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Abstract
The paper offers an explanation for the structure of ownership rights in franchising networks which emphasize
the role of intangible assets. By applying the incomplete contracting theory of the ﬁrm we argue that the
structure of ownership rights depends on the distribution of intangible assets between the franchisor and the
franchisee. The higher the franchisor’s (franchisee’s) intangible assets relative to the franchisee (franchisor),
the more ownership rights should be transferred to him. This hypothesis was tested by using data from the
Austrian franchise sector. The empirical results are supportive of the hypothesis.
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1. Problem
The franchise relation involves the sharing of intangible assets between the franchisor
and the franchisee, i.e., the brand name of the franchisor and the local know-how of the
franchisee. These assets represent proprietary knowledge that cannot be easily transferred
because investments in such assets are costly if not impossible to observe and monitor
(Teece 1980). The franchisor faces the problem of maximizing the returns to his intangible assets when they are dependent on local intangible investments of the franchisee.
Therefore, substantial residual risk for local outlets is borne by the franchisee who has
the residual rights of control of the local promotion and services. Since these investments
cannot be speciﬁed in the contract, asset ownership is critical to the market success of
the product or service. The present article focuses on a property rights explanation of
the ownership structure in franchising networks by emphazising the role of intangible
assets as determinant of ownership structure. By applying the incomplete contracting
theory of the ﬁrm (Hart and Moore 1990; Hart 1995) we argue that ownership should
be given to the franchisee when he has to make intangible investments that generate a
large fraction of residual income. Ownership increases the bargaining power concerning
the division of residual income and therefore gives incentives to make intangible ex ante
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investments. The appropriate incentive structure is provided not only by a mix of franchisee fee and royalties but also by additional incentive devices, such as resale price
maintenance, exclusive dealing, exclusive territory and tying arrangements, lease control
and buy back and alienation rights. Based on the incomplete contracting approach we
derive the hypothesis that the structure of ownership rights depends on the distribution
of intangible assets between the franchisor and the franchisee. This hypothesis is tested
in the Austrian franchise sector. The empirical results are supportive of the hypothesis.
The paper is organized as follows: In Sections 2 and 3 we use the incomplete contracting theory developed by Grossman, Hart and Moore to analyze the optimal assignment
of ownership rights between the franchisor and franchisee. Section 4 explains the different ownership rights in franchise agreements that provide incentives for the franchisor
and the franchisee. Finally we test the hypothesis that ownership rights depend on the
distribution of intangible assets which is supported by empirical results in the Austrian
franchise sector.
2. An incomplete contracting view of ownership rights
Under positive transaction costs the assignment of property rights is relevant for the
efﬁciency of resource allocation (Demsetz 1966, p. 64; Pejovich 1995, pp. 82–84). In
this case, the economic agents cannot conclude complete contracts regarding all relevant
circumstances because transaction costs are too high to specify them in the contract
(Schwartz 1992, p. 81). Incompleteness means that there will remain some residual rights
that are not included in the contract. All rights to the asset not speciﬁed in the contract
accrue to the residual claimant (Fama and Jensen 1983).
2.1. Intangible assets as determinant of ownership structure
The asset characteristics relevant for the determination of ownership structure is the
degree of intangibility. Intangible assets refer to knowledge and skills (know-how) largely
stored in the mind of men (Nelson and Winter 1982, pp. 75–76; Itami 1984) that cannot
be codiﬁed and easily transferred to other agents since they have an important tacit
component (Polanyi 1962; Lazaric and Marengo 2000). For instance, if the know-how of
a sales agent cannot be made fungible, it is critical to the market success of the product to
give this person residual rights of control to improve his incentive to undertake intangible
investments.
What are the intangible assets in franchising? The franchisee’s intangible assets refer
to the local know-how, i.e. the franchisee possesses “knowledge of the particular circumstances of time and place” (Hayek 1945, p. 524) that result in efﬁcient marketing strategies in combination with the franchisor’s system-speciﬁc know-how. The franchisor’s
