MANAGERIAL AND DECISION ECONOMICS
Manage. Decis. Econ. 36: 33-43 (2015)

Published online in Wiley Online Library
(wileyonlinelibrary.com) DOI: 10.1002/mde.2704

Formula Pricing and Profit Sharing in
Inter-Firm Contracts®

Roger D. Blair™* and Francine Lafontaine”

“Department of Economics, University of Florida, Gainesville, FL, USA
YWilliam Davidson Professor of Business Economics and Public Policy Ross School of Business, University of Michigan,
Ann Arbor, MI, USA

Ronald Coase viewed transaction cost minimization as a central goal of contracting and or-
ganizational decisions. We discuss how a solution to the traditional successive monopoly
problem that has not been discussed in the literature can economize on such costs. Specifi-
cally, we show that when we allow for profit sharing between upstream and downstream
firms, a simple formula pricing contract can be used to generate the vertically integrated
level of profits. This simple contract, empirically, would take the form of the standard linear
wholesale price contracts that are ubiquitous in vertical contexts, even those where we
might expect successive monopoly to be an issue. We discuss the advantages of the proposed
contract from a transaction cost perspective. We also discuss some of its limitations, in par-
ticular the likelihood of misrepresentation of costs, and ways in which such misrepresenta-
tion might be addressed in the contract. Copyright © 2014 John Wiley & Sons, Ltd.

1. INTRODUCTION

Ronald Coase’s introduction of the concept of transac-
tion costs in economics has had a profound impact on
the study of numerous economic phenomena. In in-
dustrial organization, this impact has manifested itself
in an important way in the work of authors who study
how firms choose to organize their operations. Much
of the literature on this topic, especially the work that
followed on important contributions of Williamson
(1971) relating transaction costs to asset specificity
and hold-up potential, has focused on the question of
vertical integration versus market transactions or what
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is often called the make-or-buy decision. Moreover,
indeed, a vast empirical literature has established the
importance of asset specificity and related factors in
firms’ decisions to produce inputs in house or not."

Interestingly, in this literature, the notion of
what constitutes non-integration varies widely ac-
ross applications (Lafontaine and Slade, 2007). In
some cases, the alternative to vertical integration
is the kind of arms-length procurement that was
envisioned in much of the theoretical literature.
However, in many other cases, including the liter-
ature on franchise contracts, which we focus on in
the succeeding texts, the non-integration option in-
volves detailed, explicit long-term contracts, with
duration, renegotiation or other adaptation clauses,
spelled out termination circumstances and obliga-
tions, and so on. In yet other cases, the contracts
are much shorter, in terms of details and duration.
Finally, inter-firm relationships often also entail
implicit agreements.>
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Meénard (2004, footnote 3) recounts how in a private
conversation, Coase once expressed puzzlement at
Ménard’s use of the term ‘strange forms’ in the title
of a journal article. Ménard (1996) had used this term
in his title to describe the kind of organizational forms
that lie between the extremes of spot market transac-
tions and vertical integration, organizational forms that
Williamson (1991) referred to as hybrids. Coase
pointed out to Ménard that these were not really
strange, that they might in fact represent the dominant
form of doing business. Indeed, Coase had a deep in-
terest in the study of these organizational forms, which
he articulated clearly in his Nobel Prize lecture (Coase,
1991, 1992): “The process of contracting needs to be
studied in a real world setting. We would then learn
of the problems that are encountered and of how they
are overcome and we would certainly become aware
of the richness of the institutional alternatives among
which we have to choose.” Many of the activities he
engaged in during the later years of his career, includ-
ing his role in making more contracting data available
to researchers and his role as founding member and
first president of the International Society of New Insti-
tutional Economics (ISNIE), can be explained by his
desire to facilitate and encourage empirical work on
firms’ contracting practices and organizational deci-
sions, or what he referred to as ‘the institutional struc-
ture of production’.® This interest also led him to
participate in a conference on franchising organized
by Francine Lafontaine and Scott Masten at the Uni-
versity of Michigan in 1994. In private conversations
with Lafontaine, Coase mentioned how distribution
and franchise contracts were of particular interest to
him because they were a context where one could ob-
serve and, through thorough analysis, hope to under-
stand the rationale for a good number of inter-firm
contracting practices.

In this paper, we examine a traditional contracting
problem that is apt to arise in vertical relationships such
as franchising, namely the successive monopoly or
double marginalization problem.* Traditional contrac-
tual solutions to this problem — such as two-part tariffs
and resale price maintenance — start from the presump-
tion that the franchisor or upstream firm would obtain
all channel profits under vertical integration and thus
will aim to extract the same under separation. How-
ever, discussions with industry participants suggest
that (at least some) franchisors choose to leave above
normal returns with their franchisees.” We therefore
discuss how, once we allow firms to share profits rather
than require that all profits accrue to the upstream firm,
a simple linear wholesale pricing contract, that is, the
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type of contract that is typically observed in beer, gas-
oline, car and other distribution networks, in fact can
yield the same level of profits overall — and in some
cases even greater level of profits — as can be obtained
under vertical integration.® Because the wholesale
price that the firms should set is determined via a spe-
cific formula in our proposed solution, we refer to our
solution as a formula pricing contract. We show that
the proposed formula pricing contract has several ad-
vantages, from a transaction cost perspective, over
the more standard approaches to organize the vertical
channel. We also discuss some of its limitations, in par-
ticular the likelihood of misrepresentation of costs and
its implications, as well as ways in which such misrep-
resentation might be addressed in the contract.

