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Determinants of the Ownership Structure of Franchise

Systems

: Theory and Evidence

Lim, Young Kyun**
Byun, Sookeun

EET T

Oh, Seungsu

Abstract

The ownership structure of a franchise system is determined by the franchisor’'s
strategic choice. A close look at the extant theories and perspectives in economics and
management such as resource scarcity theory, agency theory, transaction cost analysis,
and mixed ownership theory reveals that firms choose their ownership structure for the
sake of economic efficiency, profit potentials, the chance of survival, and other strategic
concerns.

The present study, on the basis of strategic choice perspective, reviews the divergent
theories of a franchise system’s ownership structure and its determinants, thus
providing a theoretical framework for comparing the contradictory arguments along the
several critical dimensions. We also developed and tested the conflicting hypotheses
regarding key determinants of ownership structure including firm's age, size,
transaction—specific investments, uncertainty, and risk-sharing propensity.

Using a FDD (Franchise Disclosure Document) data set of 543 Korean franchisors, we
found that the years in business, the total number of employees, days of training, the
inverse of the years of franchising, and the requirement of royalty payment have

positive relationships with the proportion of company-owned outlets to total number of

* This study was supported by the 2011 Research Fund of Kwangwoon University.
** Corresponding Author, Professor, College of Business Administration, Kwangwoon University
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outlets. On the other hand, the proportion of company-owned outlets was found to have
negative relationships with the total number of outlets and the extent of geographic
dispersion of outlets, but to have no significant relationships with the initial investment
required and the inverse of contract length. Based on the findings, we provide several
theoretical and managerial implications for studying ownership structure of franchise

systems.

Key Words: franchising, theory of ownership structure, strategic choice, ratio of franchisor-

owned outlets

| . Theoretical Background

Firms choose to own or franchise their outlets on the basis of their strategic concerns
(Carney and Gedajlovic 1991; Dant 1996; Lim 2005). In franchising business reality, thus,
the difference in the proportion of franchisor-owned outlets might reflect the difference
in franchisor’s strategic goals.

For the last three decades, lots of empirical and theoretical analyses of ownership
structure were conducted in the field of franchising. Oxenfeldt and Kelly’s seminal work
was an important precursor to the development of the theory of ownership structure in
franchising. To date, aside from Oxenfeldt and Kelly's resource constraint perspective,
several theoretical perspectives were employed to explain the existence of different
forms of ownership structures. Some examples include agency theory, transaction cost
theory, signaling theory, and mixed (or plural form) ownership theory.

Each theory raises its own research questions and has differing assumptions and
logics in explaining franchising ownership phenomena. More specifically, each theory
assumes that firms behave differently on the basis of their own strategic goals and
their conceptions on the role of franchisees. As a result, each theory provides different
explanations for the antecedents and consequences of ownership structure. For example,
as the most critical incentive for adopting a franchise system, resource constraint
perspective (or resource scarcity theory) emphasizes a franchisor’s resource constraints
and the role of franchisee as the provider of resources needed. Table 1 summarizes the

major characteristics of each theory in franchising ownership literature.
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Table 1. Comparison of Ownership Structure Theories in Franchising

resource scarcity

agency theory

transaction cost

signaling theory

mixed ownership

theory analysis theory
y do fi ns Why do firms
have franchised .
Fundamental . Why do firms have both
outlets? (Why (Same as the (Same as the . .
Research . . own their franchised and
. firms begin left.) left.)
Questions . outlets? company-owned
franchising o
. outlets?
business?)
New firms Franchising is Franchisors can

Key Assumptions

suffer from a
lack of valuable
resources.
Capital market
is unstable.
Implicit
discount rates
of franchisors
and franchisees

There exist
agency
problems (moral
hazard, adverse
selection,
hold-up) in
franchisor—
franchisee
relationships.

a hybrid
governance
structure of
market and
hierarchy.
Franchisors and
franchisees do
always behave
opportunistically