intangible assets refer primarily to the system-speciﬁc know-how as brand name capital
(Klein and Lefﬂer 1981; Norton 1988). If the franchisor’s brand name investments (e.g.
national advertising) are very important to the market success of the product or service,
he has to be given an important ownership stake to provide the necessary investment
incentives.
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2.2. Allocation of ownership rights in franchising
In this section we try to explain the ownership structure between the franchisor and franchisee by emphazising the role of intangible assets as determinant of ownership structure
(Hart and Moore 1990). We consider two cases: In the ﬁrst case agent 0 (franchisor) has
an asset with an high degree of intangibility and agent 1 (franchisee) has an asset with a
low degree of intangibility. Hence agent 1’s asset is relationship-speciﬁc but contractible.
In the second case we assume both assets have a high degree of intangibility.
Case 1: Integration. We assume the only relevant assets are the marketing assets (a0 ,
a1 ). a0 are the system-speciﬁc capabilities (brand name assets) and a1 the local market
know-how. We now examine the case where agent 1 owns the tangible asset aT1 and
agent 0 the intangible asset aI0 . If agent 0 makes an intangible investment in systemspeciﬁc assets and creates residual surplus, agent 1 can expropriate fractions of the
surplus value. Under incomplete contracts the franchisor and franchisee must bargain
for the division of the residual income. Since each agent only receives a fraction of
the residual surplus, they will both underinvest under this allocation of ownership rights
(Hart and Moore 1990, p. 1142). Since only the franchisor has intangible assets that
create the residual surplus, the franchisee can expropriate a large fraction of the total
residual income. Thus under this ownership structure the investment incentive of the
franchisor is signiﬁcantly affected. In this case, the question arises whether the franchisor
should have ownership of both assets. If the franchisor owns both assets, his investment
incentive is increased because he gets a larger fraction of residual income. At the same
time aT1 is contractible and can be easily acquired by the franchisor. Consequently, the
residual rights of control should be given to the franchisor as owner of intangible assets
because he creates the residual income stream.
Case 2: Non-integration. We assume that brand name and local market assets show
a high degree of intangibility (aI0 , aI1 . Therefore the system-speciﬁc know-how and
the local market know-how cannot be speciﬁed in the contract. In this situation the
alternative of giving ownership of both assets to agent 0 (franchisor) is not efﬁcient. If
both marketing assets were internally coordinated, the total residual surplus would be
reduced because the franchisor has not the requisite outlet-speciﬁc capabilities. Hence
the efﬁcient institutional structure is ownership of asset aI0 by the franchisor and of
asset aI1 by the franchisee. Although the total residual surplus is divided between the
franchisor and the franchisee, the franchisor is better off under non-integration because
the franchisee’s higher local market capabilities create a higher residual income which
could not be realized unter integration. Hence the franchisor’s smaller portion of the
larger residual income exceeds his larger portion of the smaller total residual surplus.
To summarize: First, if one of the agents is the holder of an intangible asset and the
other of a tangible asset, the ﬁrst should be the residual claimant and hence the owner
of both assets. Second, if both agents own intangible assets, ownership rights should
be allocated according to the distribution of intangible assets that generate the residual
income stream (Alchian 1987; Pagano 1991). Consequently, if both the franchisor’s brand
name assets and the franchisee’s local market know-how are important for the creation
of the residual surplus, the franchisor should own asset a0 and the franchisee should own
asset a1 .
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3. Incentive effects of ownership rights
We now ask the question which ownership rights provide the appropriate incentives for
the franchisee and franchisor to undertake the necessary investments in intangible assets.
According to the incomplete contracting framework the allocation of ownership rights
should encourage investments in intangible assets that create a large fraction of residual
income. When a franchisee has a strong know-how position, franchise terms should transfer a substantial portion of residual rights to the franchisee. On the other hand, when the
franchisor’s system-speciﬁc investments are very important for the creation of residual
surplus, the franchise contract must transfer a large fraction of ownership rights to the
franchisor to give him incentives to make the requisite marketing investments (Shepard
1993). Incentives are provided by ownership rights that include residual income rights
