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I am very pleased to be invited to share with you some of my 

thoughts about the Commission's role in the franchise industry, 

an important and integral part of our economy. 

In my remarks, I will first provide an economic perspective 

on franchising as an organizational form and how this perspective 

informs the nature of franchise law. I will then discuss the 

Commission's Franchise Rule enforcement program, stressing in 

particular the need for federal-state cooperation. Finally, I 

will share some of my thoughts with you concerning the newly 

revised Guidelines for preparing the Uniform Franchise Offering 

Circular (UFOC). 1 

An Economic Perspective on Franchising 

Franchising first came into use in the late nineteenth 

century and has become widespread in the last forty years, now 

accounting for a tremendous one-third of all retail sales. 2 The 

conventional organizational form of franchising lies between 

independent contracting and centralized intra-firm employment, 

and has elements in common with both extremes. On the one hand, 

the franchisor often exercises a great deal of control over the 

The views I express here are, of course, my own and are 
not necessarily shared by any other Commissioner or Commission 
staff. Also, I would like to acknowledge the help of Thomas N. 
Dahdouh, Richard Quaresima and Kathryn Fahnline. 

2 u.s. Department of Commerce, Franchising in the Economy 
1985-87, at 14 (1987). 
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operations of the franchisee. On the other hand, the franchisee 

typically owns the bulk of the assets of the franchise. 

Both parties contribute to this unique business 

relationship. The franchisor brings a unique way of doing 

business, which is embodied by the trade name. The franchisor's 

continuing role is to preserve the value of the trade name and 

assist in starting up and maintaining the franchises. 3 The 

franchisee, on the other hand, brings to the relationship capital 

and managerial skills. 

Other than these basic components, the term "franchising" 

encompasses a wide range of control by the franchisor. As even a 

brief look at the Franchise Rule's definition of the term 

"franchise" reveals, 4 franchising encompasses situations as 

diverse as a McDonald's -- with a valuable trademark, stiff 

requirements for quality controls for franchisees and substantial 

assistance to franchisees -- to a business opportunity offer with 

less control over purchasers for example a company that sells 

vending machines along with a continuing supply of products to be 

stocked in those machines and a promise to secure sites for the 

machines. 

Franchising, it has been argued, solves various problems 

encountered in alternative organizational forms such as company-

owned stores or contracts to use brand names without any 

3 The franchisee has an incentive to cut quality since he 
will not bear the full costs of his actions. 

4 16 CFR S 436.2(a). 
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controls. The first problem is known in economics as the 

"principal-agent" problem. In a nut shell, it is difficult for 

the principal to devise incentive schemes that encourage the 

agent to provide the optimal amount of effort. In this setting, 

the owner of a brand-name might find it difficult to motivate the 

managers of company-owned stores to provide the optimal level of 

effort and, consequently, may be forced to engage in costly 

monitoring of company-store managers. 

This is a particular problem when the environment (demand) 

is variable, since this characteristic of the environment makes 

it more difficult to distinguish shirking from low demand. This 

principal-agent concern suggests that a businessperson might be 

better off just selling the brand name and accompanying knowledge 

rather than creating company-owned stores. At least in theory 

the right to use a brand name could be sold; however, such a sale 

could lead to debasement of the brand name through lower quality 

-- effectively the buyer could "free ride" on the franchisor's 

brand name reputation. Franchising attempts to address both 

these problems because the franchisee is the residual claimant, 

i.e. she keeps the profit remaining after expenses have been 

paid. Therefore, franchisees have a greater incentive to both 

expend effort and minimize costs. 5 They may also have better 

information regarding local conditions, such as local labor 

markets. Based on this explanation, some researchers argue that 

5 The debasement problem can also be attenuated if the 
manager is an owner who posts a bond in the form of a franchisee 

_ fee and site-specific investments. 
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