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A New Exploratory Research on Franchisor’'s Provision

of Exclusive Territories

Lim, Young Kyun*
Lee, Su Dong”
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s

Abstract

In franchise business, exclusive sales territory (sometimes EST in table) protection is a
very important issue from an economic, social and political point of view. It affects the
growth and survival of both franchisor and franchisee and often raises issues of social and
political conflicts. When franchisee is not familiar with related laws and regulations,
franchisor has high chance to utilize it.

Exclusive sales territory protection by the manufacturer and distributors (wholesalers or
retailers) means sales area restriction by which only certain distributors have right to sell
products or services. The distributor, who has been granted exclusive sales territories, can
protect its own territory, whereas he may be prohibited from entering in other regions.

Even though exclusive sales territory is a quite critical problem in franchise business,
there is not much rigorous research about the reason, results, evaluation, and future direction
based on empirical data. This paper tries to address this problem not only from logical and
nomological validity, but from empirical validation. While we purse an empirical analysis, we
take into account the difficulties of real data collection and statistical analysis techniques.
We use a set of disclosure document data collected by Korea Fair Trade Commission,
instead of conventional survey method which is usually criticized for its measurement error.

Existing theories about exclusive sales territory can be summarized into two groups as
shown in the table below. The first one is about the effectiveness of exclusive sales territory

from both franchisor and franchisee point of view. In fact, output of exclusive sales territory
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can be positive for franchisors but negative for franchisees. Also, it can be positive in terms of
sales but negative in terms of profit. Therefore, variables and viewpoints should be set properly.

The other one is about the motive or reason why exclusive sales territory is protected.
The reasons can be classified into four groups — industry characteristics, franchise systems

characteristics, capability to maintain exclusive sales territory, and strategic decision. Within

four groups of reasons, there are more specific variables and theories as below.

Topic sub-topics variables description research
Franchisor research about performance Gonza’lez—Hernapdo,
Effect of of Franchise system et.al 2005; Iglesias,
EST Trespalacios, and
Protection Franchi research about performance| Va zduez 2000; Azoullay
ranctusee of Franchisee and Shane 2001; Kalnins
2004
Industry Size of effect differs on | Ghosh and Craig 1991;
characteristics Market Growth industry growth Kalnins 2004
Charactengtlcs Attitude toward 5.126 of effect @ffers on Kalnins 2004; Thomas
of Franchisor Risk attitude toward risk of both ot al. 1990
and Franchisee Franchisor and Franchisee )
Franchisor with business
Business experience can protect EST Dutta, Bergen,
Experience and make better and John 1994
Easy to protect performance
EST Franchisor with high . .
Transaction transaction specific asset 15111 ?Sn airédshfmm:;% }ggg
specific asset |can protect EST and make|,. . ’
better performance Fein and Anderson 1997
Coughlan et al. 2003;
Reasons of When EST is motivated | Dutta et al. 1999; Blair
EST Protection from for protecting external and Lafontaine 2002;
Protection competition competition, it makes better| Rey and Stiglitz 1995;
performance Gonza’lez—Hernando et
al. 2005
When EST is motivated
Protection of own| for protecting own sales .
Chars o sales branch branches, it makes better Kalnins 2004
O?rgi:e?estlcs performance
a
&Y When EST is motivated
Easy to recruit for easy recruiting
Franchisee franchisee, it makes better Azoulay and Shane 2001
performance.
Rey and Tirole 1986;
Improvement of When EST is motivated | Mathewson and Winter
%fficienc for improving efficiency, it|1984; Dutta, Bergen, and
y makes better performance. | John 1994; Frazier and
Lassar 1996
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Based on these theories, we develop nine hypotheses which are briefly shown in the last
table below with the results. In order to validate the hypothesis, data is collected from
government (FTC) homepage which is open source. The sample consists of 1,896 franchisors
and it contains about three year operation data, from 2006 to 2008. Within the samples, 627
have exclusive sales territory protection policy and the one with exclusive sales territory
policy is not evenly distributed over 19 representative industries.