(royalties and fees) and ownership surrogates that increase the incentive effect of the
diluted residual income rights. Residual income rights are diluted because the residual
surplus is divided between the franchisor and franchisee by the payment of fees and royalties. The following ownership surrogates may exist in franchise relationships: Exclusive
dealing, exclusive territory, tying arrangement, resale price maintanence, lease control,
approval and buy back rights, alienation rights and the right to control the network entry.
In the following we examine the incentive effects of the residual income rights and the
different ownership surrogates.
3.1. Residual income rights
Royalties. By linking the franchisor’s residual income to the franchisor’s investments
in noncontractible assets, he has an incentive to undertake the requisite investments
during the contract period. Therefore, the more important the franchisor’s intangible
investments are relative to the franchisees’s intangible investments, the higher is the
fraction of residual income created by him, and the higher should be the royalties (Rubin
1978; Sen 1993; Lutz 1995). Conversely, the more important the franchisees’ intangible
investments are relative to the franchisor’s intangible investments, the higher should be
their fraction of the residual income and the lower should be the royalties to provide the
necessary incentive for the franchisees.
Initial fees. Initial fees are the remuneration for the system-speciﬁc know-how transferred to the franchisee at the beginning of the contract period. The higher the franchisor’s
intangible assets (brand name capital [Klein and Lefﬂer 198l]) at the beginning of the
contract period, the higher are the rents generated by his know-how and the higher are
the initial fees. In addition, a further proposition about the relationship between fees
and royalties can be derived: The franchisor’s speciﬁc investments depend on the initial
stock of assets because a franchise with a high brand name capital requires more systemspeciﬁc investments to assure a certain franchise value compared to a franchise with a
low brand name capital. Therefore, the higher the franchisor’s brand name capital, the
higher are his intangible investments during the contract period, and the higher are the
fees and royalties as residual income generated by the system-speciﬁc knowhow. These
results are consistent with Dnes (1992a, 1993) view. According to Dnes the franchisor
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may recover his sunk investments through the initial fee because high sunk investments
may arise when the system-speciﬁc know-how is very important for the success of the
franchise. On the other hand, this incomplete contracting view is not compatible with
the agency theory (see Lafontaine, Slade 1998) which predicts a negative relationship
between fees and royalties.
3.2. Ownership surrogates
Exclusive dealing clause. If the franchisee sells competing products that are not part
of the franchise network, the franchisor’s incentive to undertake relationship-speciﬁc
investments will be reduced because the franchisee can beneﬁt from the franchisor’s
investments without paying fees or royalties. In this case, the franchisees appropriate
some of the value of the franchisor’s investment in brand name capital. One solution
of this interbrand free rider problem is to forbid the franchisee to sell competing products or open up additional outlets. Exclusive dealing arrangements are used to prevent
franchisees from appropriating the beneﬁts of the franchisor’s intangible investments and
therefore provide the franchisor with a property right to his marketing investment (Marvel
1982, p. 7; Goldberg 1984, p. 745).
Exclusive territory arrangements. If the franchisor wants to encourage sales efforts
by franchisees that increase the demand for the product and hence the residual surplus,
the franchisor has to design contract terms that enable the franchisee to reap the beneﬁts of its intangible investments (Mathewson and Winter 1994; Muris, Scheffman and
Spiller, 1992, pp. 96–98). Exclusive territory and customer terms create a property right
in intangible assets so that the franchisee can earn returns on investments in local advertising and services. In addition, territorial restraints—especially combined with resale
price maintence—reduce intrabrand free riding and encourage the franchisee to undertake intangible investments (Mathewson and Winter 1998). Furthermore, the franchisor
can transfer the right to control network entry to the franchisees when the investments in
local assets are very crucial for the success of the system (Mathewson and Winter 1994).
Tying arrangement. Tying arrangements are frequently used when quality control
through quality speciﬁcations is very costly (Klein and Saft 1985). The more important
the franchisor’s brand name for the creation of the residual surplus, the more critical
is quality control to protect his intangible investments in the franchise network. Therefore, the tying clause provides an incentive for the franchisor to undertake intangible
