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Franchise relationships are prone to conflict. To safeguard the rights of
individual franchisees, several states have legislated greater franchisor
disclosure (registration faw) ex ante and/or franchisor “termination for
good cause” (relationship law) ex post. The impact of regulatory oversight
on franchisor—franchisee conflict, however, remains unclear. Relying on
agency theory arguments, the authors first assess the influence of the
regulatory context, both by itself and in combination with the franchise
ownership structure, on the incidence of litigated conflict. Conditional on
litigation, they also predict the impact of franchise regulation on both the
parties’ litigation initiation and resolution choices and the resulting
outcomes. The authors test the hypotheses using a unique multisource
archival database of 411 instances of litigation across 75 franchise
systems observed over 17 years. The results indicate that the regulatory
context, by itself as well as in combination with the franchise ownership
structure, significantly shapes parties’ conflict management choices. The
authors also find evidence of a trade-off between prevailing in the
particular conflict and achieving franchise system growth objectives.
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Conflict Management and Outcomes in
Franchise Relationships: The Role of

Franchising is a mainstay of the U.S. economy, with more
than 825,000 franchised outlets accounting for $2.1 trillion
of U.S. gross domestic product (GDP) (International Fran-
chise Association 2013). The typical “business format”
franchise relationship calls for the franchisee to make a
lump sum and ongoing payments to the franchisor and to
abide by the latter’s operational stipulations. In return, the
franchisor provides ongoing support to franchisees and
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monitors and enforces quality standards across members of
the franchise system on a continual basis (Shane 2005). Vio-
lations or missteps by either party could cause conflict if
one partner perceives the other as indulging in acts that
impede the achievement of its own goals (Etgar 1979). If
the aggrieved partner’s claim for redress is denied or con-
tested, this constitutes a dispute (Galanter 1983). Left unre-
solved, serious disputes may lead to costly litigation, dys-
function, and even termination of the relationship.

In an attempt to minimize such costly dysfunctional
conflict and to safeguard the interests of individual fran-
chisees, 15 states now require franchisors to register with
state regulators before offering franchise opportunities.
Furthermore, 22 states have enacted laws that require fran-
chisors to provide “good cause for termination” of their
franchisees. Although these laws are long-standing (both
were enacted in 1974), such regulation of franchising has
always been controversial. Whereas supporters of regula-
tion laud the transparency and the “franchisee day in court”
elicited by such laws (Benoliel 2009), its detractors cite the
high cost of compliance and the additional burden it
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imposes on the franchisor’s task of quality assurance
(Brickley, Dark, and Weisbach 1991; Klein 1980).

The marketing discipline has remained, for the most part,
on the sidelines of this ongoing debate, despite a rich tradi-
tion of scholarship on channel member conflict (see, e.g.,
Brown and Day 1981; Ganesan 1993; Hibbard, Kumar, and
Stern 2001). Such reticence may be attributed to two related
limitations of prior research. First, although acknowledging
that conflict is “a dynamic process composed of a series of
conflict episodes” (Brown and Day 1981, p. 263), previous
studies in marketing have relied overwhelmingly on cross-
sectional, survey-based assessments that are incapable of
shedding light on unfolding conflict dynamics. A second
significant gap in understanding pertains to the “conflict
aftermath,” or the outcomes associated with both parties’
conflict management efforts (Pondy 1967). Prior attempts
to assess conflict management consequences have tended to
focus on immediate and dyad-specific outcomes (Ganesan
1993; Hibbard, Kumar, and Stern 2001). Such an emphasis
ignores the critical notion that “[a]n organization’s success
hinges to a great extent on its ability to set up and operate
appropriate mechanisms for dealing with a variety of con-
flict phenomena” (Pondy 1967, pp. 299-300). As a result,
the central issues of whether the franchise regulatory con-
text serves to reduce or increase the incidence of serious
conflict between franchisors and their franchisee partners as
well as the implications of both parties’ conflict manage-
ment efforts for dyadic and franchise system-wide out-
comes remain unaddressed. Therefore, a rigorous longitudi-
nal study of actual conflict episodes based on relatively
objective accounts of their initiation, resolution, and corre-
sponding outcomes is necessary.

The present study addresses this need. We regard litiga-
tion between franchise partners as representative of serious
manifest conflict, defined as open behavioral disagreements
between the firms that hamper their respective goal attain-
ment (Pondy 1967). We examine both parties’ litigation ini-
tiation and resolution choices and the dyadic and system-
wide consequences attributable to these choices. Relying on
agency theory-based arguments, we assess the impact of
regulation on the incidence of litigated conflict between
franchisors and their franchisees. We hypothesize the impact
of such regulation to vary significantly by (1) the level of
analysis, either across the franchise system (regulated and
nonregulated markets) or within the particular market in
which the conflict occurs; (2) the specific regulation consid-
ered (registration law or relationship law); and (3) the owner-
ship structure of the channel system—specifically, the extent
to which the franchisor relies on franchisee-owned outlets.
We collect multisourced archival data with respect to 411
instances of litigation for 75 franchise systems over a 17-year
observation window. Conditional on litigation occurrence,
we identify the party more likely to initiate the litigation,
predict the likelihood of the litigation being settled by alter-
native dispute resolution (ADR) rather than adjudication,
and assess the dyadic and systemwide outcomes that result
from the prior litigation initiation and resolution choices.

In doing so, we make several important contributions to the
marketing literature on conflict management and its associ-
ated outcomes. First, in assessing how variations in regulatory
practice shape franchisors’ and franchisees’ litigation-related
decisions and their attendant outcomes, the present study

speaks to the efficacy of franchise regulation. We are thus
able to provide insights into the interplay between regula-
tory and distribution structure-related determinants of seri-
ous manifest conflict incidence and its management (Dant
and Schul 1992). Second, we assess not only the dyadic,
more immediate consequences pursuant to channel part-
ners’ conflict management choices but also the franchise
system—wide, long-term outcomes attendant to such choices.
As we subsequently demonstrate, a single-minded focus on
prevailing in the immediate issue at hand could prove counter-
productive to long-term aspirations involving the wider
channel system. The present study underscores the latter
trade-off and promotes a nuanced understanding of the intri-
cacies of conflict management. Third, our examination of
actual litigation choices and outcomes gleaned from fran-
chise disclosure documents (FDDs; formerly known as uni-
form franchise offering circulars), public court records, and
multiple franchise industry—specific trade publications mini-
mizes the well-known survey data-related concerns and
provides rich insights into the evolving dynamics of serious
conflict and its outcomes.

In the sections that follow, we first provide an overview
of the anticipated role of registration law and relationship
law in mitigating conflict between franchisors and their
franchisees. We then propose hypotheses linking each law,
by itself as well as in combination with the franchisor’s
ownership structure, to franchisor—franchisee conflict man-
agement choices and their attendant outcomes. This is fol-
lowed by a description of our empirical context and data
collection and analysis methods. We conclude with the
managerial and theoretical implications of our study.