Franchisors can
signal the
quality of their
brands via their
own outlets.
There exists
information
asymmetry
between
franchisors and

enjoys benefits
from synergy
when they have
both franchised
and
company-owned
outlets.
Franchisor and
franchisees are

are not the if possible. . always ready to
franchisees.
same. collaborate.
short-term stabilit
Strategic Goals | growth efficiency efficiency W adaptablity
(sustainability)
(fast growth)
Minimization of S
. Maximization of
Access to transaction
. synergy effects
franchisees who costs (system
. . . through
have resources Risk-sharing operation costs, ;
. . . . effective
(financial and the information . .
. RN . Higher brand organizational
Means to capital and minimization of | searching costs, . .
. . .. reputation and learning and
Achieve managerial agency costs bargaining and . X .
: . its effective active
Goals talents) that via proper negotiation . . . .
. . . . signaling. information
franchisors incentive design | costs,
L D exchange
need. and monitoring. | monitoring
. between
Minimization of costs, contract .
. . . franchisors and
capital costs. reinforcing .
franchisees.
costs, etc.)
Role of resource agent of the coun.t erpart of information collgboratlve
. . . relational . business
Franchisees provider franchisor receiver
exchange partner
The proportion The proportion Irnpl.l(nt denial Franchisors A certain ratio
of compan of of either a keep of
Evolution of pany company-owned | completely company-owned | company-owned

Ownership
Structure

owned outlets
will increase as
the system
matures.

outlets will
decrease as the
system
matures.

company-owned
or completely
franchised
system.

outlets until the
need for
signaling
vanishes.

and franchised
outlets is
maintained for
a long time.
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resource scarcity agency theory transaction cost signaling theory mixed ownership
theory analysis theory
Franchisor’s
Franchisor Age | Franchisor age, | monitoring Franchisor’s Franchisor age,
(years in size, and capability, intangible size, business
Critical business, years | monitoring Franchisee’s assets (Degree experience and
Determinants of | of franchising) capability (e.g., | transaction- of format know-how,
Ownership Size (total geographic specific development, Effective
Structure assets, number | dispersion) investments brand quality, communication
of employees, Royalty rate (e.g., initial recognition, and | with
etc.) Initial fees investments), reputation) franchisees.
Contract length
Oxenfeldt and | Rubin 1978; gziifhlg%gq
Kelly 1968; Brickley and Klein, Crawford, | Gallini and Lutz Srinivasan '2006_
Representative | Caves and Dark 1987, and Alchian 1992; Lafontaine i(alnins and ’
Studies Murphy 1976; Combs and 1978; 1993; Shane Mayer 2004;
Norton 1988; Castrogiovanni Dant 1996 and Spell 1998 ’
Minkler 1990; | 1994 Burkle and
: Posselt 2008
II. Hypotheses
1. Age

Resource scarcity theory predicts that the proportion of company-owned outlets to
total number of outlets would increase as a franchise system approaches to the mature
stage (e.g., Combs and Castrogiovanni 1994). As franchisors grow, their needs for
capital and managerial resources would decrease and increased resource availability
would make franchisors less reliant on franchising. On the other hand, agency theory
argues that the company—-owned proportion would decrease as franchisors grow.
According to agency theory, franchising is increasingly preferable to company ownership
because monitoring costs In a mature system could be reduced through superior
incentive design (Castgiovanni et al. 2004). Another theoretical argument posits that
there might be no relationship between franchisor age and the company-owned
proportion. Mixed ownership theory predicts that at some point in system development
franchisors seek an optimal ratio of company-owned outlets and want to maintain it for
a long time (Thomas et al. 1990). Life cycle theory also predicts that there is no
monotonic relationships between the age of franchise systems and the company-owned

proportion (Lafontaine and Kaufmann 1994; Castrogiovanni et al. 2004). Thus;



DEHXIO|E A|AEQ A8FE BF22 71

H 1-1. Franchisor's age would be positively related to the proportion of company—-owned
outlets.
H 1-1alt. Franchisor's age would be negatively related to the proportion of company—owned
outlets.
H 1-2. Franchisor’s age would have no relationship to the proportion of company—owned

outlets.