investments in his franchise business by ensuring that a minimum quality standard is
maintained at all franchised outlets.
Resale price maintenance. Competition among franchisees can reduce the investment
incentives by creating an externality among franchisees (Klein and Murphy 1988). Resale
price maintanence eliminates this intrabrand free rider effect by reducing consumers’
incentives to buy from franchisees that do not provide the local marketing investments,
such as promotion and after-sale services (Mathewson and Winter 1986, p. 214). Consequently, the resale price maintenance agreement prevents the franchisees from free
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riding and hence creates an incentive for the franchisor to undertake important intangible
marketing investments.
Lease control. Under lease control of the franchisor the franchisee hands over the
business premises upon leaving the network. Due to the quality control and hostage
function it provides high incentives for the franchisor to undertake speciﬁc investments
(Klein 1980; Dnes 1992b). On the other hand, the franchisee will be reluctant to invest
in speciﬁc local assets unless he expects that any future residual surplus in his lease
will be generated for his own account (Adams and Jones 1997, p. 260). Therefore, when
franchisee’s outlet-speciﬁc investments are very important relative to the franchisor’s
system-speciﬁc investments for the generation of residual surplus, lease rights should be
transferred to the franchisee to increase his motivation to undertake speciﬁc investments.
Approval and buy back rights. When a franchised business is sold the franchisor retains
the right to approve the purchaser, frequently he has a right of ﬁrst refusal to acquire the
franchise. The approval and buy back rights ensure that the franchisee cannot expropriate
the quasi rents generated by the franchisor’s intangible assets. In addition, the right of
ﬁrst refusals allows the franchisor total control over an outlet by matching any third-party
offer for it (Dnes 1993, p. 380). Therefore these rights “assure that the franchisor can
recapture a franchise at renewal time without any capitalized brand name value accruing
to the franchisee” (Caves and Murphy 1976, p. 580).
Alienation rights. When the franchise business is sold, franchisee retains the right to
transfer outlet ownership. In addition, when the franchisee dies, the contract may specify
the right to transfer outlet ownership to relatives of the franchisee. These rights provide
an incentive for the franchisee to undertake outlet-speciﬁc investments by expecting to
capture the rents generated by his investments during the contract period.
As a result, ownership rights include both residual rights and complementary ownership surrogates: The franchisor’s incentive to invest in intangible assets (system-speciﬁc
know-how) is higher, the higher the fees are and the more the diluted residual income
rights are compensated by ownership surrogates, such as tying arrangements, resale price
maintenance, exclusivity clauses, lease control, buy back and approval rights. On the
other hand, the franchisee’s incentive to invest in intangible knowledge assets (local
market know-how) is higher, the lower the initial fees and royalties are, and the more
ownership surrogates are included in the franchise agreement, such as exclusive territory arrangement, exclusive customer clauses, lease and alienation rights and the right to
control network entry.
The incomplete contracting approach of the ownership structure in franchising can be
summarized by the following proposition:
The higher the portion of franchisor’s (franchisee’s) investments in intangible knowledge assets (know-how) are relative to the franchisee’s investments to generate the
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residual surplus, the more ownership rights should be transferred to the franchisor
(franchisee):
(a) If the franchisor’s investments in intangible assets (promotion, advertising, management support) are high relative to the franchisee’s intangible assets, the franchisor
should have a large fraction of ownership rights. Therefore, the franchisor should
conclude contracts with ownership rights that strengthen his investment incentive,
such as relatively high initial fees and royalties, exclusive dealing clause, tying
arrangement, resale price maintenance, lease control and buy back and approval
rights.
(b) If the franchisee’s intangible assets (investments in local services, promotion, human
resources and procurement management) are high relative to the franchisor’s intangible assets, the franchisee should have a large fraction of ownership rights as residual
rights of control. Hence the contract should include provisions that increase the franchisee’s investment incentive, such as relatively lower franchisee fees and royalties,
exclusive territory and customer clause, lease rights, alienation rights and option
rights in the case of increasing the number of outlets.