THE FRANCHISE RELATIONSHIP AND ITS
REGULATION

Franchise relationships are subject to agency problems,
whereby incentives exist for both the agent (the franchisee)
and the principal (the franchisor) to misrepresent them-
selves and/or their abilities before the relationship begins
(ex ante adverse selection) as well as to renege on their per-
formance obligations (moral hazard) during the course of
the relationship (Bergen, Dutta, and Walker 1992; Rubin
1978). Franchisors safeguard their interests by designing
and offering relatively complete and one-sided contracts
(Kashyap, Antia, and Frazier 2012) specifying their fran-
chisees’ obligations before, during, and after the relation-
ship. Although such contracts safeguard the franchisor’s
interests well, they remain conspicuously vague about the
latter’s performance obligations. Moreover, there is little
room for negotiating the terms of such contracts (Shane
2005). Franchisees may “take it or leave it” and must rely
only on the franchisor’s concern for its reputation to serve
as its bond (Klein 1980).

Franchisors may frequently misrepresent themselves to
potential franchisees with regard to (1) their abilities,
resources, and prior success and/or (2) their intentions to
continue the relationship (Rubin 1978). Whereas the former
reflects an ex ante inability of franchisees to obtain critical
information with respect to their franchisors’ ability and
motivation to perform, the latter represents franchisees’ ex
post vulnerability to unanticipated changes or relationship
dissolution at the franchisor’s whim. Both situations can
result in serious conflict and potentially “the failure of par-
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ties’ ability to reach an acceptable solution by interpersonal
means” (Dant and Schul 1992, p. 40). We regard the inci-
dence of litigation as indicative of serious manifest conflict
between franchisor and franchisee, undertaken as a conflict
management strategy.

In response, several measures designed to safeguard fran-
chisees’ interests have been legislated. First, the Federal
Trade Commission requires all franchisors to provide
prospective franchisees with information about themselves
at least ten days before any franchise agreement is signed
(Shane 2005). In addition, individual states have adopted
registration law and relationship law statutes regulating the
franchise relationship to varying degrees. Figure 1 summa-
rizes the regulatory emphasis of each statute. Registration
law specifies the information franchisors must disclose to
potential franchisees before the induction of the latter into
the franchise system. Such information includes, but is not
limited to, prior bankruptcies and litigation (if any); stipula-
tions with respect to initiation, maintenance, and termina-
tion of the franchise relationship; posttermination noncom-
pete clauses; exclusive territories; and the number of
franchisees assigned, transferred, and terminated over the
past three years. Although similar to and drawing from the
Federal Trade Commission disclosure requirement, regula-
tion law states also require franchisors to file FDDs with the
state’s regulatory authorities before they may begin to sell
franchises in the state. In imposing full disclosure require-
ments on franchisors, registration law is primarily con-
cerned with making as much information about franchisors’
operations available to prospective franchisees before the
latter’s induction into the franchise system (Murphy 2006).

Relationship law restricts the power of franchisors over
franchise terminations, renewals, transfers, and certain other
aspects of the franchise relationship (Grueneberg 2008).
Also known as “termination law,” relationship law repre-
sents a bid to preclude the capricious termination of fran-
chisees by their more powerful franchisor partners by
requiring the latter to have “good cause” for termination,

Figure 1
AGENCY PROBLEMS IN FRANCHISING AND THEIR
SOLUTIONS
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typically interpreted as the franchisee’s failure to comply
with the franchise agreement (Shane 2005). In contrast to
the emphasis registration law places on addressing the ex
ante adverse selection problem, relationship law focuses on
minimizing the potential for ex post franchisor moral haz-
ard (see Figure 1). Full disclosure (registration law) and
good cause termination (relationship law) are designed to
safeguard the interests of franchisees within the state where
the particular regulation is in effect.

RESEARCH HYPOTHESES
Impact of Regulation

Both prospective and existing franchisees have more
information available to them pertaining to franchisor
operations in registration law states. Moreover, as a fran-
chisor expands outlets in more registration law states, it will
likely pay greater attention to the scope and accuracy of dis-
closure within and across each of them (Murphy 2006).
Together, franchisee access to information and franchisor
attention to the details of disclosure should reduce the
potential for miscommunication and misunderstandings
between them (Kashyap, Antia, and Frazier 2012). Thus, the
adverse selection problem franchisees face should be allevi-
ated to some degree in registration law states (Bergen,
Dutta, and Walker 1992). The probable end result of such
access and disclosure is a reduction in levels of manifest
conflict within the franchise system. That is, greater infor-
mation sharing should lead to fewer disagreements between
the firms that require litigation. As the number of registra-
tion law states in which the franchisor operates increases,
the greater the likelihood that franchisees will fall within the
purview of the protections afforded by franchise regulation.

H;: The greater the number of registration law states in which
the franchisor operates, the lower the systemwide litigation
incidence.

When serious, unresolvable disputes occur within regis-
tration law states, however, franchisors may be emboldened
by the reduction in uncertainty brought about by franchise
disclosure requirements (Shane 2005). That is, the franchisor
may view the increased information disclosure required by
registration law as reducing its costs of litigation and
increasing its likelihood of prevailing in the dispute.

Franchisors that aim to comply with registration law
requirements explicitly specify performance standards, thus
providing a more objective benchmark of performance
against which they may evaluate franchisee efforts. Perhaps
most importantly, franchisee noncompliance with explicitly
stated obligations is also more easily verifiable by relevant
third parties (i.e., legal courts) (Drahozal and Hylton 2003).
Enhanced verifiability and greater ease of demonstrating
franchisee noncompliance in registration law states may
prompt the franchisor to adopt a less conciliatory stance when
serious disputes arise. This is reflected in an increased like-
lihood of the franchisor initiating litigation and a decreased
likelihood of it settling for anything less than its full claim.

H,: In registration law states, litigation is (a) more likely to be
initiated by the franchisor and (b) less likely to be settled by
ADR procedures.

In relationship law regimes, franchisors can attempt to
terminate franchisees only with good cause (Benoliel 2009).
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Although relationship law statutes were created to ensure
continuity of the relationship and to protect franchisees
from termination at the whim of the franchisors, they also
have two potentially unanticipated outcomes. First, empow-
ered by the relationship law regime, franchisees in relation-
ship law states are likely to be more cognizant of their legal
rights. No longer threatened by the impending likelihood of
termination at will, franchisees are also likely to be more
willing to file suit against their franchisor in the event of
perceived transgressions by the latter.

A second, more insidious possible consequence is that the
credible threat of franchisor termination of the relationship
is weakened. Termination for good cause raises the cost of
terminating franchisees and makes the franchisor’s task of
quality assurance more difficult (Brickley, Dark, and Weis-
bach 1991). Aware of the increased cost of termination,
franchisees are more likely to indulge in shirking, in turn
forcing the franchisor to undertake corrective action (Antia
and Frazier 2001). Just as with registration law states, the
greater the number of relationship law states in which the
franchisor operates, the greater the likelihood that good
cause termination clauses protect franchisees. Heightened
manifest conflict and an increase in the incidence of litigation
systemwide are likely to result as the number of relationship
law states in which a franchisor has a presence increases.!