The paper is organized as follows. In the next sec-
tion, we discuss the successive monopoly problem
and its standard solutions along with their applicability
in the context of franchising. In Section 3, we describe
the profit-sharing formula pricing contract. In Section
4, we discuss the performance characteristics of this
contract, especially its transaction cost advantages
and potential incentive effects. Finally, in Section 5,
we discuss how the informational requirements for
this contract compare with those of standard solutions.
In particular, we show that the parties to the contract
will have incentives to misrepresent their costs here
as well, and we discuss some contractual mechanisms
that can be used to mitigate this problem. We conclude
in Section 6.

2. FRANCHISING AND SUCCESSIVE
MONOPOLY

In traditional franchising, manufacturers of differentiated
goods distribute their products through networks of geo-
graphically dispersed franchised dealers.” The franchi-
sor’s profit from its dealer network flows from the
markups that it earns on the products sold to franchisees.
In business format franchising, in contrast, franchisees
pay a percentage of their revenues in the form of running
royalties. In either case, if there is room for only one dis-
tributor or one franchisee in a local market, each franchi-
see will have some exclusivity rights. This means that
each franchisee has some degree of monopoly power lo-
cally, which, under a linear wholesale price contract and
without further controls, gives rise to higher prices, and
lower quantities, than the franchisor would prefer.®

In the presence of this problem, a manufacturer’s
profits will improve if it vertically integrates.” Ownership
integration across successive stages of production and
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distribution is not without cost, however (Coase, 1937).
First, the integrated operation may experience manage-
rial diseconomies as spans of control are extended in
the face of asymmetric information and bounded ratio-
nality on the part of decision makers (Williamson,
1973). Second, capital costs may increase if lenders
and investors are not convinced that sufficient expertise
exists for the efficient operation of multiple stages of pro-
duction simultaneously (Williamson, 1974). Finally, in
some industries and jurisdictions, such as car retailing,
gasoline sales and alcoholic beverage distribution in sev-
eral US states, vertical integration may be prohibited. For
all these reasons, firms confronted with successive
markups may need to resort to contractual alternatives
to ownership integration. '

The contractual solutions to the successive monop-
oly problem that have been discussed most in the liter-
ature are two-part tariffs, maximum resale prices, and
performance standards (minimum output) (refer to,
e.g. Blair and Kaserman, 1981, 1983; Blair and Lafon-
taine, 2005; Belleflamme and Peitz, 2010).

2.1. Two-Part Tariffs

Under a two-part tariff, the distributor in a traditional
franchise must pay a fixed fee upfront (or per period)
in addition to a per unit wholesale price. In order to
maximize its profits, the manufacturer would set the
per unit wholesale price equal to the marginal cost of
production. The distributor would then sell the joint
profit maximizing quantity and realize operating
profits equal to the vertically integrated profits. The
manufacturer then would set the fixed fee equal to that
profit. From the manufacturer’s perspective, the eco-
nomic results are economically equivalent to those
with ownership integration.

The two-part tariff thus appears to be a straightfor-
ward way for a franchisor to extract all of the eco-
nomic profit and leave the franchisee with no more
than a competitive return. There seems to be much to
recommend it. However, empirically, the two-part tar-
iff solution has not been adopted by franchisors or, as
best we can ascertain, in vertical channels more gener-
ally. Indeed, upfront fixed fees are a standard compo-
nent of business format franchise contracts, but they
represent only a small proportion of franchisee pay-
ments to franchisors — usually less than 10% over the
duration of the contract. Instead, the bulk of business
format franchisor revenues arise from royalties on
sales. Given its low level, it seems unlikely that the
fixed fee component of these contracts can be a means
to extract all the profits that would be left with the

Copyright © 2014 John Wiley & Sons, Ltd.

franchisee if input prices were set at the manufac-
turer’s marginal cost of production (or acquisition if
the inputs are obtained from suppliers). In fact, the
level of the fixed fees in business format franchising
is explained in the literature rather simply by the fran-
chisor’s desire to recoup the cost of setting up and
training new franchisees (refer to Blair and Lafon-
taine, 2005, p. 59 for more on this).11 Similarly, to
our knowledge, fixed fees are not used extensively in
traditional franchising. To the extent that two-part tar-
iffs are used in some cases, the fixed fee appears to be
more of a bond to ensure compliance (Caves and
Murphy, 1976).'?