2. Size

According to resource scarcity theory, the size of a firm is positively related to the
proportion of company-owned outlets (e.g., Combs and Castrogiovanni 1994). Unlike
large firms, small firms might face problems in accessing capital and labor markets, and
in that case franchising might be a low-cost alternative for these firms. Because small
firms tend to rely on franchising as an expansion strategy, the proportion of
company-owned outlets should be low (Oxenfeldt and Kelly 1968; Hunt 1973; Caves and
Murphy 1976: Seshadri 2002; Rho 2002; Castrogiovanni et al. 2006).

On the other hand, agency theory argues that the size of a franchise system would
be negatively related to the proportion of company-owned outlets. As the number of
outlets increases, the monitoring costs per unit would decrease and firms might add
new franchised outlets at low costs and efforts (Shane 199%a). As a result, the
proportion of company-owned outlets decreases. Whereas resource scarcity theory rests
its rationale for ownership structure on the ease of resource accessibility, agency theory

bases its rationale on the economies of scale in monitoring costs.

H2. Franchisor’s size would be positively related to the proportion of company-owned
outlets.
H2alt. Franchisor’s history would be negatively related to the proportion of company—owned

outlets.

3. Transaction-specific investments

Both transaction cost analysis (TCA) and agency theory predict a higher level of
company-owned proportion when franchisees are required a greater level of investments
(Dant 1996). As franchisees make the requisite investments, they are exposed themselves

to the opportunistic behavior of franchisors and are reluctant to make such investments.
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Cosequently, franchisors are forced to make the requisite investments themselves through
a company-owned outlets, resulting in a higher portion of company-owned outlets.

Aside from financial investments, a higher level of education and training efforts
required for operating outlets successfully also contributes to the increase in the
company-owned proportion. As the specificity of knowledge increases, the costs for
transmitting a specific knowledge increases, resulting in a more franchisees’ reluctance
to participating in the franchise business (Jensen and Meckling 1995; Darr et al. 1995;
Lafontaine 1992; Scott 1995; Combs and Ketchen 1999).

While TCA and agency theory argues a positive relationship between transaction-specific
investments and the company-owned proportion, resource scarcity theory posits a
negative relationship between the two. In resource scarcity theory, a firm’'s primary
incentive to begin franchising is to acquire the resources needed, thus, the larger the
amount of requisite investments, the more the need for recruiting the franchisees as

resource providers (Combs and Castrogiovanni 1994). Thus;

H3. Transaction-specific investments required of a franchisee would be positively
related to the proportion of company—owned outlets.
Ha3alt. Transaction-specific investments required of a franchisee would be negatively

related to the proportion of company—-owned outlets.

4. Uncertainty

Uncertainty has two forms: environmental uncertainty and behavioral uncertainty
(Dant 1996). According to TCA, under high levels of environmental uncertainty, firms
would domesticate their transactions and vertically integrate their outlets for the purpose
of absorbing external uncertainty (Dant 1996). In franchising context, thus, the more
uncertain the perceived environment of franchisors, the larger the proportion of
company-owned outlets.

Behavioral uncertainty, which is defined as the difficulty in ascertaining the adherence
and conformity to contractual agreements (Dant 1996), also increases the proportion of
company-owned outlets. Because the costs for monitoring and evaluating franchisees
increase with behavioral uncertainty, franchisors would solve monitoring problem
through company-owned outlets (Dant 1996).

On the other hand, agency theory postulates a contradictory relationship between
monitoring costs and ownership structure. Agency theory argues that franchising is basically
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an attractive solution to managing monitoring problems. Thus agency theory expects that,
under higher levels of behavioral uncertainty, franchisors would increase the number of
franchised outlets instead of the number of company-owned outlets (Castrogiovanni et al.
2006; Carney and Gedajlovic 1991; Brickley and Dark 1987, Minkler 1990). Thus;

H4-1. Environmental uncertainty perceived by a franchisor would be positively related
to the proportion of company-owned outlets.

H4-2. Behavioral uncertainty perceived by a franchisor would be positively related to
the proportion of company—-owned outlets.

H4-2alt. Behavioral uncertainty perceived by a franchisor would be negatively related

to the proportion of company—-owned outlets.