Hj: The greater the number of relationship law states in which
the franchisor operates, the higher the systemwide litigation
incidence.

The much sought-after outcome of franchisee empower-
ment is particularly salient in relationship law states. Fran-
chisees aware of the higher cost of termination imposed by
good cause statutes in these states could become more
emboldened (Benoliel 2009). The natural outcome of such
empowerment is an increased willingness to initiate litiga-
tion against the franchisor; after initiating litigation, fran-
chisees are also more likely to take a more aggressive stance
with respect to their litigation resolution choices. Antici-
pating a more sympathetic judicial forum in relationship
law states, franchises are more likely to opt for a court deci-
sion (adjudication) rather than rely on ADR methods such
as negotiation, mediation, or arbitration.

H,: In relationship law states, litigation is (a) more likely to be
initiated by the franchisee and (b) less likely to be settled
by ADR procedures.

Impact of Franchise Ownership Structure

The high-powered incentives for franchisees to provide
their best efforts on behalf of the franchisor also create a
greater potential for franchisee free riding (Lafontaine
1992; Lal 1990). To minimize shirking, it is common for
franchisors to own and operate some outlets while relying
on independent franchisees to operate others (Bradach
1997; Bradach and Eccles 1989). The knowledge the fran-
chisor gains from operating its own outlets may enhance its
ability to evaluate franchisee efforts (Parmigiani and

INote that although both franchisee empowerment and potential fran-
chisee shirking would result in a greater likelihood of litigated conflict, the
former is more likely to result in franchisees initiating litigation to safe-
guard their rights. In the latter case, the initiator of the litigation is more
likely to be the franchisor seeking compliance with operational stipula-
tions. Our data and analysis enable us to draw this critical distinction.
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Mitchell 2009), including areas in which the franchisee’s
performance might not be up to standard. Moreover, the
presence of company-owned outlets serves as a credible
threat of franchisee termination (Dutta et al. 1995;
Williamson 1996) because the franchisor “puts partners on
notice ... if desired price and quality are not delivered” (Per-
ryman and Combs 2012, p. 374).

The greater the reliance on franchisee-owned outlets, the
less the presence of company-owned and -operated outlets.
With fewer company-owned outlets systemwide, the fran-
chisor lacks information about the appropriate behaviors
and outcomes it may require of its franchisees, resulting in
a higher probability of conflict between the parties (Michael
2000). The credibility of the threat of replacing marginally
performing franchisees is weakened (Heide 2003); in addition,
with increasing franchisor reliance on franchisee-operated
outlets, the likelihood of a nearby company-owned outlet
also decreases. The result is a probable increase in fran-
chisees’ propensity to safeguard their interests and a weak-
ening of the disclosure-induced reduction in systemwide liti-
gation incidence brought about by the franchisors’ presence
in multiple registration law states.

Hs,: The greater the franchisors’ reliance on franchisee-owned
outlets, the weaker the negative association between the
extent of franchisors’ presence in registration law states
and systemwide litigation incidence.

Notably, franchisors’ reliance on franchisee-owned out-
lets may also significantly weaken the positive association
between the extent of their presence in relationship law
states and systemwide litigation. The key to understanding
this conflict-dampening effect lies in acknowledging the
regulatory context and its (mis)fit with the franchise owner-
ship structure (Barthélemy 2008). Consider the situation of
a franchisor with a low level of reliance on franchisee-
owned outlets. Recall that one of the pertinent effects of
relationship law is to reduce the threat of franchisors termi-
nating the franchise relationship (Brickley, Dark, and Weis-
bach 1991). As the number of relationship law states in which
the franchisor operates increases, so does the number of
franchisees covered by relationship law statutes; in turn, more
franchisees gain a sense of increased security and an expec-
tation of continuity (Benoliel 2009). This expectation stands
in stark contrast to the credible threat of replacement that
franchisors’ reliance on company-owned outlets poses for
franchisees (i.e., due to lower levels of reliance on franchisee-
owned outlets). The lack of fit between expectations engen-
dered by relationship law regimes and those implied by the
franchise ownership structure creates the spark for a height-
ened likelihood of serious conflict.

As franchisors rely increasingly on their franchisees for
market presence, the credible threat of franchisee replacement
by company-owned outlets is weakened (Dutta et al. 1995).
Moreover, the de-escalation of this ownership structure—
elicited threat is in conformance with the relationship law—
induced erosion of the credible threat of termination. The
alignment of franchisor—franchisee expectations and per-
ceptions is likely to create a less litigious mood on the part
of both parties.

Hsy: The greater the franchisors’ reliance on franchisee-owned
outlets, the weaker the positive association between the
extent of franchisors’ presence in relationship law and
systemwide litigation incidence.
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Dyadic (Immediate) Versus Systemwide (Longer-Term)
Outcomes

Given that both parties’ litigation initiation and resolution
choices are made with the intent of pressing their unre-
solved claims, it is worth considering whether the initiator
of the litigation achieves what it set out to in the conflict at
hand. The probability of prevailing in the focal conflict is a
dyadic outcome of immediate relevance to both litigants.

When considering the likelihood that the party initiating
the litigation will prevail in the conflict at hand, note that
franchisors’ relatively greater experience with litigation
enables them to view the decisions to initiate and resolve
litigated conflict as carefully considered strategic choice
variables (Priest and Klein 1984). Rational parties are apt to
steer away from efforts that are likely to be unsuccessful
(Priest and Klein 1984). Accordingly, franchisors typically
only undertake litigation initiation with expectations of pre-
vailing in the conflict. In contrast to franchisors’ careful
selection of issues worth litigating (Bebchuk 1984), fran-
chisees are likely to be less strategic in their conflict manage-
ment. Their relative lack of litigation experience manifests
in “picking fights” for the wrong reasons and conducting liti-
gation in a less effective manner (Galanter 1983). We there-
fore expect that franchisors initiating litigation will achieve
greater levels of success in the immediate conflict compared
with their less experienced franchisee partners.

Regardless of who initiates the litigation, however, reso-
lution by ADR significantly reduces the probability of the
franchisor achieving all its claims. By its very nature, ADR
involves compromise (Goldberg, Sander, and Rogers 1999).
To the extent that the litigants attempt to resolve the focal
conflict in a conciliatory manner, it signals their resolve to
work things out rather than win at all costs (Macaulay
1963). The give-and-take that characterizes compromise
(Goldberg, Sander, and Rogers 1999) significantly reduces
the probability of the franchisor achieving all its claims.

Hg,: Franchisors that initiate litigation are more likely to pre-
vail in the focal conflict.

Hgy: Alternative dispute resolution is less likely to result in the
franchisor prevailing in the focal conflict.