A transaction cost perspective can perhaps shed
some light on why two-part tariffs are not used more
frequently. In particular, differences in expectations
about demand, and differences in attitudes towards
risk and in discount factors, will make it difficult to as-
certain ex-ante and agree on the right fee to charge,
whether a fixed fee is to be charged upfront, or on an
ongoing basis. In addition, there is the potential for
franchisor ex-post opportunism with a lump-sum fran-
chise fee or any ex-ante agreed upon ongoing fixed
fees. For example, once the franchisor has extracted
all of the future profits or the franchisee has signed a
note promising the same over time, the franchisor’s in-
centives to spend time and effort on maintaining prod-
uct quality and advertise on behalf of the franchise
system are reduced. Additionally, when it comes to
high upfront fees, potential franchisees may be wealth
constrained. Of course, franchisees could borrow from
third parties, and many do. This raises some selection
and incentive issues as the franchisee may default on
this loan."? Moreover, Klein (1995) posits that con-
tract law and the good faith obligation of the Uniform
Commercial Code imposes a duty on a franchisor in
all states for good faith and fair dealing (p. 29) and that
this obligation makes it difficult to request the kind of
large lump-sum fees that would be needed here. Fi-
nally, where a manufacturer faces different franchisees
with different levels of demand, the fixed fee would
have to be specific to each market. All these complica-
tions make the fixed upfront fee a less ideal solution to
the problem at hand than it might seem to be.

2.2. Maximum Resale Prices

The imposition of maximum resale prices is another
contractual alternative to vertical integration that has
been discussed extensively in the literature. With this
strategy, the franchisor sets the maximum resale price
equal to the joint profit-maximizing price. Now, the
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franchisee will not be able to impose a second margin
or increase the price above the level desired by the
franchisor. The franchisor extracts all of the economic
profit by setting a wholesale price below the specified
resale price by just enough to leave a competitive
return for the franchisee. While this would lead, in the-
ory, to the same level of output and consumer welfare
as vertical integration (Blair and Kaserman, 1981;
Blair and Fesmire, 1986), and in that sense is desirable
from a welfare perspective, the Supreme Court de-
cided in its Albrecht v. Herald Company opinion in
1968 that maximum resale price fixing was unlawful
per se under the Sherman Act. This decision was se-
verely criticized for nearly 30years by antitrust law
and economics scholars. In its 1997 decision in State
Oil Company v. Khan, the Supreme Court now has
overturned Albrecht and made maximum resale price
fixing subject to the rule of reason. For all intents
and purposes, this ruling permits maximum resale
price restraints under US antitrust laws. Maximum re-
sale prices thus would appear to provide a safe solu-
tion to the successive monopoly problem. However,
appearances may be deceiving as some state laws as
well as industry-specific laws can still make maximum
resale pricing risky for manufacturers. For example,
the Florida statute governing motor vehicle licenses
(Fla. Stat. §320.60-320.70), in section 320.3209, stip-
ulates that dealer coercion is prohibited, and that “A
manufacturer or distributor may not coerce or attempt
to coerce a dealer to: ...(c) Take any action that is un-
fair or unreasonable to the dealer.” In its discussion of
repair work, the law further stipulates that a manufac-
turer shall not require, influence, or attempt to influ-
ence a motor vehicle dealer to implement or change
the prices for which it sells parts or labor in retail cus-
tomer repairs. That a car dealer in Florida could use
this statute to argue against the imposition of maxi-
mum resale prices remains a distinct possibility, in
our view. In addition, in contexts where the manufac-
turer sells in different types of markets, the local fran-
chisee may be better informed about the best pricing
policy. Moreover, setting explicitly different whole-
sale and maximum prices for different markets could
lead to disputes with franchisees and potential litiga-
tion as well, including suits under the Robinson
Patman Act.

2.3. Performance Standards

Another familiar solution to the successive monopoly
problem involves setting a performance standard, i.e.
specifying the quantities that the exclusive distributor
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must sell. Setting this quantity at the joint profit max-
imizing level ensures that the distributor will charge
the optimal resale price. Combined with the appropri-
ate wholesale price, this contract will allow the manu-
facturer to obtain all of the economic profit and leave
the distributor with only a competitive return. Thus,
this contract also seems to be a perfect substitute for
vertical integration. Unfortunately, the same state laws
that can make maximum resale pricing risky may treat
performance standards perhaps even more harshly. In
a recent assessment of motor vehicle dealership regu-
lations, Lafontaine and Scott Morton (2010) reported
that all but two US states prohibit manufacturers from
requiring that dealers accept vehicles they have not or-
dered. These state laws thus reduce the manufacturer’s
ability to impose performance standards. Moreover,
the same difficulties arise in terms of informational is-
sues related to local demand when it comes to tailoring
the performance standards across markets.