The following testable hypothesis can be derived from this approach:
The allocation of ownership rights depend on the distribution of intangible assets
between the franchisor and franchisee:
(a) The higher the intangible assets of the franchisor are relative to the franchisee, the
higher is the franchisor’s portion of ownership rights. The franchisor’s ownership
position is strengthened by relatively high royalties and fees (as residual income
rights), and resale price maintenance, exclusive dealing clauses, tying arrangements,
lease control, buy back and approval rights (as ownership surrogates).
(b) The higher the intangible assets of the franchisee are relative to the franchisor, the
higher is the franchisee’s portion of the network’s ownership rights. The franchisee’s
ownership position is improved by relatively low initial fees and royalties as residual income rights, and exclusive territory arrangements, exclusive customer clauses,
lease rights, alienation rights and the right to control network entry as ownership
surrogates.
4. Empirical analysis
This study is the ﬁrst empirical evidence that the structure of ownership rights in franchising may be explained by the distribution of intangible assets between the franchisor
and the franchisee. The empirical setting for testing this hypothesis is the franchise sector
in Austria. The data set was collected in 1997. After several preliminary steps in questionnaire development and reﬁnement, including in-depth interviews with franchisors and
representatives of the Austrian franchise association, the ﬁnal version of the questionaire
was pretested with 10 franchisors. The revised questionaire, which incorporated the alterations suggested by the pretest, was mailed to 216 franchisors in Austria. We received
83 completed responses with a response rate of 38.4%.
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4.1. Measures
To test our hypotheses two groups of variables are important: Intangible assets and
ownership rights.
Intangible assets. They refer to the non-contractible system-speciﬁc assets of the franchisor and the outlet-speciﬁc assets of the franchisee. As argued in organization theory,
information and knowledge transfer methods vary with the degree of ambiguity (equivocality) of the decision situation (Daft and Macintosh 1981; Daft and Lengel 1986). As
shown by Simonin (1999), greater ambiguity is associated with assets that are more tacit.
The higher the degree of tacity, the lower is the degree of codiﬁcation of knowledge, and
the more personal (face-to-face) knowledge transfer methods are used, such as telephone,
meetings, visits and personal training. By applying this approach the intangibility of
franchisor’s assets are operationalized by the number of training days per year. A similar
measurement concept was used by Inkpen and Dinur (1998) and Darr, Argote and Epple
(1995). The assumption behind these measures is that as intangibility of assets increases,
so does the number of days of face-to-face interaction. Intangible assets of the franchisee
refer to the franchisee’s local market know-how. The higher the degree of intangibility of
franchisees’ know-how, the larger is the local market knowledge advantage of the franchisee compared with the manager of a franchisor-owned outlet. Therefore, we use the
local market knowledge advantage of the franchisee as indicator of the degree of intangibility of franchisee’s outlet-speciﬁc assets. In the questionnaire the franchisors were
asked to rate on a ﬁve-point scale the franchisee’s local market knowledge advantage
compared with the manager of a franchisor-owned outlet.
Ownership rights. Ownership rights refer to residual income rights and ownership surrogates. Residual income rights are measured by the initial fees and the royalty rate (as
percentage of sales). Ownership surrogates refer to the following contractual arrangements: The ﬁrst group are ownership surrogates that increase franchisor’s investment
incentive: Tying clause, exclusive dealing clause, resale price maintenance, lease control,
approval and buy back rights. If all ﬁve clauses are speciﬁed in the contract, the index of
franchisor’s ownership surrogates is 5. The second group are ownership surrogates that
strengthen franchisee’s investment incentive: Exclusive territory arrangements, exclusive
customer clause, lease rights and option right in the case of increasing the number of
outlets and alienation rights. Hence the measure of ownership surrogates ranges between
0 and 5.
4.2. Results
Table 1 presents descriptive data for the sample. The measures of ownership rights are
presented in Table 1. The mean of royalties is 4.23% and of intial fees is 3.32% (based
on sales). More than 60% of the franchise contracts include exclusive dealing clauses,
exclusive territory clauses, resale price maintenance and alienation rights, and more than
50% of contracts include lease control, buy back and approval rights.
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Table 1. Descriptive statistics
(a) Intangible assets indicators and fees