Although prevailing in the immediate conflict is impor-
tant, it is by no means the only outcome of interest to the
franchisor. Firms are also keenly aware of the need to man-
age their reputation as reliable partners (Macaulay 1963),
and frequent recourse to litigation will likely lead to nega-
tive perceptions among current and potential partners
(Macaulay 1963).2 It is very possible for the litigious fran-
chisor to “win the battle but lose the war” —that is, prevail
in the conflict at hand and yet damage its reputation and
consequent ability to retain existing franchisee partners
{Macaulay 1963) or attract potential franchisees as needed
(Justis and Judd 2002). It is this trade-off between achiev-
ing dyadic, immediate goals and compromising system-
wide, long-term outcomes pursuant to conflict management
that we hypothesize in this article.

As the incidence of franchisor-initiated litigation increases,
the relationships between the franchisor and its existing
franchisees become ever more fractious (Galanter 1983),

2Although this need to protect reputation holds true for both franchisors
and franchisees, the onus of franchise system growth rests on the fran-
chisor. Therefore, we consider solely the franchisor’s perspective.

leading to increased rates of relationship dissolution. More-
over, the franchisor gains a reputation for litigiousness
(Macaulay 1963), thus driving away potential franchisees
that might otherwise have joined the system. The double
jeopardy of losing existing franchisees and becoming less
attractive to new ones translates into unmet growth objec-
tives. We expect the spillover from the dyadic, immediate
conflict to the systemwide, long-term franchisor aspirations
to be significant and negative.

In marked contrast to the ill effects of a reputation for liti-
giousness, the adoption of a conciliatory position sends a
signal that the franchisor is willing to negotiate. Existing
franchisees become aware of and appreciate the franchisor’s
willingness to compromise rather than prevail at the
expense of its franchisee partner. Likewise, potential fran-
chisees may take note of the franchisor’s propensity for
ADR and be more willing to become members of the fran-
chise system. This should translate into an increased fran-
chisor ability to achieve its system growth objectives.

Hy,: Franchisors that initiate litigation are less likely to achieve
system growth goals.

H;,: Reliance on ADR results in greater franchisor achieve-
ment of system growth goals.

The regulatory context is likely not only to affect the par-
ties’ conflict management choices but also to influence
dyadic and systemwide outcomes directly. Recall that regis-
tration law states are likely to have the administrative and
Jjudicial infrastructure that facilitates third-party verification
of adherence (or otherwise) to the franchise’s contractual
agreement. We would therefore expect franchisors to lever-
age the existing judicial infrastructure to their advantage,
resulting in a greater likelihood of their achieving favorable
outcomes (Galanter 1983). This may be a Pyrrhic victory,
however, owing to the very disclosure such regulation is
designed to provide. Specifically, information about the
franchisor’s disputes with its franchisees is likely not only
to give pause to those considering entry into the franchise
system (i.e., potential new franchisees) but also to persuade
existing franchisees to exit the relationship (Macaulay
1963). The end result is an inability on the part of the fran-
chisor to achieve its system growth goals.

Hg: Litigation in registration law states (a) leads to outcomes
favoring the franchisor and (b) reduces the franchisor’s like-
lihood of achieving system growth goals.

In contrast to registration law, we expect relationship law
states to provide a supportive forum to franchisees aiming
to address perceived franchisor misdeeds (Benoliel 2009).
In such judicial regimes, the franchisee is likely to be given
the benefit of the doubt (at least marginally), resulting in a
greater likelihood of a favorable outcome for the franchisee.
Similar to registration law states, we expect a reduction in
the extent to which the franchisor is able to achieve its sys-
tem growth goals. Such a reduction, however, probably
results from the heavier burden of proof placed on the fran-
chisor when terminating franchisees. The franchisor must
deploy greater resources to establish good cause for termi-
nation (Brickley, Dark, and Weisbach 1991), resources that
could have been deployed toward growing the franchise
system and maintaining existing franchise relationships.
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Hy: Litigation in relationship law states (a) leads to outcomes
favoring the franchisee and (b) reduces the franchisor’s
likelihood of achieving system growth goals.

RESEARCH METHOD
Data Collection and Unit of Analysis

Our longitudinal examination of litigated conflict
required us to obtain information about each franchisor’s
legal suits. Such information is provided in the FDDs filed
with states’ regulatory authorities and is publicly available
for each franchise firm in our sample. Because each FDD
provides relevant information for a three-year window, we
obtained FDDs filed in 1997, 2000, and 2003 by a randomly
selected sample of 75 franchisors offering business format
franchise opportunities to afford ourselves an uninterrupted
window of observation per firm for the nine-year period of
1995-2003. The requirement of litigation disclosure over
the previous ten years enabled us to gain information on liti-
gated conflicts involving our sample of franchisors for an
even longer period, 1987-2003.

For each instance of reported litigation, the FDD identi-
fies whether the franchisor was the plaintiff (the party bring-
ing the claim to court) or the defendant (the party being
sued) as well as information on the date of litigation initia-
tion, the jurisdiction, the means of resolution (adjudication
vs. ADRY), and the terms of the judgment or settlement. We
verified the reported details and filled in missing informa-
tion by referring to case docket information available on
Public Access to Court Electronic Records (PACER).3 In
addition, we relied on Bond'’s Franchise Guide and Entre-
preneur magazine’s Franchise 500 (we used the latter as a
convergent validity check) to acquire information on the

3Public Access to Court Electronic Records is an online public access
service that enables registered users to obtain case and docket information
from federal appellate, district, and bankruptcy courts as well as the
PACER Case Locator index. The federal judiciary provides PACER in
keeping with its commitment to provide public access to court information
through a centralized service.
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headquarters location, franchising history, royalty rates, and
so on for each of the franchisors in our sample. Finally, we
obtained information on economic and regulatory condi-
tions from a web source (http://www.bea.gov). Table 1 pro-
vides information on the data source(s) for each variable in
our study.

Our unit of analysis is the individual instance of litigated
conflict. The FDDs and PACER yielded information on 526
instances of litigation across the 75 franchise firms in our sam-
ple. After removing 89 cases that did not involve franchisor-
franchisee conflict and 26 cases with excessive missing
information, we retained 411 litigated instances of conflict.

Measures

Regulatory environment and litigation incidence. For
each of the 75 franchisors in our sample, we created a meas-
ure REGISNUM,;, (RELNUM,;)) representing the number of
registration (relationship) law states in which the franchisor
i operated during year t. Furthermore, for each litigated con-
flict j contested by franchisor i in our sample, we code
whether the particular jurisdiction was a registration law
(REGISij) and/or relationship law (REL;;) state. We
assigned REGIS;; a code of 1 if the conflict was litigated in
a registration law state and 0 otherwise. We adopted a simi-
lar coding scheme for REL;;. For each of the franchise sys-
tems in our sample, the variable INCID;, took a value of 1 if
litigation was reported for franchise system i in year t; oth-
erwise, INCID;, = 0.