None of the solutions to the successive monopoly
problem described in the preceding texts contemplate
sharing the jointly maximized profits between the man-
ufacturer and the distributor. Under all proposed alterna-
tives, all profit goes to the manufacturer. This may not
be surprising in a context where the distributor has no
unique attributes. Competition among identical poten-
tial distributors would lead to zero economic profits
downstream. In the literature, the implicit assumption
of homogenous potential distributors indeed leads to
the presumption that the manufacturer has all the
bargaining power. However, the distributor (franchisee)
in the successive monopoly model earns supra-
competitive profit in the absence of vertical integration.
Consequently, the distributor lacks any incentive to ac-
cept an agreement that assigns full profit to the manufac-
turer (franchisor). In contexts where vertical integration
may be difficult to achieve because of legal and other
concerns, it becomes particularly important for franchi-
sors to find franchisees and convince them to become
part of the manufacturer’s exclusive distribution net-
work. Presuming that this can be achieved without leav-
ing some rent with the franchisee is unrealistic."*
Moreover, if local demand and costs are not observed
with certainty by the manufacturer, a franchisee whose
profits are extracted generally via the contract may
choose to exert less effort than would be optimal from
the manufacturer’s perspective. Indeed, the self-
enforcement literature on franchising suggests that leav-
ing some profit with the franchisee will ensure that they
have reason to put forth effort and generally behave as
the franchisor would want (Klein and Leffler, 1981;
Klein and Murphy, 1988; Kaufmann and Lafontaine,
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1994; Klein, 1995). The simple framework in the pre-
ceding texts, with given demand and costs, does not
leave any role for franchisee incentives. However, these
are a central theme in the literature on why firms fran-
chise and, in the process, grant some monopoly power
to their franchisees (Blair and Lafontaine, 2005). The
reason, according to this literature, is that the franchisor
can earn greater profits thanks to the greater franchisee
effort in generating sales or cutting costs than what they
could earn under company ownership, and this, despite
the fact that the franchisee might earn some economic
profit as well.

In what follows, we explore a contractual arrange-
ment that (1) leads each firm to pursue independent
profit maximizing policies that will result in the maxi-
mum joint profits; (2) allocates a specified share of these
maximized joint profits to each party to the contract; (3)
automatically adjusts to differences or changes in final
output demand and to changes in production or distribu-
tion costs. A contractual arrangement exhibiting these
characteristics reduces potential transaction costs in im-
portant ways. To make the analysis more comparable to
what is done typically in the literature, we abstract from
incentive issues in describing the contract and its prop-
erties in the succeeding texts. However, we would argue
that because it involves profit sharing, the proposed con-
tract also has the advantage of providing much stronger
incentives downstream. For both of these reasons, in our
view, it provides a better alternative to ownership inte-
gration than the standard contractual solutions described
in the preceding texts.

3. FORMULA PRICING AND PROFIT
SHARING

Once one allows for the possibility that the problem
might be reformulated to allow for the distributor to
earn some profits, it is straightforward to show that
successive markups can be avoided with an agreement
to share the downstream profits according to some
sharing rule, for example, a and (/ — a). As described
in Belleflamme and Peitz (2010), assuming that the
manufacturer sells the product to its franchisees at
their marginal cost of production (or purchase price
as they are purchased from suppliers), the two firms
will achieve the vertically integrated level of profits.
As is well known, ex-post transfers then can be used
to obtain the desired shares of profits for both parties.
However, here again, large lump-sum transfers ex-
post from distributors back to manufacturers or from
franchisees to franchisors seem to be the exception
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rather than the rule in franchise and other distribution
contracts. Perhaps this is because the manufacturer
runs some risk of franchisee or distributor opportun-
ism under this type of arrangement, that is, once the
product has been sold to the distributor. More impor-
tantly, the manufacturer can avoid this risk by using
a formula pricing contract, namely a standard (linear)
wholesale pricing contract that implements the desired
profit sharing rule directly. Such a contract would
work in the following way. The manufacturer’s profit
(zp) from producing and selling its output at wholesale
to a given franchisee is

mp = W(Q)Q-CpQ e

where Q denotes the quantity sold through the fran-
chise, W(Q) is the wholesale price, and Cp is the con-
stant average and marginal cost of production.'® The
franchisee’s profit (mp) is

mp = P(Q)Q-W(Q)Q-CpQ 2

where P(Q) is the retail price, and Cp, is the constant
average and marginal cost of performing the retail dis-
tribution function. If production and distribution were
conducted by a vertically integrated firm, the profits of
the combined operation (m;) would be

m = P(Q) Q- CprQ-CpQ. 3)

Our goal is to devise a linear pricing contract that
will do two things: (1) generate combined profits equal
to the maximized value of (3), z;* and (2) assign
shares of these profits equal to a and 1 — a to the fran-
chisor and the franchisee, respectively, where
0 < a < I. This assignment of profit shares can be ac-
complished through setting the correct wholesale
price. In particular, if we set zp=oar; and solve for
W, we obtain

W:Cp+ a(P—Cp—CD). (4)

In other words, the franchisor would set the whole-
sale price equal to the cost of production plus the
agreed upon share, a, times the optimal integrated mo-
nopoly markup over all costs. If the franchisor ensures
that the wholesale price is set according to (4), it will be
assured of realizing o of the profits available to a verti-
cally integrated monopolist. Moreover, by substituting
(4) into (2), we can confirm that 7, = (1 — @)x;. That is,
the contract described in (4) automatically assigns a
share (1 — a) of the integrated profits to the franchisee.

