,
this has always been a concern of foreign economic theory research. So far, there
have been few empirical studies on these theories. The future research direction
can proceed from this point and combine with China’s current franchise status.

The legal issues involved in franchising are very complicated. In addition to
the information disclosure law and anti-monopoly law mentioned in this article,
it also covers the departmental laws such as intellectual property law, contract
law, anti-unfair competition law, company law and contract law. In addition to
legislation in each country, the regulation of franchising also includes industry
self-regulation norms and international norms established by international or-
ganizations. The research on this hot spot is based on specific laws, regulations
and regulations. Most of the researchers are from the legal profession, and it is
not recommended for management background scholars to conduct research. Of
course, the legal regulation of franchising is currently a hot spot in the franchise
direction. Most of the papers summarized in this paper are domestic scholars’
papers. Although there are many foreign studies in this field, most of the prac-
tical applications involving the law are not suitable for China’s national condi-
tions, so they can be used as advanced experience for reference.

The fee structure of the franchise is mainly concentrated on the cost compo-
nent. For the business model franchise, the determination of the franchise fee is
particularly important. It is usually the dual manifestation of the franchisor’s
rights and the franchisee’s obligations. When the franchisor signed the contract
with the franchisee, they reached an unrealistic franchise fee. When the franchi-

see was not profitable at all or his profit was only enough to pay a high franchise
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fee, the dispute was occurred. At present, China is in the high-speed develop-
ment period of franchising. There is still little quantitative research on the
structure of franchise fees and its influencing factors. There is no theoretical ba-
sis and operation method that can be used to guide the franchisor to design the
cost structure. The issue of franchise fees is of great significance not only for the
performance of franchise contracts, but also for the success of franchise compa-
nies and franchisees, and the healthy development of franchise systems. There-
fore, relevant research should be conducted on the structure and influencing
factors of China’s franchise fees. At present, some scholars use game theory to
establish models to study the optimization of expenses. Future research can also
discuss how to maximize the interests of both franchisors and franchisees from
the perspective of economics.

At present, in China, the rapid expansion of enterprises through franchising is
in the ascendant, so the in-depth study of the theory will have important guiding
significance for enterprise practice. This also requires us to have a deeper under-
standing of the franchise phenomenon in light of the actual situation of the
Chinese concession enterprise. In the process of theoretical discussion, it is of
great significance to use the relevant enterprise data to empirically test the fran-

chise theory.
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