Franchise ownership structure. Consistent with prior
research (Perryman and Combs 2012; Srinivasan 2006), we
operationalize the franchise ownership structure in terms of
the franchisor’s reliance on franchisee-owned outlets for
market presence. The variable PROPFE;; reflects the num-
ber of franchisee-operated units standardized by the total
number of operating units for franchisor i in year t.

Litigation initiation and resolution. We focus on both
parties’ litigated conflict management efforts, examining
initiation as well as resolution. We operationalize the fran-

Table 1
DATA SOURCES AND VARIABLES

Data Sources Theoretical Constructs

Variables

FDDs (1997, 2000, and  Litigation incidence
2003) Franchisee shirking

Franchisor shirking

Litigation initiation by franchisor
Resolution by ADR

Relationship dissolution

Prior litigation success

Outcome favorability

Occurrence of litigation (INCID)

Index of unpaid dues and trademark misappropriation
(FESH)

Index of information disclosure and breach of contract
(FRSH)

Franchisor initiating (FRINIT)

Use of ADR (ADR)

Relationship dissolution (RELDISS)

Franchisor win ratio (FRWIN)

Outcome favorability (OUTCOME)

Bond’s Franchise Guide Number of registration law states in which the franchisor competes Number of registration law states (REGISNUM)

(1991-2004)
Number of franchised units

Extent of franchisor reliance on franchisee-owned units

Achievement of system growth goals

Entrepreneur magazine
(1987-2003)

Franchisor incentive to perform
Franchisee incentive to perform

Economic environment
Regulatory environment: registration law state
Regulatory environment: relationship law state

Web sources

Number of relationship law states in which the franchisor competes Number of relationship law states (RELNUM)

Number of franchised units (FRUNITS)
Ratio of franchised units to total units (PROPFE)
Expansion ratio (EXPAN)

Royalty rates (ROYALTY)
Total investment (TOTINV)

U.S. GDP (GDP)
Registration law (REGIS)
Relationship law (REL)
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chisor’s decision to initiate litigation with the dichotomous
variable FRINIT, which takes the value of 1 if the franchisor
Initiates litigation and O otherwise. Given the dichotomous
operationalization, FRINIT = 0 reflects initiation by the
franchisee. Although either party may initiate litigation,
both litigants must agree to resolve the litigation by ADR
procedures (arbitration, mediation, or negotiation) (Gold-
berger, Sander, and Rogers 1999). We therefore operational-
ize resolution choice as binary variable ADR, which takes a
value of 1 when the litigated conflict (regardless of which
party initiated it) is resolved by ADR and O otherwise.

Litigation outcomes. We measure outcome favorability
with the variable OUTCOMEU, coded as 1 if the outcome
favored the franchisor and as O otherwise. Two independent
coders examined and coded the preceding three measures
and the reasons underlying the conflict for each of the 411
reported conflicts, resulting in intercoder agreement of 95%.
The few instances of coding disagreement were resolved by
discussion. We measured the franchisors’ achievement of sys-
tem expansion goals on an annual basis for each year in our
sample. For each year, we first calculated the number of new
franchise outlets, AFRANUNITS,, as the difference between
the number of franchise outlets reported in the current year
and the year before (FRANUNITS, — FRANUNITS, _ ).
Then we standardized this difference by the number of new
outlets each franchisor planned to open the following year
(PROJUNITS, _ ), reported in Bond’s Franchise Guide in
year t — 1, so we could assess the extent to which each fran-
chisor’s expansion goals stated in year t — 1 were met in
year t. To avoid negative values, we then undertook a natural
logarithmic transformation of the preceding variable after
adding a constant c, resulting in the measure EXPAN =
In[(AFRANUNITS, /PROJUNITS, _;) +c].

Control variables. In addition to the preceding hypothe-
sized predictors, we also control for the potential impact of
several other factors on both parties’ litigation initiation and
resolution decisions. Franchisees making significant invest-
ments (TOTINV) are more likely to safeguard these invest-
ments and may do so by litigation, if necessary. In times of
plenty, the franchise relationship is less likely to experience
stress, and parties are more likely to adopt a cooperative
stance. We therefore control for the GDP growth rate (GDP)
and its probable negative (positive) impact on litigation ini-
tiation (ADR). Prior research suggests the royalty rate
(ROYAL) to be an important determinant of franchisor
behavior (Lafontaine 1992); therefore, we control for it as
well. Franchisors that have had more (less) franchising
experience, as reflected by the years elapsed since they
began franchising (DUR), are also more (less) likely to ini-
tiate litigation (choose ADR).

Furthermore, we hypothesize prior litigation success
(FRWIN) to play a critical role in determining a franchisor’s
conflict management approach. To the extent that the fran-
chisor has been able to prevail in prior conflicts, its expec-
tation of obtaining a favorable outcome pursuant to conflict
escalation is correspondingly higher. We reflect this expec-
tation by computing the cumulative number of conflicts in
which the franchisor has prevailed, standardized by the total
instances of litigation involving the franchisor up to, but not
including, the current case. Finally, the dissolution of a rela-
tionship (RELDISS), whether at the behest of the franchisor
or the franchisee, likely reduces any tendency for forbear-
ance (Heide and Miner 1992). We account for this possibil-

ity with a dichotomous variable that takes the value 1 if
either party terminates the relationship before litigation.

We also controlled for FRUNITS;,, the natural log-
transformed number of franchisee-owned units of franchise
iin year t. In addition, we included the incidence of shirk-
ing by both parties. For franchisee shirking, we coded the
binary variable UNPAID as 1 if unpaid dues by the fran-
chisee were the reported reason for the conflict (0 other-
wise); we coded the variable TRADEMK as 1 if the reason
reported for the conflict was trademark misappropriation by
the franchisee (0 otherwise). We then computed franchisee
shirking (FESH;;) as the sum of UNPAID and TRADEMK.
Similarly, we coded INFO as 1 if the franchisor’s failure to
provide adequate information disclosure or provision of
misleading information was the cited reason for the litiga-
tion and as O otherwise. We coded the variable BREACH as
1 if breach of contract was claimed by the franchisee and as
0 otherwise. We then computed franchisor shirking
(FRSHj)) as the sum of INFO and BREACH. Table 2 pro-
vides the descriptive statistics and correlation matrix for all
variables included in the study.

Model Specification

The incidence of litigation is by no means a random occur-
rence. Rather, parties “select” litigation as a means to achieve
an end. It is therefore necessary to account for the selection of
litigation with a first-stage Heckman (1979) selection model.
Conditioning on litigation incidence, we must then account for
four additional characteristics of our data. First, we have a mix
of binary (FRINIT, ADR, and OUTCOME) and continuous
(EXPAN) dependent variables. Second, the litigation initia-
tion and resolution decisions and their corresponding dyadic
and systemwide outcomes are probably related, requiring
the specification of a correlated error structure among the
four outcomes of interest to us (Greene 2003). Third, to
assess the impact of litigation initiation and resolution
choices on both outcome favorability and the franchisor’s
achievement of its expansion goals, recognition of the endo-
geneity of the former regressors is required. Fourth, we must
also account for the clustering of individual observations
(litigated conflicts) within franchise systems (Hsiao 2003).