Under the terms of the linear pricing contract (4),
each party receives profits that are proportional to the
profits that would occur under vertical integration.
As a result, independent profit maximization by each
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of the two separate firms leads to combined profits of
n,*.m With such a contract, the franchisor—franchisee
contract negotiations are greatly simplified for two
reasons: First, as long as both parties have the same in-
formation regarding costs and demand, all changes in
demand and costs are accommodated automatically
in the formula. Second, the contract provides internal
incentives for joint profit maximization, that is, it elim-
inates the output restriction associated with successive
monopoly.

Figure 1 illustrates these results for the case of a
linear demand curve. A vertically integrated firm
would have average (and marginal) cost equal to
Cp + Cp. The profit maximizing solution, here again,
is to produce Q; units and charge P; per unit at the
downstream stage. In the absence of vertical integra-
tion, if the franchisor and the franchisee sign a for-
mula price contract wherein the wholesale price is
determined by Equation (4), the franchisee’s realized
marginal cost curve is MC, which is negatively
sloped.17 In effect, the contract rotates the realized
marginal cost curve clockwise around the intersection
of MR and the sum of Cp+ Cp (the true marginal
costs of production and distribution). The greater
the value of a (the franchisor’s share of the maxi-
mized joint profits), the greater the degree of rotation
of the franchisee’s realized marginal cost.'® It is this
alteration of the franchisee’s realized marginal cost
that circumvents the output restriction associated with

successive monopolies. The franchisee is discouraged
from reducing its output below Q; because such an out-
put restriction reduces its realized costs by less than the
loss in revenue. Equivalently, the franchisee is encour-
aged to produce the joint profit maximizing output
because producing less causes realized marginal cost
to rise.

The linear wholesale pricing contract just described
achieves the desired level of profit sharing and yields
the same total profits as vertical integration does. This
seems to provide an appealing solution to the problem
of successive monopoly in traditional franchising,
where franchisors earn most of their revenues from
the sale of their products to franchisees. It also pro-
vides a workable solution for other contexts where a
manufacturer distributes its products through a reseller
or purchases inputs from suppliers and resells them to
franchisees.

Royalties that are defined as a percentage of
downstream sales, which are the norm in business
format franchising contracts, give rise to the same
double marginalization problem as in the standard
successive monopoly case, however. Thus, royalty
on sales contracts cannot yield the level of profits as-
sociated with vertical integration (refer to Blair and
Lafontaine, 2005, ch. 4). In other words, a business
format franchisor that could replace its sales royalties
with input markups might do well to do so.'® Indeed,
Chicken Delight, as a business format franchisor,

CP+CD

Q

Figure 1. An illustration.
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charged no royalties on sales and obtained all its rev-
enues from the sale of inputs to its franchisees, in-
puts that the franchisor, in turn, procured from the
market. Its franchisees were precluded from buying
these items from other sources. Siegel, one of its
franchisees, sued Chicken Delight, complaining that
he was being overcharged for these products. The
court found that even though Chicken Delight had
no separate charge for using its franchise system,
the franchise itself served as a tying product while
the other inputs the franchisee was required to buy
were tied products.20 This decision, in effect, made
it impossible for business format franchisors to use
the type of linear wholesale or formula pricing that
we have shown would avoid the double margin
problem.?!

4. PERFORMANCE CHARACTERISTICS OF
THE FORMULA PRICING CONTRACT

In this section, we explore the performance character-
istics of the formula price contract, starting with the
advantages of this contract from a transaction cost per-
spective. We also explore specific incentive advan-
tages of this type of contract.

In terms of minimizing transaction costs, the for-
mula price contract exhibits three desirable perfor-
mance characteristics.

First, it facilitates the negotiation process by fo-
cusing attention on a single parameter, a. With the
manufacturer and distributor each automatically
driven to produce the joint profit maximizing quantity,
there is no need to specify in advance the price
and output of the intermediate product. The parties
to the contract need only settle on mutually
agreeable shares of the resulting maximized profit
to define what will be the pricing schedule (as a
function of costs), thereby keeping down the
transaction costs associated with the contracting
process.

Second, the formula price contract reduces trans-
action costs by economizing on the information
needed for contract specification. Again, because
of the incentive structure that automatically leads
the two firms to produce the joint profit maximizing
output, and contrary to most other contractual solu-
tions, the parties to the contract do not require in-
formation on final product demand in order to
specify the terms of the contract. That is, the share,
and thus a central aspect of the contract, can be ne-
gotiated prior to the revelation of information
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regarding P(Q) and costs. As a result, the same
share agreement also can be used across locations
facing somewhat different demands and costs.