5. Risk sharing

As franchisors share the risk of business operation with franchisees, the proportion of
franchised outlets would increase. Royalty is the most common form of risk sharing.
With the provision of a certain level of royalties, franchisors and franchisees share the
rents from operating outlets because, in most cases, royalty rates are set at a certain
percentage of gross sales. The higher the royalty rate that franchisors receive, the
greater the franchisors interest in franchising, resulting in a smaller proportion of
company-owned outlets (Shane 1998; Thomas et al. 1990). Thus;

Hb5. Risk sharing between a franchisor and its franchisees would be negatively related

to the proportion of company-owned outlets.

[ll. Data and Analysis Results

1. Data

We used the FDD (Franchise Disclosure Document) data set of Korean franchisors
that are registered in Fair Trade Commission as of the end of Year 2009. From a total
of 1,896 franchise systems, we eliminated those systems with missing variables and
incorrect information. As a result, a total of 543 systems was used for the used for

data analysis.
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2. Analysis Results

A multiple regression analysis using the equation below was used to test the hypotheses.

Y= B,+ B X, + B,X, + B, Xy + B, X, + B; X; + B X; + B, X; +
ByXy+ By Xy + By X,y + B X, +e

Y: proportion of company-owned outlets, Xi: years in business, Xo. number of
employees (log), X3! total number of outlets (log), X4 initial investments (log),
X5 days of training, Xg inverse of contract length, X7: inverse of years of
franchising, Xg: geographic dispersion, Xo: royalty dummy, Xio: business typel (dummy),

Xi1: business type2 (dummy)

From the regression analysis, we found that the years in business, the total number
of employees, days of training, the inverse of the years of franchising, and the
requirement of royalty payment have positive relationships with the proportion of
company-owned outlets to total number of outlets. On the other hand, the proportion of
company-owned outlets were found to have negative relationships with the total number
of outlets and the extent of geographic dispersion of outlets have negative relationships,
but to have no significant relationships with the initial investment required and the

inverse of the contract length. The results are shown in Table 2.

Table 2. Results of Regression Analysis(n=543)

B beta t sig. VIF
(constant) -0.019 -0.256 0.798
years in business 0.005 0.213 4.704 0.000 1.625
no. of employees (log) 0.033 0.338 6.541 0.000 2.116
total no. of outlets (log) -0.015 -0.145 -2.003 0.046 4.184
initial investments (log) -0.004 -0.025 -0.572 0.568 1.475
days of training 0.001 0.180 4.412 0.000 1.322
inverse of contract length -0.013 -0.021 -0.565 0.572 1.119
inverse of years of franchising 1.928 0.168 3.838 0.000 1.528
geographic dispersion -0.007 -0.192 -2.816 0.005 3.691
royalty dummy 0.023 0.069 1.817 0.070 1.137
business typel 0.028 0.053 1.380 0.168 1.180
business type2 0.001 0.003 0.067 0.947 1.377
Regression Equation Statistics RZ;%SF égﬁf%gsgfg §i=(())03117
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IV. Conclusions

The ownership structure of a franchise system is determined by the franchisor’'s
strategic choices. A close look at the extant theories and perspectives in economics and
management such as resource scarcity theory, agency theory, transaction cost analysis,
and mixed ownership theory reveals that firms choose their ownership structure for the
sake of economic efficiency, profit potentials, the chance of survival, and other strategic
concerns.

The present study, on the basis of strategic choice perspective, reviews the divergent
theories of a franchise system’s ownership structure and its determinants, thus
providing a theoretical framework for comparing the contradictory arguments along the
several critical dimensions. We also developed and tested the conflicting hypotheses
regarding the effects of key determinants of ownership structure including firm's age,
size, transaction-specific investments, uncertainty, and risk—sharing propensity. The
result of a regression analysis supported several hypotheses but at the same time
rejected the alternative hypotheses.

Overall, this research shows that different predictions might emerge from different
theoretical grounds. Most extant studies examining ownership structure in franchising
have taken only a specific theoretical perspective, and consequently, in many cases their
predictions were poor. The current study suggests that multiple theories should be used

to explain the complex nature of ownership structure of franchise systems.