The first-stage sample selection model (see Equation 1)
includes all cases of franchisor-franchisee litigation observed
for all 75 firms in our sample, each observed over multiple
years. Although this initial sample comprised 1,133 obser-
vations, missing data on franchisors’ presence across multi-
ple states and ownership structures resulted in 622 complete
observations for the selection regression estimation.4 Con-
ditioning on litigation incidence enables us not only to
account for litigation selection but also to estimate the
probability that either party may initiate litigation; whereas
p represents the probability of the franchisor initiating liti-
gation against a franchisee, (1 - p) denotes the likelihood of
the franchisee initiating litigation against the franchisor.5

4Paired t-tests conducted on the incidence of litigation across the obser-
vations excluded and included in the first-stage selection model yielded
nonsignificant differences (p > .10), suggesting no systematically missing
values (Little and Rubin 2002).

5Had we not specified the first-stage Heckman selection model in Equa-
tion 1, (1 — p) would confound the odds of the franchisee initiating litiga-
tion with those of observing litigation for franchise system i in year t. In
our model, the latter is explicitly and separately accounted for in Equation
1, which enables us to account for two-sided moral hazard.
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We have 411 conflicts reported by 61 of the 75 franchisors
in our sample (see Equations 2-5). We therefore specify the
following recursive system of five equations:

(1) INCID; = Byq + B;;REGISNUM; + B;,RELNUM,,

+ B,3sPROPFE;, + B,,PROPFE;, x REGISNUM,;,

+ B,sPROPFE;, xRELNUM,, + Z}/BControls + wy;.
Conditional on INCID;; = 1 (n =411),
) FRINIT;; = By + B2 REGIS;; + B5,REL;;

+ B23PROPFE;; + Z3,°BControls + oy,

3) /\])RIJ = ﬁ30 + B3|REGISU + B32RELij + B33PROPFEU
+ B34 FRINIT;; + 233°BControls + o,

(4) OUTCOMEU = B40 + B41FRINITU + B42ADRij + B43REGISU

+ |344R_EI_41_l + My, and

(5 EXPANU = BSO + BSIFRINITU + BSZADRij + B53REGISU
+ B54RELij + Ws;,
where

INCID;, = incidence of litigation for franchisor i in year t;
REGISNUM;, = count of the registration law states in which
franchisor i operates during year t;
RELNUM;, = count of the relationship law states in which
franchisor i operates during year t;
FRINIT;; = franchisor i initiating litigation in conflict j;
ADR;; = conflict j involving franchisor i settled by ADR;

REGIS;; = conflict j involving franchisor i in registration

law state;
REL;; = conflict j involving franchisor i in relationship
law state;
PROPFE;; = franchisor i’s reliance on franchisee-owned units
in year t; :

OUTCOME;; = outcome of conflict j in favor of franchisor i;
EXPAN;; = extent of desired expansion achieved by
franchisor i in the year following conflict j;
Controls = the vector of coefficients corresponding to
ROYAL, TOTINV, GDP, DUR, RELDISS,
FRWIN, FRUNITS;; , FESH;;, and FRSH;;,
respectively; and

the variance~covariance matrix Q ~ MVN(l, @2).

We jointly estimate the preceding system of equations
(including the selection model) using Roodman’s (2009)
conditional mixed-process regression procedure. This
enables a simultaneous estimation of all five equations and
uses a simulated maximum likelihood algorithm (Geweke
1989; Hajivassiliou and McFadden 1998; Keane 1994) to
directly estimate the cumulative higher-order likelihood
function (for a similar approach and additional details on
the method, see Kashyap, Antia, and Frazier 2012) using a
seemingly unrelated regression estimator.

RESULTS

Table 3 displays the conditional mixed-process regression
estimates. The results provide considerable support for our
hypotheses. The significant Wald chi-square statistic of
145.2 (p < .001) demonstrates that across the system of
equations estimated, the predictors have satisfactory
explanatory power.

Table 3
CONDITIONAL MIXED-PROCESS REGRESSION ESTIMATES

Dependent Variables

n =622 n=411
INCID FRINIT ADR OUTCOMEFR EXPAN

Independent Variables

Intercept -2.02 (-1.23) -245 (-184)* 144  (1.96)* 00  (.00) 235 (19.30)***

REGISNUM -32 (-2.49)**

RELNUM 41 (2.50)**

PROPFE =77 (-.76) 151  (2.36)** -48 (-98)

REGISNUM x PROPFE 45 (2.90)**

RELNUM x PROPFE -51 (=2.57)y**

REGIS 20 (93 —.53 (=2.74)** 22 (82 -16 (-2.17)*

REL ~58 (-2.79)** 28 (1.33) -28 (-1.04) -07 (-1.14)

FRINIT 55 (2.03)* 99 (4.84)**+ -29 (=3.91)***

ADR —95 (<3.07)%** 44 (2.59)***
Control Variables

Ln(TOTINV) A8 (2.35)%*

FESH 1.80  (7.94)%*x*

FRSH -1.59 (4.62)***

GDP -.14 (-2.24)* 19 (2.37)** o7 (1D

ROYAL -03 (-44) -01 (-53)

Ln(DUR) 29 (8D -20 (-94)

RELDISS 24 (1.24) =37 (=3.22)k*x

FRWIN(t ~ 1) 85 (2.19)* -78 (-3.61)***

Ln(FRANUNITS) —25 (=3.72)x** 01 (.21)
Wald %2 (p-value) 14520  (.0000)

*p < 05 (one-tailed).

**p < 01 (one-tailed).

***p < 001 (one-tailed).

Notes: z-statistics are in parentheses.
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Impact of Regulation and Franchise Ownership Structure

With respect to litigation incidence, we find, consistent
with H; and Hj3, that the greater the number of registration
(relationship) law states in which the franchisor competes, the
lower (higher) the incidence of litigation (by; =-.32,bj, =
41, both ps < .01). These strong main effects of the regula-
tory context on the franchise system—wide incidence of liti-
gation are, however, significantly weakened by the fran-
chisor’s ownership structure. Specifically, franchisors’
reliance on franchisee-owned outlets is associated with a
significant uptick in litigation incidence, notwithstanding
the number of registration law states in which they compete
(bj4 = 45, p < .01). A similar significant weakening of the
positive main effect of relationship law on litigation inci-
dence is also in evidence (b;5 = -.51, p < .01). Together,
these results provide strong support for Hs, and Hs,.