Third, once the formula price contract is in
effect, changes in final output demand or in costs
at either stage will be reflected appropriately in
the new optimal prices and outputs fostered by the
contract. That is, the contract will automatically
accommodate changes in P(Q), Cp, or Cp, encour-
aging the parties to the contract to adjust to the
new joint profit maximizing solution. Moreover,
the firms’ realized shares of the new optimal profit
will remain at the agreed upon values of a and
1 —a. No renegotiation is required as a result of
dynamic changes in final product demand or
costs.?? In this respect, the formula price contract
appears to operate in a fashion that is identical to
the ownership integration alternative and less costly
than the other contractual alternatives, all of which
require setting new terms, be they prices, quanti-
ties, or fixed upfront fees in reaction to changes in
market conditions.

Finally, the formula pricing contract leaves
some profit, or rent, with franchisees. This, in turn,
gives franchisees incentives to work hard and not
free-ride on the goodwill associated with the
brand. Specifically, franchisees who earn above
normal returns in the context of their franchise re-
lationship will work hard for fear of having the
franchisor find that they are not performing their
duties properly, which could lead to termination
(refer to, for example Blair and Lafontaine, 2005,
ch. 10, for a discussion of self-enforcement in
franchising). In the previous discussion, we have
assumed that costs and demand become common
knowledge at some point after the contracts are
set, and are unaffected by the form of the contract.
However, the franchise literature is replete with
the notion that franchisors use franchising because
franchisees put forth more effort than hired man-
agers do. Presumably, the increased effort by the
franchisee yields some tangible benefits, either in
the form of increased demand locally or lower
costs of distribution relative to what the franchisor
could obtain under vertical integration. In this
case, the local operations can yield greater profits
to be shared between the franchisor and the fran-
chisee than would be possible under vertical inte-
gration. Thus, even while leaving some of those
profits downstream, the franchisor could be better
off in the end with the formula pricing contract
than under vertical integration.?
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5. INCENTIVES FOR STRATEGIC
MISREPRESENTATION

While we have shown that the formula pricing con-
tract has a number of desirable properties, we can
see from Equation (4) that the optimal wholesale price
in this contract is a function of the unit cost of produc-
tion, Cp, and the unit cost of performing the distribu-
tion function, Cp. This raises the issue of whether
the parties to the contract will have an incentive to
misrepresent their costs once the terms of the formula
price contract have been set. In other words, does the
formula price contract present the parties with post-
contractual incentives to behave opportunistically?
Not surprisingly, the answer to this question is yes.
Thus, the formula price contract involves some poten-
tial costs of auditing, thereby raising the transaction
costs of employing these contracts. We would argue,
however, that the same misrepresentation risks exist
under the other contractual alternatives, and perhaps
even under vertical integration if the manager of the
distribution arm, for example, is paid based on down-
stream revenues or profits.

To examine the incentive for strategic misrepresen-
tation of costs under the formula price contract, we fo-
cus on each firm’s profit function at the truthful
solution. We then ask whether the firm’s profits may
be increased by over-representing its costs to its con-
tract partner. We first examine misrepresentation in-
centives on the part of the franchisor. For simplicity,
we assume constant average costs.

From Equation (4), if the franchisor’s true average
costs are Cp, but the firm claims they are Cp + J, where
0 >0, the wholesale price per the terms of the contract
will be

W =oa(P—- Cp) +(1— a)(Cp+ 9). (3)

Note that the optimal retail price, P, also will be af-
fected by the level of misrepresentation, J. Substitut-
ing (5) into Equation (1), the franchisor’s profits with
misrepresentation are

Tp = (OL(P—CD) + (1— 0() (CP+ (5))Q—CPQ
= a(PQ-CpQ~(Cp+ 0)Q) + 60
ari(8) + 60 (9).

(6)

In other words, the franchisor’s profits are its share
of the new joint profit, 7,(J), which is a function of the
level of misrepresentation, plus the misrepresentation
on cost times the new output, which also depends on J.

Copyright © 2014 John Wiley & Sons, Ltd.

Whether an incentive for misrepresentation exists de-
pends upon the sign of dzp/dd evaluated at 6 =0. That is,
at the truthful solution, an incentive for misrepresenta-
tion exists if the franchisor can increase its profits by en-
gaging in some misrepresentation. From (6),

dQ

dﬂ'p_ dﬂ[(é) as
+5d(5 +0. @)

a5 YT as

The second term on the right-hand side is clearly
zero when ¢ is zero. Thus %%’ > 0if

dTL'[(CS)

0> -a—0s

®)

From Equation (3), integrated profits with misrep-
resentation,24 or, equivalently, the amount of profit to
be shared, will be

m1(0) = P(Q(9)) Q(9) — CpQ(d) - (Cp + 9)Q(9).
Therefore,
dry  dQ dPdQ . dQ . dQ dQ
a5 Fas TCa0as  Pas  Cras %5 ©
B dP do
= PJFQ@*(CDJrCP) 2