Additional data are also collected from another government agency homepage, like Statistics
Korea. Also, we combine data from various secondary sources to create meaningful variables as
shown in the table below. All variables are dichotomized by mean or median split if they are not
inherently dichotomized by its definition, since each hypothesis is composed by multiple variables
and there is no solid statistical technique to incorporate all these conditions to test the hypotheses.

Variables Value Description

EST protection dichotomous | Information from Gov. 1=yes, 0=no

level of competition mean split | number of franchisee registered for each industry

period of business

. . median split | Information from Gov.
registration

period of franchise

. . median split | Information from Gov.
registration

number of brands median split | Information from Gov.

marketing expense median split | advertising fee(2008)+promotion fee(2008)

own sales branch at dichotomous | Information from Gov.; 1=yes, 0=no

start
increase of own sales median solit number of own sales branch (2008) - number of own sales
branch D branch (2006)

increase of franchisee | median split | number of franchisee (2008) - number of franchisee (2006)

increase of total stores| median split | number of total stores (2008) — number of total stores (2006)

average increase rate

. median split | (increase rate of franchisee_2007+increase rate of franchisee_2008)/2
of franchisee

intensity of store largest number of franchisee per region (2008) / average

median split

location number of franchisee per region (2008)
investment before . .. | membership feetstartup franchise feeteducation feetother
median split .
start expense+deposit
continuing loyalty dichotomous | 1=yes, 0=no loyalty or only one fixed amount
market growth median split | MAX(average sales growth rate, sales growth rate_2008).

sales of franchisor median split | Information from Gov. sales for franchisor 2008yr.

profit of franchisor | median split | Information from Gov. sales profit for franchisor 2008yr.

sales of franchisee median split | Information from Gov.

profit of franchisee | median split | total sales for franchisee/number of franchisee
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This paper uses a simple chi—square test because hypotheses and theories are built upon
quite specific conditions such as industry type, economic condition, company history and
various strategic purposes. It is almost impossible to find all those samples to satisfy them
and it can't be manipulated in experimental settings. However, more advanced statistical
techniques are very good on clean data without exogenous variables, but not good with real
complex data. The chi-square test is applied in a way that samples are grouped into four
with two criteria, whether they use exclusive sales territory protection or not, and whether
they satisfy conditions of each hypothesis. So the proportion of sample franchisors which
satisfy conditions and protect exclusive sales territory, does significantly exceed the proportion
of samples that satisfy condition and do not protect. In fact, chi-square test is equivalent

with the Poisson regression which allows more flexible application.

Hypothesis Description Result
Effect EST protection has impact. Direction
Market growth Effectiveness of EST protection is greater as market size Reject
expands faster.
Attitude toward | Effectiveness of no—EST-protection is greater as attitude
) S Accept
risk toward risk is bigger.
Business Effectiveness of EST protection is greater as Franchisor has Direction
experience longer business experience.
Transaction Effectiveness of EST protection is greater as they has larger Retect
specific asset transaction specific asset. )
Protection from | Effectiveness of EST protection is greater if it is for protecting Reiect
competition from external severe competition. )
Protection of own | Effectiveness of EST protection is greater if it is for protecting .
. Reject
sales branch its own sales branches.
Recruit franchisee Effectlyeness of EST protection is greater if it is for recruit Accept
franchisee.
Efficiency Effegtlveness of EST protection is greater if it is for improving Accept
efficiency.

As results, only three hypotheses are accepted. When attitude toward the risk is high so
loyalty fee is determined according to sales performance, EST protection makes poor results
as expected. And when franchisor protects EST in order to recruit franchisee easily, EST
protection makes better results. Also, when EST protection is to improve the efficiency of
franchise system as a whole, it shows better performances. High efficiency is achieved as

EST prohibits the free riding of franchisee who exploits other’s marketing efforts, and it
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encourages proper investments and distributes franchisee into multiple regions evenly. Other
hypotheses are not supported in the results of significance testing.

Exclusive sales territory should be protected from proper motives and administered for
mutual benefits. Legal restrictions driven by the government agency like FTC could be
misused and cause mis—understandings. So there need more careful monitoring on real

practices and more rigorous studies by both academicians and practitioners.

Key Words: Franchise, Exclusive Territory, Franchisor, Franchisee, Chi-Square test