Annual training days
Franchisee’s local market
knowledge advantage
Initial fees (percentage of sales)
Initial fees (US$)
Royalties (based on sales)

N

Minimum

Maximum

Mean

Standard deviation

73
71

0
1

60
5

15.137
3.8732

12.8941
1.2754

62
79
73

.00
0
.00

28.00
200,000
20.00

3.3216
10,202
4.2305

4.6573
23,233
4.2682

(b) Ownership surrogates in the austrian franchise systems

Resale price maintenance (obligatory)
Franchisee’s outlet option right
(right to control network entry)
Exclusive customer clause
Tie-in arrangement
Franchisor’s lease control
Franchisee’s lease right
Buck back and approval rights
Exclusive dealing clause
Resale price maintenance (facultative)
Alienation right
Exclusive territory clause

N

Relative frequencies

83
39

18
21

82
78
77
77
80
83
82
79
83

39
49
52
53
56
63
68
73
73

4.2.1. Test of hypothesis. Hypothesis: Ownership rights vary with the distribution of
intangible assets. To test the hypothesis ﬁrst we carried out a OLS regression analysis
with royalties as independent variable and annual training days and franchisee’s local
market knowledge advantage as explanatory variables. Based on the hypothesis franchisor’s (franchisee’s) fraction of ownership rights varies positively (negatively) with the
royalty rate. Further, royalty rates are higher, the higher the number of annual training
days and the lower the local market knowledge indicator. Therefore the coefﬁcient of
annual training days (as franchisor’s know-how indicator) has a positive sign and of local
market knowledge advantage (as franchsiee’s know-how indicator) has a negative sign.
Second, if the result of this regression analysis is signiﬁcant, the question to ask is which
relationship exists between royalties and initial fees. Our property rights hypothesis suggests a positive correlation between fees and royalties because higher system-speciﬁc
know-how in the precontract period requires more intangible investments of the franchisor during the contract period to maintain a certain brand name value.
Third, our hypothesis implies complementarity between ownership surrogates and royalties indicating that ownership surrogates increase the incentive effect of diluted residual
income rights. As argued above, ownership surrogates are measured by the index of
ownership surrogates ranging between 0 and 5 for the franchisor and the franchisee. We
differentiate between two groups of franchise systems: Systems with a relatively higher
portion of ownership surrogates of the franchisor and systems with a relatively higher
portion of ownership surrogates of the franchisee. The portion of ownership rights is
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measured by the difference between the index of ownership surrogates of the franchisor
and the franchisee. Hence if this difference is positive, more ownership surrogates are in
the hands of the franchisor, and if it is negative, more ownership surrogates are in the
hands of the franchisee. Complementarities between contractual provisions are tested by
using correlation coefﬁcients (Aurora and Gambordella 1990). Complementarity between
residual income rights and ownership surrogates requires a positive correlation between
the franchisor’s fraction of ownership surrogates and royalities and a negative relationship
between the franchisee’s fraction of ownership surrogates and royalities.
The data provide support for the hypothesis. First, consistent with the hypothesis, the
coefﬁcient of franchisee’s local market knowledge advantage is negative and slightly
signiﬁcant (p < 01) indicating that franchisee’s local market knowledge advantage results
in a higher portion of residual income of the franchisee (see Table 2). Further, the
cooefﬁcient of annual training days is positive and highly signiﬁcant (p < 001) indicating
that more training days due to intangible system-speciﬁc know-how result in a higher
fraction of residual income of the franchisor. In addition, tests for heteroskedasticity were
performed and the hypothesis of homoskedasticity could not be rejected.
Second, the data show a positive and slightly signiﬁcant relationship beween royalties
and initial fees (r = 023 and p = 0087). This is consistent with the property rights
view because initial fees are the remuneration for the transfer of the brand name capital and royalties provide the incentives to untertake intangible investments to maintain
a certain brand name value during the contract period. In addition, the data indicate
complementarity beween royalties and ownership surrogates (r = 0252; p = 0043). To
examine the interactions between the different contractual provisions and royalties in
more detail we carried out a correlation analysis (see Table 3). Positive correlations
exist between the royalty rate and the following provisions: Tie-in clause, resale price
maintenance, buy back and approval rights and lease control. On the other hand, negative correlations arise between the royalty rate and the following contractual provisions:
Exclusive dealing clause, franchisee’s lease right, alienation right, exclusive customery
and territory arrangements and the right to control network entry. Only the negative correlation between royalties and exclusive dealing contradicts the complementarity condition
between royalties and ownership surrogates.
Table 2. OLS regression results
Dependent variable: Royalties
Independent variable
Intercept
Annual training days
Local market knowledge
F
Signiﬁcance
R2
∗∗

Cooefﬁcients
4839∗∗
1761
0443∗∗
(0.04)
−0216+
0405
8023
0001
0236

P < 001 + P < 01; values in parentheses are standard errors.
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Table 3. Correlations between royalties and ownership
surrogates
Ownership surrogates

Royalties

Franchisor
Resale price maintenance
Approval and buy back rights
Lease control
Tie-in arrangement
Exclusive dealing clause

0026
0176
0142
0051
−0165

Franchisee
Exclusive territory
Lease right
Exclusive customer clause
Alienation right
Right to control entry

−0047
−0144
−002
−0323∗∗
−014

∗∗ P

< 001.