At 0 =0, the bracketed term equals zero: This is the
first-order condition for profit maximization when
there is no misrepresentation. Thus, at J =0,

d
) ©)

do
Substituting (9) into (8) yields Q > aQ, which indi-
cates thatdd% > 0 at 0 =0. That is, the franchisor has an
incentive to misrepresent its costs for any 0 <o < 1.
We can gain further insight into the intensity of
misrepresentation by setting Equation (7) equal to zero
and solving for the optimal level of misrepresentation:

) ()

Differentiating this expression with respect to a, we
find

do*  (dm(0) / doQ
da doé do
which is negative given that both 7; and Q are decreas-
ing in the amount of misrepresentation. Thus, not
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surprisingly, the upstream firm will have less incentive
to misrepresent its cost the larger its share of the joint
profits.

The analysis in the preceding texts applies to the
franchisor’s incentive to misrepresent its costs. A
completely analogous incentive exists on the part of
the franchisee. Not surprisingly, however, the down-
stream firm will have a greater incentive to misrepre-
sent its cost the larger the value of a.

An interesting issue, then, involves the contractual
and non-contractual responses to these incentives for
strategic behavior. A thorough investigation of this is-
sue is beyond the scope of this paper, but we offer
some preliminary observations. First, because both
parties to the contract may engage in misrepresenta-
tion, there will be a clear incentive for both to incorpo-
rate some sort of policing mechanism in the contract.
For example, the contract could provide for regular au-
dits of both the franchisor and the franchisee. In the
event that the audit uncovers misrepresentation, there
are two possible sanctions: (1) contract damages and
(2) termination of the franchise relationship. If the op-
portunistic misrepresentation of cost constitutes a
breach of contract, then the victim of the breach will
be entitled to contract damages, which should reflect
the lost profits. In this case, the lost profits will be
equal to the difference between the jointly maximized
profits and the profits impaired by the misrepresenta-
tion times the victim’s share (either o or (1 —a) as
the case may be).

Alternatively, misrepresentation may give rise to
termination of the franchise relationship. In that event,
both parties suffer a loss of profit in the future. For the
threat of termination to deter misrepresentation, the
present value of the profits for the remainder of the
franchise contract must exceed the increase in profits
that misrepresentation affords. That is, misrepresenta-
tion will be deterred if

T
/(1 +i) > 4n
=1

where An is the added profit that misrepresentation
yields, 7, is the yearly profit that flows from the fran-
chise operation, and 7 is the number of years left on
the contract.”” Deterrence increases with increases in
T. It falls with increases in i. It increases with increases
in 7,. It falls with increases in Azx.

Finally, in using the formula pricing contract, non-
contractual enforcement mechanisms may be adopted.
For example, where multiple geographic markets exist
at one or both stages of production, it may be possible
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for the firm to partially vertically integrate to obtain a
yardstick against which to compare its contract partner’s
costs. Such partial integration for information purposes
may provide one explanation for the phenomenon of
dual distribution, which is an important phenomenon
empirically in both traditional and business format fran-
chise systems.

6. CONCLUSION

Our goal with this paper was to suggest an explanation
for the prevalence of simple linear wholesale price
contracts, a type of contract that is ubiquitous in verti-
cal relationships, including some where the successive
monopoly problem is apt to be severe, namely both
traditional and business format franchising. Assuming
that the wholesale price is set according to the correct
formula, franchisors and franchisees could share
profits via such a contract and, in the process, also po-
tentially solve the successive monopoly problem. Of
course, the extent to which formula pricing as de-
scribed herein explains the ubiquity of simple linear
wholesale pricing contracts is difficult to ascertain
empirically as the profit sharing aspect might be a
rather implicit component of the agreement. However,
conversations with franchisors and franchisees, and
some early descriptions of the process by which firms
set the fees in these contracts, suggest that franchisors
aim to set these so as to achieve a certain level of profit
sharing with franchisees.

As emphasized by Coase in his Nobel Lecture
(1991, 1992), in the end, the choice between alterna-
tive modes of organization should turn on a compari-
son of the transaction costs associated with each
option, including the costs of negotiation, the cost of
adaptation, the incentive cost, and the cost of misrep-
resentation or auditing. We have demonstrated how a
formula pricing agreement indeed would solve the
successive monopoly problem when information
about costs and demand levels is available, and there
are no effort effects. Moreover, we have discussed
how, by leaving rent or profits downstream, franchi-
sors may achieve even greater profits under the for-
mula pricing contract than under vertical integration.
Finally, we have described how the formula pricing
contract exhibits several transaction cost economizing
properties. We conclude that firms confronted with the
problem of monopoly power at successive stages of
production have an attractive alternative to vertical
ownership integration or standard contractual solu-
tions if they agree to negotiate profit shares. The
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existence of this approach, in turn, may explain why
simple linear wholesale contracts remain, in practice,
so prevalent.

12.

13.

14.

ENDNOTES

For reviews of this large literature, refer to, e.g. Lafon-
taine and Slade (2007) and Joskow (2010).