To gain a better understanding of the moderating impact
of franchise ownership structure, we conducted tests of the
simple slopes at low (-1 SD), high (+1 SD), and mean val-
ues of PROPFE (Cohen et al. 2003). Figure 2, Panel A (B),
represents the simple slope of the number of registration
(relationship) law states on litigation incidence for low and
high reliance on franchisee-owned outlets. The inverse
association between REGISNUM and INCID (simple slope
of REGIS = -.04) is reversed for franchisors with high lev-
els of PROPEFE (simple slope of REGIS = .12; see Figure 2,
Panel A). For RELNUM, the effect of PROPFE is just as

Figure 2
SIMPLE SLOPES ANALYSIS OF SIGNIFICANT MODERATORS

A: REGISNUM x PROPFE

g - = Low PROPFE
2 — High PROPFE
E 0
g -5
s -1.0
2 15
2 20
% 25
8 -30 S e __
2 -85 in
& Low REGISNUM High REGISNUM
E Number of Registration Law States (REGISNUM)
B: RELNUM x PROPFE
S - - Low PROPFE
5 0 — High PROPFE
8 -5
§ -1.0 1
B 15 -
:C, —2.0 1 --=---""
8 251
3 -3.0
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2 45 .
s Low RELNUM High RELNUM
E Number of Relationship Law States (RELNUM)
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pronounced (see Figure 2, Panel B). For franchisors with
low reliance on franchisee-owned outlets, the association
between RELNUM and INCID is positive (simple slope of
REL = .09); we observe the opposite under conditions of
high PROPFE (simple slope of REL = -.09). The post hoc
probing of the interactions provides strong support for our
hypotheses and facilitates a clearer understanding of the
subtleties of conflict management.

Franchisor-Franchisee Litigation Choices

Conditional on the observance of litigation, we find
mixed evidence for the hypothesized effects of the regula-
tory context on franchisors’ and franchisees’ litigation initi-
ation and resolution choices. Although franchisors are not
more likely to initiate litigation in registration law states
(by; = 20, n.s.), they are less likely to rely on ADR for con-
flict resolution (b3, = -.53, p < .01). Thus, H,, is rejected,
but H,y, is supported. We find partial support for Hy as well,
because relationship law states elicit greater odds of fran-
chisees initiating litigation (b,, = -.58, p < .01) but have no
significant impact on their resolution choices (bs, = .28,
n.s.). We thus find support for Hy, but reject Hyy,.

We find strong support for Hg, relating franchisors’ litiga-
tion initiation (bg; = .99, p < .001) and reliance on ADR (b4, =
-95, p < .001) to their odds of prevailing in the focal con-
flict. Furthermore, franchisor litigiousness is associated with
lower levels of expansion goals achieved (bs; =-.29,p <
.001). Reliance on ADR, however, does result in increased
achievement of system expansion goals (bs, = 44, p <
.001), in support of H;.

Litigation Outcomes

Turning to the direct effects of the regulatory context, we
find evidence in support of only Hg;, (bsz =-.16, p < .05).
None of the other hypothesized direct effects of regulation
find support (byz = .22, byy = -28, bsy =-.07, all n.s.). With
respect to the control variables, we find higher levels of
franchisee investment (GDP growth rates) to be associated
with greater (lesser) odds of litigation incidence (b;g = .18,
p < .01; b7 =-.14, p < .05). The GDP growth rates are asso-
ciated with a significant increase in franchisor odds of liti-
gation initiation (by4 = .19, p < .01), but they do not appear
to affect ADR reliance (by; = .07, n.s.). Royalty rate and
franchising experience have no significant impact on par-
ties’ litigation initiation or resolution choices (bys = —.03,
bss =-.01, byg = .29, b3 = —.20, all n.s.). Whereas relation-
ship dissolution has no impact on litigation initiation (by7 =
.24, n.s.), the termination of the relationship before litiga-
tion ensues significantly reduces the likelihood of resolu-
tion by ADR (b3 = -.37, p < .001). We also find that the
greater the franchisor’s record of prior litigation success, the
greater (lesser) the likelihood of litigation initiation (ADR
resolution) (byg = .85, p < .05; b3g =—.78, p < .001). Finally,
as we expected, the likelihood of the franchisor (franchisee)
initiating litigation increases in response to franchisee (fran-
chisor) moral hazard (b,g = 1.80, by = —1.59, both ps <
001).

Alternative Model Specifications

Could the impact of each regulation (registration law and
relationship law) be amplified by the presence of the other?
To test this possibility, we estimated several alternate model
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specifications. First, we attempted to include the multiplica-
tive interaction of REGISNUM x RELNUM as an addi-
tional predictor in the selection model of litigation inci-
dence (Equation 1). We also included the multiplicative
interaction of REGIS x REL in the subsequent models pre-
dicting litigation initiation, resolution, and the dyadic and
systemwide outcomes, both separately for each outcome as
well as together (Equations 2-5). Across all alternative
model specifications, the interaction term remained non-
significant and the fit statistics suffered relative to the
hypothesized model. At least within the present context,
there seems to be no evidence of such amplification of the
impact of regulation.

DISCUSSION

The objective of this research is to provide a better under-
standing of the impact of franchise regulation on the inci-
dence, nature, and outcomes of franchisor-franchisee con-
flict. Our work acknowledges the significant impact of the
institutional context in which businesses operate (Dant and
Schul 1992; Grewal and Dharwadkar 2002) and extends
prior research on channel conflict by identifying the drivers
and consequences of serious conflict between channel part-
ners. We next discuss how the regulatory context frames
franchisors’ and franchisees’ litigation choices both by itself
and in combination with franchisors’ ownership structure and
explore the theoretical and managerial implications thereof.
Our findings inform marketers about an important public
policy issue regarding a critical sector of the economy.

Does Franchise Regulation Reduce or Promote Conflict?

As with most phenomena, the answer is not straight-
forward. Rather, whether franchise regulations serve to
ratchet conflict up or down depends on (1) whether we
adopt a systemwide perspective or choose instead to focus
on particular regulatory contexts (regulated vs. nonregu-
lated states), (2) the particular regulation we consider (reg-
istration vs. relationship law), and (3) the ownership struc-
ture of the channel system — specifically, the extent to which
the franchisor relies on franchised outlets.

Our study of 75 franchise systems observed over nearly
two decades yields evidence that the additional disclosure
elicited by registration law serves to reduce the incidence of
serious conflict (i.e., litigation) between franchisors and their
franchisees systemwide. Across regulated and nonregulated
markets alike, registration law—induced transparency of
franchisors’ operations effectively reduces miscommunica-
tion and unmet expectations, thereby promoting more har-
monious relations. This negative association between regis-
tration law and systemwide litigation incidence is, however,
reversed when litigation occurs in states subject to registra-
tion law. Within registration law regimes, the well-specified
nature of franchisee obligations enables easier and more
complete verification of (non)performance. Franchisors are
therefore less reticent to press their claims in court.

Relative to registration law, the impact of relationship
law on litigation is more straightforward. The increased dif-
ficulty of franchisee termination brought about by relation-
ship law results in a corresponding increase in the incidence
of franchisor-franchisee litigation. Such an increase may be
anticipated either as a function of the empowerment of fran-
chisees by relationship law or as a direct result of increased

franchisee shirking and the enforcement response it elicits
from franchisors. The present analysis provides greater sup-
port for the former thesis. Note that our findings explicitly
suggest that the franchisee is more likely to initiate litiga-
tion in relationship law states, typically in response to per-
ceived franchisor moral hazard. Although the end result of
increased litigation is probably not what regulators
intended, it is evident that relationship law has prompted a
greater appreciation among franchisees of their rights.