4.3. Discussion
This study presents the ﬁrst empirical evidence that the structure of residual income rights
in franchising may be explained by the distribution of intangible assets as ﬁrm-speciﬁc
resources and capabilities. The data suggest that the allocation of ownership rights results
from the different distribution of brand name and local market assets between the franchisor and the franchisee. Ownership rights (as residual rights of control) include not
only residual income rights, i.e., royalties and fees, but also ownership surrogates as
additional devices to increase the incentive effect of the diluted residual income rights.
As suggested by our data, system-speciﬁc assets and the local market know-how have a
strong inﬂuence on the allocation of ownership rights in franchising networks. In addition, to offering a solution to an anomaly in the literature, the property rights view shows
new insights about the relationship between royalties and initial fees. Contrary to the
agency theoretical view, a positive relationship between royalties and initial fees results
from this perspective. According to the property rights theory initial fees are the remuneration for the transfer of system-speciﬁc know-how and royalties are the incentives
to stimulate intangible investments to ensure a certain brand name value. Hence the
higher the brand name capital of the franchise, the more system-speciﬁc investments are
required during the contract period, and the higher are the royalties and fees.
5. Conclusions
The paper offers a property rights explanation for the structure of ownership rights in
franchising networks. We argued that the structure of ownership rights depends on the
distribution of intangible assets between the franchisor and the franchisee. The franchisee’s intangible assets refer to the local market know-how and the franchisor’s intangible assets to the system-speciﬁc know-how as brand name assets. The higher the
franchisor’s (franchisee’s) intangible assets relative to the franchisee (franchisor), the
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more ownership rights should be transferred to the franchisor (franchisee). This hypothesis was tested by using data from the Austrian franchise sector that support the hypothesis. Since the emprical test shows a signiﬁcant relationship between royalties and the
distribution of intangible assets between the franchisor and the franchisee, the next step
should be to include additional explanatory variables from other approaches, such as
agency theory (Rubin 1978; Mathewson and Winter 1985; Lal 1990; Bhattacharyya and
Lafontaine 1995), signalling theory (Gallini and Lutz 1992), screening theory (Dnes
1992b) and transaction cost theory (Williamson 1985; Klein 1980, 1995), to examine the
robustness of our results.
References
Adams, J. N. & Prichard Jones, K. V. (1997). Franchising: Practice and Precedents in Business Format
Franchising, London.
Alchian, A. (1987). “Property Rights.” In: J. Eatwell and M. Newman Millgate (eds.), The New Palgrave,
London, pp. 232–238.
Aurora, A. & Gambordella, A. (1990). “Complementarity and External Linkages: The Strategies of the Large
Firms in Biotechnology.” Journal of Industrial Economics. 38, 361–379.
Bhattacharyya, S. & Lafontaine, F. (1995). “Double-Sided Moral Hazard and the Nature of Share Contracts.”
RAND Journal of Economics. 26, 761–781.
Brickley, J. A., Smith, C. W., & Zimmerman, J. L. (1995). “The Economics of Organizational Architecture.”
Journal of Applied Corporate Finance. 8, 19–31.
Caves, R. E. & Murphy, W. F. II (1976). “Franchising: Firms, Markets, and Intangible Assets.” Southern
Economic Journal. 42, 572–586.
Daft, R. L. & Macintosh, N. B. (1981). “A Tentative Exploration into the Amount and Equivocality of Information Processing in Organizational Work Units.” Administrative Science Quarterly. 26, 207–224.
Daft, R. L. & Lengel, R. H. (1986). “Organizational Information Requirements, Media Richness and Structural
Design.” Management Science. 32, 554–571.
Darr, E. D., Argote, L., & Epple, D. (1995). “The Acquisition, Transfer, and Depreciation of Knowledge in
Service Organizations: Productivity in Franchises.” Management Science. 41, 1750–1762.
Demsetz, H. (1966). “Some Aspects of Property Rights.” Journal of Law and Economics. 9, 61–70.
Dnes, A. W. (1992a). Franchising: A Case-Study Approach, Brookﬁeld.
Dnes, A. W. (1992b). “Unfair’ Contractual Practices and Hostages in Franchise Contracts.” Journal of Institutional and Theoretical Economics. 148, 484–504.
Dnes, A. W. (1993). “A Case Study Analysis of Franchisce Contracts.” Journal of Legal Studies. 22, 367–393.
Fama, E. F. & Jensen, M. C. (1983). “Agency Problems and Residual Claims.” Journal of Law and Economics.
26, 327–348.
Gallini, N. & Lutz, N. (1992). “Dual Distribution and Royality Fees in Franchising.” Journal of Law, Economics
& Organization. 8, 471–501.
Goldberg, V. (1982). “Resale Price Maintenance and the FTC: The Magnavox Investigation.” William & Mary
Law Review. 23, 439–500.
Goldberg, V. (1984). “The Free Rider Problem, Imperfect Pricing, and the Economics of Retailing Services.”
Northwestern University Law Review. 79, 736–757.
Grossmann, S. J. & Hart, O. D. (1986). “The Costs and Beneﬁts of Ownership: A Theory of Vertical and
Lateral Integration.” Journal of Political Economy. 94, 691–719.
Hadﬁeld, G. K. (1990). “Problematic Relations: Franchising and the Law of Incomplete Contracts.” Stanford
Law Review. 42, 927–991.
Hart, O. (1995). Firms, Contracts and Financial Structure, Oxford.
Hart, O. & Moore, J. (1990). “Property Rights and the Nature of the Firm.” Journal of Political Economy, 98,
1119–1158.
Hayek, F. A. (1945). “The Use of Knowledge in Society.” American Economic Review. 35, 519–530.