Refer to Lafontaine and Slade (2013) for a review of the
empirical literature on vertical inter-firm contracts,
which describes some of the different types and features
of such contracts.

In particular, Coase (1991, 1992) describes his role in
organizing a conference for this purpose, as well as his
involvement with the creation of the Center for the
Study of Contracts and the Structure of Enterprise at
the Business School of the University of Pittsburgh. Re-
fer also to http://cori.missouri.edu/ for information
concerning his support for the Contracting & Organiza-
tions Research Institute at the University of Missouri.
Finally, for more on ISNIE, refer to http://www.isnie.
org/about.html.

Refer to Spengler (1950) and Machlup and Taber
(1960) for early treatments of the successive monopoly
problem.

Refer to Kaufmann and Lafontaine (1994) for related
evidence. Similarly, David Kaserman was led to study
formula pricing contracts that involved profit sharing af-
ter he heard of such contracts being used in practice.
Refer also to Blair and Kaserman (1987) for an exami-
nation of price contracts as a means of dealing with
the bilateral monopoly problem.

Traditional franchising deals with product distribution.
In contrast, business format franchising involves the
transfer from franchisor to franchisee of a method of do-
ing business, including sourcing of inputs and operating
procedures.

Refer to in particular Blair and Lafontaine (2005) for a
discussion of double marginalization arising from the
imposition of royalties on sales in business format
franchising.

Refer to, e.g. Blair and Kaserman (1983) for a simple
demonstration.

Refer to in particular Mathewson and Winter (1984) on
the equivalence of (combinations of) vertical restraints
and vertical integration.

. The fact that some franchisors reduce franchise fees for

additional outlets opened by the same franchisee is fur-
ther evidence in favor of this explanation (Blair and La-
fontaine, 2005, p. 57).

Rent paid by gasoline dealership operators to oil compa-
nies, however, could constitute a form of fixed fee, i.e.
the rent may be above normal real estate rental rates.
Refer also to Fan et al. (2014) on incentive issues that
lead franchisors to request that franchisees personally fi-
nance a significant portion of the initial investment re-
quired for the franchise.

Indeed, franchisors typically have a ‘franchise sales de-
partment’ and they expend significant amounts of re-
sources to recruit potential franchisees.
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15.

16.

17.

18.

19.

20.
. As noted by Maness (1996) and Belleflamme and

22.

23.

24.

25.

We assume constant average and marginal costs of
production and distribution of the franchisors’ prod-
ucts, which we believe are reasonable assumptions
for beer, cars, gasoline and soft drinks, for example.
This allows us to simplify the analyses and, in
particular, simplify the extension to the multi-market
case, which we think is of particular interest in these
types of industries.

This can be seen by substituting (4) into (1) and (2) and
examining the first-order conditions for each party.

In the linear case that we illustrate, it can be shown that
the vertical intercept of the downstream firm’s realized
marginal cost curve will be greater than, equal to, or less
than P; as a is greater than, equal to, or less than 0.5.
Moreover, the level of profits that accrue to the franchi-
sor is the area above Cp+ Cp but below the realized
marginal cost curve.

If a =1, then the realized marginal cost coincides with
MR and a unique solution does not exist at the down-
stream stage.

Refer also to Klein and Saft (1985) on the policing ad-
vantages of input tying, whereby the franchisor can
monitor the use and quality of inputs used by
franchisees.

Refer to Siegel v. Chicken Delight, 1971.

Peitz (2010), revenue sharing likely is preferred to
profit sharing because of the problem with measuring
costs downstream, which we discuss briefly in the
succeeding texts. Moreover, if downstream costs are
large, as will be the case if production occurs mostly
downstream (e.g. fast-food), sales royalties have the
advantage that they give strong incentives to franchi-
sees to keep costs low. We revisit this also briefly in
the succeeding texts.

This is not to say that renegotiation of the profit shares
themselves will never be necessary but that fluctuations
in cost and demand conditions, which may occur fre-
quently, do not require any such renegotiation.

Refer to Shelton (1967) and Krueger (1991) for evi-
dence that costs are lower under franchisee manage-
ment. Similarly, in a private conversation with one of
the authors, a franchisor mentioned that he could never
have brought himself to pay a salary commensurate
with the level of profit that his franchisee was earning.
However, he never considered buying back his fran-
chisee’s outlets because he could not make as much
money under corporate ownership as he was getting
in royalties given this franchisee’s skills and effort.
Another franchisor put it simply: “You can’t pay a
manager enough to make them get up in the morning
and do what the franchisee will do!” (David
McKinnon, then Chairman and CEO, Service Brands
International, during a panel discussion organized on
September 13, 2002 at the University of Michigan
Business School.)

Although one would not expect a vertically integrated
firm to misrepresent its cost to itself, a division manager
might misrepresent its costs to his superiors if he stands
to gain from doing so.

For more on this, refer to Klein and Leffler (1981) and
Klein and Murphy (1988).
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