The preceding direct effects of regulation are, however,
significantly tempered by increases in franchisors’ reliance
on their franchisees for market presence. We find that a
higher proportion of franchisee-owned outlets translate to a
greater likelihood of litigation, probably caused by the lack
of fit between the reduced cost of franchisor enforcement
efforts and the resultant weakening of the credible threat of
termination. In contrast, franchise systems that have a sig-
nificant presence in relationship law states and rely on a
higher proportion of franchisee-owned outlets experience
greater environment—strategy alignment. Specifically, fran-
chisors seem to realize that the franchisee has the upper
hand not only because the latter owns and operates a higher
proportion of outlets but also because relationship law
implies a “franchisee day in court.” The result is a reduced’
propensity for litigation between the parties.

Overall, our own assessment of franchise regulation is
positive. We find little evidence of franchisees shirking in
relationship law states. Rather, the data demonstrate fran-
chisees to be significantly empowered and more willing to
take on the historically more powerful franchisor in relation-
ship law regimes. Although franchise operation in multiple
registration law states is significantly associated with low-
ered systemwide incidence of litigation, within individual
registration law regimes, franchisors are less prone to rely
on ADR methods. It is worth noting, however, that fran-
chisors’ increased assertiveness is primarily related to their
realizing unpaid dues by franchisee partners and correcting
trademark violations, both of which are directly related to
the continued health and viability of all franchisees and the
franchise system as a whole. Although too much of anything
(including regulation) can be a bad thing, in our opinion, the
additional transparency elicited by registration law and the
countervailing power brought about by relationship law
bode well for franchisor—franchisee partnerships.

Theoretical Implications

Perhaps the most important theoretical implication to
emerge from our study is that the decisions regarding when
to initiate litigation and how to resolve it are distinct yet
highly interrelated strategic choices. Parties making these
choices seem to be cognizant of the regulatory context in
which they operate. Specific dimensions of this context
work to either encourage or discourage a proclivity for liti-
gation and its resolution. To the best of our knowledge, our
study is the first rigorous, multiyear, multifranchise system
assessment of both pertinent laws. In emphasizing the role
of the regulatory context, we build on recent theoretical
treatments of how the imposition of regulation might affect
“the internal polity (e.g., by influencing decision making in
channels)” (Grewal and Dharwadkar 2002, pp. 89-90).

The results of our analysis provide strong support for the
notion that franchisors adopt a strategic cost—benefit calcu-
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lative approach to litigation with their franchisee partners.
The sparing use of litigation is noteworthy, as is the discern-
ing recourse to ADR as a means of resolving the issue in
question. Across the franchise systems we studied, we find
franchisors’ litigation choices to be consistent with policing
and quality assurance: they ensure the appropriate use of
valuable trademarks underlying their brand equity (Shane
2005) and the payment of royalties and advertising fees that
underwrite franchisors’ monitoring and market development
efforts, respectively (Blair and Lafontaine 2010).% Note also
that, all else remaining constant, franchisors initiating legal
claims against their franchisees are more likely to agree to
ADR rather than insist on adjudication. The picture that
emerges here is not one of a power-hungry litigant that is
eager to “punish” even the slightest transgression but rather
that of a thoughtful partner that is nevertheless willing to do
what is necessary to safeguard the franchise brand and its
promise (Antia and Frazier 2001).

Our assessment of both immediate and more long-term
outcomes pursuant to both parties’ litigation choices also
extends what is currently known about conflict manage-
ment. Each conflict management choice —the initiation of
litigation as well as its resolution—has a significant impact
on the decision maker’s achievement of objectives.
Although the party initiating the litigation (relying on ADR)
is more (less) likely to achieve its immediate goal, the situa-
tion is completely reversed for longer-term strategic objec-
tives. The present research thus identifies a distinct trade-
off that channel partners must weigh as they face a dispute,
the consideration of which may provide an effective brake
to inexorable conflict. Note that, for the most part, the regu-
latory environment seems to affect both dyadic and system-
wide outcomes indirectly. Contrary to our expectations,
only registration law has a negative effect on franchisors’
achievement of systemwide expansion goals. Instead, the
regulatory context seems to significantly inform both par-
ties’ conflict initiation and resolution choices and, in turn,
their corresponding outcomes. Our findings are consistent
with the notion that the regulatory context serves as a back-
drop against which firms conduct their operations (Grewal
and Dharwadkar 2002).

Managerial Implications

Our study provides useful guidance to both franchisors
and their franchisees. To franchisors, perhaps the most
important learning point is the strong evidence we provide
regarding the trade-off between the achievement of imme-
diate and more long-term objectives. Undoubtedly, by
adopting an aggressive conflict management approach, the
likelihood of the franchisor achieving its immediate purpose
is increased. The “payback” for such aggression, however,
is a demonstrated inability to retain and attract suitable fran-
chisee partners. Franchisor managers cognizant of this
trade-off are likely to make better informed conflict resolu-
tion decisions.

By identifying when each party is more apt to litigate, we
provide a useful benchmark to franchisors and franchisees
dealing with unresolved conflict. Rather than risking need-

6As pointed out by an astute reviewer, franchisees look to the franchisor
for policing and enforcement of critical performance obligations and are
not likely to oppose such efforts (Lal 1990).

less provocation or being perceived as being weak, each
party may calibrate its conflict management response effec-
tively. Franchisees would do well not to misuse or appropri-
ate franchise trademarks and should make timely royalty
payments to their franchisor. For their part, franchisors
should pay particular attention to the claims they make
when attempting to obtain new franchisees, because these
claims tend to be the most commonly observed grounds for
franchisee-initiated litigation. With this knowledge, both
channel partners can make better decisions about their own
conflict management approaches.

Limitations and Further Research Directions

Our study is subject to some limitations, which provide
worthwhile future research opportunities. First, although
our use of archival data from multiple sources provides rich
information on multiple franchisors’ conflict management
choices over an extended window of observation, we must
rely on indicators for the theoretically relevant variables in
this study. Future studies of conflict management would
benefit from integrating archival and more direct (perhaps
survey-based) operational measures of the theoretical con-
structs. Second, despite considering both parties’ perspectives
of the conflict, relevant information on individual fran-
chisees is limited solely to the contents of the franchisor-
reported litigation summaries we examined. Further research
could make use of the court docket information on record to
recreate a richer account of each conflict as it evolved.

A third limitation of the present research lies in our con-
ceptualization and operationalization of franchise ownership
structure at an aggregate, systemwide level. We are there-
fore unable to speak to the possibility of state-by-state varia-
tions in the proportion of franchisee-owned outlets and their
implications for franchisors’ conflict management choices
across individual regulatory jurisdictions. A rigorous assess-
ment of the drivers and consequences of local variations in
ownership structure would likely prove promising.
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