STRUCTURE OF OWNERSHIP RIGHTS IN FRANCHISING

141

Inkpen, A. C. & Dinur, A. (1998). “Knowldege Management Processes and International Joint Ventures.”
Organization Science. 9, 454–468.
Itami, H. (1984). “Invisible Resources and Their Accumulation for Corporate Growth.” Hitotsubahi Journal of
Commerce & Management. 19, 20–39.
Klein, B. (1980). “Transaction Cost Determinants of ‘Unfair’ Contractual Arrangements.” American Economic
Review, Paper and Proceedings. 79, 356–362.
Klein, B. (1995). “The Economics of Franchise Contracts.” Journal of Corporate Finance. 2, 9–37.
Klein, B. & Lefﬂer, K. (1981). “The Role of Market Forces in Assuring Contractual Performances.” Journal
of Political Economy. 89, 615–641.
Klein, B. & Saft, L. F. (1985). “The Law and Economics of Franchise Tying Contracts.” Journal of Law and
Economics. 28, 345–361.
Klein, B. & Murphy, K. M. (1988). “Vertical Restraints as Contract Enforcement Mechanisms.” Journal of
Law and Economics. 31, 265–297.
Lafontaine, F. (1992). “Agency Theory and Franchising: Some Empirical Results.” RAND Journal of Economics. 23, 263–283.
Lafontaine, F. & Slade, M. E. (1998). “Incentive Contracting and the Franchise Decision.” NBER Working
Paper, September 1998.
Lal, R. (1990). “Improving Channel Coordination Through Franchising.” Marketing Science. 9, 299–318.
Lazaric, N. & Marengo, L. (2000). “Towards a Characterization of Assets and Knowledge Created in Technological Agreements: Some Evidence from the Automobile Robotics Sector.” Industrial and Corporate
Change. 9, 53–86.
Lutz, N. A. (1995). “Ownership Rights and Incentives in Franchising.” Journal of Corporate Finance. 2,
103–130.
Marvel, H. (1982). “Exclusive Dealing.” Journal of Law and Economics. 25, 1–25.
Marvel, H. & McCafferty, P. (1984). “Resale Price Maintenance and Quality Certiﬁcation.” RAND Journal of
Economics. 15, 346–359.
Mathewson, F. & Winter, R. (1985). “The Economics of Franchise Contracts.” Journal of Law and Economics.
28, 503–526.
Mathewson, F. & Winter, R. (1986). “The Economics of Vertical Restraints in Distribution.” In J. Stiglitz and
F. Mathewson (eds.), New Developments in the Analysis of Market Structure, New York, pp. 210–236.
Mathewson, F. & Winter, R. (1994). “Territorial Restrictions in Franchise Contracts.” Economic Inquiry. 32,
181–192.
Mathewson, F. & Winter, R. (1998). “The Law and Economics of Resale Price Maintenance.” Review of
Industrial Organization. 13, 57–84.
McCarthy, J. T. (1970). “Trademark Franchising and Antitrust: The Trouble with Tie-ins.” California Law
Review. 58, 1085–1119.
Muris, T. J., Scheffman, D. T., & Spiller, T. (1992). “Strategy and Transaction Costs: The Organization of
Distribution in the Carbonated Soft Drink Industry.” Journal of Economics & Management Strategy. 1,
83–128.
Nelson, R. & Winter, S. (1982). An Evolutionary Theory of Economic Change, Cambridge.
Norton, S. W. (1988). “Franchising, Brand Name Capital, and the Entrepreneurial Capacity Problem.” Strategic
Management Journal. 9, 103–114.
Pagano, U. (1991). “Property Rights, Asset Speciﬁcity, and the Division of Labour under Alternative Capitalist
Relations.” Cambridge Journal of Economics. 15, 315–342.
Pejovich, S. (1995). Economic Analysis of Institutions and Systems, Dordrecht, Boston.
Polanyi, M. (1962). Personal Knowledge: Towards a Post-Critical Philosophy, New York.
Rubin, P. (1978). “The Theory of the Firm and the Structure of the Franchise Contract.” Journal of Law and
Economics. 21, 223–233.
Schwartz, A. (1992). “Legal Contract Theories and Incomplete Contracts.” In L. Werin and H. Wijkander
(eds.), Contract Economics, Cambridge, pp. 76–108.
Sen, K. C. (1993). “The Use of Initial Fees and Royalities in Business-Format Franchising.” Managerial and
Decision Economics. 14, 175–190.
Shepard, A. (1993). “Contractural Form, Retail Price, and Asset Characteristics in Gasoline Retailing.” RAND
Jounal of Economics. 24, 58–77.

142

WINDSPERGER

Simonin, B. L. (1999). “Transfer of Marketing Know-how in International Strategic Alliances.” Journal of
International Business Studies. 30, 463–490.
Teece, D. J. (1980). “Economies of Scope and the Scope of the Enterprise.” Journal of Economic Behavior
and Organization. 1, 223–247.
Williamson, O. E. (1985). The Economic Institutions of Capitalism, New York.

